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Part I — International Economics

Chapter |

Introduction to International
Finance

After reading this chapter, you will be conversant with:

e Need to Study International Finance
e Meaning and Implications of Globalization

° Integration of Financial Markets — Reasons, Benefits, Costs and Effects.



NEED TO STUDY INTERNATIONAL FINANCE

Financial management of a company is a complex process, involving its own
methods and procedures. It is made even more complex because of the
globalization taking place, which is making the world’s financial and commodity
markets more and more integrated. The integration is both across countries as well
as markets. Not only the markets, but even the companies are becoming
international in their operations and approach. This changing scenario makes it
imperative for a student of finance to study international finance.

When a firm operates only in the domestic market, both for procuring inputs as
well as selling its output, it needs to deal only in the domestic currency. As
companies try to increase their international presence, either by undertaking
international trade or by establishing operations in foreign countries, they start
dealing with people and firms in various nations. Since different countries have
different domestic currencies, the question arises as to which currency should
the trade be settled in. The settlement currency may either be the domestic
currency of one of the parties to the trade, or may be an internationally accepted
currency. This gives rise to the problem of dealing with a number of currencies.
The mechanism by which the exchange rate between these currencies (i.e., the
value of one currency in terms of another) is determined, along with the level
and the variability of the exchange rates, can have a profound effect on the sales,
costs and profits of a firm. Globalization of the financial markets also results in
increased opportunities and risks on account of the possibility of overseas
borrowing and investments by the firm. Again, the exchange rates have a great
impact on the various financial decisions and their movements can alter the
profitability of these decisions.

MEANING AND IMPLICATIONS OF GLOBALIZATION

In this increasingly globalized scenario, companies need to be globally competitive
in order to survive. Knowledge and understanding of different countries’ economies
and their markets is a must for establishing oneself as a global player. Studying
international finance helps a finance manager to understand the complexities of the
various economies. It can help him understand as to how the various events taking
place the world over are going to affect the operations of his firm. It also helps him
to identify and exploit opportunities, while preventing the harmful effects of
international events. A thorough understanding of international finance will also
assist the finance manager in anticipating international events and analyzing their
possible effects on his firm. He would thus get a chance to maximize profits from
opportunities and minimize losses from events which are likely to affect his firm’s
operations adversely.

Companies having international operations are not the only ones which need to be
aware of the complexities of international finance. Even companies operating
domestically need to understand the issues involved. Though they may be
operating domestically, some of their inputs (raw materials, machinery,
technological know-how, capital, etc.) may be imported from other countries, thus
exposing them to the risks involved in dealing with foreign currencies. Even if
they do not source anything from outside their own country, they may have foreign
companies competing with them in the domestic market. In order to understand
their competitors’ strengths and weaknesses, awareness and understanding of
international events again gains importance.

What about the companies operating only in the domestic markets, using only
domestically available inputs and neither having, nor expecting to have any
foreign competitors in the foreseeable future? Do they need to understand
international finance? The answer is in the affirmative. Globalization and
deregulation have resulted in the various markets becoming interlinked. Any event
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occurring in, say Japan, is likely to affect not only the Japanese stock markets, but
also the stock markets and money markets the world over. For example, the forex
and money markets in India have become totally interlinked now. As market
players try to profit from the arbitrage opportunities arising in these markets, the
events affecting one market also end up affecting the other market indirectly.
Thus, in case of occurrence of an event which has a direct effect on the forex
markets only, the above mentioned domestic firm would also feel its indirect
effects through the money markets. The same holds good for international events,
thus, the need for studying international finance.

INTEGRATION OF FINANCIAL MARKETS

Reasons

Benefits

We have stated that globalization is taking place. What exactly do we mean by
globalization? It essentially involves the various markets getting integrated across
geographical boundaries. We will discuss the integration of the commodities
market in a later chapter. Let us discuss the integration of financial markets first.
What does it involve? Integration of financial markets involves the freedom and
opportunity to raise funds from and to invest anywhere in the world, through any
type of instrument. Though the degree of freedom differs from country to country,
the trend is towards having a reducing control over these markets. As a result of
this freedom, anything affecting the financial markets in one part of the world
automatically and quickly affects the rest of the world also. This is what we may
call the Transmission Effect. Higher the integration, greater is the transmission
effect. Let us look at the reasons for this integration.

Financial markets were not always as integrated as they are today. A number of
factors are behind this change. The most important reason is the remarkable
development of technology for transfer of money and information, making the
same possible at an extremely fast speed and at considerably reduced cost. This
has made possible the co-ordination of activities in various centers, even across
national boundaries. Another significant development was the sudden increase in
the inflation levels of various industrial countries which resulted in the price of
various financial assets changing widely in response to the changes in the domestic
inflation rates and the interest rates in different countries. These developments led
to some others, which contributed all the more to the process of globalization.
They are:
i.  The development of new financial instruments: For example, instruments
of the euro-dollar market, interest rate swap, currency swap, futures
contracts, forward contracts, options, etc.

ii.  Liberalization of regulations governing the financial markets: Though the
extent and direction of liberalization has been different in different countries,
based on the domestic compulsions and the local perspective, it has been
substantial enough to make operations in foreign markets a lucrative affair.

iii. Increased cross penetration of foreign ownership: This has helped in the

countries developing an international perspective while deciding on various
factors influencing the process of globalization.

The function of the financial system is to efficiently transfer resources from the
surplus units to the deficit units. Greater integration of the financial markets helps
in performing this function in a better manner. Just like natural resources are
distributed unequally among various countries, some countries are capital-rich,
while others are capital-poor. Capital-rich countries generally enjoy a lower return
on capital than the capital-poor countries. Let us imagine the scenario where there
are no capital flows between these two sets of countries. In the absence of
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Costs

adequate capital, the capital-poor countries will have to either forego or postpone
some of the high-yielding investments. On the other hand, capital-rich countries
will be investing in some of the low-yielding investments due to lack of better
opportunities. When capital flows are allowed to take place, investors from the
capital-rich countries would invest in the high-yielding projects available in the
capital-poor countries. This would benefit both the countries. The residents of the
capital-rich country will benefit by earning a higher return on their investments,
and the cash-poor country will benefit by earning profits on the project which they
would otherwise have had to forego. Integration of financial markets thus results in
a more efficient allocation of capital and a better working financial system.

The other benefit of an integrated financial system is smoother consumption
patterns enjoyed by all the countries over a period of time. The national income of
a country is not constant from one year to the next. Besides the upward or the
downward trend, there may be temporary jumps or slumps in a country’s income
due to various reasons. In these periods, if the country is not willing (or able) to
make a corresponding change in its investments, it will have to reduce its
consumption or will face a sudden surge in it, depending on the situation. Cross-
border capital flows provide a solution to this problem. In times of a temporary
slump in the income, a nation can borrow abroad and maintain its consumption at
the normal level, paying back later when the income stabilizes. Similarly, a
country having a temporary increase in income can invest it abroad in order to
draw on these investments in times of need, and thus maintain its consumption at
the normal levels.

Yet another benefit arising out of this integration is the possibility of enjoying the
benefits of diversification. Just as diversification across various securities makes
higher returns at the same risk-level (or same returns at a reduced risk-level)
possible, diversification across borders also gives investors the same opportunity,
by providing additional securities as well as an economic environment different
from the one within the country. Of course, just like diversification across
securities is possible only when the securities are not perfectly positively
correlated, diversification across borders is possible only when the economic
conditions of the countries involved are not perfectly positively correlated with
each other.

It is a well known fact that risks and rewards go hand-in-hand. Accordingly,
integration of the financial markets also involves taking some additional risks —
currency risks and country risks.

Currency risk denotes the risk of the value of an investment denominated in some
other country’s currency, coming down in terms of the domestic currency. It also
denotes the risk of the value of a foreign liability increasing in terms of the
domestic currency. These could happen due to a change in the exchange rates.

Country risk is the risk of not being able to disinvest at will due to countries
suddenly changing their attitude towards foreign investment, or due to some other
factors like war, revolution, etc. Governments may suddenly change their policies
regarding allowing non-residents to invest in certain areas, or repatriating their
profits, or some other factor affecting the returns of the foreign investors.

One additional risk that integration of the financial markets has brought to the fore
is that while the markets grow together, they usually also go down together in
times of a downturn in an economy or in case of any panic among the investors.
This trend has been quite visible in the various crises we have faced in the last few
decades like the stock market crash of 1987, or the recent South-East Asian
currency crisis, which got reflected in the stock markets worldwide.



Effects

SUMMARY

Introduction to International Finance

The most important and visible effect of globalization and integration of financial
markets is the increase in volatility. Whether it be interest rates, exchange rates or
prices of financial assets, all of them change quite frequently in response to
various changes taking place in different segments of the financial markets all over
the world. Such change gets reflected in exchange rates before getting reflected in
interest rates. Further, with the deregulation of the financial markets the world
over, the control of the authorities on these variables has reduced to a great extent,
thus exposing a firm to a number of risks, hitherto unknown to it. In this changed
scenario, learning international finance (of which exchange risk management and
interest risk management are an integral part) becomes essential for a finance
manager.

e  Globalization is a continuous process and its pace is increasing with the
passage of time. While it brings along a lot of opportunities, it is also
accompanied by a number of problems and risks, which we will have to learn
to handle.

e  The developments of the last few years have made the study of international
finance extremely important.



Chapter Il

Theories of International
Trade

After reading this chapter, you will be conversant with:

e Introduction to Theories of International Trade
e Developments on the International Trade Front

o Trade Barriers



Theories of International Trade

INTRODUCTION TO THEROIES OF INTERNATIONAL TRADE

In the previous chapter, the various reasons and benefits of the integration of the
financial markets were discussed. One important stimulant for this development
was the increase in trade among different countries. A well-developed global
financial system is essential for supporting increased international trade. The
international payment system, the availability of international credit and credit
guarantees (all forming a part of the international financial system), form the
backbone of international trade. There are some fundamental issues which still
need to be addressed. Why does international trade take place? What makes two
entities in two different countries buy from or sell to each other? How is it decided
as to which country should export a particular good and which country should
import it? Who gains from such trade? A number of theories have been
propounded in an effort to answer these questions. Some of the major theories will
be explained in the following sections. The theories that will be covered are given
below:

e Theory of Absolute Advantage

e Theory of Comparative Advantage

e Heckscher-Ohlin Model

e  Imitation-Gap Theory

e International Product Life Cycle Theory.

Theory of Absolute Advantage

In 1776, Adam Smith proposed the theory that international trade takes place
because one country may be more efficient in producing a particular good than
another country, and that other country may be capable of producing some other
good more efficiently than the first one. This provides an incentive to trade as both
the countries can benefit from specialization and the resultant increase in
productivity. Let us elaborate with an example. Suppose there are two countries —
Angelland and Babel. Angelland can produce a supercomputer by using 10 units
of labor, while Babel uses 15 units of labor for the same. On the other hand, to
produce an aircraft Angelland requires 20 units of labor and Babel requires only
10 units of labor. All other factors are used in equal amounts by both the countries.
Here, Angelland enjoys an absolute advantage in producing supercomputers and
Babel in producing aircrafts. According to Adam Smith, in such a scenario,
Angelland will restrict itself to producing supercomputers, and Babel to aircrafts.
These goods will then be traded among these two countries. Let us assume that the
countries exchange 1 supercomputer for 1 aircraft. Angelland will then be able to
produce a supercomputer using 10 units of labor, exchange it for one aircraft and
use the remaining 10 units of labor to produce a supercomputer for its own
consumption. This way it will be able to derive the satisfaction of using a
supercomputer as well as an aircraft by exhausting only 20 units of labor, which
would otherwise have yielded only an aircraft. Babel can also benefit in a similar
fashion. Thus, international trade results in increasing the rate of economic growth
of both the countries by utilizing the resources of both the countries more
productively. If increasing returns to scale are experienced, the benefits are further
increased.

There are certain limitations to this theory. Firstly, it explains the causes of trade
between two countries only in those situations, where both the countries enjoy
absolute advantage in the production of at least one product. Secondly, it assumes
that the transportation costs involved in selling a commodity in a country other
than the one in which it was produced, are either non-existent or insignificant
when compared to the degree of comparative advantage. This may not always hold
good. Another assumption of the model is that prices are comparable across
countries, implying stability of exchange rates. These assumptions may again not
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hold good. Lastly, the theory assumes mobility of labor between products. As a
country starts concentrating on producing the commodity in which it enjoys a
comparative advantage, the labor is assumed to shift from other sectors to that
sector. Labor may be mobile, but only to an extent. The kind of adaptability
required for labor to be perfectly mobile cannot actually exist.

Theory of Comparative Advantage

According to the absolute advantage theory, two countries enter into trade when
both of them hold an absolute advantage in the production of at least one product.
The question which arises here is whether two countries can benefit by trading
with each other even if one of them has an absolute advantage in all the
commodities. Yes, they can. According to the theory of comparative advantage,
propounded by the English economist David Ricardo in 1817, trade is possible as
long as the country experiencing the disadvantage is not equally less efficient in
producing all the products, i.e., both the countries enjoy comparative advantage in
at least one of the products. Let us take an example to understand what this means.

Continuing with our example of countries Angelland and Babel, let us assume that
their respective efficiencies in producing steel and cement to be as given in the
Table 1.

Table 1: Efficiencies of Countries as Reflected by the Labor-Hours Used

Labor-hours required

1 unit of steel 1 unit of cement
Angelland 5 10
Babel 15 20

As we see, Angelland enjoys an absolute advantage in producing both steel and
cement, as the number of labor-hours required to produce one unit of each
commodity is lesser than that required by Babel. Let us further assume that both
the countries have 600 units of labor-hours at their disposal. These labor units can
be used for producing either steel or cement. If Angelland utilizes these units for
exclusively producing steel, then it will be able to produce 120 (600/5) steel-units.
In case it goes for producing only cement, its capacity would be 60 (600/10) units
of cement. Similarly, Babel can produce either 40 units of steel or 30 units of
cement. As we see, for producing each unit of steel, the production of a particular
number of units of cement has to be foregone, and vice-versa. The quantity of
cement thus foregone in order to produce one additional unit of steel is called the
opportunity cost of steel. As Angelland can either produce 120 units of steel or
60 units of cement with the available resources, the opportunity cost of steel for
Angelland would be 0.5 (60/120). The opportunity costs of producing steel and
cement for the two countries can be similarly calculated. This calculation is shown

in Table 2.
Table 2: Opportunity Costs Involved in the Production of Steel and Cement
Opportunity cost
Steel Cement
Angelland 60/120 = 0.50 120/60 = 2.00
Babel 30/40 =0.75 40/30=1.33

Enjoying comparative advantage for a country means having a lesser opportunity
cost in producing a commodity than the other country. As we can see from Table 2,
Angelland has a lower opportunity cost and hence enjoys a comparative
advantage in producing steel, while Babel enjoys it in producing cement.
According to the theory of comparative advantage, each country should produce
that good, in which it has a comparative advantage. Hence, Angelland should
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produce steel and Babel should produce cement. This result can be arrived at by
one more method. As we see from Table 1, Angelland is comparatively more
efficient in producing steel than in producing cement. It consumes only one-third
the units of labor that Babel needs to produce a unit of steel, while in the case of
cement it needs half the labor-units required by Babel. Thus, Angelland should
produce steel since it is comparatively more efficient in steel production. This
gives us the same result as given by the measurement of comparative advantage.

The analysis of comparative advantages, thus tells us as to which country should
produce which commodity. Now we have to understand how this specialization in
production and the consequent trade will help the two countries in increasing their
standard of living. Assume the state of autarky, i.e., the state where no cross-
border trade takes place. Angelland foregoes 0.5 units of cement for every one unit
of steel it produces. At the same time, Babel foregoes 1.33 units of steel for every
unit of cement that it manufactures. Introducing international trade in the picture,
if Angelland could get more than 0.5 units of cement in exchange for one unit of
steel, it will gain. Similarly, if Babel could sell a unit of cement for more than 1.33
units of steel, it will also benefit from trade. In other words, Babel would benefit if
it could get a unit of steel for less than 0.75(=1/1.33) units of cement. Hence, both
the countries can benefit if a unit of steel can be traded in the international market
for anywhere between 0.5 and 0.75 units of cement. According to the theory of
comparative advantage, Angelland should produce only steel and Babel only
cement and they should trade these in the international markets for mutual benefit.
Let us say, the international terms of trade are 0.65 units of cement per unit of
steel. If Angelland produces one unit of steel using 5 units of labor in the process,
and trades it for 0.65 units of cement, it will save 1.5 units of labor (0.65 x 10 - 5).
These labor-units can be used to produce additional units of steel for consumption
at home or to be exchanged for more units of cement. Similarly, Babel can save
2 units of labor by producing 0.65 units of cement and trading it for a unit of steel
(15 - 0.65 x 20). These units can also be used for further production of cement,
either for home consumption or for further trade. These gains are referred to as gains
from trade. Thus, we see that international trade benefits, irrespective of whether a
country enjoys absolute advantage in the production of any product or not.

In explaining the theory of comparative advantage, David Ricardo made certain
implicit assumptions. They are

i.  Perfect competition: Perfect competition with flexible prices and wages
prevails in both the countries. This results in the prices of steel and cement
being different in Angelland and Babel due to a difference in the labor-hours
used and hence the production costs.

ii.  Productivity of labor: Labor is the only factor of production and the average
product of labor is constant for producing both the products in both the
countries. This means that the marginal product of labor is constant, implying
constant returns to scale.

iii. Full employment: There is full employment in both the countries. This
assumption is necessary for calculating the opportunity costs of the goods by
making a choice between the production of the two goods compulsory.

iv. Mobility: Labor is perfectly mobile between various sectors, but perfectly
immobile between countries.

v. Technology: No technological innovation takes place in any of the
economies. This assumption is also necessary for keeping the marginal
product of labor, and hence the comparative advantages, constant.

As the two countries start trading, the conditions in the domestic markets will
change. As demand for steel in Angelland increases due to export demand, price of
steel in that country will rise. Similarly, the price of cement in Babel will also rise.
Meanwhile, the increase in supply due to import of cement in Angelland and steel
in Babel will reduce the prices of these goods in the respective countries. The
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change in the domestic prices will result in a change in the profitability involved in
the production of these goods. As production of steel becomes more profitable and
that of cement becomes less profitable in Angelland, there will be a shift in
production in that country from cement to steel. There will be a similar shift in
production in Babel from steel to cement. As a result of the shift in production, the
labor also moves from one sector to the other. This process will continue till the
relative prices in the countries involved are equalized for both the commodities.

This theory is also not free from limitations. What if labor is not able to shift from
one sector to the other in response to the shift in production? Will the theory still
hold good? In such a case, unemployment in the economy will rise and the country
will end up even less efficient than it was under the state of autarky. So, when the
economy is in the grip of a recession or malfunctions, the theory of comparative
advantage may not work. The reason world trade order broke down during the
Great Depression of 1930s, can easily be traced to the soaring unemployment and
falling outputs all over the world. International trade again picked up after the
Second World War when the manifold increase in trade among the industrialized
nations led to unprecedented economic growth. Thus, we can say that the theory of
comparative advantage works properly when the economy is generally in an
equilibrium and the various economic indicators like the exchange rate, prices and
wages are at their appropriate levels. A disequilibrium in the economy like the
declining part of an economic cycle make it go haywire. Similarly, some other
assumptions of the theory like perfect competition and absence of technological
innovation are very rigorous. The theory also leaves the reasons giving rise to
comparative advantage untouched. In addition, it suffers from all the drawbacks of
the theory of absolute advantage. Yet, despite the drawbacks, this theory is one of
the closest explanations of international trade and the benefits derived from it. No
nation desirous of prospering and achieving high levels of economic growth can
afford to ignore it.

Heckscher-Ohlin Model

10

The theory of comparative advantage assumes a single factor of production — labor
— and describes the situation where trade takes place between countries having
different technologies, i.e., the countries operating at different levels of efficiency
giving rise to comparative advantages. The Heckscher-Ohlin model developed by
Eli Heckscher and Bertil Ohlin in the 1920s, explores the possibility of two nations
operating at the same level of efficiency, benefiting by trading with each other.
Following are the assumptions of the model:

i. No obstructions to trade (for e.g., trade controls, transport costs) are there.
ii.  Both commodity and factor markets are perfectly competitive.
iii. There are constant or decreasing returns to scale.

iv. Both the countries have the same technology and hence operate at the same
level of efficiency.

v. There are two factors of production — labor and capital. Both are perfectly
immobile for inter-country transfers, but perfectly mobile for inter-sector
transfers.

According to this theory, there are two types of products — labor-intensive and
capital-intensive. The model further says that the reason two countries operating at
the same level of efficiency can, and do benefit from trade can be traced to the
differences in their factor endowments. The labor-rich country is more likely to
produce labor-intensive goods and the country rich in capital will most probably
produce capital-intensive goods. The two countries will then trade these goods and
reap the benefits of international trade.

Just as having a higher per capita income, rather than having a higher national
income should be the criteria for judging as to which country is richer; for judging
as to which country is capital-rich, the criteria should be greater physical amount
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of capital per unit of labor rather than abundance of capital. There is another way
of categorizing a country as capital-rich or labor-rich. The country where capital is
cheaper than in the other country under the condition of autarky can be called as
capital-rich. The theory always holds good if we categorize the countries on the
basis of factor prices. If the amount of factor is used as the basis of categorization,
then to make the theory valid, we have to make the additional assumption that the
tastes of the consumers are identical and homothetic in both the countries. This is
so, because a bias in consumer tastes towards consumption of labor-intensive
goods in an economy which is physically capital-rich, or vice-versa, can distort the
factor prices so as to make the relative price of a capital-intensive good higher in
the physically capital-rich country. This would result in a contradiction between
the categorizations made on the basis of the two different interpretations of factor
abundance. The assumption of identical tastes removes this obstacle.

The Heckscher-Ohlin model is also not free from drawbacks. Firstly, it assumes
that factor endowments are given, whereas they can also be developed through
innovation. Secondly, due to minimum wage laws existing in some countries, the
factor prices may change to such an extent, that an otherwise labor-rich country
may find it cheaper to import labor intensive goods than to produce them locally.
Finally, the findings of an empirical study by economist Wassily Leontief pointed
out that despite being a capital-rich country, US exports are more labor-intensive
than capital-intensive. All these factors highlight the fact that there is more to
international trade than just factor endowments. In case of US exports, as Leontief
found out, it was the availability of highly skilled and educated labor that
prompted the US to export labor intensive goods.

Imitation-Gap Theory
This theory, given by Posner, considers the possibility of trade between two
countries having similar factor endowments and consumer tastes. According to this
theory, improvement in technology is a continuous process and the resulting
inventions and innovations in existing products give rise to trade between such
countries.

The degree of trade between such countries will depend upon the difference
between the demand lag and the imitation lag. Demand lag is the difference
between the time a new or an improved product is introduced in one country and
the time when consumers in the other country start demanding it. Imitation lag is
the difference between the time of introduction of the product in one country, and
the time when the producers in the other country start producing it. Imitation lag
depends on a number of factors including the readiness of the producers in the
second country to adopt new technology, availability of patent protection to the
original producer, time taken by the second country producers to learn the new
process and to adapt the existing plant and machinery to it, the simplicity or
otherwise of the innovation, and the likelihood of the second country producers
developing the technology on their own due to a constant process of research and
development. Demand lag depends to a large extent on the speed and effectiveness
of flow of information, the readiness of the consumers in the second country to
use innovative products, the speed with which they react to changes in technology,
and their ability to convert their desires into demand (i.e., their financial ability to
purchase the products). If due to any of the above factors, the imitation lag is
shorter than the demand lag, no trade will take place between the two countries.
However, normally demand lag can be expected to be shorter than imitation lag. In
such a case, the country coming out with the innovation will be able to start
exporting to the second country as the consumers there become aware of its
product, and the exports will keep growing as more and more consumers become
aware. These exports will continue to increase till the demand lag is over, i.e., till
all the consumers react to the innovation. If the local producers can start producing
the same product before this time period, they can arrest the growth of these
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imports into their country, otherwise the exports will continue and will stabilize at
a particular level. At the end of the imitation lag, the trade will start coming down
and will be finally eliminated. If due to further technological innovations in the
first country, it is able to come out with a still better product before the elimination
of these exports, the second cycle would start even before the first one has ended.
On the other hand, if there are no further innovations in the first country and the
second country producers are able to come out with another new product due to
the stimulation received by research in their country, the whole cycle will reverse.

International Product Life Cycle Theory
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The International Product Life Cycle (IPLC) theory, given by Vernon, explains the
various stages in the life of a new product and the resultant international trade.
Two important factors considered by this theory (and generally ignored by the
other theories) are technological innovation and market structure. The important
principles of this theory are:

e New products are developed as a result of technological innovations.

e  Trade patterns are determined by the market structure and the phase in a new
product’s life.

According to this theory, innovations are generally concentrated in the richer,
more developed countries. In the early stages of a new product, it is produced and
exported by the country which introduced the innovation. In the second stage of
the life of the product, production may shift to other developed countries where the
factors required are in abundance and thus offer a cost advantage. In the third and
the final stage, production shifts to lesser developed countries. This process results
in the originally exporting country becoming the importer.

There are two major reasons for innovations to be concentrated in the capital-rich
countries. The first reason is that the environment in the capital-rich countries
happens to be more conducive to research and development, which forms the
backbone of innovations. This is so because the patent regulations are more
effective there, along with a favorable tax structure. R&D generally requires a lot
of money and skilled labor, which are available aplenty in capital-rich countries.
The second incentive for such countries to create new innovation is that the
consumers there generally have high incomes and are ready to try new products.

Once new products are developed, they are first produced in the country that
develops them. The reasons are quite similar to the ones which promote R&D to
take place in such countries. Since the production of a new product is generally
very risky (as it is highly priced because of it being an improvement over the
existing products), the producers will feel more comfortable if the consumers it is
directed at, are having relatively high incomes. The production of such goods also
requires flexibility on the production side, which is made possible by the
availability of skilled labor in such economies. When a product is in its initial
stages, it is much more beneficial, even essential, to be at a close proximity to the
ultimate consumer. This again favors production to take place in these countries,
rather than some far of country which may be endowed with better suited factors
of production. Initially, these goods are produced for local consumption and due to
price inelasticity, high profits are enjoyed by the producers. These high profits
encourage increased production, and as supply starts outstripping demand, the
country starts exporting to the rest of the world.

As the product enters the maturity stage and the factor requirement changes, the
center of production also shifts from the country which initially introduced the
innovation, to other developed countries which may offer a cost advantage due to a
more suitable pattern of factor prices. The factor requirements may change due to
standardization of the product and its manufacturing process taking place after
some time of the introduction of the product in the markets. The entry of other
countries in the production scene may also be facilitated by the expiry of the patent



Theories of International Trade

granted at the time of the innovation or the development of substitutes in other
countries. As the production process may still require highly skilled labor and the
product may be expensive enough to need high-income consumers, production
may shift only to other developed countries. Also, the substitutes are likely to first
come up in other developed countries. The exports from the country which came
out with the innovation would decline in this phase, and those from these other
developed countries will register an increase.

After passage of some more time, the production process would become totally
standardized and it would become possible to produce the good with relatively
unskilled labor. Also, as the technology would become easily available, producers
in relatively less developed countries would become interested in producing the
good. By this time, the country introducing the innovation could also be reasonably
expected to come out with still newer technology, making the earlier product
cheaper and affordable by the residents of these lesser developed countries. All
these factors would result in the shifting of production to the latter. Thus, in the
last phase of the product life cycle, these countries would start exporting the
standardized product and the countries earlier engaged in its production and export
would face a decline in their exports, some of them even becoming importers of
the same product. It is important to remember here that since different versions of
the same product may be at different stages of their life cycle at the same time, a
country may be exporting as well as importing the same product, albeit different
versions, at any given point of time.

DEVELOPMENTS ON THE INTERNATIONAL TRADE FRONT

Intra-Industry Trade

The theories discussed in the previous section explain why one country exports
some products to a few countries, while importing other products. Another
interesting phenomenon observed is that of a particular country simultaneously
importing and exporting the same product. This is referred to as intra-industry
trade. Why does intra-industry trade take place? A number of reasons can be
attributed to the popularity of such trade. A few of them are given below:

e One reason which promotes intra-industry trade is transportation costs. The
distance (and hence the transportation costs involved) may be lesser between
city X in Angelland and a city in Babel, than between city X and city Y in the
same country (i.e., Angelland). This would encourage consumers staying in
city X to import from Babel rather than buy from within their own country. If
Angelland is involved in exporting the same good to other countries, it will
effectly end up being engaged in intra-industry trade.

®  Seasonal differences provide another reason for intra-industry trade. A country
may import a particular foodstuff when it is not in season in that part of the
world and may export it when it comes in season.

e Product differentiation also promotes such trade. It is generally observed that
capital-rich countries export superior quality varieties of the capital-intensive
products, while the labor-rich countries export both the labor-intensive
products and the lower quality varieties of the capital-intensive products. If
demand for both lower and higher quality goods exist in both types of
countries, it would again result in intra-industry trade. However, international
trade due to product differentiation need not necessarily be a result of
difference in qualities. Trade may also take place due to the existence of
different brands. For example, the US exports one brand of automobiles
while importing another.

13
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In addition to the above theories, there are a few more factors affecting
international trade. These are

e  High Re-entry Costs: A firm temporarily facing a slump in international
demand and/or price for its product may have to continue its supply, even if it
is not economically justifiable, due to high re-entry costs. In such a situation,
international trade will take place despite a comparative disadvantage being
faced by the firm.

e  Economies of Scale: Economies of scale may encourage a firm to produce
more in order to attain lower per unit cost. This additional output would then
be unloaded in the foreign markets. Thus, a firm may be able to export even
without enjoying comparative advantage, as a result of scale economies.

e  Currency Value: Exchange rates, i.e., value of one currency in terms of
another currency may increase or decrease the competitiveness of a product
in the international markets. This may result in a change in the trading pattern
among nations.

e  Consumer Tastes and Imperfect Competition: Consumer tastes are an
important factor governing international tastes. Due to a perceived difference
in quality, brand image of a particular product, or some other psychological
reason, consumers may be ready to purchase a more expensive product
despite a similar product being available for a lesser price. This may also
happen in case of imperfect competition prevailing where information about
the availability of the cheaper product may not be held by a section of the
consumers. These factors would distort the trade patterns.

Growth of International Trade

As we have seen, trade among nations induces countries to specialize in particular
products or in particular varieties of some products. This results in a more efficient
allocation and utilization of world resources. As the producers benefit from
specialization and economies of scale and the consumers get a wider range of
products to choose from, the economic activity increases, thus giving a push to
economic growth the world over. Countries have been trading with each other for
several centuries, but as countries began to appreciate the above-mentioned fact,
international trade started growing by leaps and bounds. There have been times when
countries showed a reduced interest in such trade and adopted various measures to
protect their domestic industries which resulted in a drawback to the growth, but
such times have had their roots in the underlying weak economic variables. These
protectionist measures were introduced for tiding over temporary difficulties such as
the Great Depression of 1930s, rather than out of any general disinclination towards
trade. In fact, during the last half-a-century, international trade has grown at a rate
faster than that of the GDPs of the countries involved. As a result, exports as a
percentage of GDP has increased dramatically for a number of countries.

Risks Involved in International Trade
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Risks and rewards always go hand-in-hand. True to this maxim, the advantages of
international trade are not unaccompanied by additional risk. There are two types of
additional risks that have to be taken care of while trading across nations — exchange
risk and country risk. Exchange risk is the uncertainty of returns induced by
unexpected changes in exchange rates. As exchange rates change unexpectedly, they
may have an unfavorable effect on sales, prices, costs and profits of exporters and
importers. Country risk refers to the risk of an exporter not receiving his payment
from the importer due to some country specific reasons. These reasons may be
political (like war), social (civil war), or economic (extreme liquidity crunch in the
economy). Even when the capacity of the importer to pay is not impaired by any of
these reasons, the payment may not come through due to some currency exchange
restriction suddenly imposed by the importing country. Despite these additional
risks, international trade has proved to be an attractive proposition.



TRADE BARRIERS

Despite all the obvious benefits of international trade, governments have an
inclination to put up trade barriers in order to discourage imports. There are two
kinds of barriers: Tariff and non-tariff.

Tariff Barriers

Tariff is a tax levied on goods traded internationally. When imposed on goods
being brought into the country, it is referred to as an import duty. Import duty is
levied to increase the effective cost of imported goods in order to increase the
demand for domestically produced goods. Another type of tariff, less frequently
imposed, is the export duty which is levied on goods being taken out of the
country, to discourage the export of those goods. This may be done if the country
is facing a shortage of that particular commodity or if the government wants to
promote the export of that good in some other form, for example, a processed form
rather than in raw material form. It may also be done to discourage exporting of
natural resources. When imposed on goods passing through the country, the tariff
is called transit duty.

Tariff can be imposed on three different bases. A specific duty is a flat duty based
on the number of units regardless of the value of the goods. For example, there
may be a duty of Rs.5,000 per computer imported into India. In this case, a person
importing, say, 20 computers would have to pay a duty of (5,000 x 20 =
Rs.1,00,000). An ad valorem duty is expressed as a percentage of the value of the
good. So a person importing a walkman worth Rs.2,000 carrying an import duty of
10% would have to pay Rs.200 towards duty charges. A compound duty is a
combination of a specific and an ad valorem duty. For example, a book worth
Rs.500 carrying a specific duty of Rs.25 and an ad valorem duty of 2% would in
effect be carrying a compound duty of Rs.35.

Over the last few decades, tariffs have been losing their importance as barriers to
trade, their place being taken by non-tariff barriers.

TECHNICAL BARRIERS

Countries generally specify some quality standards to be met by imported goods
for various health, welfare and safety reasons. This facility can be misused for
blocking the import of certain goods from specific countries by setting up of such
standards which deliberately exclude these products. The process is further
complicated by the requirement that testing and certification of the products
regarding their meeting the set standards be done only in the importing country.
These testing procedures being expensive, time consuming and cumbersome to the
exporters, act as a trade barrier. Under the new system of international trade,
trading partners are required to consult each other before fixing such standards. It
also requires that the domestic and imported goods be treated equally as far as
testing and certification procedures are concerned and that there should be no
disparity between the quality standards required to be fulfilled by these two. The
importing country is now expected to accept testing done in the exporting country.

PROCUREMENT POLICIES

Governments quite often follow the policy of procuring their requirements
(including that of government-owned companies) only from local producers, or at
least extend some price advantage to them. This closes a big prospective market to
the foreign producers.

INTERNATIONAL PRICE FIXING

Some commodities are produced by a limited number of producers scattered
around the world. In such cases, these producers may come together to form a
cartel and limit the production or price of the commodity so as to protect their
profits. OPEC (Organization of Petroleum Exporting Countries) is an example of
such cartel formation. This artificial limitation on the production and price of the
commodity makes international trade less efficient than it could have been.
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EXCHANGE CONTROLS

Controlling the amount of foreign exchange available to residents for purchasing
foreign goods domestically or while travelling abroad is another way of restricting
imports.

DIRECT AND INDIRECT RESTRICTIONS ON FOREIGN INVESTMENTS

A country may directly restrict foreign investment to some specific sectors or up to
a certain percentage of equity. Indirect restrictions may come in the form of limits
on profits that can be repatriated or prohibition of payment of royalty to a foreign
parent company. These restrictions serve to discourage foreign producers from
setting up domestic operations. Foreign companies are generally interested in
setting up local operations if they foresee increased sales or reduced costs as a
consequence. Restrictions against foreign investment, thus, act as an impediment
to international trade by giving rise to inefficiencies.

CUSTOMS VALUATION

There is a widely held view that the invoice values of goods traded internationally
do not reflect their real cost. This gave rise to a very subjective system of valuation
of imports and exports for levy of duty. If the value attributed to a particular
product would turn out to be substantially higher than its real cost, it could result
in affecting its competitiveness by increasing the total cost to the importer due to
the excess duty. This would again act as a barrier to international trade. This
problem has now been considerably reduced due to an agreement between various
countries regarding the valuation of goods involved in cross-border trade.

TRANSPORTATION COSTS
These costs act as another trade barrier. The cost of moving goods from one
market to another has the same effect as tariffs. While tariffs are imposed by
governments, transportation costs act as natural barriers to trade.

Non-tariff Barriers
Non-Tariff Barriers (NTBs) include all the rules, regulations and bureaucratic
delays which help in keeping foreign goods out of the domestic markets. There are
different types of NTBs:

QUOTA
A quota is a limit on the number of units that can be imported or the market share
that can be held by foreign producers. For example, the US has imposed a quota on
textiles imported from India and other countries. Deliberate slow processing of
import permits under a quota system acts as a further barrier to trade.

EMBARGO

When imports from a particular country are totally banned, it is called an embargo.
It is mostly put in place due to political reasons. For example, the United Nations
imposed an embargo on trade with Iraq as a part of economic sanctions in 1990.

VOLUNTARY EXPORT RESTRAINT (VER)

A country facing a persistent, huge trade deficit against another country may
pressurize it to adhere to a self-imposed limit on the exports to the deficit facing
country. This act of limiting exports is referred to as voluntary export restraint.
After facing consistent trade deficits over a number of years with Japan, the US
persuaded it to impose such limits on itself.

SUBSIDIES TO LOCAL GOODS

Governments may directly or indirectly susidize local production in an effort to
make it more competitive in the domestic and foreign markets. For example, tax
benefits may be extended to a firm producing in a certain part of the country to
reduce regional imbalances, or duty drawbacks may be allowed for exported
goods, or, as an extreme case, local firms may be given direct subsidies to enable
them to sell their goods at a lower price than foreign firms.
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LOCAL CONTENT REQUIREMENT

A foreign company may find it more cost effective or otherwise attractive to
assemble its goods in the market in which it expects to sell its product, rather than
exporting the assembled product itself. In such a case, the company may be forced
to produce a minimum percentage of the value added locally. This benefits the
importing country in two ways — it reduces its imports and it increases the
employment opportunities in the local market.

Comparison Between Quotas and Tariffs

Any kind of trade barrier reduces the efficient allocation of world resources and
the achievable level of standard of living. Both quotas and tariffs cause this to
happen. Yet, there are some differences between the two. The imposition of a tariff
generates revenue for the government, which could be used to reduce other taxes
or for other welfare activities and thus negate the harmful effect of tariffs on
consumers to some extent. In the case of a quota being imposed, the only
beneficiaries would be the importers who are able to get hold of an import license.
Secondly, quotas are enforced by allowing imports only against import licenses,
which are issued on a selective basis. Since the basis of selection for the grant of
import licenses is rarely clear, it leaves scope for manipulation. In this aspect, a
tariff is better than a quota as it is a more transparent mechanism. Otherwise also,
importers would prefer facing a tariff rather than a quota, since a tariff would make
the availability of the commodity (though at a higher price) a certainty and
eliminate the ambiguity involved in a quota system. On the other hand, the local
producers for whose benefit the barrier is being put up, would rather have a quota
in place since it helps them in planning for their future production levels if they
can project the future domestic demand. In case of a tariff being in place, the
future movements in the world prices and the elasticity of demand for imported
goods would also have to be estimated, which would prove to be a much more
difficult exercise.

Reasons for Imposition of Trade Barriers

Various arguments have been forwarded to justify the imposition of trade barriers.
Some of them may be valid in certain conditions, but most of them are based on a
fundamental misunderstanding of the basic principles underlying international
trade. In some cases they only serve to protect the interest of some specific groups
in the economy. The various reasons given are as follows:

e  Tariffs are a source of revenue for the government.

e  Sometimes compromising on economic welfare becomes essential due to
some important national goals. For example, national security cannot be
compromised by opening up the defense sector. There may be other national
concerns that have to be taken care of, for example, preservation of cultural
traditions or environment protection.

e  The fallacy that a country’s economic condition can be improved only if the
country enjoys a trade surplus, tempts governments to put up trade barriers.
This line of thinking stems from the period when a nation’s wealth used to be
measured by the amount of gold it held and any trade surplus or deficit was
settled by transfer of gold. This system, called the gold standard, no longer
works and hence cannot be taken as a reasonable excuse to put up trade
barriers. (The system of gold standard is explained in detail in a later
chapter.)

e  Free international trade has a few major implications. The first one is factor
price equalization. As international demand for a commodity produced in a
particular country grows, the price of the factor of production which is used
intensively for that product, increases in that particular country. At the same
time, demand for the same product produced in other countries reduces,
which lowers down the price of that factor in those countries. Hence, the

17



International Finance and Trade

18

factors of production which are comparatively inefficient suffer in terms of
reduced compensation. Another implication is that in the event of an increase
in the productivity of one of the factors of production, there is a reduction in
the production of goods which intensively use the other factor. These
implications give rise to a demand from those sectors for protection — of
domestic industries, local jobs and the levels of factor prices. These sectors
serve as very powerful lobbying groups for putting up trade barriers.

Tariffs are a popular means of retaliation for other countries putting up
barriers against domestic goods.

When some foreign producer is found to be dumping some particular good,
i.e. selling it at a price that does not even cover his costs (this may be done to
secure a foothold in the market), anti-dumping duty may be levied.

When some foreign country subsidizes its exports (may be to avoid balance
of payments problem), the importing country may impose a countervailing
duty.

A nation which is large enough to be able to affect world prices may be able
to change the terms of trade in its favor by levying tariffs. Imposition of
tariffs would increase the domestic prices beyond the international prices,
thus reducing domestic demand. If the domestic demand is large enough,
then this fall would induce the world price of that commodity to come down,
thus improving the terms of trade for the large country. In this situation,
imposition of tariffs could prove to be an attractive proposition for the large
country, at least in the short-term. In the long-term, other big countries may
also decide to act in the same manner, resulting in a decline in the economic
welfare of all the countries.

Trade barriers may be needed to protect an infant industry with tremendous
growth potential, if it is believed that in the long run it would be able to stand
on its own and face international competition. A new industry may not be
able to withstand the intense competition from well-developed industries of
other countries. However, if it is provided an initial period of shelter, it may
be able to develop the economies of scale, the skilled labor force, the
technological efficiencies and the product adaptation in accordance with
consumer tastes, which are required for turning the comparative advantage in
its favor. This fact encourages countries to put up trade barriers in that initial
period.

Barriers can be used to increase the demand for domestic products (by
increasing the price of foreign goods by imposing a tariff or by restricting
their availability with the help of quotas), in order to increase the domestic
employment opportunities, especially during periods of recession. This method
of generating employment may, however, involve a huge economic cost. The
same result may be achieved by following appropriate monetary and fiscal
policies. Besides, international trade would cause labor to shift from
industries which suffer from comparative disadvantage to those enjoying
comparative advantage. This would also result in an improvement in the
productivity of labor, thus providing a long-term solution to the problem of
unemployment. Restrictive barriers can only provide a short-term solution to
the said problem.

Restrictions may be put in place to reduce expenditure in foreign currency by
the citizens in order to improve the balance of payments situation.

Helping the exporters build-up world markets can be another reason for
putting up of trade barriers.

Providing encouragement to local production in order to reduce reliance on
foreign producers serves as a justification for trade barriers.
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e  Certain Non-Tariff Barriers (NTBs) like tax breaks for firms producing in
certain backward areas of the country (i.e. local production) may be put in
place in an attempt to reduce regional income disparities.

e  Free trade may not be allowed because of the drawbacks of international
trade, for example, the unequal distribution of the benefits of international
trade among the various sections of the society, short-term unemployment
during the transition period from the production of the goods in which the
economy is relatively inefficient to those in which it is relatively efficient.

e  Though a particular industry may not be under any direct threat from
advancements in technology in other countries, barriers may still be put in
place due to externalities and spillover effects. These terms refer to the
phenomenon where a change in technology in a related industry or an outside
event changes the comparative advantage of another industry.

e  Governments may not allow trade with another country due to ideological
differences, international sanctions or other political reasons (for example,
the US has not traded with Cuba for a long time). Economic sanctions can
take a number of forms — from embargo (a complete ban on transactions) to
restriction on some particular types of transactions. For example, while in
1990, an embargo was imposed against Iraq due to UN sanctions; in 1998,
US banned American entities from entering into some particular transactions
with India as a part of sanctions.

Costs of Trade Barriers

SUMMARY

Trade barriers have three effects on the economy. First, by increasing the cost of
foreign goods and shifting the domestic demand towards domestically produced
goods (which are not competitive, implying a higher cost of production), barriers
encourage inefficient production by local producers. Secondly, faced with a higher
price, consumers reduce the consumption of that good. Lastly, tariffs generate
revenue for the government. The first two effects have an economic cost involved.
Though the third effect does not involve any economic cost, this benefit together
with the benefit to the domestic producers cannot offset the economic costs of
inefficient production coupled with the reduced consumption and higher prices to
be borne by the consumers. So, there is a net loss caused by discouragement to
international trade by way of putting up trade barriers.

e  World trade has grown rapidly in the last few decades. These latest
developments can be reasonably expected to make it grow at an even faster
rate. Whether the benefits of this growth are being equally distributed among
the various nations or are being usurped by a few developed nations due to
the political and economic power enjoyed by them, is a hotly debated topic
which is unlikely to be settled in the near future.

e  The only thing which is certain is that the world as a whole is going to
tremendously benefit by this coming together of nations in an attempt to sort
out their differences and to find a mutually benefiting solution to the various
problems facing them.
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Chapter lli

International Trade
Finance in India

After reading this chapter, you will be conversant with:

o Role of EXIM Bank in Trade Finance

e Exchange Control Regulations Related to Merchant Transactions



International Trade Finance in India

THE ROLE OF EXPORT-IMPORT BANK OF INDIA (EXIM) IN TRADE

FINANCE
The EXIM bank was set-up to finance and promote foreign trade. EXIM bank
extends finance to exporters of capital and manufactured goods, exporters of
software and consultancy services and to overseas joint ventures and
turnkey/construction projects abroad. Term loans are also extended to projects
located in export zones.
EXIM bank financing can, if required, supplement working capital finance
extended by commercial banks at pre-shipment stage. The functions of the EXIM
bank are lending, guaranteeing, promotional services and advisory services.
Lending
I.  To Indian Companies II. To Foreign Govt., | III. To Indian Banks
Foreign Companies
1. Direct Assistance 1. Buyers’ Credit 1. Bill Rediscounting
2. Consultancy and 2. Lines of Credit 2. Refinance
Technology Services
3. Overseas Investment 3. Relending Facility

Finance
4.  Pre-shipment Credit
5. Deemed Exports

6. 100% Export Oriented
Units and Free Trade
Zones

7. Forfaiting

Lending to Indian Companies
Direct Assistance

Funds are provided on deferred payment terms to Indian exporters of plant,
equipment and related services, which enable them to extend deferred credit to the
overseas buyer. Credit is provided by EXIM bank in participation with commercial
banks. Banks provide the credit and they can avail of refinance from the EXIM
bank. The exporter is expected to obtain an advance and a down payment of at
least 15 percent of the contract value.

Consultancy and Technology Services

Indian companies executing overseas contract involving consultancy and
technology services, can avail of EXIM’s financing program, to offer deferred
payment terms to their clients. The credit may be extended to the Indian company
either by EXIM bank in participation with commercial banks, or directly by
commercial banks who could in turn seek refinance from EXIM bank. The Indian
company in turn would offer deferred payment terms to their clients.

The credit normally given in Indian rupees is repayable in half-yearly installments
over a period not exceeding five years. Guarantee of foreign government or a
guarantee/irrevocable LC of an acceptable bank would need to be obtained. The
Indian company also has to obtain ECGC insurance cover and assign it in favor of
the bank.
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Overseas Investment Finance

The EXIM bank provides export credits to Indian promoters for their equity
contribution to overseas joint ventures. The funds are in the form of long-term
credit not exceeding ten years. EXIM bank’s finance will be made available to
Indian promoters by way of

i.  Rupee term loans for financing equity contribution.

ii.  Foreign currency loans/guarantees, where the equity contribution is allowed
by the Government of India out of foreign currency loan to be raised by the
Indian promoter.

Equity contribution by Indian promoters can be in various forms such as

a.  Capitalization of proceeds of exports in the form of plant and machinery.
b.  Technical know-how.

c.  Capitalization of earnings such as royalty and management fees.

d.  Cash remittances.

Where cash remittances are allowed, Indian promoters are granted approvals to
remit foreign exchange from India or raise foreign currency loans for the purpose
of equity contribution.

The quantum of finance will be determined with reference to the Indian promoters’
share in the equity structure of overseas joint ventures, subject to a maximum of
80 percent of the Indian promoters’ equity contribution. Commercial banks may
also opt to take up risk participation in term loans and guarantees extended by
EXIM bank.

Pre-shipment Credit

If the requirement of pre-shipment credit by exporters is for periods in excess of
180 days, EXIM bank participates in the credit.

Financing Deemed Exports

Deemed exports occur in case of specified transactions within India, which result
in foreign exchange earnings or savings as given below:

i.  Supplies made in India to World Bank/IDA-aided projects against
international competitive bidding

ii.  Supplies to free-trade zones/100 percent export oriented units
iii.  Sales to foreign shipping companies and

iv. Supplies to ONGC and Oil India Ltd., for offshore and onshore drilling
operations.

Deemed exports can avail of EXIM bank’s deferred credit facility. EXIM bank
may participate with commercial banks in extending rupee loans for bridging cash
flow deficits of projects/supply contracts; EXIM bank also issues guarantees and
provides bridge finance in foreign currency.

Capital and producer goods are eligible for medium-term credits. Long-term
credits up to ten years are provided in exceptional cases. Credit is normally
secured by a bank guarantee.

Assistance to Export-Oriented Units
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Free-trade zones and export-oriented units are given finance for acquisition of
land, building, plant and machinery, preliminary and pre-operative expenses and
working capital (as margin money). EXIM bank’s assistance will be in the form of
direct assistance given as rupee term loans or deferred payment guarantees or
indirect assistance as refinance to commercial banks.

The export-oriented units seeking EXIM’s finance will have to establish the
technical, economic and financial feasibility of their projects.



Forfaiting
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Forfaiting is a common form of financing export related receivables. It is similar to
Bill Rediscounting Scheme. EXIM Bank has introduced this scheme for the Indian
exporters. Under this scheme, the exporter after finalization of the sale (or contract)
with a prospective buyer furnishes all the necessary details regarding the contract
to the EXIM Bank through which a contract of forfaiting is finalized by the
exporter with the overseas forfaiting agency. The exporters draw a series of bills of
exchange on the overseas buyers’ which will be sent along with the shipping
documents to the buyer’s bank for overseas buyers’ acceptance. Overseas buyers’
bankers will hand over to the exporter the documents against the acceptance of the
buyer and signature of ‘aval’ or the guaranteeing bank. The exporter will submit to
his bank to be forwarded to EXIM Bank which passes the documents to the
forfaiting agency. Proceeds of the bills are passed from the overseas forfaiting
agency to the exporter through the EXIM Bank. From October 1997, the authorized
dealers are allowed to undertake forfaiting of medium-term export receivables.
Figure 1: A Flow Chart of a Forfaiting Transaction
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1. Commercial contract between the foreign buyer and the Indian exporter.
2. Commitment to forfait bills of exchange/promissory notes (debt instruments).
3. Delivery of goods by the Indian exporter to the foreign buyer.
4. Delivery of debt instruments.
5. Endorsement of debt instruments without recourse in favor of the forfaiter.
6.  Cash payment of discounted debt instruments.
7.  Presentation of debt instruments on maturity.
8. Payment of debt instruments on maturity.

23



International Finance and Trade

Lending to Foreign Governments and Foreign Companies
Buyers’ Credit

Credit is given to buyers abroad to enable them to import engineering goods from
India on deferred payment terms. The loan facility is to be secured by a letter of
credit or a bank guarantee.

Lines of Credit

Relending
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EXIM bank also extends lines of credit to overseas governments or agencies
nominated by them, to enable buyers in these countries to import
capital/engineering goods from India on deferred payment terms. The exporters
can obtain payment from EXIM bank against negotiation of shipping documents.

An overseas bank can enter into a credit line agreement with EXIM bank. The
overseas bank would relend the funds to importers of capital goods, consumer
durables and services from India. The borrowing bank may be a commercial bank,
a central bank, an investment/merchant bank with a good credit standing.

Figure 2: Specimen Copy of a Promissory Note

MANCHESTER 31 MARCH, 1992 US$ 850,000
On 1 APRIL, 1993 for value received pay against this promissory note
to the order of MACHINERY EXPORTS (INDIA) LTD. the sum of

EIGHT HUNDRED FIFTY THOUSAND US DOLLARS

effective payment to be made in UNITED STATES DOLLARS without deduction for

and free of any taxes, impost, levies or duties present or future of any nature

This promissory note is payable at WELLINGTON BANK, MANCHESTER, UNITED KINGDOM

Drawn on JOHN SMITH IMPORTS (UK) LIMITED

OXFORD HOUSE, RUE DE LA VIE

WELLINGTON BANK, MANCHESTER,

UNITED KINGDOM

Per Aval

MANCHESTER, UNITED KINGDOM

Figure 3: Specimen Copy of a Bill of Exchange

MANCHESTER 31 MARCH, 1992 US$ 850,000
On 1 APRIL, 1993 for value received pay against this Bill of Exchange
to the order of MACHINERY EXPORTS (INDIA) LTD. the sum of

EIGHT HUNDRED FIFTY THOUSAND US DOLLARS

effective payment to be made in UNITED STATES DOLLARS without deduction for

and free of any taxes, impost, levies or duties present or future of any nature

This Bill of exchange is payable at WELLINGTON BANK, MANCHESTER, UNITED KINGDOM

Drawn on JOHN SMITH IMPORTS (UK) LIMITED PP MACHINERY EXPORTS (INDIA) LTD.

OXFORD HOUSE, RUE DE LA VIE

OXFORD HOUSE, RUE DE LA VIE, MANCHESTER,

JOHN SMITH IMPORTS (UK) LIMITED
UNITED KINGDOM

WELLINGTON BANK, MANCHESTER,

Per Aval for account of the drawee
UNITED KINGDOM

For Acceptance

MANCHESTER, UNITED KINGDOM DIRECTOR
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Loans will be denominated in US dollars and repayment will also be in the same
currency. Short-term loans extending from 180 days to one year are repayable by
quarterly/half-yearly installments. Medium-term loans are also given.

The relending facility will operate as follows:

a.  The borrowing bank, upon its approval of a sub-loan to an importer, opens
irrevocable letters of credit in favor of the Indian exporter through EXIM
bank or banks designated by the latter.

b.  The Indian exporter ships goods and presents shipping documents to EXIM
bank or banks designated by the latter.

c.  EXIM bank pays to the Indian exporter the rupee equivalent.
EXIM bank or the negotiating bank in India forwards shipping documents to

the borrowing bank, together with the advice of having made disbursement to
the supplier.

Lending to Indian Banks

Rediscounting of Export Bills
Commercial banks that are authorized dealers can rediscount their short-term
usance export bills with EXIM bank.

Refinance for Deferred Payment Exports
Deferred payment exports arise when export proceeds are to be received after six
months from the date of shipment. EXIM bank offers hundred percent refinance
facility to banks, which enables a bank to extend deferred credit to an Indian
exporter against supplier’s credit offered by the exporter to the overseas buyer.
Capital goods, consumer durables and industrial manufactures can be considered
for deferred credit.

Guarantees

Overseas Construction Projects

Guarantees are issued by the EXIM bank on behalf of exports of turnkey projects
and construction contracts. Such guarantees include:

i.  Bid bond guarantee

ii.  Advance payment guarantee

iii. Performance guarantee

iv. Retention money guarantee and
v.  Guarantee for borrowing abroad.

Bid bond guarantee is issued for a maximum period of six months. For advance
payment guarantee, exporters are expected to secure mobilization advance of 10-20
percent of contract value. Performance guarantee for 5 to 10 percent of contract is
issued and is valid up to one year after completion of the contract. Guarantee for
release of retention money enables the exporter to obtain the release of full payments.

Bridge finance may be needed at the earlier phases of the contract. Up to 10 percent
of the contract value may be raised in foreign currency from a foreign bank against
the EXIM bank’s guarantee for borrowing abroad.

Syndication of Export Credit Risks

EXIM bank and other banks participating in the funding of a loan would syndicate
the respective credit risks to other eligible commercial banks, who would assume
part of the total risk. Proposals valued at more than Rs.1 crore, entailing deferred
credit exports of engineering goods and services, are forwarded by the sponsoring
bank for consideration by an inter-institutional working group which meets at
Mumbai, with EXIM bank as the focal point. While clearing the proposal, the
participation arrangement for the funding of export credit is also determined.
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Software Exports

The new policy of the government on computer software exports and development
has rationalized the system of facilities and incentives for exports. Under the new
policy, EXIM bank has been designated as an agency for facilitating speedy
clearances and meeting foreign exchange requirements towards imports for
computer software export where export obligation of 350 percent of foreign
exchange used is undertaken. EXIM bank will undertake financial and technical
analysis of Software export proposals and monitor the progress.

EXIM bank extends advisory services to exporters in several areas and undertakes
promotional activities like techno-economic surveys collecting and disseminating
market information.

EXIM bank offers an integrated package covering foreign currency and rupee term
finance for acquisition of imported and indigenous computer/computer-based
systems for export purposes. EXIM bank welcomes the association of commercial
banks for providing working capital finance for software export projects assisted
by it. A rebate of 50 percent on customs duty payable on import of computer
system is available to software exporters opting for 350 percent export obligation.

Export and import transactions are governed by the EXIM policy and the RBI
exchange control regulations. While the EXIM policy regulates the movements of
goods and services by prescribing the permissible exports and imports, the RBI
regulations regulate the corresponding payments for these international
transactions. While extending credit for any such trade, the banks need to make
sure that the respective guidelines have been followed by the concerned parties.
The RBI regulations are given below.

EXCHANGE CONTROL REGULATIONS RELATED TO MERCHANT
TRANSACTIONS

Exchange controls were introduced in India in 1939, during the World War II, to
conserve foreign exchange, particularly the US dollar, for meeting essential
defence expenditure. The main purpose of exchange controls is to conserve foreign
exchange and ensure its effective utilization.

After the World War 11, the exchange control regulations framed under the Defence
of India Rules were replaced by the Foreign Exchange Regulation Act, 1947,
which was revised and replaced by the Foreign Exchange Regulation Act, 1973.
With a view to create conducive climate for attracting foreign direct investment to
increase production and promote exports, FERA 1973, has been substantially
amended by FERA [Amendment] Act, 1993. FERA was replaced with Foreign
Exchange Management Act (FEMA), 1999 to consolidate and amend the law
relating to foreign exchange with the objective of facilitating external trade and
payments and for promoting the orderly development and maintenance of foreign
exchange market in India.

Exchange controls also cover foreign capital and activities financed by it. The
administrative authority of foreign exchange regulation is vested with the Reserve
Bank of India (RBI) and the routine work of exchange control is delegated to
banks authorized to deal in foreign exchange. Exchange controls and procedures
are set out in the Exchange Control Manual published by the RBI.

Transactions Subject to Control
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a.  Purchase, sale, and other dealings in foreign exchange and maintenance of
balance at foreign centers.

b.  Realization of export proceeds and payment for imports.
c.  Payments to non-residents or to their accounts in India.

d. Transfer of securities between residents and non-residents and acquisition
and holding of foreign securities.
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SUMMARY

International Trade Finance in India

Foreign travel with foreign exchange.
Export and import of currency, cheques, travellers cheques, securities, etc.

Activities in India of foreign nationals and branches of foreign firms and
companies.

Foreign direct investment and portfolio investment in India including
investment by non-resident Indians, persons of Indian origin and corporate
bodies predominantly owned by such persons.

Appointment of non-residents and foreign nationals and foreign companies,
etc., as agents in India.

Setting up of joint ventures/subsidiaries outside India by Indian companies.

Acquisition, holding and disposal of immovable property in India by foreign
nationals/companies.

Acquisition, holding and disposal of immovable property outside India by
residents in India.

The Exim Bank was set-up to finance and promote foreign trade.

It extends finance to exporters of capital and manufactured goods, exporters
of software and consultancy services, and to overseas joint ventures and
turn-key/construction projects abroad.

Exim Bank precisely lends to the Indian companies, Indian banks, Foreign
governments, and Foreign companies.

Exim Bank also issues various guarantees.

Certain regulations are issued by the RBI for exporters.
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Chapter IV

Balance of Payments

After reading this chapter, you will be conversant with:

Concept of Economic Transactions

Principles of BoP Accounting

Balance of Payments Factors Affecting the Components of BoP Account
BoP Compilation

BoP Account — The Indian Perspective

Importance and Limitations of BoP

Relationship between BoP Variables and Other Economic Variables



Balance of Payments

The determination of a country’s exchange rate depends upon the exchange rate
system followed by it. The exchange rate of a currency is its value (or price) in
terms of another currency. Like all other commaodities, the price of a currency also
depends on its supply and demand factors. When the exchange rates are truly
flexible, the demand and supply arise only from the market forces. In the case of
fixed exchange rates, in addition to the supply and demand arising from the
market, the Central Bank/regulatory authority ensures an official demand or
supply, which keeps the overall forces balanced in order to maintain the exchange
rate at an equilibrium level which is considered desirable by the Central Bank.
(The various exchange rate systems are discussed in the next chapter.)

To forecast the level of exchange rate, we need to know the factors that affect the
demand for and supply of a currency. Any factor increasing the supply of a
currency reduces its price, i.e., causes it to depreciate and vice versa. Similarly,
any factor increasing the demand for a currency, increases the price of that
currency, i.e., causes it to appreciate and vice versa. All these factors are reflected
in the Balance of Payments (BoP) account. The BoP account is the summary of
the flow of economic transactions between the residents of a country and the Rest
of the World (ROW) during a given time period. The BoP is for a country what a
statement of sources and uses of funds is for a company. It measures the flow of
international payments and receipts. As it measures flows and not stocks, it records
only the changes in the levels (and not the absolute level) of international assets
and liabilities.

Balance of Payments is described by the IMF in its Balance of Payments Manual
as a statistical statement for a given period showing —

a. Transactions in goods, services and income between an economy and the rest
of the world;

b. Changes of ownership and other changes in the economy’s monetary gold,
Special Drawing Rights (SDRs), and claims and liabilities to the rest of the
world; and

c.  Unrequited transfers and counterpart entries that are needed to balance, in the
accounting sense, any entries for the foregoing transactions and changes
which are not mutually offsetting.

These components of the BoP are discussed in a subsequent section.

The Balance of Payments Manual prescribes certain principles and concepts to be
followed by countries while compiling their BoP data, in order to ensure that
recording of transactions is systematic and consistent. The principles refer to
adoption of the double-entry bookkeeping system, distinction between entities to
be treated as residents and those to be treated as non-residents, scope of economic
transactions to be included in the BoP statistics, valuation of such transactions and
the time when these transactions are to be recorded.

CONCEPT OF ECONOMIC TRANSACTIONS

IMF prescribes that all economic transactions between residents and non-residents
be recorded in the BoP. For this purpose, economic transactions include all those
activities whereby two entities exchange something of economic value. There are
at least two parties involved, either in reality, or by implication. An example of the
latter is the transfer of a non-resident’s funds to the country to which he is
migrating. Though there is only one party involved in reality, the transfer is
assumed to be from a non-resident (as the migrant is before migration) to a
resident (as he is after migration). By implication, there are two entities involved
and hence the transaction appears in the BoP account.

Generally, those transactions are recorded which take place between a resident and a
non-resident. Yet, there are a few transactions which are recorded even if they take
place between two residents or two non-residents. Let us look at an example.
The BoP account records various transactions like exports/imports of goods and
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services, payment of dividend/interest, investments in assets etc. These transactions
are broadly classified into current account and capital account. Suppose X has a
FCNR deposit in US$ with SBI which he now proposes to transfer to Bank of India.
Then the amount of FCNR will be paid by SBI to Bank of India. While this does not
affect the BoP as a whole, the transactions will be recorded in the BoP. Similarly, a
transaction like deemed exports (where supplies are made by a resident to another
resident but such sale is treated as if it is an export) are also recorded in the BoP
eventhough the BoP position itself may not change. Thus, certain transactions which
do not affect the BoP position may also be recorded.

Another exception to the general principle is the recording of those transactions
where the transfer of a thing having economic value is only one-sided, i.e., the
transferor does not receive anything of economic value in return. These are called
transfer payments. Examples of such payments are aids, grants, taxes and gifts etc.
Since there is no corresponding payment to make the double entry possible, the
offsetting entry is put under the head “Transfer Payments”.

Concept of Resident

According to the IMF manual, an entity is said to be a resident of that economy to
whose territory it has closer links than with any other economy. For this purpose,
territory is defined as including the areas falling within the political boundaries of
a country, or its territorial seas, or those parts of international waters over which it
has exclusive jurisdiction. All entities other than those which qualify as residents
in accordance with the above-mentioned definition are considered as non-
residents. The IMF manual classifies entities into four categories:

i.  General Government Institutions
ii.  Individuals

iii. Private Non-profit Bodies

iv. Enterprises.

The following rules are given by the manual for determining the economy to
which an entity has closer links.

GENERAL GOVERNMENT INSTITUTIONS

INDIVIDUALS

All the departments, establishments and bodies of the Central, State and Local
Governments that are located in the territory of a particular economy, are
considered its residents. The embassies, consulates and other entities representing
an economy’s government are also considered as the residents of that particular
economy, although they are located abroad.

According to the manual, “all persons who may be expected to consume goods
and services, participate in production, or engage in other economic activities in
the territory of a given economy on other than a temporary basis, and whose center
of interest lies in that economy” are to be considered as the residents of that
economy. The criteria for recognizing permanence is a stay in that economy for a
minimum period of one year.

As an exception to the above rule, an economy’s government’s diplomats, consular
representatives and other representatives are considered as that economy’s
residents, irrespective of the length of their stay abroad. This is so because their
country is expected to continue to be their “center of interest”.

PRIVATE NON-PROFIT BODIES
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Under this category, those bodies are included which provide services to the
society either free of cost or at subsidized rates. They are considered the residents
of that economy in which they are located and provide their services.



ENTERPRISES

This category includes those entities which produce and sell goods or services on a
commercial basis. These are considered to be the residents of that economy on
whose territory they conduct their operations. According to this definition, the
foreign branches of a resident enterprise are viewed as the residents of that
economy in which they are operating instead of residents of their domestic
economy, despite the fact that the enterprise and its branches would be a single
legal entity (having been incorporated in the domestic economy). A company’s
foreign subsidiary would also be considered a resident of that foreign economy in
which it is incorporated and operating.

Principles for Valuation of Transactions

Every year, a large number of transactions enter the BoP account of each country.
To make the data comparable across countries and over a period of time, it is
essential that a uniform system be adopted for valuing these transactions. The IMF
manual recommends the following principles to be followed for valuation of
transactions entering the BoP account:

a. The transactions should be valued at market prices. For this purpose, the
manual describes market price as “the amount of money that a willing buyer
pays to acquire something from a willing seller, when such an exchange is
one between independent parties into which nothing but commercial
considerations enter”.

b.  Both imports and exports should be valued at f.o.b. basis (i.e. free on board
basis). This means that the price paid for the insurance and shipment of goods
should not be included as a part of the value of goods either by the importer or
the exporter, but should be recorded separately as a payment for services
(wherever paid to a foreign agency).

c.  Any transaction denominated in a foreign currency should be converted into
the domestic currency at the exchange rates prevailing in the market at the
time the transaction took place.

PRINCIPLES OF BOP ACCOUNTING

The foremost principle of BoP accounting is the use of the double entry bookkeeping
system, i.e., every transaction has two aspects and hence enters the BoP account
twice, once as a credit and once as a debit. Since for every credit there is a
corresponding debit, the balance of payments account always balances. The logic
underlying every transaction being entered twice is that whenever there is a
transaction, whether purchase or sale, there would be a corresponding payment —
either immediate or deferred, giving rise to two entries. Since there is no
compensation involved in the case of transfer payments, they are treated as trade in
goodwill to satisfy the principle of double-entry. An outflow on account of transfer
payment is regarded as a purchase of goodwill, while an inflow is regarded as a sale.

There is a clear rule for determining the side of a BoP account on which a
particular transaction should be entered. The rule is that any transaction which
creates demand for the domestic currency in the forex markets enters the BoP
account on the credit side, and any transaction increasing its supply enters the
debit side. Another way of understanding the rule is through sources and uses of
foreign currency. Any transaction which is a source of foreign currency is a credit
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entry, and any transaction which is a use is a debit entry. In accordance with these
definitions, credit transactions are recorded with a plus sign, and debit transactions
with a minus sign.

Let us consider a few examples. As a country exports goods to another country,
the demand for the domestic currency goes up as the foreign importer would need
to buy the domestic currency to pay for the imports. This would appear as a credit
item in the BoP account as it is a source of foreign currency. On the other hand,
imports increase the supply of the domestic currency, as foreign currency would
need to be bought in exchange for the domestic currency in order to pay for the
imports. Since it is a use of the foreign currency, it would appear as a debit item.

BALANCE OF PAYMENTS
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The Balance of Payments (BoP) is a systematic record of all economic
transactions between the ‘residents’ of a given country and the residents of other
countries — the rest of the world — carried out in a specific period of time, usually a
year. It represents a classified statement of all receipts on account of goods
exported, services rendered and capital received by residents, and payments
made by them on account of goods imported, services received from and capital
transferred to non-residents or foreigners. Thus, BoP is a much wider term in its
coverage as compared to balance of trade. Whereas the balance of trade refers to
merchandise imports and exports (visible trade), the BoP refers to all economic
transactions — including ‘invisible transactions’ like banking, insurance, transport
services, etc., with the rest of the world.

Balance of payments account is based on the ‘standard double entry system’ of
bookkeeping. Thus, every entry is entered twice, once as a credit item and once as a
debit item. A transaction which increases the external purchasing power of a country
is recorded as a credit entry. It represents a source of foreign exchange. Examples of
such transactions are,

i.  Export of goods or merchandise exports;
ii.  Export of services like travel, insurance, etc., or invisibles;
iii. A capital inflow into the country, i.e. borrowing abroad;

iv. Decrease in foreign exchange reserves and gold reserves of the monetary
authority.

A transaction which reduces the external purchasing power of the country is
recorded as a debit entry. It represents the use of foreign exchange reserves. Such
transactions are,

i.  Merchandise imports and invisible imports;
ii. A capital outflow or lending abroad,;

iii. Increase in foreign exchange reserves and gold reserves of the monetary
authority.

Apart from the statistical discrepancies on account of different data sources, the
offsetting credit and debit entries are, in principle, always in balance. What then do
we mean by BoP deficits and surpluses? The answer is that we can select a sub-
group of transactions and see whether the net balance on these is negative (deficit)
or positive (surplus). Depending upon the particular sub-group chosen, there can
be a variety of concepts of BoP deficits and surpluses as discussed.



Balance of Payments

Components of Balance of Payments

The BoP statement is usually divided into three major groups of accounts. The
construction of the accounts can best be appreciated by examining Table 1 given
below.

Table 1: India’s Overall Balance of Payments

Credit Debit Net

A. CURRENT ACCOUNT
1. MERCHANDISE
a. Exports (on f.o.b. basis)

b. Imports (on c.i.f. basis)
2. INVISIBLES (a+b+c¢)
a. Services
i. Travel

ii.  Transportation
iii. Insurance

iv. G.ni.e
v.  Miscellaneous
b. Transfers

vi. Official
vii. Private
C. Investment Income
Total Current Account (1 +2)
B. CAPITAL ACCOUNT
1. FOREIGN INVESTMENT (a + b)

a. In India
i. Direct
ii.  Portfolio
b. Abroad
2. LOANS (a+b+c¢)
a. External Assistance
i.  ByIndia
ii.  To India
b. Commercial Borrowings (MT
and LT)
i.  ByIndia
ii.  To India
C. Short-term
To India
3. BANKING CAPITAL (a +b)
a. Commercial Banks
i. Assets

ii.  Liabilities
iii. Non-Resident Deposits
b. Others
4. RUPEE DEBT SERVICE
5. OTHER CAPITAL
Total Capital Account (1 +2+3+4+5)
C. ERRORS AND OMISSIONS
D. OVERALL BALANCE (A + B +C)
E. MONETARY MOVEMENTS (i + ii)
i. LM.F
ii. Foreign Exchange Reserves
(Increase — / Decrease +)
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CURRENT ACCOUNT

The Current Account records the transactions in merchandise and invisibles with
the rest of the world. Merchandise covers exports and imports of all movable
goods, where the ownership of goods changes from residents to non-residents and
vice versa. Therefore, Current Account captures the effect of trade link between
the economy and rest of the world.

The merchandise trade values exports on f.0.b. (free on board) basis and are shown
as credit items and the imports valued on c.i.f. (cost insurance and freight) basis
are the debit items. However, the IMF Balance of Payments manual provides
guidelines for compilation of the BoP statistics prescribing the valuation of both
exports and imports on f.0.b. basis.

The item Invisibles includes travel, transportation, insurance, investment income,
and other miscellaneous items. The credit under the Invisibles comprises the value
of services rendered by residents to non-residents. The income earned by residents
on ownership of financial assets (investment income), use of non-financial assets
(property income) and other receipts in cash or kind without a quid pro quo
(transfer payments) are all recorded as credits. Similar remittances made by
residents to non-residents are recorded as debits.

G.n.i.e. implies government not included elsewhere. A credit entry of the G.n.i.e.
includes items like: Funds received from a foreign government for the
maintenance of their embassy, consulates, etc., in India. Under the heading
‘Miscellaneous’, payment to a foreign technical consultant for professional
services rendered by him will appear as a debit item.

Transfers may be of two types: Official and private. A debit entry under the
heading Official Transfers constitute items like revenue contributions by the
Government of India to international institutions or any transfer (even in the form
of gifts) of commodities by the government to non-residents. Private transfers
include items like cash remittances by non-resident Indians for their family
maintenance in India. With effect from 1996-97, private transfer receipts include
redemption in rupees of both principal and interest under Non-Resident External
(Rupee) Accounts and Non-Resident Non-repatriable Rupee Deposit schemes.

CAPITAL ACCOUNT
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In the case of the Capital Account an increase (decrease) in the country’s foreign
financial assets are debits (credits) whereas any increase (decrease) in the
country’s foreign financial liabilities are credits (debits).

All transactions of financial nature are entered in the Capital Account of the BoP
statement. The transactions under this heading are classified into five heads:
(1) Foreign Investment, (2) Loans, (3) Banking Capital, (4) Rupee Debt Service
and (5) Other Capital.

Any investment made by foreign residents (individuals, companies, financial
institutions or even a foreign government) in the acquisition of physical assets in
India is a Foreign Direct Investment. It is depicted by an inflow of foreign capital
and is a credit item in the BoP Statement. When a foreign country portfolio investor
directly purchases financial assets in the Indian securities market it is termed as
Foreign Portfolio Investment.

Loans include concessional loans received by the government or public sector
bodies, long-term and medium-term borrowings from the commercial capital
market in the form of loans, bond issues, etc., and short-term credits.
Disbursements received by Indian resident entities are credit items while
repayments and loans made by Indians are debit items.

Banking capital covers the changes in the foreign assets and liabilities of
commercial banks whether privately owned or government owned and co-
operative banks which are authorized to deal in foreign exchange. An increase in
assets (or decrease in liabilities) is a debit item while a decrease in assets (or
increase in liabilities) is a credit item.



Balance of Payments

The item ‘Rupee Debt Service’ is defined as the cost of meeting interest payments
and regular contractual repayments of principal of a loan along with any
administration charges in rupees by India.

Though recording of transactions in the BoP statement is made according to the
principle of double entry, certain discrepancies in estimation and timing may result
in a situation where debits are not exactly equal to the credits. The item ‘Errors
and Omissions’ indicates the value of such discrepancies. A negative value
indicates that receipts are overstated or payments are understated, or both, and vice
versa. Persistently, large errors with the same sign are indicative of serious
weaknesses in the recording of transactions or flows.

MONETARY MOVEMENTS

The monetary movements keep record of (a) India’s transactions with the
International Monetary Fund (IMF), and, (b) India’s foreign exchange reserves
which basically consist of RBI holdings of gold and foreign currency assets.
Drawings (essentially a type of borrowing) from the IMF or drawing down of
reserves are credit items, whereas, repayments made to IMF or additions made to
existing reserves are debit items.

BALANCE IN THE BOP STATEMENT

The Balance of Payments statement is prepared on the basis of the double entry
system. Therefore, the statement as a whole would fully balance without any
surplus or deficit. However, analysis of the BoP is not done for the statement as a
whole, but only for debit and credit for certain groups of items whose balance has
certain significant implications.

TRADE BALANCE

Illustration 1

The trade balance is the difference between merchandise exports and imports. By
the end of year 2003 there was a visible trade deficit, as commodity imports
exceeded exports by US $13984 million. By the end of year 2004, this deficit
raised to $28356 million. Trade balance would be an important indicator of income
and outgo, if the imports and exports of services are not significant.

Changes in trade balance indicate changes in the efficiency of the country in
producing and exporting goods in which it enjoys comparative advantage. The
demand for the products of a country, other things remaining equal, depends on its
relative efficiency in producing goods. However, shifts in demand as evident from
the trade balances, occur slowly, over time. Japan and West Germany have been
exceptions, and have witnessed rapid growth in trade balances after the World War II.

Another factor affecting the trade balance of the country is its ‘terms of trade’.
Terms of Trade is the ratio of a country’s export prices to import prices. It is
constructed by taking an index of prices of exports and an index of prices of
imports and dividing the first by the second.

Year 2001 2004
Index of Export Prices 100 150
Index of Import Prices 100 125
Terms of Trade Index 100 120

An improvement in a country’s terms of trade indicates a faster rise in the prices of
its exports than its imports.

What is the effect of an improvement in terms of trade on the trade balance?
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Solution

At first instance this may look beneficial: in foreign exchange terms, a given amount
of exports will now finance the purchase of a greater amount of imports or a given
amount of imports can now be financed with a lower amount of exports. This will
improve the trade balance. In the same way, when the terms of trade deteriorate for a
country, its trade balance will worsen. This is true when the export/import demands
are price-inelastic. For instance, when oil prices increased in 1973, the terms of trade
for India worsened. The demand for oil being price-inelastic, trade deficit increased
substantially. When export/import demand functions are price-elastic, an
improvement in terms of trade will result in worsening trade deficit.

CURRENT ACCOUNT BALANCE

In most cases, where transactions in invisibles are not significant, a study of the
trade balance explains the current account balance. An important implication of
current account balance, viewed from the national income accounting approach, is
that it represents the difference between domestic saving and domestic investments
in a given year. A deficit on current account means that domestic saving is
insufficient to fund domestic investment, resulting in import of savings from
abroad. If domestic savings exceed domestic investments a surplus on current
account will result and would make our BoP situation more comfortable. The
current account balance indicates the country’s stock of net international assets.
While reading the balance in both current account and trade account, one has to
study the rate of growth in exports and imports. Growth in exports, particularly
accompanied by high rates of investment, indicates that economic growth is
exported, and is a positive sign. On the other hand, high deficits in the current
account, accompanied by high growth rate in imports is undesirable.

CAPITAL ACCOUNT BALANCE

The balance in the capital account indicates how the balance in the current account
has been financed. If one can distinguish between long-and short-term sources, one
can comment upon the financing methods adopted by the country. Similarly,
distinction has to be made between finances obtained on commercial terms and on
soft terms. The larger the former component, the greater the vulnerability of the
country to volatility in interest rates.

When the BoP is in deficit or surplus, we separate the official reserve account from
others. If the balance on current and capital accounts taken together is negative,
then it is a case of BoP deficit. This has to be balanced by a matching surplus on
the official reserve account i.e., a reduction to foreign exchange and gold reserves.
However, this practice is based on the assumption that transactions in the current
and capital accounts are autonomous transactions responding to the economic
situation, both domestic and external, while official reserve transactions are of a
compensating nature.

The Balance of Payments always Balances
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On the whole, the balance of payments always balances. Let us consider a simple
analogy which will make this clear. Suppose a household cannot spend more than
it receives in any one year without financing its overexpenditure by drawing on its
savings or borrowing from the bank or some other creditor. The amount dissaved
or borrowed, plus the household income must equal the household’s outgoings. In
the same way, a country’s total outgoings must equal its total receipts. A current
account surplus must be matched by a rise in net external assets and a current
account deficit by a fall. Because of the double entry concept underlying the
recording of transactions, BoP account must always be in balance. Therefore, the
following identity must hold:

Balance in Current Account + Balance in Capital Account + Change in Monetary
Movements = Zero.
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The change in Monetary Movements account reflects the overall BoP position.
That is, an increase in Foreign Exchange Reserves or net repurchase from IMF
indicates the position of BoP surplus and a decrease in the Foreign Exchange
Reserves or net purchase from IMF indicates a BoP deficit. Therefore, when there
is no change in the Monetary Movements account:

Surplus/Deficit in Current Account = Deficit/Surplus in Capital Account

What is the situation, if a country does not have any Monetary Movements account
and it can neither borrow from nor lend abroad?

As mentioned earlier, in reality, the two sides of the account are seldom balanced
because of different data sources and imperfect nature of data collection. For this
reason a balancing item represented by ‘E&O’ is inserted. The item ‘Errors and
Omissions’ indicates the value of such discrepancies due to different exchange
rates applied to receipts and payments.

The balance of payments is widely used in evaluating a country’s economic
programs and its relative strength in global markets. It is analyzed for the value of
various components, their rates of growth and the interrelationships that exist
between them.

Principles for Timing the Recording of Transactions

Every transaction is recorded by the two countries involved. To avoid discrepancies,
it is necessary that both the countries record it in the same period in their BoP
accounts. Also, as the two aspects of a transaction are generally recorded using
different sources, it is essential that both the sources record the transaction in the
same time period to make the BoP statement balance. For the above mentioned
reasons, the IMF manual prescribes some rules as to when a transaction should be
recorded in the BoP account. The rules are as follows:

a.  Current Account: Merchandise trade should be recorded when the change in
ownership takes place. This is said to happen when the corresponding payment
is made. Trade in services is to be recorded when the services are actually
rendered. Interest, dividends and other like payments are to be recorded when
they are due for payment. The rule for transfer payments is that they should
be recorded when the ownership of the underlying assets changes.

b.  Capital Account: Capital account transactions are also recorded when the
change in ownership takes place. For these transactions, the change in
ownership is assumed to have taken place when the transaction goes through
the banking channels. International loan drawings are recorded at the time of
the actual disbursement of the loan and not when the lender commits to lend
or sanctions the loan.

FACTORS AFFECTING THE COMPONENTS OF BoP ACCOUNT

Exports of Goods and Services
Exports of goods and services are affected by the following factors:

e The Prevailing Exchange Rate of the Domestic Currency: A lower value
of the domestic currency results in the domestic price getting translated into a
lower international price. This increases the demand for domestic goods and
services and hence their export. This is likely to result in a higher demand for
the domestic currency. A higher exchange rate would have an exactly
opposite effect.

e Inflation Rate: The inflation rate in an economy vis-a-vis other economies
affects the international competitiveness of the domestic goods and hence their
demand. Higher the inflation, lower the competitiveness and lower the demand
for domestic goods. Yet, a lower demand for domestic goods and services
need not necessarily mean a lower demand for the domestic currency. If the
demand for domestic goods is relatively inelastic, then the fall in demand
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may not offset the rise in price completely, resulting in an increase in the
value of exports. This would end up increasing the demand for the local
currency. For example, suppose India exports 100 quintals of wheat to the US
at a price of Rs.500 per quintal. Further, assume that due to domestic
inflation, the price increases to Rs.530 per quintal and there is a resultant fall
in the quantity demanded to 96 quintals. The exports would increase from
Rs.50,000 to Rs.52,800 instead of falling.

World Prices of a Commodity: If the price of a commodity increases in the
world market, the value of exports for that particular product shows a
corresponding increase. This would result in an increase in the demand for
the domestic currency. A fall in the demand for domestic currency would be
experienced in case of a reduction in the international price of a commodity.
This impact is different from the previous one. The previous example
considered an increase in the domestic prices of all goods produced in an
economy simultaneously, while this one considers a change in the
international price of a single commodity due to some exogenous reasons.

Incomes of Foreigners: There is a positive correlation between the incomes of
the residents of an economy to which the domestic goods are exported, and
exports. Hence, other things remaining the same, an increase in the standard
of living (and hence, an increase in the incomes of the residents) of such an
economy will result in an increase in the exports of the domestic economy.
Once again, this would increase the demand for the local currency.

Trade Barriers: Higher the trade barriers erected by other economies against
the exports from a country, lower will be the demand for its exports and
hence, for its currency.

Imports of Goods and Services

Imports of goods and services are affected by the same factors that affect their
exports. While some factors have the same effect on imports as on exports, some
of them have an exactly opposite effect. Let us analyze these factors and their
effects.
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Value of the Domestic Currency: An appreciation of the domestic currency
results in making imported goods and services cheaper in terms of the
domestic currency, hence increasing their demand. The increased demand for
imports results in an increased supply of the domestic currency. A
depreciation of the domestic currency has an opposite effect.

Level of Domestic Income: An increase in the level of domestic income
increases the demand for all goods and services, including imports. This
again results in an increased supply of the domestic currency.

International Prices: The international demand and supply positions determine
the international price of a commodity. A higher international price would get
translated into a higher domestic price. If the demand for imported goods is
inelastic, this would result in a higher domestic currency value of imports,
increasing the supply of the domestic currency. In case of the demand being
elastic, the effect on the supply of the domestic currency would depend on
the effect on the domestic currency value of imports.

Inflation Rate: A domestic inflation rate that is higher than the inflation rate
of other economies, would result in imported goods and services becoming
relatively cheaper than domestically produced goods and services. This
would increase the demand for the former, and hence, the supply of the
domestic currency.

Trade Barriers: Trade barriers have the same effect on imports as on
exports — higher the barriers, lower the imports, and hence, lower the supply
of the domestic currency.
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Income on Investments

Both payments and receipts on account of interest, dividends, profits etc., depend on
the level of past investments and the current rates of return that can be earned in an
economy. For payments, it is the level of past foreign investments and the current
domestic rates of return; while for the receipts it is the past domestic investments in
foreign economies and the current foreign rates of return which are relevant.

Transfer Payments

Transfer payments are broadly affected by two factors. One is the number of
migrants to or from a country, who may receive money from or send money to
relatives. The second is the desire of a country to generate goodwill by granting aids
to other countries along with the economic capability to do so, or its need to take
aids and grants from other countries to tide over difficulties.

Capital Account Transactions

Four major factors affect international capital transactions. The foremost is the rate
of return which can be earned on the investments as compared to the returns that
can be earned on domestic investments. The higher the differential returns offered
by a country, the higher will be the capital inflows. Another factor is the additional
risk that accompanies these returns. More the risk, lower the capital inflows.
Diversification across countries may offer some extra benefit in addition to the
returns offered by a particular investment. This benefit arises from the fact that
different economies may be at different stages of economic cycle at a given time,
thus making their performance unrelated. Higher the diversification benefits,
higher the inflows. One more factor which has a very significant affect on these
transactions is the expected movement in the exchange rates. If the exchange rates
are quite stable, or the movement is expected to be in the investors’ favor, the
capital inflows will be higher.

BALANCE OF PAYMENTS COMPILATION

The BoP account is compiled using various sources of information. The most
important source is the R-Returns which the Authorised Dealers are required to
submit to the RBI every fortnight. These R-Returns provide the details of all
foreign exchange transactions entered into by the ADs, including the transactions
passing through the rupee accounts of non-resident banks. Other sources of
information are the Government of India (the Department of Economic Affairs
under the Ministry of Finance, and other government agencies located abroad) and
surveys conducted specifically to facilitate BoP compilation, etc.

Theoretically, each of these transactions recorded through the various sources have
an impact on the BoP account of the country. In practice, however, these
transactions are not recorded individually in the BoP account. The transactions
falling under different headings and sub-headings of the BoP account are
aggregated, and then the BoP account is prepared on the basis of these net figures.
Yet, it is important to understand the impact of these individual transactions on the
BoP account. Here are a few illustrations which explain this impact.

Illustration 2

An Indian resident exports goods to an American resident and his payment is
settled by a bill of exchange denominated in US dollars, having a maturity of 90
days. From India’s point of view, two things have happened — export of goods has
taken place and a foreign asset has been acquired (a short-term claim on a foreign
resident). This transaction will, hence, have the following impact on India’s BoP:

Holdings of foreign asset (Bill of exchange) Dr.
Merchandise export Cr.

While the first term will form a part of the capital account, the second will come
under the current account.
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lllustration 3

Illustration 4

lllustration 5

Illustration 6
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The bill of exchange mentioned in illustration 4.1 is presented for payment by the
Indian exporter on maturity. He gets paid in US dollars which he retains in an
account in a US bank. On one hand, this reduces the holdings of foreign assets (in
the form of the bill of exchange), and on the other hand, it increases the same (in
the form of the deposit). The impact will be

Holdings of foreign assets (Deposit) Dr.
Holdings of foreign assets Cr.
(Bill of exchange)

The net effect on the BoP would be nil.

The exporter then converts the dollars into rupees by selling the dollars to his local
clearing bank. The effect of this transaction would be to reduce the exporter’s
holding of foreign assets and increase that of the clearing bank to the same extent.
Since the foreign asset holdings of Indian residents in totality remain the same,
there will be no effect on the BoP account.

The clearing bank then sells the dollars to the central bank for the domestic
currency. This results in the holdings of foreign assets going down and the official
reserves going up (because a foreign currency held by a central bank is classified as a
reserve asset rather than holding of a foreign asset). Hence, its impact on the BoP
will be

Official reserves Dr.
Holdings of foreign assets Cr.

If the clearing bank sells the foreign currency to another bank, there will be no
impact.

An Indian resident imports goods from Germany and signs a usance bill of
exchange denominated in German marks for the amount due. It will result in an
increase in imports and an increase in liabilities to foreign residents (from the point
of view of the Indian BoP). The impact will be

Merchandise imports Dr.
Liabilities to foreign residents Cr.

On maturity of the bill, the Indian importer would buy German marks from a bank
and settle the payment. This will reduce the liabilities to foreign residents, as also
the holdings of foreign assets (in the form of German marks — a foreign currency —
held by the bank). The impact would be

Liabilities to foreign residents Dr.
Holdings of foreign assets Cr.

When the bank purchases German marks from the central bank to offset its earlier
deal with the importer, the result will be an increase in the holdings of German
marks by the bank (a foreign asset) and a reduction in the official reserves.
It will have the following effect on the BoP:

Holdings of foreign assets (German marks) Dr.

Official reserves Cr.
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lllustration 7

An Indian resident takes medical treatment in America and pays for it in US
dollars. This is a purchase of service. For making the payment, the resident would
need to buy dollars from a bank. The effect will be:

Trade in services Dr.
Holdings of foreign assets Cr.
(bank’s holdings of dollars)

If the bank buys dollars from the central bank to cover the sale, it will again have
the following effect:

Holdings of foreign assets Dr.
(bank’s holdings of dollars)
Official reserves Cr.

lllustration 8

X, an NRI, decides to come back to India. He sells off all his assets and converts
the resultant dollars into rupees. He would do this by selling the dollars to some
bank. The effect would be

Holdings of foreign assets (dollars) Dr.
Transfer payments Cr.

In accordance with the principles of BoP accounting, even that part of X’s
property which does not accompany him has to be accounted for. The impact will
be similar to the one mentioned above. The debit would be on account of the
increase in the holdings of foreign assets (which X would now hold as a resident)
and the credit as an offsetting entry.

lllustration 9

An Indian company issues ECBs denominated in French francs. This involves
buying of an Indian asset (in the form of debt instruments) by foreign residents.
There would be a simultaneous increase in the foreign asset holding of the bank to
which the Indian company sells the francs. The impact would be

Holdings of foreign assets Dr.
Liabilities to foreigners Cr.

lllustration 10

IMF allocates SDRs to member countries from time to time. The allocation results
in an increase in the official reserves of the country receiving the SDRs. The effect is

Official reserves Dr.
Allocation of SDRs Cr.

Till now, there has been no incident of cancelation of SDRs. Cancelation would
have a reverse effect on the BoP.

Illustration 11

Suppose that some non-residents hold a part of the equity of a resident enterprise.
The part of their share of earnings of the company which is paid out as dividends
would be recorded in the BoP as an import of services. According to the BoP
accounting principles, even that part of their share in the earnings which is retained
in the company has to be recorded in the BoP account. Such retained earnings are
considered as income paid out and reinvested by the non-residents. The effect is

Trade in services Dr.
Holdings of foreign assets Cr.

(for the notional payment of earnings in foreign currency)
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Holdings of foreign assets Dr.
Liability to foreigners Cr.

(for the notional reinvestment of earnings and the resultant increase in the amount
of foreign currency held).

BALANCE OF PAYMENTS ACCOUNT — THE INDIAN PERSPECTIVE
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The Indian BoP broadly follows the principles laid down by the IMF manual for
preparation of the statement. The concepts of ‘economic transaction’ and
‘resident’, as well as the principle of double-entry system are adopted totally in
accordance with the recommendations of the manual. The Income Tax Act and
Foreign Exchange Regulation Act give different definitions for the term ‘resident’.
However, for BoP purposes, the definition given in the IMF manual is followed.

There is a little deviation from the manual’s suggestions for valuation of
transactions. In India’s BoP statement, the principle of recording transactions at
market price is not always applied because of the practical difficulties involved.
For example, if a company pays for some machinery or for technical know-how by
allotting shares to the seller, ascertaining the market value of the transaction
becomes difficult. Similarly, if a company buys from or sells to its subsidiary
operating in another country, it becomes difficult to find out whether the price at
which the transfer has taken place, reflects the market value or not. All
transactions other than merchandise trade are recorded in the Indian BoP at the
actual price paid through the banking channel. In these circumstances, transactions
might not get recorded at their actual market value. The second significant
deviation from the principles of valuation is that while exports are recorded at their
f.o.b. value, imports are recorded in the Indian BoP statement at the c.i.f. value
(i.e., cost, insurance, freight value). When the insurance and shipment costs are
borne by the Indian importer, they are included in the cost of goods imported.
Also, the transactions denominated in foreign currencies are converted into Indian
rupees on the basis of the average exchange rate for that month, instead of the
exchange rate applicable to the specific transactions.

Table 2: India’s Overall Balance of Payments

India’s Balance of Payments: April-December, 2004
(in US$ million)
April-December, 2004 April-December, 2003

Exports 57485 44394
Imports 85841 58378
Trade Balance (-)28356 (-)13984
Invisible, Net 21005 18790
Current Account (-)7351 4806
Balance

Capital Account 20835 16544
Change in Reserves (-)13484 (-)21350
(-) Indicates increase

Source: Reserve Bank of India
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Table 3: India’s Balance of Payments: April-December 2003-2004

(In Rs. crore) (in US$ million)
Ttem 2001-02 2002-03 2003-04 2001-02 2002-03 2003-04
A. Current account
i. Merchandise (-)60427| (-)62428| (-)76872| (-)12703| (-)12910| (-)12703
ii. Invisibles (a+b+c) 64161 82415 116510 13485 17047 25425
a. Services 21960 32671 48878 4577 6765 10684
b. Transfers 59668 73615 89308 12509 15217 19444
c. Income (-)17467| (-)23871| (-)21676| (-)3601| (-)4935| (-)4703
Total Current Account 3734 19987 39638 782 4137 8719
(i+ii)
B. Capital Account
I F;jﬁ;gn Investment 31877) 21918  66299] 6692 4555 14492
a. Foreign Direct 22588 17412 14404 4741 3611 3137
Investment
i.  InIndia 29192 22575 21463 6131 4660 4675
ii.  Abroad (06604 (-)5163| (-)7059| (-)1390| (-)1049| (-)1538
b. Portfolio Investment 9289 4506 51895 1951 944 11355
i.  InIndia 9617 4679 51998 2020 979 11377
ii.  Abroad 328 173 103 —69 (-)35 (-)22
2. External Assistance, Net 5418 11745 12179 1117 (-)2460| (-)2661
3. Commercial Borrowings 7476 11370 8439| (-)1567| (-)2344| (-)1576
4. Short term to India 4236 4715 7318 -891 979 1560
5. Banking Capital 26671 40612 28491 5592 8412 6197
6. Rupee Debt Service 2458 2303 1758 (-)519] (-)474 (-)376
7. Other Capital, Net 793 16679 21881 158 3455 4763
S Lg) Copraliccomnt | sos0  sssos| 101613 10573 12113 22122
C. ERRORS & OMISSIONS 2269 3523 2674 402 730 580
D. Overall Balance 56592 82016 143925 11757 16980 31421
[A(5)+B(8)+C]
E. Monetary Movement (i+ii) 56592| 82016 143925  11757|(-)16980| (-)31421
i. LM.F 0 0 0 0 0 0
ii. Foreign Exchange Reserve 56592 82016 143925 11757| (-)16980| (-)31421
(CA)

* Provisional

Source: Reserve Bank of India

The recommendations of the IMF manual regarding timing of the transactions
being recorded are followed totally for capital account transactions, transportation
and insurance services, transfer payments and for undistributed income. For other
transactions, the conventions differ. Exports are recorded when the customs
authorities clear them for shipment and imports are recorded when they are paid
for. Due to this method of recording imports, those imports fail to get fully
reflected in the period in which they occur, for which the Indian importer obtains
trade credit from the foreign supplier. Services other than transport and insurance
are recorded when the payment takes place. Similarly, interest and dividends are
recorded when they are actually paid, not when they are due.

In India, foreign exchange transactions are regulated by the provisions of the
Foreign Exchange Regulation Act (FEMA). According to this Act, only
Authorised Dealers are permitted to deal in foreign exchange and no one is
permitted to buy or sell any currency except through the authorised dealers.

The Statement

The Indian Balance of Payments for the financial year 2003-04 is shown in Table 3.

Table 4 gives a few ratios indicating the trend in the various components of BoP.
These ratios help in evaluating the BoP position and estimating its future
movements.
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Table 4: Balance of Payments: Key Indicators

(US$ million)
Item/Indicator 2003-04 | 2002-03 | 2001-02 | 2000-01
1 2 3 4 5
i. Trade Balance (515454 | (-)10690 | (-)11574 | (-)12460
ii. Invisibles, net 26015 17035 14974 9794
iii. Current Account Balances 10561 6345 3400 2666
iv. Capital Account 20860 8535 8357 10018
v. Overall balance# 31421 16985 11757 5868
vi. Foreign Exchange Reserves (531421 (-)16985| (-)11757| (-)5868
(Increase-, Decrease+)
(Excluding Valuation Charges)
Indicators (In Percent)
1. Trade
a. Exports/GDP 10.7 10.5 9.3 9.9
b. Imports/GDP 13.3 12.6 11.8 12.7
c. Income in terms Trade . . 1.6 18.2
Growth
d. Export Volume Growth . . 39 23.9
2. Invisibles
a. Invisible Receipts/GDP 8.8 8.2 7.7 7.1
b. Invisible Payments/GDP 4.5 4.9 4.6 4.9
c. Invisibles (Net)/GDP 4.3 3.2 3.1 2.2
3. Current Account
a. Current Receipts@/GDP 18.7 16.9 17.3
b. Current Receipts Growth@ 17.7 2.47 17.6
c. Current Receipts@/Current 103.6 100.5 95.3
Payments
d. Current Account 0.7 0.2 -0.8
Balance/GDP
4. Capital Account
a. Foreign Investment/GDP 1.1 1.7 1.5
b. Foreign Investment/ Exports 10.6 18.1 15.1
5. Others
a. Debt-GDP Ratio 20.0 21.0 22.4
b. Debt Service Ratio 14.7 13.9 17.2
. Liquidity Service Ratio 15.7 14.9 18.4
d. Import Cover Of Reserves 13.8 11.3 8.6
(in months)

#  Includes Errors and Omissions
Not available
@  Excluding official transfers.

Source: www.rbi.org.in
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IMPORTANCE OF BOP STATISTICS

As said earlier, an attempt at forecasting exchange rates can be made if the factors
affecting the demand and supply of a currency are known. In the last few sections,
the different components of the BoP account and the factors affecting them (and
eventually the exchange rate of a currency) were listed. A careful study of these
factors and of the underlying economic factors the world over can prove quite
helpful for predicting at least the direction of the movement in exchange rates, if
not the magnitude.

A movement in the reserves position of a country can also provide some
indications as to the possible movement of the exchange rate of its currency. A
continuous depletion of reserves may indicate either of the following two
circumstances:

a. A repeated overall BoP deficit. As outflow exceeds inflow, there would be an
excess supply of the domestic currency in the forex markets, thus putting a
downward pressure on its exchange rates with other currencies.

b. There may already be a pressure on the exchange rate due to the above
mentioned reason, because of which the official reserves may be used to
defend the domestic currency. This would be done by selling the reserves in
exchange for the local currency to increase the total demand for the latter, in
order to prevent the exchange rate from sliding down.

Both the scenarios predict an eventual depreciation of the domestic currency.
Similarly, a continuous accretion to the reserves would be an indication of
impending appreciation.

LIMITATIONS OF BALANCE OF PAYMENTS

Though BoP statistics are very helpful in predicting movements in the exchange
rates, they are more useful for estimating general trends rather than the specific
levels at which the exchange rates would stabilize. Besides, care has to be taken
while interpreting BoP data. All the different balances (current account balance,
capital account balance, overall balance) should be considered, along with the
actual and expected trends in these balances and the expected developments in the
international scene. The BoP data for one country can only give an idea as to
whether that country’s currency is likely to increase or decline in value. It would
not help in predicting the currency’s movement with respect to a particular
currency. That movement can be estimated only if the BoP data for both the
countries are studied together.

RELATIONSHIP BETWEEN BOP VARIABLES AND OTHER ECONOMIC
VARIABLES

Implications of a Recurring Current Account Surplus/Deficit
As we know, the national income of a country is given by the equation:

Y = C+G+I+X-M) (Eq. 1)
Where,

Y = National Income

C = Consumption

I =  Investment

X = Exports

M = Imports

G = Government Expenditure

This equation can be rewritten as:
X-M=Y-(C+G+] (Eq. 2)
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Where the left hand side of the equation reflects the current account balance and
the right hand side reflects the difference between output (or income) and
absorption (or expenditure). Thus, a current account surplus implies that a country
is not consuming as much as it is producing, or in other words, is living below its
means. Japan is a classic example of a country living below its means. While this
type of a situation may be beneficial to a developed country, a developing country
already facing scarcity of resources can hardly afford to not consume what it is
capable of producing. Instead, a developing country would need to borrow from
outside to build-up its productive capabilities in order to achieve high rates of
growth. It would be more beneficial for them if they could run a current account
deficit and finance it by a capital account surplus (i.e., live beyond their means).

Yet, it cannot be said that running a current account deficit is in itself the solution
to the growth problem faced by the developing countries. The way the deficit is
being financed and the purpose for which it is being used are also very important.
If the deficit is being financed by short-term borrowing which would need to be
repaid before the corresponding investments start generating adequate returns, the
country may get into problems because it would have to refinance its borrowings
at increasingly higher costs. The second aspect would become clearer with the help
of an equation. As we know, income can also be written as the sum of
Consumption (C), Taxes paid (T) and Savings (S). The equation can be written as:

Y =C+T+S (Eq. 3)
Using Eq. (3), Eq. (2) can be rewritten as
X-M =C+T+S)-(C+G+])
=S-D+(T-G) (Eq. 4)

Where the second term on the right hand side of the equation represents the budget
deficit. As can be seen, a current account deficit can show either a reduction in the
domestic savings, or an increase in investments, or an increase in the budget
deficit. If the borrowings (i.e., the capital account surplus) are used to increase
consumption (by the private sector or the government sector) or to set-off falling
domestic savings instead of being invested in productive assets, the country may
not be able to repay these debts as there would be no earnings from the use of such
resources. Hence, though a current account deficit can be beneficial for some
countries in the short-term, the sources of the funds as well as its uses are two
important factors which have to be taken care of.

While running a current account deficit can be beneficial for some countries in the
short-term, it is not sustainable in the long-term due to the accompanying payment
problems. There may arise the need to correct the imbalance. Eq. 2 and Eq. 4 give
us an insight into the effectiveness of the various possible solutions for improving
the current account deficit. It is clear from the equations that the deficit can be
reduced only if two conditions are met. The first condition is that the difference
between national product and national spending should be made positive. The
second condition is that domestic savings should exceed the sum of private
domestic investments and the budget deficit. Any measure which does not have the
desired effect on these variables will not be able to correct a trade deficit.

SUMMARY
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e  If adequate care is taken to understand and interpret the data provided by the
Balance of Payments, it can prove a useful source of information to estimate
the direction that a particular exchange rate is expected to take. The BoP data
also helps in analyzing whether a particular course of action is likely to be
helpful or not in eliminating or reducing a current account deficit.

e At the same time, BoP data cannot be considered in isolation for predicting a
movement in the exchange rates. Other economic fundamentals are equally
important for this exercise.
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As mentioned in chapter Theories of International Trade, a number of theories
have been propounded explaining the reasons behind international trade. We have
also seen that the financial markets are getting integrated, and people and firms are
entering into more and more cross-border financial deals. In order to make these
transactions feasible, a system for determination of the amount and method of
payment of the underlying financial flows is needed. Since the domestic currencies
of the parties involved will be different, the flows will take place in some mutually
acceptable currency. The parties involved will then need to convert the amount
involved into their domestic currencies. The set of rules, regulations, institutions,
procedures, practices and mechanisms which determine the rate at which this
conversion takes place (called the exchange rate) and the movements in the
exchange rate over a period is called the international monetary system. This
system forms the backbone of all cross-border transactions because it makes the
settlement of international payments possible. The settlement of transactions takes
place by conversion of currencies into one another and the transfer of funds across
nations, which becomes possible due to the existence of the international monetary
system. These transactions may be on account of international trade in goods or
services, or due to acquisition or liquidation of financial assets, or because of
creation or repayment of international credit. By making all these possible, a
smoothly running international monetary system contributes to a more efficient
utilization of world resources.

In this chapter, we will discuss the following topics:
e The various mechanisms of exchange rate determination.

e  The different monetary systems that have been prevalent over different
periods of time.

o The current monetary system.

e The role of the various institutions involved in sustaining these systems and
their contribution in the current scenario.

e An analysis of the various currency crises.

EXCHANGE RATE MECHANISMS

The exchange rate is formally defined as the value of one currency in terms of
another. There are different ways in which the exchange rates can be determined.
Exchange rates may be fixed, floating, or with limited flexibility. Different systems
have different methods of correcting the disequilibrium between international
payments and receipts, one of the basic functions of these mechanisms.

Fixed Exchange Rate System

As the name suggests, under a fixed (or pegged) exchange rate system the value of
a currency in terms of another is fixed. These rates are determined by governments
or the central banks of the respective countries. The fixed exchange rates result
from countries pegging their currencies to either some common commodity or to
some particular currency. There is generally some provision for correction of these
fixed rates in case of a fundamental disequilibrium. Examples of this system are
the gold standard and the bretton woods system. The particular variations of the
fixed rate system are:

e Currency Board System
e  Target Zone Arrangement

e Monetary Union.

CURRENCY BOARD SYSTEM
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Under a currency board system, a country fixes the rate of its domestic currency in
terms of a foreign currency, and its exchange rate in terms of other currencies
depends on the exchange rates between the other currencies and the currency to
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which the domestic currency is pegged. Due to the pegging, the monetary policies
and economic variables of the country of the reference currency are reflected in the
domestic economy. If the fundamentals of the domestic economy show a wide
disparity from that of the reference country’s, there is a pressure on the exchange
rate to change accordingly. This may result in a run on the currency, thus forcing
the authorities to either change, or altogether abandon the peg. To prevent such an
event, the monetary policies are kept in line with that of the reference country by
the central monetary authority, called the currency board. It commits to convert its
domestic currency on demand into the foreign anchor currency to an unlimited
extent, at the fixed exchange rate. The currency board maintains reserves of the
anchor currency upto 100% or more of the domestic currency in circulation. These
reserves are generally held in the form of low-risk, interest bearing assets
denominated in the anchor currency. An internationally accepted, relatively stable
currency is generally selected as the anchor currency.

The currency board does not have any discretionary powers over the monetary
policy. The interest rates are automatically set by the market mechanism. If
demand for the anchor currency rises and people start converting more and more
of the domestic currency for the anchor currency, the reserves with the currency
board get depleted. As the currency in circulation has to be backed by the anchor
currency reserves, the depletion of reserves results in a contraction of the domestic
currency’s supply. This, in turn, will result in an increase in the domestic interest
rates. A high domestic interest rate increases the demand for the domestic currency
as more and more people become interested in investing in the economy. This
increases the supply of the anchor currency and eliminates the pressure on the
domestic currency. The opposite will happen in case of an increase in the supply of
the anchor currency. The interest rates, thus, act as the force which brings back the
forex markets to equilibrium.

Unlike a central bank, a currency board does not even have the power to print
unlimited amounts of money. Due to the requirement of the domestic currency
being backed by reserves of anchor currency, the board can print only as much
currency as can be backed by its existing reserves. This prevents the board from
lending to either the government, or the domestic banks. As government’s deficits
are not automatically monetized, it has to finance its operations by either raising
taxes, or by borrowing in the market. The market determined interest rates keep
the government borrowing, and hence, spending under check; and thus forces
fiscal discipline. At the same time, as neither of the sources of funds (taxes and
borrowings) increases the money supply, there is no inflationary pressure on the
economy due to government spending.

Since the board does not lend to even the domestic banks, it cannot act as the
lender of last resort. On one hand, this ensures more prudent policies on the part of
banks. On the other hand, it would result in even sound banks going under at the
time of a financial panic.

The biggest advantage of a currency board system is that it offers stable exchange
rates, which act as an incentive for international trade and investment. The
discipline enforced on the government and the financial system also helps in
improving the macroeconomic fundamentals in the long run.

Among the drawbacks, the foremost is the loss of control over interest rates. The
equilibrium in the forex markets is established at the point where the domestic
interest rates in the economy are in accordance with the underlying economic
fundamentals of the domestic and the anchor currency economy and the fixed
exchange rate. A high inflation in the domestic markets can result in low or even
negative real interest rate. This may cause an asset price bubble as money is
borrowed at low interest rates and put in financial and real assets. The excess
demand for these assets makes their prices go up to unrealistically high levels.
When the interest rates start rising due to any endogenous or exogenous reason,
these prices come crashing down due to the high selling pressure and thus cause a
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financial panic. Another effect of the inability of the board to set interest rates is
that an important tool for controlling the level of economic activity becomes
inoperative. Interest rates cannot be used to control the inflation level in the
economy and hence the level of economic activity. The economy may thus become
exposed to phases of painful contraction and inflation. Further, this system, in
order to operate efficiently, needs wages to be flexible. In case of the domestic
economy facing a higher degree of inflation than the anchor currency country, or
in case of an exogenous shock like a fall in the export prices, a movement in the
exchange rates is not possible in this system. Thus, the adjustment has to come via
domestic wages. If these prove to be sticky, the domestic currency could become
overvalued, and the domestic goods uncompetitive in the international markets.

A good example of a currency board is that of Hong Kong. In addition to the
currency being pegged to the US dollar (at HKD 7.8/$), a currency board
(established in 1983) ensures that reserves to the extent of at least 100 percent of
the domestic currency are maintained. Another country following this system is
Argentina. The Argentine peso is convertible into one dollar since 1991.

TARGET ZONE ARRANGEMENT

A group of countries sometimes get together, and agree to maintain the exchange
rates between their currencies within a certain band around fixed central exchange
rates. This system is called a target zone arrangement. Convergence of economic
policies of the participating countries is a prerequisite for the sustenance of this
system. An example of this system is the European Monetary System under which
twelve countries came together in 1979, and attempted to maintain the exchange
rates of their currencies with other member countries’ currencies within a fixed
band around the central exchange rate.

MONETARY UNION

Monetary union is the next logical step of target zone arrangement. Under this
system, a group of countries agree to use a common currency, instead of their
individual currencies. This eliminates the variability of exchange rates and the
attendant inefficiencies completely. The economic variables of the member
countries have to be quite proximate for the system to be viable. An independent,
common Central Bank is set up, which has the sole authority to issue currency and
to determine the monetary policy of the group as a whole. The member countries
lose the power to use economic variables like interest rates to adjust their
economies to the phase of economic cycle being experienced by them. As a result,
the region as a whole experiences the same inflation rate. This is the most extreme
form of management of exchange rates.

Floating Exchange Rate System

FREE FLOAT

50

Under this system, the exchange rates between currencies are variable. These rates
are determined by the demand and supply for the currencies in the international
market. These, in turn, depend on the flow of money between the countries, which
may either result due to international trade in goods or services, or due to purely
financial flows. Hence, in case of a deficit or surplus in the balance of payments
(difference between the inflation rates, interest rates and economic growth of the
countries are some of the factors which result in such imbalances), the exchange
rates get automatically adjusted and this leads to a correction in the imbalance.

Floating exchange rates can be of two types: Free float and Managed float.

The exchange rate is said to be freely floating when its movements are totally
determined by the market. There is no intervention at all either by the government or by
the central bank. The current and expected future demand and supply of currencies
change on a day-to-day, and even a moment-to-moment basis; as the market receives,
analyzes and reacts to economic, political and social news. This, in turn, changes
the equilibrium in the currency market and the exchange rate is determined
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accordingly. As the reactions to events do not follow a set pattern, the resultant
movements in the exchange rates turn out to be quite random. Hence, a lot of
volatility is observed in the markets following a free float system. This system is
also known as the clean float.

MANAGED FLOAT
The volatility of exchange rates associated with a clean float increases the
economic uncertainty faced by players in the international markets. A sudden
appreciation of the domestic currency (a currency appreciates when it becomes
dearer vis-a-vis the other currency and vice versa) would make the domestic goods
more expensive in the international markets (as the same number of units of
domestic currency, representing the good’s cost, would then translate into a higher
number of units of the foreign currency). This may result in making the domestic
product uncompetitive, and hence reduce the exports. If any industry is totally
dependent on exports, it may even get wiped out. A sudden depreciation may lead
to increased prices of imported goods, thereby increasing the inflation rate in the
economy. These uncertainties increase the risk associated with international trade
and investments, and thus reduces the overall efficiency of the world economic
system. In order to reduce these inefficiencies, central banks generally intervene in
the currency markets to smoothen the fluctuations. Such a system is referred to as
a managed float or a dirty float. This management of exchange rates can take three
forms:

i.  The central bank may occasionally enter the market in order to smoothen the
transition from one rate to another, while allowing the market to follow its
own trend. The aim may be to avoid fluctuations which may not be in
accordance with the underlying economic fundamentals, and speculative
attacks on the currency.

ii.  Some events are liable to have only a temporary effect on the markets. In the
second variation, intervention may take place to prevent these short- and
medium-term effects, while letting the markets find their own equilibrium
rates in the long-term, in accordance with the fundamentals.

iii. In the third variation, though officially the exchange rate may be floating, in
reality the central bank may intervene regularly in the currency market, thus
unofficially keeping it fixed. For example, the rupee-dollar exchange rate was
maintained at Rs.31.37 to a dollar for around two years in 1993-94.

Hybrid Mechanism
CRAWLING PEG

A crawling peg system is a hybrid of fixed and flexible exchange rate systems.
Under this system, while the value of a currency is fixed in terms of a reference
currency, this peg itself keeps changing in accordance with the underlying
economic fundamentals, thus letting the market forces play a role in the
determination of the exchange rate. There are several bases which could be used to
determine the direction of the change in the exchange rate. One could be the actual
exchange rate ruling in the market. Though the rate is officially fixed at a certain
level, in the market it hovers around the fixed rate, and is allowed to move so if it
is not too much in divergence with the official rate. If this market determined
exchange rate continuously shows a declining trend over a period, the peg is
revised downwards, and vice versa. Another possible base could be the recent
figure for the difference between domestic inflation and the inflation rate in the
anchor-currency country. The changes could even be based on the balance of trade
figures or changes in the external debt of the country. The advantage of a crawling
peg is that, though it gives a relatively stable exchange rate (changes in which are
fairly predictable), the rate is never too much out of line with the underlying
fundamentals of the economy.
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HISTORY OF MONETARY SYSTEMS

Various variations and combinations of the above mentioned exchange rate
mechanisms have been followed in the past. Each one of them had its own unique
method of correcting a disequilibrium in the international monetary system. The
following monetary systems along with their correction mechanisms are being
discussed below:

e  The Gold Standard

e The Gold-Exchange Standard

*  Bretton Woods System

e Post Bretton Woods System

e The European Monetary System.

The Gold Standard

The gold standard was followed in its classical form from 1870 to 1914. While the
United Kingdom and the United States were on the gold standard from 1821 and
1834 respectively, most of the countries had joined the system by 1870. The
essential feature of this system was that governments gave an unconditional
guarantee to convert their paper money or fiat money' into gold, at a pre-fixed rate
at any point of time, on demand. The continued commitment of the governments to
the guarantee, and the readiness of the people to believe it were the reasons the
system could sustain for such a long time.

The exchange rate between two currencies was determined on the basis of the rates
at which the respective currencies could be converted into gold, i.e. the price of
gold in the two countries. For example, if in the US the price of one ounce of gold
is fixed at $400 and in the UK it is £200, then the exchange rate (called the mint
parity) between the $ and the £ would be $2/£ (400/200). The exchange rate would
stay at this equilibrium level because of the arbitrage2 possibility involved. Let us
assume that the prevailing exchange rate was $2.5/£. So a person wanting to
convert dollars into pounds would have to pay $2.5 for every pound. He could,
instead, buy an ounce of gold in the US for $400 (or a fraction thereof for a
proportionate price), transport it to the UK, and sell it for £200. Thereby, he would
be able to get pounds at the exchange rate of $2/£. As everyone would follow this
route for converting dollars into pounds, there would be no demand for pounds in
the forex markets. Yet the supply would remain unaffected. This demand-supply
imbalance would cause the exchange rate to come down. This would keep
happening till the exchange rate reaches the equilibrium level, i.e., $2/£. An
exactly opposite process would correct the exchange rate if it falls below the
equilibrium level. Thus the exchange rate would be maintained at the equilibrium
level. This discussion assumes that there are no transaction costs involved in
buying and selling of gold and no transportation costs for shifting it from one
country to another. In reality, however, there is a cost involved in all these
activities. Thus, the exchange rate would be able to fluctuate between bands on
either side of the equilibrium exchange rate, the bands being determined by the
size of these costs. The end points of the range fixed by these bands is referred to
as the gold points.

There was an inbuilt mechanism in the gold standard which helped correct any
imbalances in trade that any two countries would face. If France is exporting more
to Germany than it is importing from it, Germany would be facing a trade deficit
and France a trade surplus. This trade deficit would result in excess supply of DM
(Deutsche Mark) which would drive down the DM-FFr (French Franc) exchange
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that it can be used for the settlement of all financial obligations.

Arbitrage is the process of buying and selling the same product at different prices at the same time; and

thus making profits due to market inefficiencies which allow the prices in two markets to diverge.
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rate below the mint-parity level. Since at this rate, the suppliers of DM would
prefer to change their holdings into FFr through the ‘sell DM for gold — ship it to
France — sell gold for FFr’ route, there would be a transfer of gold from Germany
to France. When a government commits itself to convert unlimited amounts of its
paper currency into gold on demand, at all points of time it would need to have
enough gold with it to make sure that it does not run out of gold in case a lot of
people want to go for the conversion simultaneously. In case a country does run
out of gold, its credibility would be shattered and the whole system would
collapse. To avoid such a situation, a gold reserve equal to a fixed percentage
(which may even be up to 100 percent) of the circulating currency is required to be
maintained. With gold moving away from Germany, its gold reserves would come
down and hence it would be forced to reduce the money supply. On the other hand,
the gold reserves in France would go up and its money supply would increase.
According to the Quantity Theory of Money, change in the price level is directly
proportional to change in the money supply. With an increase in the money supply,
the same amount of goods are chased by more money, hence the prices of those
goods increase; and vice versa. As the money supply in France increases, the price
of the goods produced in France also increases. At the same time, there is a
reduction in the money supply in Germany, and the price of German goods
decreases. This reduces the competitiveness of French goods vis-a-vis German
goods and the former become less attractive to both German as well as French
consumers. This results in a reduction in exports from France and an increase in
imports from Germany. This process continues till trade balance between the two
countries is achieved. This process of correction of imbalance in international
receipts and payments is known as the price-specie-flow mechanism.

Countries continued to be on the gold standard for a long time due to its inherent
advantages. Most of the advantages arose due to discipline enforced by the price
stability of gold. The price of gold (its purchasing power) generally moved in line
with the price of other goods and services, facing the same inflation rate. Gold
being a commodity money (i.e., needing the use of other goods and services to be
located, mined, and minted), its cost of production also moved in line with the
general inflation rate. This caused the cost of production and the purchasing power
of gold to tend towards equality in the long run. The government needed to acquire
additional gold before it could issue more money. As the cost of acquiring gold
was equal to the value of the additional money that it could issue, the government
had no incentive to finance its deficits by digging additional gold and printing
more money. This enforced fiscal discipline on the government and protected the
economy from inflation resulting from excessive government spending. This
ensured price stability in the participating countries. The second advantage of the
gold standard lay in the fact that exchange rate movements were quite predictable.
In the short run, the exchange rates could move only within the gold points. In the
long run, the exchange rates would change only if a country changed the price of
its currency in terms of gold. A country experiencing an increase in gold reserves
would be likely to lower the price of gold; while those experiencing an exodus of
reserves would be likely to increase it. This predictability of exchange rate
movements reduced the risk involved in international trade and investments, and
thus made the process of allocation of world resources more efficient.

The gold standard was abandoned with the advent of the First World War in 1914.

The Gold-Exchange Standard
(The Inter-War Period)

During World War I, Britain and other countries borrowed heavily from the US in
order to pay for food and arms. Britain also sold a lot of its foreign assets for the
same purpose. Meanwhile, the British industry was losing its competitive edge in
the international markets. After the sale of its foreign assets, the earnings from
those assets which earlier used to offset a part of its trade deficit, were also lost.
The War ended in 1918, after which exchange rates were allowed to float for a few
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years. Large reparations (compensation payable by a defeated nation for damages
caused during war) were forced upon Germany. In the US, industries which had
expanded during the war were apprehensive of facing competition from foreign
firms. Many countries were facing high inflation. All these factors contributed to a
change in the attitude of countries towards free trade and trade barriers were
imposed by many of them. The imposition of trade barriers by the US worsened
the situation as its debtor countries found it difficult to earn dollars and hence
repay its dollar loans.

In 1925, Britain returned to a modified version of the gold standard at the pre-war
parity. Many other countries also returned to the modified standard at around the
same time. International trade was being constrained by the limited gold available
for backing the corresponding payments. The need was felt for creation of
additional liquidity in the international markets. Hence, under the new system
called the gold-exchange standard, some of the countries committed themselves to
convert their currencies into the currency of some other country on the gold
standard, rather than into gold. Instead of holding gold as a reserve asset, they
started holding reserves of that currency. Though for most of the countries this
reserve currency was the pound, due to the growing importance of France and
America some countries made their currencies convertible into the FF and the
dollar. This gave a special status to these countries namely Britain, France and the
US. While other countries had to reduce their gold or pound reserves in order to
pay for their imports, these countries could create money for the same purpose. For
example Britain could transfer pounds by creating a sterling liability owed to the
other country. It thus acted as a banker to the world. Though this system provided
the additional liquidity required, the methodology followed for creating the
liquidity itself sowed the seeds for the failure of the system.

As mentioned earlier, Britain had returned to the modified system at the gold
parity. As the economic situation had changed drastically since the abandonment
of the system in 1914, the gold parity turned out to be overvalued. Another
important change that had taken place since 1914, was that the costs and prices had
lost the flexibility they enjoyed earlier, due to increased unionism being witnessed.
For the automatic correction mechanism to work properly, flexibility of these
factors was an essential prerequisite. This made it difficult for Britain to maintain
the exchange rate. One drawback of the system was that while the correction
mechanism worked in the long run, in the short run it ended up increasing the
interest rates in the economy facing the trade deficit. This used to provide a
cushion by means of increased capital inflows (which would come in to reap the
benefit of a higher rate of interest than could be earned in other countries), which
used to offset the trade deficit to some extent. In the absence of flexibility of prices
and costs, the increase in interest rates became permanent. This affected the British
industry badly and the country started facing deflation, which increased the
unemployment levels.

Another drawback of the system was that though the prices were stable in the long
run, there were alternate periods of inflation and deflation in the short run. The
deflationary periods would expose the countries to increasing unemployment
levels — a phase that various countries were going through during that period, and
something they could ill-afford at that time. As a result, the countries found it
beneficial in the short run not to let the correction mechanism work and to indulge
in sterilization; thus protecting their domestic economic activity from external
disturbances. Sterilization, or neutralization, is the policy of not letting a change in
the reserves have any effect on the money supply. This may be done either by
directly breaking the link between the reserves and the notes printed, or by
increasing or reducing the ability of banks to create money.

The final blow came in the form of the Great Depression of the late 1920s and early
1930s, that started in the US and spread to other parts of the world. The effect of
America increasing its interest rates and trying to deflate its economy was
devastating for other countries. While the capital started flowing from Britain to
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America (instead of towards Britain), other economies dependent on exports to
America found their incomes falling drastically due to a combined effect of the trade
barriers put up by America and the reduced American demand. These countries
witnessed falling employment and consumption levels. They thus got into the
vicious circle of low employment, low earnings, low demand, still lower
employment. All this was happening in a period when the unemployment levels
were worrying the countries more than the worsening current-account balances.

As has been mentioned earlier, under the new system, some currencies were
convertible into FFr or the dollar. But these countries did not have enough gold
reserves to back their commitments. Although Britain was acting as the banker to
the world, even its gold reserves were not enough to back the financial obligations
it was creating on itself. In addition, unlike a normal bank, it did not have any
lender of last resort. As Germany defaulted on its payment obligations in the
absence of any lenders (the American markets having dried up in the wake of the
depression), the confidence in the monetary system started eroding. France started
converting its pound holdings into gold in order to shore up its gold reserves and
prepare itself for any eventuality. As a result, Britain’s gold reserves started
depleting rapidly. Around the same time, a major Austrian bank by the name of
Credit Anstalt collapsed. This event, together with Britain’s depleting reserves,
spread a financial panic around the world as Britain’s ability to honor its
commitment became doubtful. Soon everyone started trying to convert their pound
holdings into gold. Britain being unable to fulfill its commitment, abandoned the
system in 1931 in order to save its economy from disaster.

With Britain’s departure from the system, the pressure shifted to the dollar,
which was the only remaining currency convertible into gold. This pressure
eventually resulted in the US suspending the convertibility in 1933. With this,
the gold-exchange standard effectively came to an end. A few countries had
already left the gold standard since the depression started in 1929. Some more
followed after Britain’s departure from the system. These countries floated
their currencies and imposed trade and capital controls to avoid a huge
depreciation in their currency’s value and to insulate themselves from external
factors. Even the countries that remained on the gold-exchange standard had to
impose trade controls and follow deflationary policies in order not to lose
gold. As most of the countries were facing an economic downturn and needed
external demand to boost the domestic economy, a series of competitive
devaluations (where every country tries to devalue its currency more than the
other countries’, in order to boost its exports — also called beggar-thy-neighbor
policy) started taking place. Due to the extreme volatility of exchange rates
and the restrictions imposed on trade and capital flows, international trade
came down to very low levels and international capital flows almost stopped.

Bretton Woods System

The Second World War effectively stopped all international economic activity.
Global economic growth was severely affected. On one hand, the warring nations
suffered huge damages on account of the war, and on the other hand, most of the
countries were suffering from hyper-inflation. The continuing war also made any
co-operation on the economic front impossible. In this scenario, the need was felt
for an economic system which would again make international trade and
investments possible. For this, a system of stable exchange rates was required,
which would also ensure that the countries do not get any incentive by following
inflationary policies. Also required, was some arrangement which would help
countries to tide over their short-term balance of payments problems and help
them remain within the system without causing undue turmoil in their economies.

In 1944, representatives of 44 countries met in Bretton Woods, New Hampshire,
USA, and signed an agreement to establish a new monetary system which would
address all these needs. This system came to be known as the Bretton Woods
System.
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The main terms of the agreement arrived at were as follows:

Two new institutions were to be established, namely, the International
Monetary Fund (IMF) and the International Bank for Reconstruction and
Development (IBRD, also called the World Bank). IMF was supposed to be
more important and powerful than the World Bank. It was decided that the
member countries would meet under the aegis of this institution and together
take a decision on any important thing which might affect the world trade or
the world monetary system. Hence, co-operation and mutual consultation was
built into the system in order to avoid the universally harming policies being
followed by most of the countries before the Second World War. The second
most important function of these institutions was to provide funds to
member-countries to help them tide over temporary balance-of-payments
deficit. These institutions and their functions are explained in detail later.

A system (which came to be known as the adjustable peg system) was
established which fixed the exchange rates, with the provision of changing
them if the necessity arose. Under the new system, all the members of the
newly set up IMF were to fix the par value of their currency either in terms of
gold, or in terms of the US dollar. The par value of the US dollar, in turn, was
fixed at $35 per ounce. All these values were fixed with the approval of the
IMF, and reflected the changed economic and financial scenario in each of
the countries and their new positions in international trade. Further, the
member countries agreed to maintain the exchange rates for their currency
within a band of one percent on either side of the fixed par value. The extreme
points of these bands were to be referred to as the upper and the lower support
point, due to the requirement that the countries do not allow the exchange
rate to go beyond these points. The monetary authorities were to stand ready
to buy or sell their currencies in exchange for the US dollar at these points,
and thereby support the exchange rates. For this purpose, a country which
would freely buy and sell gold at the aforementioned par value for the
settlement of international transactions was deemed to be maintaining its
exchange rate within the 1 percent band. Thus US, which was the only
country fulfilling this condition, did not need to intervene in the forex
markets.

Currencies were required to be convertible for trade-related and other current-
account transactions, though governments were given the power to regulate
capital flows. This was done in the belief that capital flows destabilize
economies. For the purpose of such conversion, gold reserves needed to be
maintained by the US, and dollar reserves by other countries. As selling the local
currency would result in an increase in the dollar reserves and buying it would
result in a reduction in the reserves, the countries facing a downward pressure
(which would inevitably be the ones facing a balance-of-payments deficit, as
explained later) were under more pressure than countries facing an upward
pressure on its currency (the ones enjoying a balance-of-payments surplus). The
additional pressure existed because the deficit country could eventually run out of
reserves, and hence needed to follow more prudent economic, monetary and
fiscal policies; while the surplus countries would only face an accretion of
reserves. This imbalance in the responsibilities imposed on the two sets of
countries eventually led to the downfall of the system.

Since there was a possibility of such exchange rates being determined as may
not be compatible with a country’s BoP position, the countries were allowed
to revise the exchange rate up to 10% of the initially determined rate, within
one year of the rates being determined. After that period, a member country
could change the original par values up to five percent (on either side)
without referring the matter to IMF, that too only if its financial and
economic condition made it essential. A bigger change could be brought
about only with the consent of IMF’s executive board, which would allow it
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only in case of a “fundamental disequilibrium” in its balance-of-payments.
Continuous reduction in reserves was supposed to serve as an indication of a
fundamental disequilibrium.

e All the member countries were required to subscribe to IMF’s capital. The
subscription was to be in the form of gold (one-fourth of the subscription)
and its own currency (the balance). Each country’s quota in IMF’s capital
was to be decided in accordance with its position in the world economy. This
capital was needed to enable IMF to help the countries in need of reserves for
defending their currency.

THE MECHANISM

The process for maintenance of the exchange rates under the Bretton Woods
System shall be now explained. Let us take the example of the Deutsche mark and
the US dollar. Let us assume that the parity exchange rate between these
currencies was fixed at 1.5 DM per dollar or $0.6667/DM. The exchange rate
would have to be maintained between DM1.515/$ and DM1.485/$. These support
points can also be written as $0.6600/DM (1/1.515) and $0.6734/DM (1/1.485).
The demand and supply curves for the DM under the gold-exchange standard is
shown in figure 1.

Figure 1: Demand and Supply Curves under the Bretton Woods System
D, (DM)

S (DM)

0.6734

— S' Upper
% . support
& 06667 ... o point
O % 3

B 06600 [ v v\ - — - D Lower
=) T . e - support
& - . . "

5 } b, - . point
X . o

&5 ] B ; .

\ 4

6 aq Yo
Quantity of DM per period of time

Let the market demand for DM be shown by D; (DM) and the supply by S(DM).
The equilibrium at which these curves intersect is initially the same as the parity,
i.e, DM1.5/$ or $0.6667/DM. The demand for DM comes mainly from importers
of German goods who need to pay for them in marks, and from investors who wish
to invest in Germany and need marks for it. The demand curve for marks follows
the normal shape of a commodity demand curve. As the price for marks (its
exchange rate with dollars) goes up, its demand goes down. The supply of marks
comes mainly from German importers who need other currencies to pay for their
imports and use marks to buy them. It also comes from German investors who
need other currencies to be able to invest in them. The supply curve for marks also
conforms to the normal commodity supply curve’s shape. As the price of marks
goes up, its supply increases. A reduction in the price of a currency in terms of
another currency is termed as a depreciation in the exchange rate. An increase in
its price is called an appreciation. Thus, the demand for a currency goes up when it
depreciates, and the supply goes up when it appreciates.

Suppose there is a sudden increase in the demand for German goods. This would
result in an increase in the demand for DM and the demand curve would shift to
the right. Let the new demand curve be D,(DM). As can be seen from the
illustration, the new equilibrium exchange rate lies beyond the upper support point.
At this rate, the German central bank, i.e. the Bundesbank has to intervene in the
forex market and has to supply adequate amount of DM in order to maintain the
exchange rate at the upper support point. As the market supply has to be
supplemented by government action irrespective of the size of the deficiency,
under the gold-exchange standard the supply curve becomes perfectly elastic at the
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upper support point. Since at this exchange rate, the private supply of DM would be
equal to only Qy, the rest of the demand for DM (= Q, — Q;) would have to be
supplied by the monetary authorities. As the Bundesbank supplies Q, — Q; marks,
in exchange it ends up buying (Q, — Q;) x 0.6734 US dollars. This is reflected in
the shaded area ABQ;Q,. Hence, there is an accretion to Bundesbank’s dollar
reserves in case of an appreciation of the domestic currency beyond the upper
support point.

If the demand for DM falls from the original equilibrium due to any reason, the
demand curve shifts to the left [to D;(DM) in our illustration]. If the resultant
exchange rate falls below the lower support level, the Bundesbank would again
have to intervene and sell dollars for marks, thus making up the deficiency in the
DM demand. Again, since the deficiency has to be made up by the authorities,
however huge it may be, the demand curve becomes perfectly inelastic at the
lower support level. At this exchange rate, the monetary authorities would have
to demand Q4 — Q; marks. In exchange for these marks, it would need to supply
0.66 x (Q4 — Q3) dollars. This is shown by the shaded area EFQ;Qq4. Hence, a
depreciation of the domestic currency beyond the lower support point causes a
depletion of reserves.

PRICE ADJUSTMENT MECHANISM

58

Intervention by monetary authorities under the Bretton Woods system was not an
end in itself, but a means to correct the imbalance underlying the movement of the
exchange rate beyond the support points. Figure 2 explains how this correction
was supposed to take place. We initially start with the demand and supply curves
derived in figure 1, which become totally inelastic at the lower and the upper
support point respectively. As before, the demand for DM increases to Dy(DM),
due to which the exchange rate goes beyond the upper support point. This forces
the Bundesbank to intervene by demanding dollars. As the dollars have to be paid
for in marks, it increases the supply of marks in the German economy. Once again,
according to the quantitative theory of money, the increase in the money supply
increases the prices of German goods and hence makes them less competitive in
both the international and the domestic market. This increases the demand for
imported goods in Germany and reduces the demand for German exports. The
decreased demand for German exports reduces the demand for DM and shifts the
demand curve to D;(DM). At the same time, the increased demand for imports in
Germany increases the supply of DM and shifts the supply curve to S;(DM). The
new equilibrium exchange rate again falls under the permitted range, thus
eliminating the need for further intervention by the monetary authorities.

Figure 2: Price-Adjustment Mechanisms under the Bretton Woods System
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This price-level adjustment mechanism works in the absence of sterilization. If the
money supply and the local prices are not allowed to change, the mechanism
cannot work. As a result, there will be a continuous increase or decrease in the
dollar reserves, and eventually the parity exchange rate would have to be revised.



THE INSTITUTIONS

As mentioned earlier, two institutions were set up as a part of the Bretton Woods
system. These institutions and their activities have to be studied in detail in order
to understand the system in totality. A few more institutions came up as a part of
this system. The following institutions are discussed below:

o The International Monetary Fund (IMF)

° The International Bank for Reconstruction and Development (IBRD, also
called the World Bank)

o The International Finance Corporation (IFC)
o The International Development Association (IDA).

International Monetary Fund (IMF)

The International Monetary Fund was established to ensure proper working of the
international monetary system. One of the important functions of IMF was to
provide reserve credit to member countries facing temporary balance-of-payments
problems. For this purpose, a currency pool was maintained. Each member country
was required to contribute to this pool according to its quota, which was fixed on
the basis of each country’s importance in world trade. These contributions were to
be partly in an international reserve currency and partly in the country’s domestic
currency. Initially, the first part of the payments were made in gold. Later it was
replaced by SDRs (Special Drawing Rights, explained later). A country’s quota
would also determine its access to the pool and its voting powers at IMF. A
country could draw from IMF in tranches for maintaining its currency’s parity. A
tranche represents 25% of a country’s quota. Drawings of the first tranche is
automatically approved by IMF. A further 100% of its quota can be borrowed in
four steps. With each step, stricter conditions are imposed on the borrowing
country, in order to ensure that structural corrections are carried out. In order to
draw from IMF, a member country has to buy reserve assets and other currencies
by paying its own currency to IMF. At the time of repayment of the loan, the
borrowing country reverses the deal.

IMF’s management is vested in its executive board. Out of its 22 directors, six are
appointed by governments holding the largest quotas. The rest of the directors
are elected by the remaining countries. The managing director, who is also the
chairman of the executive board, is appointed by the executive board for five
years. The board of governors, which is the highest governing body of IMF,
meets once a year to take major policy decisions. Its members are generally the
finance ministers or the central bank governors of the member countries. All the
member countries are represented on this board.

IMF lends to its member countries under various schemes. These schemes are
listed below:

e  Standby Arrangement: This scheme was introduced in 1952. Under this
scheme, countries can borrow at the first indication of its possible need. This
would help the country in time as it would not have to wait for IMF’s
approval for the loan when the need actually arose.

e Compensating Financing Facility: This scheme was introduced in 1963 for
providing financial assistance to countries facing temporary shortfall in
reserves.

e  Buffer Stock Financing Facility: Introduced in 1969, this scheme provides
for countries receiving financial assistance from IMF in order to purchase
approved primary products. This help is extended to prevent countries from
suffering due to price shocks.

e  Extended Facility: This scheme was introduced in 1974. It allows countries
to borrow on a medium-term basis for overcoming balance-of-payments
problems caused by structural imbalance.
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World Bank

e Oil Facility: It was introduced in 1974 and was terminated in 1976. Under
this scheme, help was extended to countries most affected by the oil price
rise.

e  Trust Fund: As gold was demonetized in 1976, IMF set up this fund with
the proceeds from the sale of gold held by it. This fund was used for
providing special development loans on concessional terms to those 25
member-countries which had the lowest per capita income. It was
discontinued in 1981.

e Supplementary Financing Facility: Under this scheme, established in 1977,
financial assistance is provided to countries facing serious BoP problems and
having high external debt.

In 1993, other facilities were extended to the member countries for assistance
in exchange rate stabilization.

The World Bank or the International Bank for Reconstruction and Development
(IBRD), as its name suggests, was established to help countries in reconstructing their
economies in the post World War II period and to help the developing countries
increase their economic growth rate.

The World Bank generally makes medium- and long-term loans for infrastructure
projects. Lately, it has started lending to countries having BoP problems, if they
are willing to adopt growth-oriented economic policies. It requires a government
guarantee for making these loans. For these activities, it raises funds through
subscriptions from member countries and by issuing bonds which are generally
meant for private subscription.

International Finance Corporation (IFC)

IFC was incorporated in 1956 to help the development of private enterprise in
different countries. It thus supplements the activities of the World Bank. IFC helps
the private sector in a number of ways. It finances their projects through loans and
subscription to equity. It provides technical assistance to private enterprises. It also
tries to bring private capital and private management together by creating
conditions conducive to the flow of private capital. It does not insist upon
government guarantee and generally takes up more risks than its counterparts.

International Development Association (IDA)

While the above mentioned agencies were set up to finance profitable projects,
IDA endeavors to finance those projects in developing countries which may not be
financially profitable, but indirectly may have a positive effect on the concerned
economy. IDA was set up in 1960. The membership of World Bank is a
prerequisite for membership of IDA. Hence, it is usually referred to as the soft
loan window of the World Bank. It provides highly concessional loans (including
long-term interest-free loans) to such projects. IDA also insists on a government
guarantee.

THE FAILURE
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Though, under this system, the member countries had the option of pegging their
currencies to either gold or to the dollar, the only reserve asset mentioned in the
agreement establishing the system was gold. However, as the gold stocks did not
increase substantially in the years following the agreement, this provision acted as
an impediment to the growth of international trade. Increase in such trade required
a simultaneous increase in the official reserves held by various countries, in order
to facilitate the payment for these trades. To get around this problem, countries
started holding dollar reserves. They generally held the reserves in the form of
interest bearing securities issued by the US government. This was encouraged by
the US because of the seigniorage gains involved. While the cost of printing
money was almost nil, the benefits were immense as the US could pay for its
increased imports just by printing additional money, without suffering a reduction
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in its reserves. Seigniorage gain refers to this benefit accruing from the ability to
finance unlimited imports. Since other governments were ready to hold dollar
reserves and not convert them into gold, the US started following a system of
fractional reserves. The total number of dollars issued by the Federal Reserve (the
American central bank) was far in excess of the value of the gold held by it. As it
would not have been possible for the fed to convert all the dollars into gold, the
system ran on the confidence of other countries on its ability to do so, and their
non-insistence for an immediate conversion. This created a paradox in the system
known as the Triffin paradox or the Triffin dilemma after a Yale University
professor, Robert Triffin, who first spoke about it in 1960. According to him, it
was necessary for the US to run BoP deficit in order to supply the world with the
additional dollar reserves needed for increased international trade. Yet, as its
deficit increased and the volume of dollar reserves held by other countries grew
without a simultaneous increase in US’s gold reserves, its ability to honor its
commitment (of converting dollars into gold) would decrease. Such a situation
would result in decreased confidence in the system, and since the system was
running on the member countries’ confidence, it would result in the system
breaking down.

Another problem with the system was that it had become too rigid, despite the aim
of the members being otherwise. As the system provided for realignment of
exchange rates in case of a fundamental disequilibrium, predicting exchange rate
movements became very easy. This put currencies at the mercy of private
speculators. If a country started facing regular BoP deficits, people would start
expecting a devaluation of its currency. Attempting to profit from such a scenario,
private speculators would start selling the currency for gold or some other
currency which was expected to remain strong, in the hope of buying it later at a
reduced price. As these capital outflows built up, the reserves of the country would
go down, eventually forcing it to devalue its currency. Thus, the expectations
prove self-fulfilling. These outflows could only be stopped by a firm
commitment by the concerned government at the very beginning, of not
devaluing its currency. After making such a commitment, though, the country
would find it very difficult to go for devaluation as such an act would make it
lose its credibility, and the possibility of controlling the markets next time would
be very bleak. The country would also not have any other choice but to devalue,
as the other adjustment mechanisms were generally not acceptable to them
(which implied a contraction of the economy, thus resulting in increased
unemployment); leaving them in a catch-22 situation. A country whose currency
faces an upward pressure would also face a similar problem, as the inflation
resulting from an attempt to stop its currency from appreciating may not be
acceptable; and the only other option left would be to revalue the currency.

In the early 50s, the US was running a BoP surplus, and hence there was a
shortage of dollars in the international markets. By the late 50s, however, the US
BoP situation had reversed and there was an excess supply of dollars. So much so,
that there was a considerable reduction in US’s gold holdings and the general
belief became that the dollar had become overvalued and a correction in its value
was due. This situation occurred due to two reasons. One was the devaluation of
other currencies vis-a-vis the dollar in the previous decade, which made American
goods less competitive in the international markets, and the other was the high
inflation rate prevailing in the American economy. In 1960, the value of gold
flared up in the London market where most of the private gold trading took place.
This happened due to the speculation that the dollar was going to be devalued by
increasing the price of gold. To prevent the markets from going too far off from
the official price of $35 per ounce, the US arrived at a gold pool arrangement with
7 other countries, under which they sold gold in London. This helped in
controlling the gold prices in the short run. At around the same time, US inflation
started coming down and its BoP situation started improving. By the early 60s, US
was enjoying a current account surplus. This was being balanced by capital flows
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out of US, mostly on account of US companies investing in Europe. In an attempt
to reduce unemployment in US, monetary tightening was not introduced despite
the overall BoP figure remaining negative. Believing that the increasing trend in
the current account balance would continue and the BoP deficit was a short-term
phenomenon, the government looked at short-term arrangements for tiding over
the BoP difficulties. It tried to persuade foreign governments not to convert their
dollar holdings into gold, opened credit lines with foreign central banks, and drew
small amounts from IMF. It also entered into the General Arrangements to Borrow
(GAB), an agreement with 9 other major countries to form the Group of Ten (G-
10). The members of this group agreed to lend their currencies to IMF in case any
one of them needed to draw a huge sum from it.

Despite all these steps, the BoP position did not turn positive as capital outflows
continued. The main reason was the continuing high inflation rate in the US
economy. With the US needing a lot of money to finance its commitments (to
provide money for the reconstruction of the various war ravaged economies) under
the Marshall Plan and its own expenses due to the Vietnam war, the money supply
increased drastically, thus pushing the inflation to high levels. The US government
then started imposing various restrictions on capital flows. An ‘interest
equalization tax’ was introduced on purchase of foreign securities by US citizens
and its citizens were prohibited from holding gold either within the country or
outside. In 1965, American banks and companies were told to voluntarily restrict
loans to foreigners, and foreign direct investments respectively. In 1968, these
controls were made compulsory. By then, however, the current account had also
weakened. The pressure on the dollar started building up.

Other deficit countries were also facing problems. Britain started facing a BoP
deficit in the early 60s and wanted to devalue the pound. US objected as it felt that
a pound devaluation would fuel expectations of a dollar devaluation and
speculators would start taking positions against it, forcing it to be devalued. Due to
the US objection, UK held on for some time, borrowing heavily from other
governments and IMF to defend the pound’s exchange rate. It finally gave up in
1967 and the pound was devalued. In 1968, capital started flowing out of France
due to certain political disturbances there. In order to stop these disturbances, the
French government had to increase wages, which resulted in making the French
industry less competitive. This resulted in a pressure on the value of the French
franc, especially vis-a-vis the DM. Neither France nor Germany took any action,
as both of them wanted the other one to change the value of its currency with
respect to the dollar. In 1969, the franc was finally devalued.

These problems put a lot of strain on the system. The pound devaluation did have
the expected effect on the outlook for the dollar, and the pressures on that currency
increased so much that even interventions by the gold pool group could not have
the desired effect. In 1968, the sales by the gold pool in the private market were
abandoned and the dollar was made non-convertible into gold for private market
players. The Fed decided to convert only central banks’ dollar holdings into gold.

After franc’s devaluation, there was increased speculation, especially regarding the
DM. When the German authorities could no more stop their currency from
appreciating, they let it float temporarily, rather than importing US inflation
via the price adjustment mechanism. This was the first break in the Bretton
Woods system after 1950, in which year the Canadian dollar was allowed to
float. The German authorities let the mark appreciate by 10%, at which level
they re-established the peg with the US dollar.

As the system started facing these problems and the pressure on the dollar
increased, a new reserve asset was created by IMF in 1967. Named SDRs (Special
Drawing Rights), this international currency was allocated to the IMF member
countries in proportion to their quotas. The biggest benefit of SDRs was that there
would be a provision for international money to be created without any country
needing to run a BoP deficit or to mine gold. Its value lay not in any backing by a
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currency or a real asset (like gold), but in the readiness of the IMF member
countries to accept it as a new form of international money. Any member country,
when facing payment imbalances arising out of BoP deficits, could draw on these
SDRs, as long as it maintained an average balance of 30% of its total allocations. It
could then sell these SDRs to a surplus country in exchange for that country’s
currency, and use it for settlement of international payments. Every member
country was obliged to accept upto 3 times its total allocations as a settlement of
international payments. It is an interest bearing source of finance, i.e. countries
holding their SDRs receive interest, and the ones drawing on them pay interest.
This interest rate is determined on the basis of the average money market interest
rates prevailing in France, Germany, Japan, the UK and the US. Only the member
countries of IMF and specific official institutions are eligible to hold SDRs. SDR
is also the unit of account for all IMF transactions.

The value of an SDR was initially determined as equal to that of dollar, i.e., one
ounce of gold was equalized to 35 SDRs. Later, its value was revised and put equal
to the weighted average value of 16 major currencies. Again, the basket of
currencies was simplified and reduced to 5 currencies — US Dollar, Yen, Pound
Sterling, DM and French franc. Both the times, the weights were based on the
importance of the respective countries in world trade. Both the basket and the
weights are supposed to be revised every five years to reflect the changed scenario
in international trade and the various countries’ importance in it. An important
advantage of SDRs is that its value is more stable than that of individual
currencies. This happens because it derives its value from a number of currencies,
whose values are unlikely to vary in the same direction and to the same extent.
This feature makes it a better unit of account than a single currency.

Despite the introduction of SDRs, the crisis continued to deepen. By this time,
US’s gold holdings had reduced considerably (both as an absolute figure and as a
proportion of its foreign liabilities). By 1979, its reserve position turned negative
as the BoP deficit increased drastically. In the first three months of 1971, huge
pressure built up against the dollar, especially with respect to the mark. A number
of countries had to buy a lot of dollars to defend their exchange rates. Germany,
not intending to increase its money supply to unmanageable proportions, once
again floated its currency. In April 1971, the US suffered a trade deficit for the
first time, but it could not follow contractionary policies as it was simultaneously
suffering from high unemployment. The only option left to it was to devalue. Even
that it could not do on its own, as increasing the price of gold in terms of the dollar
would not have had the desired effect due to other currencies being pegged to the
dollar directly (rather than through gold prices). Also, an unexpected devaluation
of the dollar would have penalized those countries which were trying to help the
US by holding on to dollars instead of converting them into gold. Most of the
countries held on to dollars in the first half of 1971. In the beginning of August,
France needed gold to repurchase francs from the IMF, which it had sold earlier in
harder times. It fulfilled this need by converting its dollar holdings into gold. As
gold reserves of the US fell and rumors spread about Britain also trying to follow
the same route as France, panic spread in the international markets about US’s
ability to honor its commitment to convert all dollar holdings into gold. This
caused a run on its gold reserves as all countries rushed to get their dollar holdings
converted when they could. This precipitated the matters so much that the US
decided to stop converting dollars into gold and let its currency float on August 15,
1971. To improve its BoP position, it simultaneously imposed an additional 10%
tariff on imports. Hence, the two most important pillars of the system were gone —
fixing of prices of currencies in terms of gold and their convertibility into gold. As
a reaction to this development, many of the countries let their currencies float.

The intention of the US behind these steps was not to shift from a pegged-
exchange rate system to a floating rate system, but to seek a realignment of
exchange rates. Therefore, it called for a meeting of the 10 largest IMF member
countries, which was held in December 1971, at the Smithsonian Institute in
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Washington, and considered the issue of realignment. As a part of the agreement
arrived at in that meeting, which came to be known as the Smithsonian agreement,
many of the countries revalued their currencies in terms of the dollar, while the
dollar was devalued by raising the price of gold from $35 to $38 per ounce. The other
part of the system, i.e., the facility of conversion of dollars into gold, however, was not
re-established. The band around the parity rates was increased from one percent to 2.25
percent on each side, thus providing the central banks more flexibility in the
management of exchange rate and monetary policy. It was also agreed to liberalize
trade policies and to introduce more flexibility to exchange rates.

When the demand curve for exports is relatively inelastic, a devaluation of a
country’s currency does not immediately lead to an improvement in its current-
account balance. In the initial period, the reduction in the price of the exports is
much more than the increase in the volumes and hence there is a net reduction in
exports. In the long run, however, the volumes pick up and the net exports start
rising. The current-account curve, thus, traces a J-shape. It first becomes worse
than its position before the devaluation, and then improves. This is called the J-
curve effect. The US’s BoP behaved in a similar manner after the Smithsonian
agreement. It was misinterpreted to mean that the devaluation of the dollar was
smaller than it should have been. In mid-1972, the UK floated the pound as a
response to BoP problems. This again fuelled speculation against the dollar, with
dollar being abandoned in favor of mark and yen. In February 1973, the dollar
came under extreme selling pressure due to these factors and the high inflation rate
which continued to reign in the US. It was contemplating devaluing the dollar once
again, but was pre-empted by Switzerland which floated its currency. The dollar
was, nevertheless, devalued by raising the price of gold to $41.22 per ounce. In
mid-March, 14 major industrial countries followed Switzerland by abandoning the
system and floating their currencies. With this, the system came to an end.

Post-Bretton Woods System (The Current System)
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As the Bretton Woods system was abandoned, most countries shifted to floating
exchange rates. This fact was finally recognized by the IMF and the articles
were amended in its agreement. The amendment was decided upon in Jamaica
in 1976 and became effective on April 1, 1978. This was the second amendment
to IMF’s articles. Under the new articles, countries were given much more
flexibility in choosing the exchange rate system they wanted to follow and in
managing the resultant exchange rates. They could either float or peg their
currencies. The peg could be with a currency, with a basket of currencies or with
SDRs. The only restriction put was that the pegging should not be done with gold.
Neither were the member countries allowed to fix an official price for gold. This
was done to reduce the role of gold and to make SDRs more popular as a reserve
asset. For the same reason, the value of an SDR was redefined in terms of a basket
of currency (to make it more stable and hence preferable as a reserve asset), rather
than in dollar terms. Also, the members were no longer required to deposit a part
of their quota in gold, and IMF sold off its existing gold reserves. In order to make
SDRs more attractive as a reserve asset, they were made interest-bearing. It was
also allowed to be used for different types of international transactions. The
member countries were also left free to decide upon the degree of intervention
required in the forex markets, and could hence make it compatible with their
economic policies. Secondly, IMF was given increased responsibility for
supervising the monetary system. As a part of these increased responsibilities,
IMF was required to identify those countries which were causing such
changes in the exchange rates through their domestic economic policies,
which proved disruptive to international trade and investment. It could then
suggest alternate economic policies to these countries. IMF was also
responsible for identifying any country which was trying to defend an exchange
rate which was inconsistent with the underlying economic fundamentals. This was
to be done by a constant monitoring of the reserves position of various
countries. Lastly, the new articles made it easier for countries facing short-term
imbalances in their BoP accounts to access IMF’s assistance.
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While countries were free to determine their exchange rate policies, under Article
IV of the Agreement, they were required to ensure that the economic and financial
policies followed by them were such as to foster ‘orderly economic growth and
reasonable price stability’. They also had to follow principles of exchange rate
management, adopted by IMF in April, 1977. According to these principles:

e A member country neither should manipulate the exchange rates in such a
way as to prevent a correction in the BoP position, nor should it use the
exchange rates to gain competitive advantage in the international markets.

e A member country was required to prevent short-term movements in the
exchange rates which could prove disruptive to international transactions, by
intervening in the exchange markets.

e  While intervening in the forex markets, a member country was required to
keep other countries’ interest in mind, especially the country whose currency
it choses to intervene in.

These principles attempted to bring some stability in the forex markets and to
prevent another about of competitive devaluations.

Given the freedom, different countries chose different exchange rate mechanisms.
While some of them kept their currencies floating, some of them pegged their
currencies either to a single currency or to a basket of currencies. A peg was
maintained by intervention in the foreign exchange markets and by regulating
forex transactions. Table 1 shows the status of currencies as on March 31, 1995.

Floating of currencies was expected to make the exchange rate movements more
smooth. Instead a lot of volatility has since been experienced. To remove a part of
this volatility, sometimes a group of nations come together to form closer
economic ties by co-operating with each other in the management of their
exchange rates. One such group is the European Monetary Union (EMU).

Table 1%*: Exchange Rate Mechanisms followed by Various Countries

Currencies pegged to: No. of currencies
The US dollar 27
French franc 14
SDR 6
Non-SDR basket 34
Other currency 5
Flexibility limited vis-a-vis a single currency($) 5
Co-operation arrangements (EMS) 10
Adjusted according to a set of indicators 5
Managed float/ wide band around a peg 22
Independent float 27
155

* Source: Department of Economics, IOWA State University.

The European Monetary System

The basis of the European Monetary Union was the American desire to see a
united Western Europe after the World War II. This desire started taking shape
when the Europeans created the European Coal and Steel Community, with a view
to freeing trade in these two sectors. The pricing policies and commercial practices
of the member nations of this community were regulated by a supranational
agency. In 1957, the Treaty of Rome was signed by Belgium, France, Germany,
Italy, Luxembourg and the Netherlands to form the European Economic
Community (EEC), whereby they agreed to make Europe a common market.
While they agreed to lift restrictions on movements of all factors of production and
to harmonize domestic policies (economic, social and other policies which were
likely to have an effect on the said integration), the ultimate aim was economic
integration. The European countries desired to make their firms more competitive
than their American counterparts by exposing them to internal competition and
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giving them a chance to enjoy economies of scale by enlarging the market for all
of them.

The EEC achieved the status of a customs union by 1968. In the same year, it
adopted a Common Agricultural Policy (CAP), under which uniform prices were
set for farm products in the member countries, and levies were imposed on imports
from non-member countries to protect the regional industry from lower external
prices. An important roadblock in the European unification was the power given
under the treaty to all the member countries, by which they could veto any
decision taken by other members. This hindrance was removed when the members
approved the Single European Act in 1986, making it possible for a lot of
proposals to be passed by weighted majority voting. This paved the way for the
unification of the markets for capital and labor, which converted the EEC into a
common market on January 1, 1993. Meanwhile, a number of countries joined
EEC. Denmark, Ireland and the United Kingdom joined in 1973. By 1995, Austria,
Finland, Greece, Portugal, Spain and Sweden had also joined, thus bringing the
membership to 15.

The structure of the EEC consists of the European Commission, a Council of
Ministers and a European Parliament. The Commission’s members are appointed
by the member countries’ governments and its decisions are subject to the
approval of the Council, where, by convention, either the Finance Ministers or the
heads of the central bank represent their respective countries. The members of the
Parliament are directly elected by the voters of the member countries. In December
1991, the Treaty of Rome was revised drastically and the group was converted into
the European Community by extending its realm to the areas of foreign and
defense policies. The members also agreed to convert it into a monetary union by
1999.

As the Bretton Woods system was breaking down in 1973, six out of the nine
members of the EEC jointly floated their currencies against the dollar. While
Britain and Italy did not participate in the joint float, France joined and dropped
out repeatedly. The currencies of the participating countries were allowed to
fluctuate in a narrow band with respect to each other (1.125% on either side of the
parity exchange rate), and the permissible joint float against other currencies was
also limited (to 2.5% on either side of the parity, by the Smithsonian agreement).
This gave the currency movements the look of a ‘snake’, with the narrow internal
band forming the girth and the movements against other currencies giving the
upward and downward wriggle. The external band restricting the movement of
these European currencies on either side, gave the impression of a ‘tunnel’ thus
giving rise to the term ‘snake in the tunnel’. The idea of creating a monetarily
stable zone started taking shape in 1978, which resulted in the creation of the
European Monetary System in 1979. The system was quite similar to the Bretton
Woods System, with the exception that instead of the currencies being pegged to
the currency of one of the participating nations, a new currency was created for the
purpose. It was named the European Currency Unit (ECU) and was defined as a
weighted average of the various European currencies. Each member had to fix the
value of its currency in terms of the ECU. This had the effect of pegging these
currencies with each other. Since each currency could vary against the ECU and
against other currencies within a certain band on either side of the parity rate
(2.25% for others and 6% for Pound Sterling, Spanish peseta and Portuguese
Escudo), a certain grid was formed which gave the limits within which these
currencies could vary against each other. Whenever the exchange rate between two
of the member currencies went beyond the permissible limit, both the countries
had to intervene in the forex markets. This co-operation between the countries was
expected to make the system more effective. Another important feature of this
system was that the members could borrow unlimited amounts of other countries’
currencies from the European Monetary Cooperation Fund in order to defend their
exchange rates. This was expected to ward off any speculative activities against a
member currency. Though the countries involved were also expected to
simultaneously adjust their monetary policies, this burden was put more on the
erring country. It was easier to fix the blame, as at the time of the fluctuation in the
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exchange rate of two members, the erring country’s exchange rate would also be
breaching its limits with respect to the ECU and other member currencies. When
these parity rates became indefensible, they could be realigned by mutual agreement.
The system was, thus, much more flexible than the Bretton Woods System.

The ECU also served as the unit of account for the EMS countries. It served
another important purpose in that loans among EMS countries (including private
loans) could be denominated in the ECU. The ECU’s value being the weighted
average of a basket of currencies, it was more stable than the individual currencies.
This made it more suitable for international transactions.

A number of realignments took place in the first few years of the system.
However, the 1980s saw the system becoming more rigid. The German Central
Bank, the Bundesbank, was committed to a low inflation rate, and hence to a
tighter monetary policy. Some other countries (specially France and Italy, who had
meanwhile joined the EMS) tried to control their domestic inflation by not
realigning their currency’s exchange rate with the DM and instead following the
same monetary policy as the Bundesbank. The UK which joined the EMS in 1990,
also followed the same policy. This resulted in a high unemployment rate in such
countries. This cost was acceptable to these countries, till the situation changed
drastically with the effects of the 1990 German unification slowly becoming
visible. As the erstwhile West Germany bore the expenses of the unification, its
budget deficit started rising, increasing the German prices and wages. To keep
inflation under control, the Bundesbank had to increase the interest rates to an
even higher level. If the DM was allowed to appreciate at that time, the
Bundesbank would not have had to increase the interest rates too much, as German
prices would have reduced in response to the higher DM. But as some other
member countries of the EMS refused to let the DM appreciate, they had to
increase their domestic interest rates in response. This happened at a time when
many of the European countries were experiencing very high unemployment rates,
and Britain was going through a recession.

The situation became worse with the decision of the EC countries to go ahead with
monetary union. In 1989, the report of a committee chaired by the president of the
European Commission, Jacques Delor, was published. It recommended that the
members of the EC abolish all capital controls and follow one common monetary
policy. This monetary policy was proposed to be formulated by a European
Central Bank (ECB), and followed by the central banks of all the member
countries, which would become a part of the European System of Central Banks
(ESCB). It also recommended the irrevocable locking of the EC exchange rates
and the introduction of a common currency for the member nations. In the same
year, the first stage of the process of economic integration began, and most of the
recommendations of the Delor Committee report were accepted. However, it was
decided that to make the integration long-lasting, member countries were to
achieve a high degree of economic convergence before being allowed to merge
their economies with the rest of the group.

In December 1991, as a follow up to the Delor’s report, the Treaty of Rome was
revised extensively to provide for the monetary union. As these revisions were
adopted in the Dutch town of Maastricht, they collectively came to be known as
the Maastricht Treaty. The treaty laid down the timetable for the monetary union.
According to the timetable, the union was to be completed by 1999, and the
qualifying countries had to fulfill criteria regarding inflation rates, exchange rates,
interest rates and budget deficits. As the markets believed these criteria to be too
hard for some countries to achieve, speculative pressure against the currencies of
these countries started building up. By September 1992, the pressure reached its
peak. The first country to bear the brunt of the speculative attacks was Italy. Even
as its government announced a set of fiscal reforms to be able to meet the
convergence criteria, pressures against the lira continued. Finally, Germany and
Italy entered into a deal under which Italy devalued the lira and Germany reduced
its interest rates. The UK was also facing a similar attack on its currency, and had
to withdraw from the EMS soon after the Italian devaluation. Despite having
already devalued its currency, Italy followed Britain and pulled its currency out of
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the EMS. Immediately afterwards, French voters approved the Maastricht Treaty.
Yet, this approval could not stop an attack against the French franc. Even
Bundesbank and the Banque de France (the French central bank) together could
not postpone the inevitable for long. In July 1993, there was another attack on the
franc as it became clear that the French and German interest rates would not
converge. The French unemployment rates being very high and continuing to rise,
it could be foreseen that a further possibility of interest rates rising there did not
exist. At the same time, the German government could not be expected to reduce
the interest rates as inflation was still not totally under control. It became clear that
the franc had to be devalued vis-a-vis the DM, but neither of the countries was
ready to adjust the parity rates of their currency. Finally, the EMS countries
decided to change the band from 2.25% to 15%. Germany and the Netherlands
kept the band between their currencies at 2.25%. The band for peseta and the
escudo continued at 6%. Though this change in the band successfully warded off
the speculative attacks against the franc, the monetary convergence got a severe
setback as there was no more need for countries to converge their monetary
policies. With the band becoming so wide, there was no real fixed exchange rate
system left to talk about.

Despite these developments, the desire of the European countries to form a
monetary union did not fade. After being ratified by all member countries, the
Maastricht Treaty came into effect from November 1, 1993. Thus, the European
and Monetary Union came into being. The first stage of the union continued up to
the end of 1993. During this stage, capital flows and the financial sector were fully
liberalized. The members were also required to keep their currencies within a
2.25% band of the parity rates. The second stage began in January 1994, with the
establishment of the European Monetary Institute (EMI) in Frankfurt, which was
the precursor to the ECB. Its job was to manage the EMS, co-ordinate national
monetary policies, and to prepare for the creation of the ESCB. Its most important
function was to monitor economic convergence among the member countries, a
job to be shared by the EC, the Bundesbank and the Banque de France. In this
stage, the governments were not allowed to borrow from their central banks at
concessional rates and had to do so at market determined rates. They were required
to systematically reduce their fiscal deficits and bring other economic indicators in
line. In December 1995, a summit was held in Madrid, where the single European
currency was named the euro, and a strict timetable for the EMU was finalized. In
December 1996, the Dublin summit was held and it was decided to give full
autonomy to the ECB. The rules which the ECB would have to follow for
regulating monetary policy and to ensure exchange rate stability were also
formulated. In May 1998, the heads of the member governments met in Brussels
and were presented the reports of the various agencies responsible for monitoring
the convergence of the various members. In accordance with the Maastricht
Treaty, the member countries were required to fulfill the following criteria by the
end of 1997:

e  Fiscal deficit should be within 3% of GDP.

e Public debt should not exceed 60% of GDP.

e The inflation rate should not be more than 1.5% higher than that of three
countries having the lowest inflation.

e  The long-term interest rates should not be exceeding the long-term interest
rates of the above-mentioned 3 countries by more than 2%.

e The currency should have stayed within the ERM band for a minimum period
of two years without any realignments.

e The central banks should be autonomous.

In line with the reports prepared by these agencies, the heads of states voted for

selecting the countries which were eligible to join the EMU. 11 countries were

allowed entry into the union, they being Austria, Belgium, Finland, France,

Germany, Ireland, Italy, Luxembourg, the Netherlands, Portugal, and Spain.

Britain, Denmark and Sweden opted out of choice despite being eligible and

Greece was found ineligible. At the same time, the ECB was established. The
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day-to-day management of the ECB is the responsibility of an executive board.
The board has a total of six members including a president and a vice-president.
These members are appointed by consensus and enjoy an eight-year, non-
renewable term. The managing body of the ECB is the governing council which
consists of the executive board and the governors of the central banks of the EMU
countries. The main functions of the ECB are to:

e Determine the monetary policy and to implement it.

e Support the member countries in implementing their economic policies, if that
does not entail going against its main aim of maintaining price stability.

e  Help the member countries in managing their forex reserves and to conduct
forex operations.

e Ensure a smoothly operating interbank payments system.

The most significant development was the introduction of a single currency for the
participants of the EMU — the euro. On January 1, 1999, the euro came into being.
On this date, the exchange rates of the currencies of the participating nations with
the euro were irrevocably fixed. There will be a transition period of three years
during which these currencies will exist along with euro. However, from this date,
all interbank payments will be in euros, there will be no interbank quotes between
the dollar and local currencies, all new government debt will be denominated in
euros, the ECB will conduct repo transactions only in euros, and all stock
exchange quotations for equities and trades and settlements of government debt
and equity will be in euro. On the retail level, the bank statements and the credit
card bills will be giving the euro equivalents of the national currency figure.
Above all, from the same date, the ECB started formulating a common economic
policy for the participating nations. Between January 1, 1999, and December 31,
2002, all retail transactions were settled in the national currencies. As planned euro
notes and coins was introduced on January 1, 2002.

Initially only 11 member states were joined the EMU, but as on 1st September,
2005, total number of member countries was 25 (table 2).

Table 2: EU25 Member States

1 Austria 14. Latvia
2. Belgium 15. Lithuania
3. Cyprus 16. Luxembourg
4 Czech 17. Malta
Republic
5 Denmark 18. The Netherlands
6. Estonia 19. Poland
7. Finland 20. Portugal
8 France 21. Slovakia
9. Germany 22. Slovenia
10. Greece 23.  Spain
11. Hungary 24.  Sweden
12. Ireland 25.  United Kingdom
13. Italy

Source: europa.eu.int/

Out of these member countries which traded their currency in for the euro are:
Belgium, Germany, Spain, France, Ireland, Italy, Luxembourg, the Netherlands,
Austria, Portugal, Finland, and Greece. Overseas territories of some Eurozone
countries, such as French Guiana, Réunion, Saint-Pierre, etc., Miquelon, and
Martinique, also use the euro. These countries together are frequently referred to
as the “Eurozone”, “Euroland” or more rarely as “Eurogroup”. The ten newest
European Union members are expected to eventually use the euro in the near
future. These countries are Cyprus, Estonia, Latvia, Lithuania, Malta, Slovenia,
Slovakia, Czech Republic and Poland; and Hungary. The United Kingdom and
Sweden have no plans at present to adopt the euro.

After the introduction of the euro, its exchange rate against other currencies,
especially the US dollar, declined heavily. At its introduction in 1999, the euro

69



International Finance and Trade

was worth USD $1.18; by late 2000 it had fallen to below $0.85. It then began
what at the time was thought to be a recovery; by the beginning of 2001 it had
risen to $0.95. It declined again, finally reaching a low of below $0.84 in July 2001.
The currency then began to recover against the US dollar. In the wake of US
corporate scandals, the two currencies reached parity on 15 July, 2002, and by the
end of 2002 the euro had reached $1.04 as it climbed further.

On 23rd May, 2003, the euro surpassed its initial trading value for the first time as it
again hit $1.18, and broke the $1.35 barrier (€0.74 = $1) on 24th December, 2004.
On 30th December, 2004 it reached a peak of $1.3668. Currently as on
29th August, 2005, it is traded at $ 1.23239

RECENT DEVELOPMENTS

SUMMARY

The most interesting development in the recent past in the field of monetary
systems was the rise and fall of the South-East Asian economies. The members of
the ASEAN block, especially Indonesia, Malaysia, and Thailand built up their
economies on the strength of their monetary systems. Most of the South-East
Asian countries pegged their currencies to the US dollar. The fixed exchange rates
helped these countries in attracting foreign capital. Their domestic interest rates
and returns on other financial assets were quite high compared to the investment
avenues available in the western economies. These high returns, coupled with the
fixed exchange rates provided the investors a chance to earn high returns without
having to bear proportionate risks. As the capital continued to flow in, the
increasing trade deficit kept getting financed, putting no pressure on the exchange
rates. In fact, the fixed exchange rates pulled in more foreign capital than could be
profitably deployed in these economies. The result was the deployment of these
funds (which were largely short-term) into property markets and long-term
ventures. Since the funds were not being used to create any real economic activity,
the probability of their being serviced kept coming down. As the trend continued,
the investors started getting worried about the serviceability of their investments.
This worry turned into a panic and investors started pulling their money quickly
out of these economies, everyone desiring to be the first one to get their money
back safely. Since these short-term funds were put either in asset markets or in
long-term investments, this action of the investors resulted in bringing the asset
markets down. At the same time, the long-term investments could not be
liquidated immediately to return the investors’ money. The resulting defaults made
the situation worse as any possibility of the local banks or companies getting any
further funds faded away. This choked even the day-to-day operations of
financially sound companies. The economies suffered and the pressure on their
exchange rates mounted to such an extent that the countries had to give up the peg
to the dollar and float their currencies. The currencies depreciated so drastically,
that the whole economies went under due to the effect. The stupendous growth
rates turned negative, the trade deficits widened further and the investors had to
bear a heavy loss. This once again reflects the effect pegging of exchange rates
(without appropriate economic policies being followed) can have on a country’s
economy.
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e The experiments with various kinds of monetary systems have shown us that
there is no perfect monetary system. Each system has its drawbacks as well
as positive points.

e Each system involves an adjustment mechanism, which has to be allowed to
work to make the system last.

e The most important lesson that we learn from the past is that the monetary
system should be allowed to evolve as a response to the changing
environment, while maintaining some level of stability.

e How this balance can be achieved is an open question, to which countries and
supranational institutions are still trying to find an answer.
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The Foreign Exchange Market

After reading this chapter, you will be conversant with:

e The Structure of Forex Market

e  Exchange Rate Quotations

e Types of Transactions

. Settlement Dates

o Quotes for Various Kinds of Merchant Transactions

o The Indian Forex Markets
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In the previous chapters, it has been mentioned that international trade and
investments have grown at a tremendous pace in the last few decades. It has also
been mentioned that to enable a smooth flow of goods, services and capital across
national boundaries, a well functioning monetary system is needed, which would
determine the amount of payments to be made in the relevant currency, and also
provide the means of settling the same. The mechanism which determines the
exchange rates between currencies, and hence the amount of payment, was
discussed in the previous chapter. In this chapter, the settlement of these payments
will be discussed.

The existence of a number of currencies gives rise to the need to transact in these
currencies for settling international payments. As we know, in international
transactions, at least one of the parties would be dealing in a foreign currency. For
example, if an Indian exporter sells some goods to an American resident and the
price of the goods is denominated in dollars, the exporter would be dealing in a
foreign currency. Similarly, if an Italian resident makes an investment in the
German money market, he would need to deal in the German mark (now Euro)
which would be a foreign currency to him. Sometimes, the currency in which the
transaction is denominated may be a foreign currency to both the parties involved.
For example if a resident of Australia buys a car from a resident of Spain and the
transaction is denominated in US dollar, both the parties will be dealing in a
foreign currency. As it happens for other commodities, it would be difficult for
buyers and sellers of currencies to find each other. This fact resulted in the
development of a market which deals specifically in currencies, called the foreign
exchange market. This is an OTC (Over-The-Counter) market, i.e. there is no
physical marketplace where the deals are made. Instead, it is a network of banks,
brokers and dealers spread across the various financial centers of the world. These
players trade in different currencies through (and are linked to each other by)
telephones, faxes, computers and other electronic networks like the SWIFT system
(Society for Worldwide Interbank Financial Telecommunications). These traders
generally operate through a trading room. The deals are mostly done on an oral
basis, with written confirmations following later.

THE STRUCTURE OF FOREX MARKET
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The main players in the foreign exchange market are large commercial banks,
forex brokers, large corporations and the central banks. Central banks normally
enter the market to smoothen out fluctuations in the exchange rate (as under dirty
float) or to maintain fixed exchange rates.

Large commercial banks deal in the market both for executing their clients’ (both
corporates and individuals) orders and on their own account. They act as the market
makers in the forex markets, i.e, they stand ready to buy or sell various currencies
at specific prices at all points of time. The commercial banks give, on demand, a
quote for a particular currency against another currencys; i.e., the rate at which they
are ready to buy or sell the former against the latter. At these rates they stand ready
to take any side of the transaction (buy or sell) that the customer chooses. The
maximum and the minimum amount of the currencies acceptable to the bank at
these rates, though not specified at the time of making the quote, are generally
understood according to the conventions of the market. These rates may not
necessarily be applicable to amounts smaller or larger than those acceptable
according to the going conventions. In the forex markets there are numerous
market makers, and all of them would be giving different quotes for the same pair
of currencies simultaneously, at any point of time. It would be very difficult for a
player to keep track of all the quotes available in the market, and hence choose the
one which is considered the most favorable. As a result, a number of trades may be
taking place simultaneously at different exchange rates. The market-making
activity of the commercial banks, along with speculation, makes markets
extremely liquid, especially for the major currencies of the world.
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The foreign exchange brokers do not actually buy or sell any currency. They do
the work of bringing buyers and sellers together. Though they deal in most of the
major currencies, generally they specialize in a pair of currencies and hold
exhaustive information about it. Other players in the market, specially the
commercial banks, approach the brokers for information about the quotes of other
commercial banks. The brokers serve three important purposes in the forex
markets. First is, that instead of hunting around in the market for quotes, one can
approach a broker and find out these prices. Second is, that brokers help the
prospective buyer or seller keep their identity secret till the deal is struck. This
prevents the quote being affected by the inquirer’s position, i.e., whether he needs
to buy or to sell. Lastly, even when there is no buying or selling requirement,
commercial banks can keep their quotes from going too far away from the quotes
being given by other banks, by inquiring about the market quotes from the brokers.

While small corporations generally approach the commercial banks for their needs,
larger corporations sometimes operate in the market on their own. They generally
deal in the market to satisfy their needs arising out of their normal business
operations. Yet, some big multinational companies also operate in the market to
bet on the movement of the exchange rates, in an attempt to make profits out of
their expertise in dealing in the market.

The market in which the commercial banks deal with their customers (both
individuals and corporates) is called the retail market, while that in which the banks
deal with each other is called the wholesale or the interbank market. The size of
the deals in the retail market is much smaller than those in the interbank market.

The world-wide forex market is a 24-hour market, i.e., it is open virtually all of the
24-hours of a day, in at least one of the financial markets of the world. When the
New York market closes at 3 p.m., the Los Angeles market remains open as the
corresponding time there is 12 p.m. When the Los Angeles market closes, it is
opening time at Sydney and Tokyo. When Tokyo closes, the HongKong market is
still open as it would be only 2 p.m. there. At the time of the HongKong market
closing, the Singapore market can be accessed, it being only 1 p.m. there. Before
the closing of the Singapore market, the Bahrain market opens. The closing time of
the Bahrain market finds both Frankfurt and Zurich markets open, it being only
12 p.m. there. London being one hour behind these two, it remains open even after
these two markets close down. Again, before the London market closes down, it is
opening time at New York. Out of these markets, London, New York and Tokyo
markets are the biggest ones. The effect of the market being open 24 hours a day,
is that the impact of any relevant event is immediately reflected on the exchange
rates. Besides, it provides the facility of buying or selling a currency at any time of
the day, even if the local market has closed down for the day. Figure 1 depicts the
opening and closing times of these markets w.r.t. the G.M.T.

Figure 1: Working Hours of the Various Financial Markets w.r.t. the GTM
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In these markets, there are a few services which report the quotes given by various
players on an on-line basis. Reuters, Knightrider and the Telerate are a few of such
services. Some of these services now even offer screen-based trading, i.e., the
quotes are automatically matched by the system and the order executed. In 1981,
Reuters launched the first conversational dealing system, Reuters Monitor Dealing
Service (RMDS). A conversational dealing system allows dealers to communicate
trading requirements and simultaneously send messages on screen to a number of
other dealers. RMDS was replaced by Reuters with an upgraded version called
Dealing 2000-01 in 1989. This version allows conversations with up to four banks
at the same time, instead of just one, and the response time is also quicker than that
of RMDS. 2000-01 also displays the details of a concluded trade by means of an
on-screen ‘trading ticket’. Telerate and Quotron have also launched such conversational
dealing systems. In April 1992, Reuters launched the first electronic broking system
called Dealing 2000-02. Quotron also developed a similar Electronic Broking
System (EBS). Telerate’s similar system is called the Minex System.

The settlement of trades is completed by transfer of deposits denominated in
relevant currencies between the parties involved. In the interbank market, it is
normally done electronically. For example if the Deutsche Bank sells dollars to the
Global Trust Bank in exchange for French Francs, the nostro account of the
Deutsche Bank with a bank in the US will be debited and that of GTB will be
credited with the amount of the US dollars. At the same time, the nostro account of
GTB with a bank in France will be debited and that of Deutsche Bank will be
credited with the amount of the French Francs. (Nostro account is the overseas
account held by a domestic bank with a foreign bank or with its own foreign
branch, in that foreign country’s currency. The same account is called a vostro
account from the holding bank’s point of view. For example a dollar account held
by State Bank of India with Bank of America in New York will be SBI’s nostro
account and a vostro account from Bank of America’s point of view.) A currency’s
settlement always takes place in the country of origin of the currency. In the US,
the Clearing House Interbank Payments System (CHIPS) is used for the settlement
of forex transactions.

Though the exchange rate between any two currencies is determined by the overall
equilibrium between their demand and supply, it is also true that there is no single
equilibrium market price for a currency. Each trader tries to keep his quote at that
level where his own position would be in equilibrium. A trader normally keeps a
margin between the price at which he buys a currency and that at which he sells it.
Thus, if the trader is able to match a purchase of a currency with a corresponding
sale, he would be able to make a profit. In reality, however, it is very difficult to
find matching orders of sufficient volumes for the trader to realize a substantial
profit. At any point of time, the trader may find that he is selling more of a
currency than he is buying, or vice-versa. This would result in the trader having a
position in a currency, which exposes him to currency risk (risk of future prices
moving against him). To avoid such net positions, the trader would have to
frequently change his quote (in order to attract desired orders) so that his exposure
would be minimized. In forex trading, minimizing the net positions alone are not
enough. Since a trader’s margins are very thin, volumes of trade become very
important. A trader may find that though he is able to balance the buy and sell
positions, the volume of trade coming his way is very low due to competitive
prices quoted by other traders. A very low volume would result in miniscule
profits. Hence, the trader has to make sure that his quote always remains
competitive.

The world over, about 85% of forex trading arises as a result of transactions
between market makers and speculative transactions, with only 15% of the
transactions being trade or commerce related. This results in the expectations and
the actions of these two groups having an overwhelming impact on the values of
various currencies, at least in the short-term. On the other hand, the presence of the
activities of these two groups is essential for liquidity in the market. Competition
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between various market makers also ensures that the divergence in the market
makers’ quotes is not too large. Speculation in the forex markets is essentially a
zero-sum game if it is considered as an activity only among speculators. The gain
of one speculator must be the loss of another. Therefore, at least theoretically
market makers taken together cannot make profits or incur losses. In reality,
however, the presence of hedgers and the interventions resorted to by the central
banks of various countries result in net speculative gains or losses.

In India, all dealings in foreign exchange are regulated by the Foreign Exchange
Management Act, 1999 (FEMA). Reserve Bank of India is the regulatory authority
for the Act. According to FEMA, only those entities can deal in foreign exchange,
who are authorized to do so by RBI. The Act provides for entities to be authorized
either as authorized dealers or as money changers. Authorized dealers are
generally commercial banks and form a large part of the interbank market in India.
Money changers can be either full-fledged money changers or restricted money
changers. While the former are authorized to both buy and sell foreign currency
from their customers, the latter can only buy the same. Money changers are
allowed to deal only in notes, coins and travelers’ cheques. The authorized dealers,
on the other hand, are allowed to deal in all the items classified as foreign
exchange by FERA. Thus, they are permitted to deal with all documents relating to
exports and imports. The authorized dealers have to operate within the rules,
regulations and guidelines issued by the Foreign Exchange Dealers’ Association of
India (FEDAI) from time to time. The offices/branches of authorized dealers
(ADs) are classified into 3 categories. These categories are:

Category A: These are the offices/branches which keep independent foreign
currency accounts with overseas correspondent banks/ branches in their own
names.

Category B: These are the branches which do not maintain independent foreign
currency accounts but have powers to operate the accounts maintained abroad by
their head office or the branches categorized as ‘A’.

Category C: The branches which fall in neither of the above categories and yet
handle forex business through a Category A or B branch, fall under Category C.

The Indian foreign exchange market consists of three tiers. The first tier consists of
all the transactions between the authorized dealers and the RBI. The second tier is
the interbank market referred to earlier, i.e., the market in which the authorized
dealers deal with one another. Money changers are required to offset their
positions created by dealing with their customers, in this interbank market. The
third tier is the retail segment, where authorized dealers and money changers deal
with their customers.

Foreign Exchange

Foreign exchange is defined in terms of Sec. 2 of FEMA, 1999 as foreign currency
including:

i.  All deposits, credits, balances payable in any foreign currency;

ii. Any drafts, travelers’ cheques, letters of credit and bills of exchange
expressed or drawn in Indian currency and payable in foreign currency;

iii. Any instrument giving anyone the option of making it payable either partly or
fully in a foreign currency.

Here, the term currency in ‘foreign currency’ includes coins, bank notes, postal
notes, postal orders and money orders.

In other words, foreign exchange includes all kinds of claims of the residents of a
country to foreign currency payable abroad.
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EXCHANGE RATE QUOTATIONS

An exchange rate quotation is the price of a currency stated in terms of another. It
is similar to the expression of the price of a commodity. Yet, there is a peculiarity
attached to exchange rate quotes. In case of a commodity, there is only one way to
express its price— as number of units of money needed to buy one unit of the
commodity. For example it is always Rs.10 per kg. of potatoes, never 100gm. of
potatoes per rupee. In case of an exchange rate quotation, both the items involved
are a form of money, i.e. both are currencies. So, the price of any one of them can
be quoted in terms of one unit of the other. Due to this, there exist a number of
ways to express the exchange rate between a pair of currencies. The various
reporting agencies use the following quotes:

The Economic Times gives the quotes as on 26-07-2005

Table 1: Cross Currency Rates

USD EUR JPY GBP CHF CAD AUD HKD
HKD  7.7738 9.3654 0.0697  13.5559 5.9953 6.3798  5.9213 -
AUD 1.3129 1.5817  0.0118 2.2894 1.0125 1.0774 - -
CAD 1.2185 1.468 0.0109 2.1248  0.9397 - 09281 0.1567
CHF 1.2966 1.5621  0.0116 2.2611 - 1.0641 0.9877 0.1668
GBP 0.5735 0.6909  0.0051 - 0.4423 04706  0.4368 0.0738
JPY 111.61 134.4621 — 194.6255 86.0757 91.5962 85.0133 14.3573
EUR 0.83 - 0.0074 1.4474  0.6401 0.6812  0.6322  0.1068
USD - 1.2048 0.009 1.7438  0.7712  0.8207  0.7617 0.1286

It can be noticed that various methods of expressing exchange rates have been
used. Throughout this book (unless otherwise specified), exchange rates will be
mentioned in terms of A/B, where currency B is being bought or sold, with its
value being expressed in terms of currency A. In such a quote, currency B is
referred to as the base currency.

Various kinds of quotes are described in the following sections.

American vs. European Quote
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A quote can be classified as European or American only if one of the currencies is
the dollar. An American quote is the number of dollars expressed per unit of any
other currency, while a European quote is the number of units of any other
currency expressed per dollar. For example, Rs.48.28/$ is a European quote, while
$1.6698/£ is an American quote. In almost all the countries, most of the exchange
rates are quoted in European terms. The British pound, the Irish pound and the
South African rand are a few examples of currencies quoted in American terms.

Box 1: Direct vs. Indirect Quote
A direct quote is the quote where the exchange rate is expressed in terms of
number of units of the domestic currency per unit of foreign currency. An
indirect quote is where the exchange rate is expressed in terms of number of
units of the foreign currency for a fixed number of units of the domestic
currency. An example of an indirect quote would be:
$/100 Rs.: 2.1978/98

Here, the bank would be buying dollars @ $2.1998/Rs.100 and selling
dollars @ $2.1978/Rs.100.

The corresponding direct quote would be:
Rs./$ : 45.4586/45.5000

Here, the bank would be buying dollars @ Rs.45.4586/$ and selling dollars
@ Rs.45.5000/8.

Before August 2, 1993, the indirect methods of quoting exchange rates used to
be followed in India. Since that date, however, the direct quote is being used.

In other countries, the concepts of American and European quotes are more
popular in comparison to direct and indirect quotes.




BID AND ASK RATE

In the quotes given above, there was one single rate at which the currencies were
being bought and sold. For example, the rupee-dollar exchange rate was given as
Rs./$ 45.50. In reality, the rate at which a bank is ready to buy a currency will be
different from the rate at which it stands ready to sell that currency. These rates are
called the bid and the ask rates respectively. The difference in these rates
represents the cost the bank incurs in these transactions, a small return on the
capital employed, and the compensation for the risk it takes. This risk arises on
account of the possibility of the exchange rate moving in an unfavorable direction
before the bank is able to offset the transaction. The single rate mentioned above is
generally the mid-rate, i.e. the arithmetic mean of the bid and the ask rates. The
difference between the bid rate and the ask rate is called the bid-ask spread, or
simply the spread. This spread is seen to be higher in the retail market than in the
interbank market. This is because of the higher volumes and greater liquidity in the
interbank market (lower the liquidity, higher the risk of the transaction being set
off at a disadvantageous rate, and hence, higher the spread). An additional reason
is that the counter-party risk (the risk of the other party not fulfilling its
commitment) is lower in the interbank market since most of the players are large
commercial banks. As this bid-ask spread arises due to the presence of transaction
costs, the absence of these costs would result in a single rate being quoted by
banks for both buying and selling the currency.

Before we go into the explanations for the bid and the ask rates, it will be useful to
look at some important conventions regarding these quotes. These are:

a. The bid rate always precedes the ask rate. Hence, in the quote
Rs./$: 45.45/45.50, 45.45 is the bid rate while 45.50 is the ask rate.

b.  The bid and the ask rate are separated by either a slash (/) or a dash sign (-).

c.  The quote is always from the banker’s point of view. That is, the banker is
ready to buy dollars at Rs.45.45 per dollar and sell at Rs.45.50 per dollar. A
banker’s buy rate is the rate at which the customer can sell a currency and
vice-versa. So, if a customer wishes to sell dollars, it will have to sell them at
the bank’s buying rate of Rs.45.45 per dollar.

Let us understand these rates with the help of an example. Let the exchange rate of
the Indian rupee with the US dollar be

Rs./$ : 45.45/45.50

Here the US dollar (currency B) is being bought and sold, with its price quoted in
terms of the Indian rupee (currency A). In this quote, bid rate is the rate at which
the bank is ready to buy one dollar, which is the first term from the left, i.e.
Rs.45.45. In other words, it is the number of rupees that a bank is ready to pay in
exchange for one dollar. The bank is bidding for the dollar at this rate. The ask rate
is the rate at which the bank stands ready to sell one dollar in exchange for rupees.
It is the number of rupees the bank is ready to accept for, or is asking for selling a
dollar. This rate is Rs.45.50. The bid rate is always lower than the ask rate. This is
because the bank will be ready to pay less for a unit of currency than it receives, in
order to make a profit.

Interbank Quote vs. Merchant Quote

Merchant quote is the quote given by a bank to its retail customers. On the other
hand, a quote given by one bank to another (or to any other customer in the
interbank market) is called an interbank quote. It has been mentioned that a quote
is invariably the banker’s quote. The question that arises, is that since both the
parties involved in the interbank market are banks, whose quote will it be taken as.
The convention is that the bank requesting the quote is the customer and the quote
will be taken as that of the bank giving the quote, i.e. the one which is acting as the
market-maker.
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Let us now see how deals are struck in the interbank market. Suppose a bank
requires £1,000,000. The dealer of the bank approaches another bank and asks for
a quote in the sterling, without mentioning whether he wants to buy or sell. The
market-making bank gives him a two-way quote (i.e., both the bid and ask rates for
sterling). If the ask rate for the pound is acceptable to the banker, he says — “One
mine” — implying that he has bought £1,000,000. The trade will enter the books of
both the banks and written confirmations of the trade would be sent later. The
settlement of the trade will take place through any of the available electronic
money transfer systems (like CHIPS). Suppose the bank wanted to sell pounds and
found the quoting bank’s bid rate acceptable, it would instead have said — “One
yours” — implying that it has sold £1,000,000 to the market making bank.

While giving a two-way quote, a bank keeps the bid and ask rates at such levels
which both buyers and sellers of the relevant currency are likely to find attractive,
and hence the bank expects to receive both buy and sell orders from the market. If
the bank is getting orders for only one side of the transaction, it would mean either of
two things — either the rates quoted by the bank are out of alignment with the rates
being quoted by other players in the market, or there is too much buying or selling
pressure in the market for that particular currency. In either of the cases, the bank
would have to adjust its quote. Let us take the scenario where the bank is ending up
getting only buy orders for a particular currency (i.e., the bank is only buying the
currency), without being able to sell. It would mean that the market is getting a
competitive rate for selling the currency to the bank, but the bank’s selling rate is too
high to attract buyers. On the other hand, it could also mean that there are too many
sellers in the market. In both the cases, the bank will have to reduce its rates on both
the buy and sell side. The lower bid rate will attract a fewer number of sellers, while
the lower ask rate would encourage customers to buy from the bank. In case the bank
is getting too many orders to sell currency to customers, it would have to increase
both the bid and the ask rates, in order to attract more customers interested in selling
the currency and fewer interested in buying it.

The quotes are generally given in the market as : Rs./$ : 43.425/43.575
It is also a practice to state the same quote as  : Rs./$ : 43.425/575

With 575 representing the last three digits of the ask rate, the rest of the digits
being common with the bid rate.

Since the dealers in currencies would anyway be aware of the going rate, the big
figures are not specified. In the interbank market the quote is generally further
shortened to:

Rs./$: 425/575

There are a few currencies which are quoted in 100s rather than 1s or 2s. The
reason is that their value is too small to be quoted otherwise. An example is the
Japanese yen. Its quote generally looks like:

¥/$: 109.28/31

When the quote is given with such currencies as the base currency, the quote is for
100 units of the currency rather than one unit. For example the corresponding $/¥
quote will be:

$/100¥: 0.9150/52
The last after-decimal digit of a quote is known as a point and the last two as a $/¥.

The quotes given by different banks for the same pair of currencies may not
necessarily be the same, but they have to be within certain limits to prevent
arbitrage. Let us see an example to understand these limits. Suppose there are two
banks A and B. Their quotes for the Euro/$ rate are:

A — Euro/$: 1.6688/1.6693
B — Euro/$: 1.6683/1.6686
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As A’s bid rate is greater than B’s ask rate, there is a risk-free arbitrage
opportunity available. (Arbitrage is the process of buying and selling the same
asset at the same time, to profit from price discrepancies within a market or across
different markets. When it does not involve any commitment of capital or the
taking on of risk, it is referred to as risk-free arbitrage). Dollars can be bought
from B at Euro 1.6686/$ and sold to A at Euro 1.6688/$, thus making a gain of
Euro 0.0002 per dollar. Thus, any bank’s bid rate has to be lower than other banks’
ask rate, and its ask rate greater than other banks’ bid rate. Sometimes, banks
deliberately maintain their rates out of alignment with the rest of the market,
because they require only one type of transactions to come to them. For example a
bank may have an overbought position in marks (i.e., it may have bought more
marks than it sold). In such a case, it may like to keep its ask rate lower so as to
attract customers who want to buy marks.

Note: According to FEDAI rules, exchange rates in the merchant as well as the
interbank markets are to be quoted up to 4 decimals, with the last two digits being
in multiples of 25 (for e.g., Rs/$: 45.4220/45). The card rates of banks (the
reference rates given by the dealing room to the ‘B category’ branches at the
beginning of the day) should be either quoted in two decimals, or quoted in 4
decimals with the last two figures being 0 (for e.g., Rs/$ : 45.5000 or 45.50). Also,
all merchant transactions are to be settled after rounding off the final rupee amount
to the nearest whole rupee. For this, amounts up to 49 paise are to be ignored, and
amounts from 50 to 99 paise are to be rounded off to the next rupee. Throughout
the chapter, these rules have been ignored and the Rs/$ quotes are given up to 2
decimals, only to make the computations convenient. These quotes result in a
higher spread, while in the actual market the spread does not usually exceed 1 or 2
paise. The student should keep this digression from the real-time market quotes in
mind while going through the chapter.

Box 2: Euro and its Constituents

On January 1, 1999, the various European currencies were irrevocably locked to
the euro (and through it to each other) at the following rates:

DM/Euro : 1.95583
FF/Euro : 6.55957
S/Euro : 13.7603
BF/Euro : 40.3399
DG/Euro : 2.20371
FmK/Euro : 5.94573
£Ir/Euro : 0.787564
Lit/Euro : 1936.27
Lux F/Euro : 40.3399
Esc/Euro : 200.482

Ptas/Euro : 166.386

Up to July 1, 2002, these currencies coexisted with the euro, and their exchange
rates with other world currencies were calculated through the ruling euro rates.
Recalling from Chapter International Monetary System, from January 1, 1999, all
interbank payments are made in euros, there is no interbank quotes directly
between the dollar and local currencies, all new government debt are denominated
in euros, the ECB conduct repo transactions only in euros, and all stock exchange
quotations for equities and trades and settlements of government debt and equity
are in euro. On the retail level, the bank statements and the credit card bills give
the euro equivalents of the national currency figure.
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For every quote (A/B) between two currencies, there exists an inverse quote (B/A),
where currency A is being bought and sold, with its price expressed in terms of
currency B. For example for a €/$ quote, there exists a $/€ quote. The implied
inverse quote can be calculated from a given quote in a very simple way. Let us
take the example of a €/$ quote. Let the €/$ quote in Frankfurt be:

€/$: 1.6688/1.6693

The (/9$) bid rate is the rate at which the bank is ready to buy dollars (which also
means the rate at which it is ready to sell €, which will be the ask rate in the $/e€
quote). Hence the (€/$) bid rate would correspond to the ($/€) ask rate. In €/$
terms, this rate is 1.6688. In $/ € terms, it would be the reciprocal of this figure,
i.e. 1/1.6688 which is equal to $0.5992/c. Similarly, the (€/$) ask rate would
correspond to the ($/€) bid rate. In €/$ terms, this rate is 1.6693, which is equal to
$0.5990/ (1/1.6693). Hence, to calculate the implied inverse quote, the bid and
the ask terms of the given quote have to be reversed and their reciprocals
calculated. For this particular example, the calculations can be shown as:

Implied ($/€ Jpig = 1/(€/$)ask (Eq. 1)
Implied ($/€ ). = 1/(I$)pia (Eq.2)
So, the implied inverse rate is:
$/€:0.5990/0.5992
These equations can be generalized as:
1

1
Implied (B/A) quote: / (Eq. 3)
(A/B)yg (A/B)yig

Now suppose that the actual B/A quote differs from the implied inverse quote. The
result may be an arbitrage opportunity similar to the one when two banks quote
widely different rates for a pair of currencies. Let the $/€ quote in New York be:

$/€:0.5976/0.5981

In this scenario, there is a possibility of buying € in New York for $0.5981/e and
selling them in Frankfurt for $0.5990/e, thus making a riskless profit of
$0.0009/€. This arbitrage activity involving buying in one market and selling in
another is termed as two-way arbitrage. Such arbitrage opportunities quickly go
away on profit-making by arbitrageurs. As they buy € in New York, the ask rate
of the $/€ quote goes up, and as € is sold in Frankfurt, the ask rate of the €/$
quote will go up till its reciprocal becomes lower than the increasing ask rate of the
$/e quote. Hence, to avoid arbitrage opportunities, the ask rate of the actual B/A
quote should be higher than the bid rate of the implied B/A quote and the bid rate
of the actual B/A quote should be lower than the ask rate of the implied B/A quote
(i.e., the two quotes must overlap).

As can be observed, the synthetic inverse rate acting only as a limit on the actual
inverse rate, is due to the presence of transaction costs (the costs to be incurred by
a player in the market for buying or selling a currency) as a difference between the
bid and ask rates. One more transaction cost is the lumpsum payment required to
be made to the dealer, from whom a currency is bought or sold, as his fees or
commission. These transaction costs make arbitrage activity less effective, as the
profit stands reduced by the amount of the costs required to be incurred by the
arbitrageur. Hence, the actual inverse rates can differ from the synthetic inverse
rates by the amount of the transaction costs. In the absence of such transaction
costs, the inverse rates would have to be exactly equal to the synthetic inverse
rates. If there were no spread between the bid and the ask rates for a currency (i.e.,
a person could buy a currency at the same price at which he could sell it) and there
was no commission or fees to be paid to the dealer, the $/€ price in New York
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would have to be the exact reciprocal of the €/$ price in Frankfurt. Let us assume
that the €/$ rate in Frankfurt were:

e/$: 1.6688

Then the $/e rate in New York would be 1/1.6688, i.e., $0.5992/c . Otherwise, an
arbitrageur would have the opportunity of making profits, and in the process,
would drive the rates in the two markets towards equalization.

Cross Rates

In the foreign exchange markets, it is a practice to quote most of the currencies
against the dollar; and to calculate the exchange rates between other currencies
with the dollar as the intermediate currency. For example the /£ rate will be
calculated through the €/$ quote and the $/£ quote. The /£ rate thus calculated is
called a cross rate or the synthetic rate. Though generally the third currency used is
the dollar, the cross rate between two currencies can be calculated using any other
currency as the intermediate currency.

These synthetic rates can be calculated using a process similar to the one we used
in calculating the implied inverse quote. Let us assume that we need to calculate
the Switzerland franc/Canadian dollar (SFr/Can$) rate from given SFr/$ and
$/Can$ quotes. Let the given quotes be:

SFr/$  :5.5971/5.5978
$/Can$ :0.7555/0.7562

For calculating the synthetic rates, we shall have to see how the arbitrageur will
operate if he wishes to operate in the markets giving the SF,/$ and the $/Can$ rate,
instead of using the direct SFr/Can$ quote. The (SFr/Can$), rate will be the
number of francs which a bank would be ready to pay to buy one Can$. The
arbitrageur, say X, can sell 1 Can$ for: $0.7555
The bank will be ready to buy one dollar for: SFr5.5971
Hence, for selling one Can$, X will get
0.7555 x 5.5971 = 4.2286 francs

That is, for buying one Can$, the bank would be ready to pay: SFr4.2286
Hence, the synthetic (SFr/Can$)y;4 rate

=4.2286

=5.5971 x 0.7555

= (SFr/$)pia x ($/Can$)pig
Similarly, the (SFr/Can$)ask rate will be the number of francs the bank will
require to be paid for selling one Can$. In terms of the $/Can$ rates, a bank would
take 0.7562 dollars to sell one Can$. To be able to pay these dollars, X would need
to buy them in the SFr/$ market. X can buy a dollar in that market for SFr 5.5978.
Hence, X can buy one Can$ for:

5.5978 x 0.7562 = 4.2330 francs.

In other words, the bank would be ready to sell one Can$ for: 4.2330 francs
So, the synthetic (SFr/Can$),, rate

=4.2330

=5.5978 x 0.7562

= (SFr/$). X ($/Can$)
Hence, the synthetic quote is:

SFr/Can$ : 4.2286/4.2330
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These rates can be generalized as:

Synthetic (A/C)pig = (A/B)pig X (B/Clpig (Eq- 4)
Synthetic (A/C)ux = (A/B)ask X (B/C) ek (Eq.5)
where A, B and C are three currencies.

These synthetic rates can also be calculated if the inverse quotes are available for
any of the required rates. For example, if instead of the (B/C) rates, the (C/B)
quote is available, the implied inverse rate can be calculated and used. In such a
case, the synthetic rates can be calculated as:

Synthetic (A/C)pig = (A/B)pia X 1/(C/B),sk (Eq. 6)
Synthetic (A/C)asx = (A/B),x X 1/(C/B)pig (Eq. 7)
As in case of implied inverse rate, the synthetic quote and the actual quote between
a pair of currencies should overlap (i.e., the bid rate of one should always be lower
than the ask rate of the other). There are two reasons for this. First, if the actual
rates are too much out of line with the cross rates, then market players in genuine
need of a currency would buy and sell through the markets giving them more
favorable rates. The second reason is the arbitrage opportunity which would arise
in case of a misalignment of actual and cross rates. In both the cases, the resultant
demand-supply mismatch would force the synthetic cross rate and the actual rate
to come in line with one another. Let us see how the arbitrage process works. As
we have seen, the synthetic quote between the franc and the Can$ is:

SFr/Can$ : 4.2286/4.2330

This synthetic quote has been calculated from the following given quotes:
SFr/$  :5.5971/5.5978
$/Can$ :0.7555/0.7562

Now suppose that the actual quote between the franc and the CanS$ is:
SFr/Can$ : 4.2333/4.2343

As we see, the synthetic ask rate is less than the actual bid rate, giving the arbitrageurs a
chance to make a profit by three-point arbitrage (the process of making arbitrage
profits involving three markets, where three transactions have to be entered into to
achieve the desired results). To make profits, a person should buy low and sell
high. The rate at which the arbitrageur, say X, can sell one Can$ against the franc
is SFr 4.2333/Can$. The rate at which X can buy one Can$ (through the synthetic
market) is SFr 4.2330/Can$. Let us say that X starts with one franc.

With one franc, he can buy:

dollars.

5.5978

Since 0.7562 dollars fetch one Can$, with 1/5.5978 dollars X can buy:
! X C

0.7562 5.5978

These Can$ can then be sold by X in the SFr/Can$ market for:
1
X
0.7562 5.5978
= SFr1.000058.

Thus, X makes a profit of sFr 0.000058 for every franc bought and sold.

an$

4.2333 x francs

Now let us see what will happen if the actual rates are:
SFr/Can$ : 4.2278/4.2283



The actual ask rate is now lower than the synthetic bid rate. X can now buy Can$
at SFr 4.2283/Can$ and sell them through the synthetic market at SFr
4.2286/Can$. In thesFr/Can$ market, X can sell one franc for:

Can$

4.2283
As each Can$ can be sold for 0.7555 dollars, X can sell the Can$ for:

dollars

0.7555 x !
42283
Since each dollar fetches 5.5971 francs, X can sell the dollars for:

francs

5.5971 x 0.7555 x !
4.2283

= SFr1.000073 francs.
So, X makes a profit of 0.000073 francs for every franc bought and sold.

These arbitrage processes will adjust the rates in both the cases in all the three
markets in such a way, that the actual SFr/Can$ rates will come in alignment with
the synthetic rates. We can write the conditions for no arbitrage possibility as:

(A/C)pig < (actual)(A/C), (synthetic) (Eq. 8)
(A/C),5k > (actual)(A/C)yig (synthetic) (Eq.9)
Using equations 4 and 5, we can rewrite the above equations as:

(A/Clpig < (A/B)ysk X (B/C)ask (Eq. 10)
(A/C)ask = (A/B)pig X (B/C)pig (Eq. 11)

where all the rates are actual rates.

Equations 10 and 11 are called the no-arbitrage conditions. These signify the limits
imposed by the synthetic rates on the actual quote for a pair of currencies (upper
and lower limits for the bid and the ask rates respectively). The actual rates only
have to be within these limits but they need not neccesarily be the same as the
synthetic rates. In fact, the synthetic rate having been calculated from two quotes,
includes the bid-ask spread of both the quotes. This results in the synthetic rate
having a very high bid-ask spread. In reality, a bank giving direct quotes between
two such currencies may be able to quote at much lower spread, provided its
business volumes in these currencies is high. In the example given above, the
actual SFr/Can$ quote may be something like:

SFr/Can$ : 4.2298/4.2313

As in the case of inverse rates, transaction costs allow the actual A/C quote to
deviate from the synthetic cross rates to some extent. As mentioned earlier, in the
absence of such costs, the bid and the ask rates will be the same. These single rates
will force the actual A/C quote to be exactly equal to the synthetic cross rates.
According to Eq. 10,

(A/C) pig < (A/B)gsk X (B/C)yek

It can be rewritten as:

| < (A/B) X(B/C),yy
(A/C)yq
or,
(A/B)e X (BIC)yy X (C/A) e 2 1 (Eq. 12)

Similarly, Eq. 11 says that:
(A/C)ask 2 (A/B)yia X (B/Cpia
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It can be rewritten as:
> (A/B)pig X(B/C)pig
(A/C)

ask
or,

(A/B)pig X (B/C)pig x (C/A)pia < 1. (Eq. 13)

TYPES OF TRANSACTIONS

Foreign exchange transactions can be classified on the basis of the time between
entering into a transaction and its settlement. They can basically be classified into
spot and forward contracts. Spot transactions are those which are settled after
2 business days from the date of the contract. A forward contract (also called an
outright forward) is one where the parties to the transaction agree to buy or sell a
commodity (here, a currency) at a predetermined future date at a particular price.
This future date may be any date beyond two business days. The price and the
terms of delivery and payment are fixed at the time of entering into the contract. In
the forex markets, forward contracts generally mature after 1, 2, 3, 6, 9, or 12
months.

A forward contract is normally entered into to hedge oneself against exchange risk
(i.e., the uncertainty regarding the future movements of the exchange rate). By
entering into a forward contract, the customer locks-in the exchange rate at which
he will buy or sell the currency.

Forward Quotes

Forward quotes are given just like spot quotes given earlier. The same rules
regarding calculation of implied inverse rates, synthetic cross rates etc. apply to
the forward rates also. The conditions to be fulfilled for ensuring that there is no
scope for two-way arbitrage and three-way arbitrage are also the same. For
example, the three-month forward rate between the £ and the ¥ may look like:

3-m ¥/£: 182.70/75
The implied inverse rate would be:
3-m £/100¥ : (1/182.75 x 100) / (1/182.70 x 100)
= 0.5472/0.5473
If the 2-month forward $/Aus$ and the $/SGD quotes are
2-m $/Aus$ : 0.6883/88
2-m $/SGD : 0.5754/58
then the SGD/Aus$ synthetic cross rates will be
2-m SGD/Aus$: (1/0.5758 x 0.6883)/(1/0.5754 x 0.6888)
= 1.1953/70

DISCOUNT AND PREMIUM
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A currency is said to be at premium against another currency if it is more
expensive in the forward market than in the spot market. In this case, its forward
rate will be higher than its spot rate. This happens when the future spot rate is
expected to be higher than the current spot rate. Conversely, a currency is said to
be at a discount if it is cheaper in the forward market than in the spot market. In
this case, its forward rate will be lower than its spot rate. This happens when the
future spot rate is expected to be lower than the current spot rate. Let us assume
the Rs./$ quotes to be:

Rs./$ :45.42/44
3-m Rs/$ :46.62/70
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Here, the bank is ready to give only Rs.45.42 currently in exchange for a dollar,
while it is ready to give Rs.46.62 after 3 months. Similarly, the bank is charging
only Rs.45.44 for selling a dollar now, while it is charging Rs.46.70 for a delivery
3 months hence. So the dollar is expected to be more expensive in the future, and
hence is at a premium against the rupee. On the other hand, the rupee is expected to be
cheaper in the future and hence is at a discount against the dollar.

Let us now assume the $/£ quotes to be:
$/£ : 1.6721/26
3-m $/£ :1.6481/92

Here the dollar is at a premium against the pound, while the pound is at a discount
against the dollar. It is possible that a currency may be at a premium against one
currency, while being at a discount against another at the same time. It is also
possible that a currency be at a premium against another for a particular forward
maturity, while being at a discount against the same currency for another forward
maturity. Example the $/£ quotes may be:

$/£ . 1.6721/26
2-m $/£ :  1.6726/34
3-m$/£ :  1.6481/92

Here, the pound is at a premium against the dollar for the 2-month maturity, but at
a discount for the 3-month maturity. It is also possible to have such a situation
where a currency is at a premium against another for a particular forward maturity,
but a discount between two forward maturities. Example the $/£ quotes may be:

$/£ . 1.6721/26
I-m$/£ :  1.6730/37
2-m$/£ :  1.6726/35

Here, the pound is at a premium against the dollar for both the forward maturities,
but at a discount between the one-month and the two-month maturities.

There is an important aspect about forward rates which needs to be observed here.
Notwithstanding whether the base currency is at a premium or at a discount, the
bid-ask spread increases as one goes into future. In the Rs/$ quotes (where the base
currency, i.e. the dollar is at a premium), the spread increased from 2 paise to 8
paise. In the $/£ quotes (where the base currency is at a discount), the spread
increases from 5 points to 11 points. This happens because the liquidity in the
market decreases with increasing maturity of the contract. This makes it difficult
for the bank to offset the positions created in the retail market. Longer the
maturity, lower the trading volume, higher the possibility of loss on account of
movement of exchange rates in an unfavorable direction. It is important to remember
that the risk (due to which the spread increases for a forward maturity) is not of the
exchange rate moving unfavorably between the date of the contract and its maturity,
but that of an unfavorable movement in the exchange rate between the time of the
contract and the time when the bank offsets its position.

The difference between the spot rates and the forward rates can be expressed in
terms of swap points. In the rupee-dollar example, the swap points will be 120/126
(46.62 — 45.42 and 46.70 — 45.44). In the dollar-pound example, the 3-month swap
points would be 240/234 (1.6721 — 1.6449 and 1.6726 — 1.6492). From this we can
observe the following rules:

i.  When the swap points are low/high (as in the rupee-dollar example given
above), currency B is at premium, A is at a discount. Add swap points to spot
rate to get the outright forward rate, deduct swap points from the outright
forward rate to get the spot rate.
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ii.  When the swap points are high/low (as in the dollar-pound example given
above), currency B is at a discount and A is at a premium. Deduct the swap
points from the spot rate to arrive at the outright forward rate, add them to the
outright forward rate to arrive at the spot rate.

iii. The bid side swap points (i.e., on the left side of the swap points quote) are to
be added to or substracted from the spot bid rate (depending on whether the
currency is at premium or discount) to arrive at the forward bid rate. The ask
side swap points added to or substracted from the spot ask rate, give the
forward ask rate.

The annualized percentage premium on currency B can be calculated as follows:

Forward (A/B) g — Spot (A/B) 4 « 12 %100
Spot(A/B) 4 m

where m is maturity of the forward contract in months.

A negative figure signifies that currency B is at a forward discount and A is at a
premium, with a positive figure signifying the opposite.

In the rupee-dollar example, the annualized percentage premium on the dollar can
be calculated as follows:

4542+ 45.44

Spot (Rs./S)ma = 5+5 = Rs.45.43/$

3m (Rs/$),y = w = Rs.46.66/$

Premium _ 4666-4543 12 100 = 10.82%
4543 3

Similarly, in the $/£ example, the annualized discount on the pound for the 3-month
maturity works out to 5.67%.

An important point that needs to be noted here is that the pound being at 5.67%
annualized discount does not necessarily mean that the dollar will be at a 5.67%
annualized premium against the pound. Let us verify with the help of an example.
The implied inverse quotes in the Rs/$ example would be:

$/Rs. :0.022007/0.022016

3-m $/Rs. : 0.021413/0.021450

Hence,
Spot ($/RS.)mia = 0.022007 ; 0.022016
= $0.0220115/Rs.
3m(S/Rs. )y = LO21413+0.021450
2
= $0.0214315/Rs.

Therefore, the annualized percentage discount on the rupee will be:

_ 0.0214315-o.ozzonsxgxloo —_10.53%.
0.0220115 3

Thus, while the dollar is at a 10.82% premium against the rupee, the rupee is at a
10.53% discount.
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Usually the forward rates are not quoted straight. Instead, the premium or discount
is quoted for different periods. The following is an extract from ‘The Economic
Times’, which describes the rates in the Mumbai interbank market.

Table 2: Forward Premia (indication only) PAISE PER USD

March Jan. | Feb. | Mar. | Apr. | May | June
Exporters 5 22 44 | 70 | 91 | 116
Importers 7 24 47 73 | 94 | 119

Annualized | 7.52| 5.73| 5.85| 64| 63|643

We can observe from the table that forward premiums/discounts are quoted in
subsidiary unit of the currency (paise here). Exporters and importers for May
means that exporters selling foreign currency under the forward contract will
receive a premium of 91 paise per dollar, and the importers buying foreign
currency under the forward contract will pay a premium of 94 paise per dollar.

In the Indian context, when the maturity of a forward contract is extended by
cancelling the existing contract and entering into a new contract for the extended
duration, it is referred to as rolling over a forward contract. Rolling over of a
forward contract can be used to hedge for longer term maturities for which forward
contracts are not available. For example, in India, forward contracts for maturities
greater than one year are not allowed. Suppose a party has an exposure for 3 years
for which it wishes to hedge itself against movements in exchange rates. In such a
case it can hedge itself at least partially by initially booking a forward contract for
the maximum maturity available, and then rolling over the contract at the end of
that time period. However, this does not act as a perfect hedging mechanism, but
provides an opportunity to hedge exposures at least partially. This is because at the
time of booking the initial contract, the customer would not know the price he
would need to pay at the time of rolling it over.

FORWARD RATES VS. EXPECTED SPOT RATES

If the speculators in the market were risk-neutral and there were no transaction
costs, then the forward rate would be equal to the market’s expected future spot
rate. This is so, because otherwise it would be possible to buy in one market and
sell in the other in order to make profits. Let us take the case where the forward
rate is lower than the expected spot rate. In such a case, the speculator would buy a
forward contract expecting to sell in the spot market in the future at a higher price.
The resulting increased demand in the forward market would increase the forward
rate and drive it towards equalization with the expected future spot rate. If the
forward rate is higher, speculators would sell in the forward market, thus pushing the
forward rate down. In reality, however, there is also the risk of the spot rate turning out
to be different from the expected spot rate and the speculators are not really risk-neutral.
They expect to be compensated for the risk that they take on. In addition, there is the
presence of transaction costs to be contended with. These two factors result in the
forward rate being different from the spot rate to some extent.

Broken-date Forward Contracts

A broken-date contract is a forward contract for a maturity which is not a whole
month or for which a quote is not readily available. For example, if the quotes are
available for a 6 month forward and a 9 month forward, but a customer wants a
quote for a 7 month forward, it will be a broken date contract. The rate for a
broken date contract is calculated by interpolating between the available quotes for
the preceeding and the succeeding maturities. Let us assume that in July, the quote
for a contract maturing on August 31 is

SFr/$  :5.5879/85
At the same time, the quote for a contract maturing on October 31 is
SFr/$  :5.5908/20
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Now suppose a customer wants to enter into a forward contract with the bank
maturing on September 29, for purchasing dollars from the bank. For this purpose,
the bank has to give a quote. It can be observed that the dollar is at a premium and
the swap points are 29/35 between August and October maturity. On the ask
side, the premium is 35 points which is spread over (30 + 31) 61 days. The
required maturity is 29 days away from the August maturity. Hence, the premium
charged by the bank over and above the August rate will be 35 x 29/61, i.e., 17
points. Hence, the rate charged will be 5.5885 + 0.0017 = SFr 5.5902/$. Similarly,
the buy and the sell rates can be calculated for any intervening date between two
given maturities.

Option Forwards
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Under the forward contract discussed until now, the settlement of the contract has
to take place on a specific date. This type of a contract can be used only when the
customer knows the precise time as to when he would need to buy/sell a currency.
There are circumstances in which the customer may know the estimated time when
the need to deal in a foreign currency may arise, but may not be sure about the
exact timing. For example, an exporter who has shipped his goods abroad, may be
aware that the ship would be expected to reach its destination in a month’s time
and expects to receive his payment within one month from the consignment being
received by the buyer. Yet, he would not know the exact date the ship will reach
and hence the date on which he will receive his payment. Similarly, for an
importer, the time of requirement of foreign currency will depend upon the time
when he receives communication from the foreign supplier regarding the despatch
of goods. Another example could be of a person who has bid for a contract. If the
person’s need for dealing in foreign currency is dependent upon his bid being
accepted, then he may not be knowing when the need will arise. These kind of
needs can be fulfilled by a contract called the option forward contract or the option
forward. Under this contract, the customer of the bank has the option to ask for the
contract to be settled anytime during a particular period, referred to as the option
period. For example, a customer enters into an option forward contract on
September 29 for selling dollars to the bank. The contract matures on December
31. The customer takes the option to sell dollars to the bank anytime in December.
Here, the month of December is the option period. Giving quotes for this kind of a
contract is not as straightforward as giving a quote for an outright forward
contract. This is so because the rate at which the exchange of currencies will take
place is fixed, while the timing of the exchange is not. If the bank quotes a rate
which is appropriate for deals done at a particular period of time, and the exchange
actually takes place at an unfavorable time, the bank would incur a loss on the
deal. For example, if the bank enters into a contract to sell dollars to a customer
when the dollar is commanding a forward premium, and the bank’s quote reflects
the premium only up to the beginning of the option period, it will incur a loss if the
customer exercises the option at the end of the option period (because the bank
would get lesser premium than it would have charged for the complete period).
Similarly, if the dollar were at a forward discount and the bank’s quote were to
reflect the discount for the full period, the bank would be incurring a loss were the
customer to exercise the option in between the option period. To avoid a loss
(or rather, to make the maximum profit), banks follow these rules for giving a
quote:

1. When the bank is buying a currency, it will add on the minimum premium
possible (when the currency is at a premium) and deduct the maximum
discount possible (when the currency is at a discount) from the spot rate. This
would result in the bank quoting the rate applicable to the beginning of the
option period when the currency is at a premium, and the rate applicable to
the end of the option period when the currency is at a discount.
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2. When the bank is selling a currency, it will add the maximum premium
possible (when the currency is at a premium) and deduct the minimum
discount possible (when the currency is at a discount) from the spot rate. This
would result in the bank quoting the rate applicable to the end of the option
period when the currency is at a premium, and the rate applicable to the
beginning of the option period when the currency is at a discount. Thus the
bank considers the applicable quotes for the beginning and the end of the
option period and gives a quote which is disadvantageous to the client,
which, in effect, is the cost incurred by the client for the flexibility.

Suppose the Euro/Swiss franc rate is given as:

Spot Euro/SFr: 1.2245/49
3 —m forward : 10/15
4 —m forward : 15/25

The Swiss franc is at a premium. If the bank contracts to sell SFr, with the option
to take delivery exercisable by the customer anytime during the 4th month, the
bank will load the maximum premium to the spot rate. It will implicitly be
assuming that the customer will demand delivery when the currency is most
expensive, and hence will charge the maximum rate. So it will quote the rate Euro
1.2274/SFr (1.2249 + 0.0025). If the contract were to buy SFr with the option to
give delivery exercisable by the customer anytime during the 4th month, the bank
would have assumed that the customer would choose to exercise his option when
the SFr is at its cheapest, i.e., at the beginning of the fourth month. Hence, the bank
would have loaded the minimum premium to the spot rate while giving the quotation.
The rate would have been Euro 1.2255/SFr (1.2245 + 0.0010).

Note that the 3-m forward rate is the rate applicable to the beginning of the option
period (as the end of the 3rd month is the beginning of the fourth month), and the
4-m forward rate is the rate applicable to the end of the option period.

Suppose the Can$/£ rate is:
Can$/£  :2.5643/49
2-m : 20/15
3-m : 30/20

The bank enters into a forward contract whereby the customer has the option to
buy pounds from the bank anytime during the third month. As the pound is at a
discount and the bank would like to sell it at the maximum price possible, it will
deduct the minimum discount from the spot rate, which is 15 points. The bank will
hence quote Can$ 2.5634/£ (2.5649 — 0.0015). If the forward contract is such that
it gives the customer the right to give delivery anytime during the third month, the
bank would have deducted the maximum discount in order to buy pounds at the
cheapest rate possible. The rate would be Can$ 2.5613/£ (2.5643 — 0.0030).

How would the bank decide on its quote if a currency is at a premium at the
beginning of the option period, and at a discount during the option period? The
bank would follow the simple rule of buying at the lowest and selling at the highest
price. For example, if the SFr/Aus$ quotes were

SFr/Aus$: 3.4925/30
1-m :3.4935/45
2-m :3.4930/42

For an option forward giving the right to the customer to buy Aus$ anytime during
the second month, the bank would quote the rate of SFr3.4945/Aus$. If the
customer’s option were to sell Aus$, the rate given by the bank would be
SFr3.4930/AusS$.
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Swaps
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A transaction whereby two currencies are exchanged by the parties involved, only
to be exchanged back later, is termed a currency swap. The quantity exchanged of
one of the currencies remains constant in both the legs of the swap, though the
quantity of the second generally changes. So, a swap is nothing but the selling of
one currency at a point of time to purchase it back later at a lower or a higher
price.

A currency swap is a combination of two transactions — one spot and one forward
— with an exchange of currencies taking place at predetermined exchange rates.
The forward leg is in the opposite direction to that of the spot leg, i.e. the party
selling currency A in the spot leg buys it in the forward leg and vice versa. As
mentioned, the price of the currencies is different in the spot leg from that of the
forward leg. This happens because of the expected depreciation/appreciation of the
currency w.r.t. the other currency. For example, two parties may enter into a swap
whereby the first party sells one million pounds to the second party against dollars
in the spot leg @ $1.6708/£, and the second party sells one million pounds to the
first party against dollars one month forward @ $1.6652/£. Here the number of
pounds exchanging hands is constant, whereas the number of dollars exchanging
hands is changing, depending on the exchange rate applicable to the two legs of
the swap transaction. As opposed to a swap transaction, an outright forward is not
accompanied by any spot deal.

A swap transaction whereby the foreign currency is bought in the first leg and sold
in the second leg against the local currency is called a swap-in or buy-sell swap.
For example, a swap-in dollars in India would mean dollars bought against the
rupee in the first leg and sold in the second leg. A swap-out or a sell-buy swap is
the exact opposite, i.e. the foreign currency is sold in the first leg and bought in the
second leg against the local currency. A forward-forward swap is one where both
the legs of the transaction take place in the future. For example, if dollars are
bought one month forward @ Rs.45.50/$ and sold two months forward
@ Rs.45.70/$, it will be a forward-forward swap.

One of the uses of swaps is for hedging by entities investing or borrowing abroad.
Hedging is the process through which an attempt is made to eliminate risk (or at
least reduce it to tolerable levels) in a transaction. Take the example of a Canadian
citizen who is investing in US bonds. He would know the amount of US dollars he
would receive on maturity, but not the $/Can$ exchange rate that would prevail at
that time. This would make his Can$ returns uncertain. To remove this uncertainty,
the investor can enter into a swap-in dollars, whereby he would buy the dollars
spot (which he could then use to invest in the bonds) and sell them forward at the
time of maturity. This would fix the exchange rate at which he would translate his
dollar earnings to Can $, thus making his Can$ returns certain. Similarly, a person
raising money abroad may enter into a swap-out to fix his total cost of borrowing.

Swaps can also be used in place of option forwards. In the example of a person
entering into a contract to sell dollars, with the month of December as the option
period (given in the section on option forwards), the same objective can be met
through use of swaps. Initially, the customer can sell dollars forward, maturity
December 1. If by the end of November, he realizes that he would be receiving the
dollars only by December 20, he can enter into a buy-sell swap for 20 days. This
way he would be able to hedge his position in a cheaper way. Of course, for
resorting to a cheaper method, he would have to pay the price of not knowing the
premium/discount that will be applicable to the swap transaction till he actually
enters into it. Hence, while option forward is likely to be more expensive than a
swap transaction, it removes the exchange risk completely. On the other hand, in
such situations the risk is not completely removed in a swap transaction, due to the
uncertainty of the total cost of hedging.

The most important players in the swap markets are the banks. They use the swap
markets to hedge their positions arising from merchant transactions. For example,
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if a bank sells more spot dollars than it has purchased, it creates a short (oversold)
position. If the bank does not cover its open position, it may lose if the dollar
appreciates since it will have to buy the dollar at a higher price. To cover its
position, bank can buy dollars in the interbank spot market. A bank having a long
(overbought) position can cover itself by selling dollars in the interbank spot
market. But if the bank has sold forward more dollars than it has bought forward
(or vice-versa), it will have to cover its position in the interbank forward market.
While it is easy to find a counterparty in the spot market, it is difficult to find a
counterparty with an exactly opposite exposure having a matching maturity.
Hence, the banks prefer hedging by using swaps instead of outright forwards.
Another reason for banks preferring swaps is that swaps have finer rates than
outright forwards. A bank having an overbought forward position will enter into a
swap to sell forward in the relevant maturity and buy the currency spot. Then the
bank can sell the currency spot to counter the spot buying. Conversely, a bank with
an oversold forward position can enter into a sell-buy swap, whereby it buys in the
relevant forward maturity and sells spot. To cover the spot sale it can buy spot in
the interbank market. In the interbank markets, the delivery week for the forward
leg of the swap can be specified. Banks generally use rollovers to cover the
resultant intra-week exposures.

The difference in the spot and the forward leg prices of a swap are given as swap
points, just as in the case of a forward quote. In fact, the swap points applicable to
outright forwards and swaps are the same. Yet, the way in which these points are to be
added to/subtracted from the spot rate is different from the way in which the forward
rate for a currency is calculated. The way to calculate the exchange rate applicable to
the forward leg of a swap transaction is shown in the following example.

Assume that the following quotes are available in the inter-bank market:
Rs./$ :45.42/46
3m : 60/70

Suppose a bank wants to go for a buy-sell swap. It will buy dollars spot @ Rs.45.42/$.
(As the bank would be dealing in the interbank market, it would have to buy at the
ask rate. This needs to be remembered for the subsequent workings also). As the swap
points are in low/high order, the dollar is at a premium. The bank will get 60 points
premium if it sells dollars forward. To arrive at the rate applicable to the forward
leg of a swap transaction, the relevant swap points are added to/deducted from
(depending on whether the currency is at a premium or discount) the rate at which
the spot leg of the transaction has taken place. Hence, the rate for the forward sale
will be Rs.46.06/$ (45.46 + 0.60). As we can see, the rate which the bank gets for
selling dollars in the forward leg of the swap is better than what it would have got
had it sold dollars outright forward (45.42 + 0.60 = 46.02).

If a bank wanted to go for a sell-buy swap, the rate applicable to the spot sale
would have been Rs.45.42/$. The dollar being at a premium, the bank would need
to pay the 70 points premium for buying dollars forward. In accordance with the
above-mentioned principle, the rate applicable to the forward leg would be
(45.42 + 0.70) Rs.46.12/$. This rate is again better than the outright forward rate of
(45.46 + 0.70) Rs.46.16/$.

Since the swap points are added to/deducted from the specific spot rate which is
used for the spot leg of the swap, the spot rate does not really matter (as the real
profit or cost of the swap is reflected in the swap points, which remain the same
irrespective of the spot rate used). In fact, in many cases, the rate applied to the
spot leg of the swap transaction may not equal either the bid or the ask rate of the
bank’s spot quote.

A forward-forward swap can be considered as a combination of two spot-forward
swaps. For example, a swap to buy dollars after 3 months and to sell dollars
after 4 months can be taken as a combination of two spot transactions — (a) to sell
dollars spot and buy them after 3 months, and (b) to buy dollars spot and sell them
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after 4 months. Identical rates are applied to the spot legs of both the swaps, and
hence the spot transactions cancel out. The forward legs of the two swaps remain,
and the premium/discount applicable to these decide the net profit/cost of the
forward-forward swap.

SETTLEMENT DATES
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The settlement date of a forex transaction, also called its value date, is the day on
which the transaction is settled by a transfer of deposits as explained in an earlier
section. The settlement date for a spot transaction is generally the second business
day from the date of the transaction, except for transactions between the US dollar
and the Canadian dollar, and those between the US dollar and the Mexican peso.
In these two cases the settlement takes place the next business day. This gap
between the transaction date and the settlement date is needed in order to enable
the banks to confirm and clear the deals through the communication networks.

The term business day implies that neither of the days between the transaction date
and the settlement date (including the settlement date) should be a holiday, either
in any of the settlement locations, or in the dealing location of the market-making
bank (i.e. the bank who gave the quote). The settlement locations are the countries
whose currencies are involved in the transaction, and the dealing locations are the
countries in which the banks involved in the transaction are located. For example,
if a German bank sells Mexican peso against Canadian dollars to an Indian bank,
Mexico and Canada would be the settlement locations, while Germany and India
would be the dealing locations. In case any of the following two days is a holiday
in either of these locations, the settlement date is shifted to the next business day.

According to these rules, a transaction entered into on a Monday would be settled on
the following Wednesday (assuming that both Tuesday and Wednesday are working
days in both the settlement locations and the dealing location of the market-making
bank). Following the same rules, a transaction entered into on a Thursday would be
settled on Monday, Saturday and Sunday being holidays in most of the countries. In
order to avoid credit risk, both the parties turn over their deposits on the same day as
a rule. The exception is made in case of transactions involving any of the mid-east
currencies. These countries have their weekly off on Friday and have Saturdays and
Sundays as working days. So if a deal is struck on a Wednesday involving any of
these currencies against, say, the franc, the franc deposit will be turned over on
Friday, while the mid-east currency will be transferred on Saturday. For a deal struck
on Thursday, the mid-east currency deposit will be transferred on Saturday, while
the francs will be transferred on Monday.

The settlement date for a forward contract depends on two things — the settlement
date for a spot transaction entered on the same date as the forward contract, and
the maturity of the forward contract in months. For arriving at the settlement date
for a forward contract, first the settlement date for the corresponding spot
transaction is calculated, and then the relevant number of calendar months are
added to it. For example, if a 3-month (or 90 days) forward contract is entered into
on July 20, first the spot settlement date will be calculated (in accordance with the
previously specified rules). Suppose that it comes to July 23 because of July 21
being a holiday. Then the settlement date for the forward contract will be October
23. If it is a holiday on that day, the settlement date will be shifted to the next
business day, i.e. October 24. By adding ‘calendar months’ it is meant that the
specified number of months will be added to the spot settlement date, not 30 or 31
days (or the multiples thereof). Suppose the spot settlement date is the last date of
a month, then the settlement date for the forward contract will be the last date of
the relevant month, irrespective of the number of days in the two months. For
example, if a one-month forward contract is entered into on January 29, the spot
settlement date would be January 31. The settlement date for the forward contract
would be February 28 (or February 29 if it is a leap year). One important point that
has to be remembered while rounding off the settlement date due to holidays, etc.
is that the rounding off should not shift the settlement date to the next calendar
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month. For example, if the settlement date of the forward contract is coming to
October 31 which is a holiday, the settlement cannot be done on November 1. In
such a case, the settlement date will be shifted to the previous business day. So, the
settlement date would be October 30.

The maturities of forward contracts are generally in whole months. Yet, banks
generally stand ready to offer forward contracts of maturities in accordance with
the specific need of the client. This quite often gives rise to contracts with broken-
date maturities. For example, a bank may enter into a forward contract to deliver a
specified number of dollars to a client after 55 days. For calculating the settlement
date of such a contract, first the relevant number of whole months is added to the
spot maturity date. Then out of the total maturity of the forward contract, the
number of days which represent these whole months (which is obtained by
multiplying the number of whole months by 30) are deducted. The balance number
of days are then added to the settlement date, which was arrived at by adding the
whole months to the spot settlement date. Let us say, the transaction date for the
55-day forward contract is October 25. The corresponding spot value date will be
October 27. There is one whole month in 55 days. So one month will be added to
October 27 to get November 27. Then 30 will be deducted from 55, leaving a
balance of 25 days. When added to November 27, this gives us December 22,
which will be the settlement date for the 55-day forward contract.

Short-Date Contracts

As said in the previous section, the settlement date for a spot transaction is two
business days after the transaction date. There are some transactions which are an
exception to this rule, i.e. where the settlement date is less than two business days
after the date of the transaction. Such transactions, for which the settlement date is
before the spot settlement date, are referred to as short-date contracts.

These transactions can be in the form of either outright contracts or swaps. The
various swaps available in the market are: between today and tomorrow (called the
cash/tom, C/T; it is also referred to as the overnight swap, O/N), between today
and spot day (cash/spot, C/S), between tomorrow and next day, i.e. the spot day
(tom/next, T/N or tom/spot, T/S) and between spot and the next day (spot/next,
S/N). Strictly speaking, the S/N is not a short-date contract since the settlement
does not take place before the spot day.

As in the case of swaps, the interbank market gives swap points for these
contracts. A bank buying a currency has to pay the higher of the swap points as
premium, and gets the lower of the swap points as discount. On the other hand, a
bank selling a currency to the market will get the lower of the premium points, but
will have to pay the higher of the swap points if the currency is at a discount. Here
again, the spot rate to/from which these points are added/substracted becomes
irrelevant.

The First Quote

At the start of the day, when a bank is required to give the first quote, the dealer
has to consider a number of factors which affect the exchange rate between two
currencies. The foremost would be the previous night’s closing rate. That rate
would serve as the starting point, which would be adjusted for expected changes
on account of other factors.

The most important factor is the expected demand-supply position in the market
on that day. This factor reflects the effect of a number of other factors. For
example, at the beginning of a day, there are certain expectations regarding the
inflow and outflow of a foreign currency. The prevalent interest rate in the
domestic economy reflected by the call money market rates also affects the
expected demand and supply, as investors’ demand for the domestic currency (and
hence for the foreign currency) would depend on the level of domestic interest
rates (higher the rates, more the demand for the domestic currency as investors
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would need to buy it for investing in the local call money markets. If the investors
choose to cover their positions in the forward exchange market, it would also
result in an increase in the supply of the domestic currency in the forward market,
thereby increasing the forward premium on the foreign currency). The demand-
supply position would also be affected by the expected happenings in the stock
markets. Suppose the Foreign Institutional Investors (FIIs) are expected to unload
their holdings in the domestic stock market. This would leave them with surplus
funds, which they would need to convert into foreign currency in order to be able
to invest elsewhere, thus increasing the demand for the foreign currency. The
overnight rate is adjusted according to the demand and supply position expected to
prevail in the market on that day. If the supply is expected to exceed demand, the
rate is revised to be on the lower side. If the supply is expected to be less than the
expected demand, the rate is revised to be on the higher side.

In addition to these factors, the bank’s own overnight position as to whether it is
net long in the foreign currency or is net short, also affects the quote it gives to the
market. A net short position would result in the bank trying to buy the foreign
currency, and hence a higher rate. A net long position will have the opposite effect
on the quote.

The bank’s view regarding the cross currency market would also affect the bank’s
quote. For example, if the bank expects the dollar to firm up in the international
markets and hence goes long on the dollar there, it would need to go short on
dollars in the local market to setoff its position. In such a case, the bank would
need to give a lower rupee/dollar quote than it would otherwise have given, in
order to be able to sell dollars.

There are a number of economic and other factors in addition to the ones
mentioned above, which would affect the first quote. All these listed factors and
other factors which are likely to influence the exchange rates would need to be
considered by the dealer giving the day’s first quote. Whether the dealer’s analysis
is in line with the market’s analysis or not, will be made clear by the buy or sell
orders he receives from the market. If the dealer’s quote is out of line with the
market’s expectations, he may have to change his quote accordingly.

QUOTES FOR VARIOUS KINDS OF MERCHANT TRANSACTIONS
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There are different kinds of purchase and sale transactions in the retail market. The
simplest is the outward or inward remittance. In this kind of transaction, the bank
has to simply receive or send a currency through Telegraphic Transfer (TT),
demand draft, postal order or Mail Transfer (MT). Since the work involved in such
transactions is the least, a bank offers better rates for them. These rates are called
the TT buying and TT selling rates. While the TT selling rate is applied for
outward remittances in foreign currency (not being proceeds of import bills) and to
cancellation of an earlier booked forward purchase contract, the TT buying rate is
applied to inward remittances and for cancellation of a forward sale contract.

In India, TT buying and selling rates have to be determined in accordance with
FEDALI rules. These rates are to be based on the base rate which may be derived
from the on-going market rate. This base rate is marked up to cover the dealer’s
margin (profit). The maximum permissible margin was earlier prescribed by
FEDAI. Now it is left to the discretion of the ADs, subject to restrictions on the
maximum spreads and other provisions relating to the calculation of exchange
rates as specified by FEDAI Bank managements generally specify the guidelines
to their ADs in this regard. The ADs are also restricted from loading too high a
margin by the competition that exists in this field. The margins prescribed by
FEDAI which are now indicative are:

TT purchase  0.025% to 0.080%
TT sale 0.125% to 0.150%
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The maximum permissible spreads between the TT Buying and TT selling rate are
as follows:

USS$ : 1.00 percent of the mean rate (the mid-rate)

Pound, DM, Yen, French franc, Swiss franc, Dutch Guilders and Australian
dollars: 2.00 percent of the mean rate.

Other currencies: No limit at present but ADs are instructed to keep the spread to a
minimum.

The TT rates are to be arrived at in the following manner:
Spot TT Buying Rate
Take the base rate and deduct the appropriate margin from it. For example, if the

base rate for dollars is Rs.45.42 and the AD wishes to charge 0.08% margin, the
spot TT buying rate would be:

Base rate 45.42
Less: Margin @ 0.08% 0.036
Spot TT buying rate 45.384

Spot TT Selling Rate
Take the base rate and add the appropriate margin to it. For example, if the base
rate for dollars is Rs.45.50 and the AD wishes to charge a margin of 0.15%, then
the TT selling rate would be:

Base rate 45.50
Add: Margin @ 0.15% 0.068
Spot TT buying rate 45.432

Forward TT Buying Rate
Take the base rate. Add (deduct) the on-going forward premium (discount) to
(from) the base rate, depending upon the delivery period. From this, deduct the
appropriate margin. For example, if a customer wants to sell dollars one month
forward, with the base rate at Rs.45.42 and one month premium on dollar being 15
paise, the forward TT buying rate would be calculated as:

Base rate 45.42
Add: Premium 0.15

45.57
Less: Margin @ 0.08% 0.0364
Forward TT buying rate 45.5336

Forward TT Selling Rate
Take the base rate. Add (deduct) the on-going forward premium (discount) to
(from) the base rate, depending upon the delivery period. To this, add the
appropriate margin. For example, with the base rate for dollar at Rs.45.50 and the
one month forward premium at 20 paise, the one month forward TT selling rate

will be:
Base rate 45.50
Add: Premium 0.20
45.70
Add: Margin @ 0.15% 0.0688
Forward TT selling rate 45.6312

In addition to these rates, the ADs are required to charge the following amounts
from their customers for various kinds of transactions:

1. No additional charge for inward remittances for which credit has already
been made to the nostro account of the AD.

95



International Finance and Trade

2. An additional margin of 0.125% to be charged on the TT buying rate and
interest to be recovered from the customer @15% for 10 days’ transit period,
for inward remittances (for example DDs) where the amount has not been
credited to the nostro account of the AD and the reimbursement has to be
obtained from the overseas drawee bank (in case of a DD) or the overseas
correspondent bank (in other cases).

3. On inward remittances by way of customer’s personal cheque, an additional
margin of 0.15% on the TT buying rate is to be charged. In addition, interest
for transit period of 15 days is to be recovered from the customer at domestic
commercial rate of interest.

4.  For all foreign currency outward remittances (not being proceeds of import
bills), a minimum flat charge of Rs.100 is to be made.

5. Onall outward rupee remittances the charge is to be:
Up to Rs.10,000 0.25% subject to a minimum of Rs.10
Over Rs.10,000 0.125% subject to a minimum of Rs.25

The second kind of merchant rate is the bill buying and bill selling rate. These
rates are applied to transactions in foreign currency denominated bills of exchange.
As for TT rates, the bill buying and selling rates have to be calculated in
accordance with FEDAI guidelines. The base rate is loaded with a margin, which
is left to the discretion of the AD. The indicative exchange margins given by
FEDALI are:

Bill buying 0.125% to 0.150%
Bill selling (over the TT selling rate) 0.175% to 0.200%

Bill Buying Rate
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This rate is applied when the AD is giving the rate for an export transaction.
The transaction can be either in the way of realization of a collection bill
(where the amount has already been credited to the AD’s nostro account and
the AD is only required to convert it into rupees), or in the form of purchase or
discounting of an export bill (where the AD will be providing finance to the
exporter till the bill gets collected and then convert the amount received into
rupees). For the first type of transaction, the appropriate margin is deducted
from the base rate to arrive at the bill buying rate. For the second type of
transactions, the bill buying rate can be arrived at in the following manner.
Take the base rate. Add (deduct) the on-going premium (discount) to (from)
the base rate, the amount of premium (discount) depending on the notional due
date (which includes the remaining tenor of the bill, the normal transit period
and the grace period; the normal transit period and the grace period being
specified by FEDAI guidelines). From this, deduct the appropriate margin.
This will give the applicable bill buying rate. In addition, the AD will also
charge interest from the customer for the credit extended for the period
between the purchasing/discounting of the bill and the notional due date.

The bill buying rate can be calculated as follows. Let the base rate for dollar be
Rs.45.42 and the premium for two months (till the notional due date) be 40 paise.
If the AD requires a 15% margin, the rate will be:

Base rate 45.42
Add: Premium 0.40
45.82
Less: Margin @ 15% 0.0687
Bill buying rate 45.7513

In addition, for both kinds of transactions, the AD has to charge a commission
@ 0.25% subject to a minimum of Rs.10 as collection charges. The banks have
been given the discretion of waiving the commission for an instrument having
value up to Rs.5,000.
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Bill Selling Rate
The bill selling rate is applied when the AD is giving the quote for an import
transaction. This rate can be arrived at by adding the appropriate margin to the
base rate. For example, if the base rate for dollars is Rs.42.70 and the AD requires
a 0.02% margin over the TT selling rate, the bill selling rate will be:

Base rate 45.50

Add: Margin @ 0.15% 0.0682
TT Selling rate 45.5682
Add: Margin @ 0.2% 0.0911
Bill selling rate 45.6593

The third kind of merchant transaction is the purchase and sale of foreign currency
notes and Traveler’s Cheques (TCs). The rate applicable to such transactions is
calculated in the following manner:

TC Buying Rate
Take the one month forward buying rate given by RBI as the base rate. If the RBI
rate is not available, take the on-going market rate. Deduct margin from the base
rate @1%. The resultant rate will be the TC buying rate. For example, if the
one month forward rate is Rs.45.55, the TC buying rate would be:

Base rate 45.55
Less: Margin @ 1% 0.4555
TC buying rate 45.0945

TC Selling Rate

Take the TT selling rate and add a margin of 0.5% to it. Adding the margin is
optional for the AD. On this gross amount, a commission is added (again at the
option of the AD) at a maximum rate of 1%. If the TC is issued against foreign
currency remittance, then the commission will be charged @ 0.25%. This gives the
TC selling rate. For e.g., if the TT selling rate is Rs.42.7641/$ as calculated earlier,
the TC selling rate would be:

TT selling rate 45.5682
Add: Margin @ 0.5% 0.2278

45.7960
Add: Commission @ 1% 0.4579
TC selling rate 46.2539

The TC buying and selling rates thus arrived at, may be rounded off to the nearest
5 paise to get the final TC buying and selling rates.

The following table is an extract from The Economic Times, giving the TT & TC
buying and selling rates:

Table 3
Currency TT Buy TT Sell
US Dollar 45.52 45.92
Euro 53.05 54.07
Japanese Yen (100) 41.46 42.41
Swiss Franc 34.15 34.92
Pound Sterling 75.67 77.07
Canadian Dollar 34.15 34.92
Danish Kroner 7.13 7.30
Singapore Dollar 26.00 26.54
Swedish Kroner 591 6.05
Australian Dollar 31.14 31.92
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Traveler’s Cheques

Traveler’s Cheques Buying | Selling |Currency Notes| Buying | Selling

US Dollars 44.55 46.60 |US Dollars 44.35 | 46.80
Pound Sterling 74.30 77.60 |Pound Sterling | 73.95 | 77.95

THE INDIAN FOREX MARKETS

Prior to 1992, the Indian forex markets were totally regulated. The value of the
Indian rupee was fixed, first in terms of the pound and later the US dollar. This
value was revised once in a while when the regulator felt the need. All inward and
outward remittances were required to be converted at this rate of exchange. The
liberalization of the forex markets started in 1992. In March 1992, a dual exchange
rate system was put into place. This was known as Liberalized Exchange Rate
Management System (LERMS). Two exchange rates were prevailing during this
period, one determined by RBI and the other determined by the market. This was
the beginning of moving towards a market oriented rate. Under this system, 40%
of current account receipts were required to be converted at official rate and the
balance could be converted at market determined rates. This was later modified to
become the Unified Exchange Rate System which came into effect from March 1,
1993. Under this system, all forex transactions are required to be routed through
the ADs at market determined rates. The RBI also announces its rates (which act
as reference rates) based on market rates. As mentioned earlier, only permitted
persons can deal in foreign exchange (ADs etc.). Hence, any other person desiring
to buy or sell foreign exchange can do so only through these permitted persons,
and only for permissible transactions.

In August 1994, RBI announced relaxations on current account transactions and
delegated further powers to ADs. They can now allow remittances for various purposes
like travel, studies, medical treatment, gifts and services to the extent specified by RBI
under the various provisions of the Exchange Control Manual. From time to time, RBI
comes out with rules regarding the various players who are allowed to operate in the
forex market, the various permissible instruments (like forward contracts, swaps etc.),
the conditions in which these instruments can be used, etc. It thus regulates the
operations of the market. Some of the important regulations, and the relevant FEDAI
guidelines as on January 7, 1999 are given below:

Forward Exchange Contracts
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e  Can be booked only for genuine transactions and where there is exposure to
exchange risk, not for speculative purposes.

e  Cannot be booked for anticipated transactions, only for firm exposure.

e  Can be booked in the currency in which the importer is exposed to exchange
rate or in any other permitted currency, i.e. any freely convertible currency.

e  Value of the forward cover should not exceed the value of the goods
contracted for.

e The period and the extent of the exposure to be covered is left to the choice
of the importer. However, the last date of delivery of the forward contract
should not exceed six months from the date of shipment/expected shipment
date (in case of contracts booked for covering exports or imports).

e Rollover forward covers are permitted to be booked as necessitated by the
maturity dates of the underlying transactions, market conditions and the need to
reduce costs to the customers. Each time a forward contract is rolled over, the new
contract can be for a maximum period of six months.

e In case of merchanting trade transactions (i.e., transactions where some good
is imported only to be exported elsewhere, in the same or a refined form),
forward contracts will have to be booked simultaneously for both legs of the
transactions or for the net amount of expected profit.
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e  No ready sale or purchase should be made for a transaction for which a
forward contract has already been booked.

e  Forward contracts can be cancelled by the party concerned whenever
required. The exposure can be covered again by the customer through the
same or another AD subject to genuine exposure risk and permissibility of
the transaction. However, for non-trade transactions, contracts once cancelled
cannot be rebooked. Corporates can rollover such contracts on maturity at
ongoing rates.

e  Forward cover can be taken by resident corporate clients in respect of
dividend due to overseas investors who have made a direct foreign
investment in India. The cover can be provided only after the Board of
Directors has decided upon the rate of dividend.

e  Forward cover can also be taken for foreign currency loans to be raised,
anytime after the final approval for the loan arrangements have been obtained
from RBI.

e  For GDR issues forward cover can be obtained once the issue price has been
finalized.

e  On each forward sale/purchase contract booked, the ADs are required to
charge a minimum commission of Rs.250 (FEDALI rules).

Other Regulations
e  Exporters and certain other recipients of forex, at their option, can retain a
portion of the proceeds in forex in a foreign currency account opened with
ADs in India. This account is known as Exchange Earners’ Foreign Currency
deposit.

e  Cross currency exposures can be covered in the overseas market through
ADs, without necessarily covering the rupee/dollar leg of the transaction.

e All actual out of pocket expenses of the bank such as postage, telex charges
including those of the corresponding bank shall be recovered from the
customer.

® R — Returns are required to be submitted by ADs to the Exchange Control
Department of RBI — pertaining to the transactions in foreign exchange, and in
rupee with overseas banks during each fortnight. These returns serve as the
principal source of information for compilation of BoP data. They also help RBI
to check whether the powers delegated to ADs have been correctly exercised.

Early Delivery/Extension/Cancelation of Forward Exchange Contracts

In many cases, a customer books a forward contract on the basis of an estimation
regarding the time when he would need to deal in the foreign currency. With the
uncertainties prevailing in international trade, in many cases the customers may
find themselves receiving export proceeds beyond the estimated due date, or
preferring to pay for their imports before the due date to take advantage of a
depreciating foreign currency or for any other reason. The actual date of delivery
or purchase of foreign currency may vary from the date for which forward contract
is booked, for a variety of reasons. In such circumstances, forward contracts may
be extended or cancelled, or an early delivery could be requested by the customer,
if the bank is willing to accommodate him. In these cases, the customers will have
to bear the losses arising out of the premature/extended performance or cancelling
of the contract. The charges that the customer has to pay to the bank are regulated
by FEDAI Rule No.8. The rule says that:

1. Customers can request for an early delivery/extension/cancelation of a
forward contract on or before the maturity date of the contract.

2. The bank has to a charge a minimum sum of Rs.100 for entertaining any such
request from the customer.
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Illustration 1
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3.

Early Delivery: If a bank accepts or gives early delivery, in addition to the
flat charge of Rs.100, the bank has to charge/pay the swap charges for the
early delivery period from/to the customer, irrespective of whether the bank
actually enters into a swap or not. This swap cost/ gain may be recovered
from/paid to the customer, either at the beginning of the swap period or at its
end, as the bank may deem fit. As a result of the swap, if the bank faces an
outlay of funds, it has to charge interest from the customer at a rate not less
than the prime lending rate, for the period of the swap. If there is an inflow of
funds, the bank may, at its discretion, pay interest to the customer at the rate
applicable to term deposits with maturity equal to the period of the swap. The
timing of this cash flow too is left to the discretion of the bank.

Let us see an example for early delivery. An exporter enters into a forward
contract with a bank to sell 1 million US dollars to the bank, settlement
date December 31. The contract price is Rs.45.40/$. On November 28, the
exporter asks the bank to take delivery on November 30. The spot rate on that
date is 45.22/27. The dollar is at a premium, with one month swap points
being 10/15. To offset its position created by the early delivery, the bank will
have to enter into a one month sell-buy swap. In the process, it will have to
sell dollars spot @ Rs.45.22 and will have to pay a premium of 15 paise for
the swap. This swap cost of 15 paise will be charged to the customer. On
November 30, the bank buys dollars from the exporter @ Rs.45.40/$,
i.e., the earlier contracted rate. Since on that day the bank pays
Rs.45.40/$ (to A) and receives Rs.45.22/$ (from the market), there will
be an outlay of funds to the extent of 18 paise per dollar for the duration
of the swap, i.e. one month. The bank will charge interest at a rate not
lower than the prime lending rate on this outlay for one month from the
customer. In addition to the swap cost and the interest, A will have to pay Rs
100 to the bank. The net inflow to A can be calculated in the following manner:

Assume that the bank charges interest @ 17%.

Inflow from dollar sale: 1,000,000 x 45.40 = Rs.45,400,000
Swap charges paid: 0.15 x 1,000,000 = | 150,000
Interest paid: 0.18 x 1,000,000 x 0.17/12 = 2,550
Flat charge = 100
Total outflow = 152,650
Net inflow = 45,247,350

Extension: An extension of a contract entails cancelling an existing contract
and rebooking a corresponding forward contract. The cancelling is required
to be done at the relevant TT buying or selling rate as on the date of
cancelation, and the rebooking would be done on the ongoing rate for a new
forward contract. The bank is required to collect/pay the difference between
the rate at which the original contract was entered, and the rate at which it is
canceled, from/to the customer. This may be done either at the time of
cancelation or at the time of maturity of the original contract. This would be
in addition to the flat charge. Let us take an example:

Extension before due date

An importer enters into a forward contract with a bank whereby the bank will
sell 1 million dollars to the importer @ Rs.45.40, settlement date November
30. On November 15, the importer requests the bank to extend the contract up to
December 31. On the day of the request, the forward TT buying rate for
November 30 is Rs.45.45, and the Bill selling rate for maturity December 31
is Rs.45.50. The bank will cancel the original contract (i.e., enter into an
exact opposite contract, here, to sell dollars) at Rs.45.45 and book a new
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forward contract at Rs.45.50. The difference of 5 paise (45.40 — 45.45) per
dollar would be passed on to the customer on either November 15, or on
November 30. On December 31, the importer will buy dollars from the bank
@Rs.45.50. In addition, at the time of cancellation, the importer will pay
Rs.100 to the bank. The net outflow for the importer will be:

On cancellation: Rs.

Gain on cancellation: 0.05 x 1000,000 = 50,000
Less: Flat charges : 100
Net amount receivable : 49.900

On December 31, the importer buys dollars from the bank for:
45.50 x 10,00,000 = 45,500,000
The importer’s net outflow (ignoring timing of the different flows) :  4,55,00,000
Less: Net amount receivable 49,900
4.54.50.100

Extension as on due date

You as a banker booked a forward contract for USD 4,00,000 at Rs.45.5200
covering a TT remittance against a bill for collection and covered yourself in the
local interbank market at Rs.45.5650, however on the maturity date your customer
requested you to extend the contract by one month.

Assuming the on-going market rates for US dollar are as under:

Spot rate USD 1 : Rs.45.6925/7075
1 month forward : Rs.700/800

2 months forward : Rs.1000/1100

3 months forward : Rs.1300/1400

What will be the extension charge customer has to pay if you require an exchange
margin of 0.05% for TT buying and 0.07% for TT selling rate.

The forward purchase contract will be cancelled at the TT

selling rate for US dollar =Rs.45.7075
Add: Exchange margin at 0.07% (45.7075 x 0.0007) + Rs.0.0319

=Rs.45.7394
Dollar bought from customer under original contract at Rs.45.5200
It is sold to him under the cancellation contract at Rs.45.7394
Exchange difference per dollar payable by customer Rs.0.2194
Exchange difference for USD 4,00,000 is Rs.4,00,000 x 0.2194 Rs.87,760

So Rs.87,760 will be recovered as cancellation charges from the customer.

The banks will book a fresh forward purchase contract for the customer at the
rate given below:

Spot rate for buying dollar in the interbank market Rs.45.6925
Add: One month premium + Rs.0.0700
 Rs45.7625
Less: Exchange margin at 0.05% (45.7625 x 0.0005) —Rs.0.0228
Forward TT buying rate for dollar Rs.45.7397

On extension Rs.87,760 will be recovered as cancellation charges from the
customer and the fresh contract will be booked at Rs.43.4397.

5.

Cancellation: In case of cancellation of a contract, it is required to be
canceled at the appropriate TT selling or buying rate, and the difference
between the contracted rate and the cancellation rate is to be collected
from/paid to the customer. In addition, the flat rate is required to be collected.
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Illustration 3

6. If in the above example, the importer had requested the bank to cancel the
contract on November 15 rather than getting it extended, the customer would
have got 5 paise per dollar and would have paid charges of Rs.100 to the bank.
The importer’s net inflow/outflow would be:

Gain on cancellation: 0.05 x 10,00,000 Rs.50,000
Less: Flat charges 100
Net amount receivable = 49,900
Any amount to be collected/paid by the bank on account of early
delivery/extension/cancelation of a forward contract (except for the flat
charge) shall be ignored if it is less than or equal to Rs.50.

The bank entered into a forward contract with its customer on 15th March for US
dollars 5000 @ Rs.44.6500 delivery due on 15th June. It covered itself in the
market at Rs.44.6025. On May 5, the customer requests the bank to extend the
contract up to July 15. Calculate the extension charges recoverable from the
customer assuming the following rates in the interbank market on May 5.

Spot USD 1 =Rs.44.1300/1400
Spot/ May 44.2300/2425
Spot/June 44.6300/6425
Spot/July 44.9300/9500

Exchange margin 0.10% on buying as well as on selling.

On Cancellation:
The forward purchase contract will be cancelled at the forward sale rate for
delivery in June.

Interbank forward selling rate Rs.  44.6425

Add: Exchange margin at 0.10% Rs. 0.0446
Rs.  44.6871

Rounded off, the rate applicable is Rs.44.6870.

Bank buys dollars under original contract at Rs.  44.6500

It sells under the cancellation contract at Rs. 44.6870

Difference per dollar payable by customer Rs. 0.0370

Exchange difference for USD 5000 payable by customer is Rs.185

On Rebooking:

The forward purchase contract will be rebooked with delivery on Julyl5. Since
forward dollar is premium, the forward margin will be rounded off to lower month
of June.

Forward market buying rate for June Rs. 44.6300
Less: Exchange margin at 0.10% Rs. 0.0446
Rs. 44.5854

Rounded off the rate quoted will be Rs.44.5850

Summary
The bank will recover Rs.185 from the customer and rebook the contract at

Rs.44.5850 per dollar.

SUMMARY
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e  There are a number of intricacies involved in the operations of the foreign
exchange market. In every forex market around the world, there is a
regulatory authority which ensures the smooth functioning of the these
markets, regulating their operations to varying extent.

e  The understanding of the operations of these markets and the regulatory
framework is essential for a finance manager trying to manage foreign
currency risk for his firm.

e Another important aspect is the interlinkages between the various financial
markets, i.e., the money markets, the real markets and the forex markets.

e These links are discussed in the following chapter.




The Foreign Exchange Market

Appendix 1

Following is the list of currencies of major countries, along with the symbols used

to represent them:

Country Currency Symbol
Argentina Peso Arg$
Australia Dollar $A/Aus$
Austria Schilling* S/ATS
Bahrain Dinar BD
Belgium Franc* BF/BEF
Brazil Real R

Canada Dollar Can$
Chile Peso Ch$
Denmark Krone* DKr
Finland Markka/Mark* FmK/FIM
France Franc* FF/FRF
Germany Deutsche Mark* DM/DEM
Greece Drachma* Dr

Hong Kong Dollar HK$/HKD
India Rupee Rs.
Indonesia Rupiah Rp

Iran Rial Rls
Ireland Pound/Punt* £Ir/IEP
Italy Lira* Lit/ITL
Japan Yen ¥

Korea Won W

Kuwait Dinar KD
Luxembourg Franc* LuxF/LUF
Malaysia Ringgit M$
Mexico Peso Mex$
Netherlands Guilder (Dutch)* NLG/DG/$f
New Zealand Dollar $NZ
Pakistan Rupee PRs.
Portugal Escudo* Esc/PTE
Russia Rouble Rb
Singapore Dollar S$/SGD
South Africa Rand R

Spain Peseta* Ptas/ESP
Sweden Krona* SKr
Switzerland Franc SFr/CHF
Thailand Baht B

UAE Dirham Dh

UK Pound (Sterling) £/£ Stg./GBP

The Euro (€) has become the single currency for the EMU countries since
January 1, 1999. The currencies marked* were coexisted with euro till July 2002,

after which euro is the only legal tender for EMU countries.
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Chapter Vi

Exchange Rate Determination

After reading this chapter, you will be conversant with:

e Purchasing Power Parity Principle (PPP)
o Interest Rate Parity (IRP)
e  Relationship between PPP and IRP

e Reasons for Departure from IRP



Exchange Rate Determination

In the preceding chapters, we have seen that exchange rates are affected by a
number of factors. Two of the most important factors are price levels and interest
rates across different countries. In this chapter, the relationship of these two
variables with exchange rates will be examined. The following topics will be
covered in the chapter:

e Purchasing Power Parity Principle (PPP)

e Empirical Evidence Regarding the Validity of PPP
e Reasons for PPP not Holding Good

o Interest Rate Parity (IRP)

e  The Relationship between PPP and IRP

e Reasons for Departure from IRP.

PURCHASING POWER PARITY PRINCIPLE (PPP)

The Purchasing Power Parity Principle (PPP) was enunciated by a Swedish
Economist, Gustav Cassel in 1918. According to this theory, the price levels (and
the changes in these price levels) in different countries determine the exchange
rates of these countries’ currencies. The basic tenet of this principle is that the
exchange rates between various currencies reflect the purchasing power of these
currencies. This tenet is based on the Law of One Price.

The Law of One Price
The assumptions of Law of One Price are:

° Movement of Goods: The Law of One Price assumes that there is no
restriction on the movement of goods between countries, i.e., it is possible to
buy goods in one market and sell them in another. This implies that there are
no restrictions on international trade, either in the form of a ban on exports
or imports, or in the form of quotas.

e No Transportation Costs: Strictly speaking, the Law of One Price would
hold perfectly if there were no transportation costs involved, though there are
some transactions (explained later) which bypass this assumption.

o No Transaction Costs: This law assumes that there are no transaction costs
involved in the buying and selling of goods.

° No Tariffs: The existence of tariffs distorts the Law of One Price, which
requires their absence to hold perfectly.

According to the law of one price, in equilibrium conditions, the price of a
commodity has to be the same across the world. If it were not true, arbitrageurs
would drive the price towards equality by buying in the cheaper market and selling
in the dearer one, i.e. by two-way arbitrage. For example, if the cost of steel in
Germany (in dollar terms) were $300/tonne and in the US it were $350/tonne,
arbitrageurs would start buying steel in Germany to sell it in the US. This would
increase the steel prices in Germany and reduce the US prices. This process will
continue till steel becomes equally priced in both the countries.

The equalization of prices is possible only in perfect-market conditions, where
there are no transportation costs and no restrictions on trade in the form of tariffs.
In the presence of these two, the price of a commodity can differ in two markets by
the quantum of transportation cost between the two countries and/or the amount of
tariff imposed on the commodity. Continuing the earlier example, if the cost of
transporting a tonne of steel from Germany to the US were $25, the arbitrage
would continue to take place only till the difference between the price of steel in
the two countries was reduced to $25. However, the process of the genuine buyers
of a commodity buying from the cheaper market imposes stricter conditions on the
prices in the commodity markets by driving the price to equality in the different
markets. Hence, if the cost of transporting steel from the two markets to the buyer
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country is the same, the price of steel will have to be the same in both the markets.
If there is some difference in the transportation costs, then the price may differ to
the extent of such difference in the transportation costs. Since this difference in
transportation costs is expected to be less than the cost of transporting the
commodity from one market to the other (Germany and the US in our example),
the genuine buyers’ preference brings the world prices of a commodity closer than
is required by arbitrage. Even where arbitrage does not take place, the actions of
genuine buyers make the world prices remain close.

We have seen that the price of any commodity has to be the same across countries,
when they are expressed in the same currency everywhere (dollar price in our
example). What about prices denominated in the local currencies? This is where
the law of one price links exchange rates to commodity prices. According to this
law, the domestic currency price of a commodity in various countries, when
converted into a common currency at the ruling spot exchange rate, is the same
throughout the world. So the price of a commodity in country A can be easily
calculated by converting its price in country B’s currency at the ruling spot
exchange rate between the two countries’ currencies. To continue our example,

pGermany = S(€/$) X Pus
Where,

PGermany 18 the price of steel in Germany

S(€/9) is the spot exchange rate between mark and dollar and

Puys is the price of steel in the US.
This equation can be generalized as:
pr =S(A/B) x pg (Eq. 1)
Where,

pa is the price of commodity ‘X’ in country A.

S(A/B) is the spot exchange rate of the two countries’ currency

pg and is the price of commodity ‘x” in country B.

There are three forms of PPP which emerge from the law of one price — the
absolute form, the relative form and the expectations form.

The Absolute form of PPP
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If the law of one price were to hold good for each and every commodity, then it
will follow that:

P, =S(A/B) x Pg (Eq.2)
Where,
P, and Py are the prices of the same basket of goods and services in countries
A and B respectively.
Eq. 2 can be rewritten as:
Py
S(A/B)= = (Eq.3)
B

According to this equation, the exchange rate between two countries’ currencies is
determined by the respective price levels in the two countries. For example, if the
cost of a particular basket of goods and services were Rs.2,125 in India and the
same cost $50 in the US, then the exchange rate between the rupee and the dollar
would be 2,125/50 = Rs.42.50/$.
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Absolute PPP makes the same assumptions as the Law of One Price. It also makes
a few additional assumptions:

®  No Transaction Costs in the Foreign Currency Markets: It assumes that there
are no costs involved in buying or selling a currency.

e  Basket of Commodities: It also assumes that the same basket of commodities
is consumed in different countries, with the components being used in the
same proportion. This factor, along with the Law of One Price, makes the
overall price levels in different countries equal.

Though the explanation provided by the absolute PPP is very simple and easy to
understand, it is difficult to test the theory empirically. This is due to the fact that
the indexes used in different countries to measure the price level may not be
comparable due to:

e  The indexes being composed of different baskets of commodities, due to
different needs and tastes of the consumers.

e  The components of the indexes being weighted differently due to their
comparative relevance.

e  Different base years being used for the indexes.

Due to these reasons, these price indexes cannot be used to evaluate the validity of
the theory.

The Relative form of PPP

The absolute form of PPP describes the link between the spot exchange rate and
price levels at a particular point of time. On the other hand, the relative form of
PPP talks about the link between the changes in spot rates and in price levels over
a period of time. According to this theory, changes in spot rates over a period of
time reflect the changes in the price levels over the same period in the concerned
economies.

Relative PPP relaxes a number of assumptions made by the Law of One Price and
the absolute PPP. These are:

e Absence of transaction costs

e Absence of transportation costs

e Absence of tariffs.

The relaxation of these assumptions implies that even when these factors are
present, in certain conditions the relative PPP may still hold good. (These
conditions are explained in a subsequent section). The relative form can be derived
from the absolute form in the following manner:

Let S (A/B) denote the percentage change in spot rate (expressed in decimal
terms) between currencies of countries A and B over a year, and P, and Pg

denote the percentage change in the price levels (expressed in decimal terms), i.e.
the inflation rates in the two countries over the same period of time. If

P, = S(A/B) x P; (Eq. 2)

then, at the end of one year,

Py(1+ PA)=S(A/B) {1+ S (A/B)} x Py (1 +PB) (Eq. 4)

Here, the left-hand side of the equation represents the price level in country A after
one year, the first term on the right-hand side of the equation represents the spot
exchange rate between the two currencies at the end of one year, and the last term
gives the price level in country B after one year. These terms are arrived at by
multiplying the figures at the beginning of the year by 1 plus the percentage change in
the respective figures.

Dividing Eq. 4 by Eq. 2, we get
(1+ Pa)={1+S (A/B)} x (1 + PB) (Eq. 5)
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We can rewrite the equation as:

1+5 (AB)= TE
1+ Py
s AB)= P (Eq. 6)
1+P,
s amy= a2l (Eq. 7)
B

Eq. 7 represents what is advocated by the relative form of the Purchasing Power
Parity Principle. According to the equation, the percentage change in the spot rate
(A/B) equals the difference in the inflation rates divided by 1 plus the inflation
rate in country B. For example, if the inflation rate in India were 10% and that
in the US were 3%, the Rs/$ rate would change over a period of one year by
(0.10 - 0.03)/1.03 = 0.068 i.e., 6.8%.

The effect of different inflation rates can be understood clearly from Eq. 6.
Continuing the example of India and the US, a higher inflation rate in India than in
the US makes the first term on the RHS of the equation greater than 1, and hence
the RHS positive. A positive change in the Rs/$ spot rate implies that one year
hence, a dollar would command a higher number of rupees, i.e. the dollar would
appreciate. It follows that a country facing a higher inflation rate would see its
currency depreciating.

Going back to Eq. 7, we can see that the term 1+ l;B is likely to be very small. For
example, if the inflation rate is 3 percent, the term will be equal to 1.03. Hence,
Eq. 7 can be approximated as:

S (A/B)=Pa - Pg (Eq. 8)

According to Eq.7.8, the exchange rate changes at a rate equal to the difference
between the inflation rates in the two countries. So the Rs/$ rate would change at
7% (i.e., 0.10 — 0.03), which is close to the 6.8% arrived at earlier. However, it has
to be kept in mind that higher the inflation figures, greater the difference between
the figure arrived at from Eq. 7 and Eq. 8.

The relative form of PPP is superior to the absolute form in that the former is not
affected by certain inefficiencies which prevent the latter from holding good. For
example, suppose that due to transaction costs, the prices in country A were
consistently lower by a fixed proportion, than those warranted by the absolute
PPP. This can be written as:

P, =S(A/B) x P (1 —x) (Eq.9)

with ‘x’ being the proportion by which the prices in country A are consistently
lower. Then, at the end of the year

Po(1+ Pa)=S(A/B) {1+ S (A/B)} x Ps (1 +Pg)(1 —x) (Eq. 10)
Dividing Eq. 10 by Eq. 9, we again get
(1+ Pa)={1+S (A/B)} x (1 + Pp)

Hence, the relative form of PPP does not get affected by consistent violations of
the absolute form.

The Expectations form of PPP
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According to this form of PPP, the expected percentage change in the spot rate is
equal to the difference in the expected inflation rates in the two countries. This
theory assumes that speculators are risk-neutral and markets are perfect. Let the
expected percentage change in the spot rate be denoted by S'(A/B), the expected

inflation rate in country A by P: , and the expected inflation rate in country B by
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P; . If a person buys the underlying basket of commodities in country A and holds
it for one year, he can expect to earn a return equal to the expected inflation rate in
country A, i.e. PZ. On the other hand, if he decides to buy the same basket of

commodities in country B, hold it for one year, and then convert his returns in
currency B into currency A at the spot rate that is expected to rule at that time {i.e.,
S*(A/B)}, his expected returns will be equal to the expected inflation rate in

country B, i.e. P;, plus the expected change in the spot rate. If the speculators are
risk-neutral, as this theory assumes, then these two returns should be equal, i.e.

P, = P; + S*(A/B)

— S*(A/B) = P, — P, (Eq. 11)
Eq. 11 is called the expectations form or the efficient markets form of PPP. As can
be observed, it is similar to Eq.8, with all the variables being expressed in expected
terms. So, if the Indian inflation rate is expected to be 8% over the next year, and
the US inflation rate is expected to be 2%, the Rs./$ exchange rate can be expected
to change by 6%.

One of the features of perfect markets is that people are expected to behave
rationally. Rational behavior implies that expectations would reflect the true
behavior of variables over the long-term. This, in turn, means that the expected
change in the exchange rate and the expected inflation rates would equal the actual
average change in the exchange rates and the actual average inflation rates. If this
were true, then Eq. 11 holding good would imply that Eq. 8 also holds good in the
long-term. Interpreted in another way, it also means that Eq. 11 may hold perfectly
even if Eq. 8 does not, as long as the latter holds good on an average, over a long
period.

Let us now see whether the purchasing-power parity principle is observed to hold
in the real world.

Empirical Evidence Regarding PPP

A multitude of studies have been conducted over a number of years to verify
whether the law of one price and the various forms of PPP actually hold good.
These studies were conducted using various sets of data and various methods of
testing. According to the findings of a study conducted by J David Richardson, the
law of one price does not seem to hold good in the short-term, especially for goods
having an inelastic demand (as these are the goods for which differential prices can
be charged in different countries without the demand getting affected). In case of
other goods, it does hold good, though only in the long-term.

As for the relative PPP, the results of the various studies have been quite
conflicting. Irving B Kravis and Richard E Lipsey conducted a study and arrived
at the conclusion that PPP does not hold precisely. They found that there
were substantial departures over long periods even for traded goods, while for
non-traded goods PPP does not seem to hold even over short periods. According
to a study conducted by Hans Genberg, PPP does not seem to hold good either
with fixed exchange rate regimes, or with flexible exchange rate regimes. Niels
Thygesen’s study points out that a change in spot rates is not reflected in a change
in prices for quite a long period of time. One of the studies conducted by J Hodgson
and P Phelps arrives at the conclusion that a change in prices does affect the
exchange rate, though with a long time lag. Yet another study by Rogalsi and Vinso
found that a change in prices gets immediately reflected in the exchange rate
movements, as the forex markets are perfect and reflect all the available information
with immediate effect.

Though highly conflicting results have been obtained by different studies, those
based on the generally available data largely indicate that PPP does not hold good,
i.e., the movements in exchange rates are not explained by movements in price
levels, and vice versa. A major reason for this happening is that there are a number
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of other factors which also affect the movements in exchange rates, especially in
the short-term, which may dominate the effect of inflation. This limits the effect of
price movements on the exchange rates. There are three other major reasons for
the PPP not holding good.

Reasons for PPP not Holding Good

Earlier sections mention the assumptions applicable to the Law of One Price and to
the various forms of PPP. If any of these assumptions does not hold good, the PPP
would also not hold. Besides, even if PPP were actually holding good, the results
of an empirical study could get affected by the statistical methods employed.
These factors give rise to the following reasons for PPP not holding good:

e  Constraints on movement of commodities.

e Price index construction.

e Effect of the statistical method employed.

CONSTRAINTS ON MOVEMENT OF COMMODITIES

As mentioned earlier, one of the constraints on movement of goods is
transportation cost, either between the two countries producing the same
commodity, or between the buyer country and the two producing countries.
Another constraint is the presence of tariffs. These factors allow deviations in
prices, and hence, a deviation from absolute PPP. At the same time, it was also
shown earlier that if the quantum of deviation in prices on account of these factors
is consistent over time, relative PPP may still hold.

One factor which affects both absolute as well as relative PPP, is the presence of
quotas imposed on the amount of goods that may be exported from, or imported to
a country. As this restricts the quantity of goods arbitrageurs can move from one
place to another, it allows for deviations from prices which would reign, were PPP
to hold good. Another such factor is the impossibility of moving some items from
one place to another. These include perishable goods like milk and vegetables,
immovable goods like land and buildings etc., and some kind of services such as
those related to tourism. The immovability of such items allows their prices to
deviate from one country to another. Product differentiation is another factor
which allows different prices to exist for goods produced in different countries.
For example, the price of apples grown in the US may be different from those
grown in India because of the difference in the quality.

PRICE INDEX CONSTRUCTION

Movement in prices are generally measured by price indexes. Price indexes used in
different countries are based on different baskets of commodities, with the
proportions of the commodities in accordance with the usage and taste of the
residents of the particular country. When these indexes are used to measure the
movement in price levels, the results do not conform to PPP. Many a times, the
base year of these indexes is different. While this does not hinder the use of these
indexes for verifying relative PPP, these indexes become inappropriate for
verifying absolute PPP.

EFFECT OF THE STATISTICAL METHOD EMPLOYED
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There are two major ways in which the statistical method can affect the results of
an empirical study. The first is through incorrect measurement of the difference in
the inflation rates in the two economies. The second is through ignoring the fact
that there is a two-way link between the spot exchange rate and inflation rates.
Both the factors affect the other, i.e. while the inflation rates affect the exchange
rates, the former also get affected by any change in the latter. Any statistical
method which fails to recognize this two-way cause-effect flow, is likely to
produce erroneous results.

The fact that PPP does not always hold good, gives rise to the concept of real
exchange rate. The spot rate, adjusted for the change in price levels in the two
countries during a specified period, gives the real exchange rate. Any change in the
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real exchange rate is called the real appreciation or depreciation of the currency.
One of the ways to calculate the real exchange rate is:

S{(A/B) = S(A/B) x i—B
A

Where,
S(A/B) is the spot rate at a point of time,

I5 and Iy are the price indexes in the respective countries having the same base
year,

and S; is the real exchange rate.

For example, if the spot rate is Rs.42.50/$, and the price index in India and the US
is at 110 and 103 respectively, the real exchange rate will be
(103)

S, =4250 —
110)

= Rs.39.80/$

If the real exchange rate in the base period (i.e. at the beginning of the period over
which the relevant inflation rates are applicable) was Rs.40/$, the rupee can be
said to have appreciated in real terms.

INTEREST RATE PARITY (IRP)

The PPP gives the equilibrium conditions in the commodity market. Its equivalent
in the financial markets is a theory called the Interest Rate Parity (IRP) or the
covered interest parity condition. According to this theory, the cost of money
(i.e., the cost of borrowing money or the rate of return on financial investments),
when adjusted for the cost of covering foreign exchange risk, is equal across
different currencies. This is so, because in the absence of any transaction costs,
taxes and capital controls (i.e., restrictions on international investments and
financing), investors and borrowers will tend to transact in those currencies which
provide them the most attractive prices. Besides, the arbitrageurs will always be on
the lookout for an opportunity to make riskless profits. The resultant effects on the
demand and supply would drive the value of currencies towards equalization. This
process is explained in detail in the following sections.

Just like the price of commodities across different countries influence the buyers’
and sellers’ decision as to where they should transact, the ruling interest rate on
financial assets denominated in different currencies affect investors’ and
borrowers’ decision regarding the market they would like to transact in. Let us
start with the investors.

Investors’ Decision

Any individual or corporate is unlikely to have fully-matched income and
expenditures in each and every period. While there are periods where the current
expenditure is more than the current income giving rise to a requirement to
borrow, there are also periods where the opposite holds true giving rise to a chance
to invest. These periods of surplus or shortfall may range from a few days to a few
years. Suppose a corporate has surplus funds for a period of one year. It could
either invest them in securities denominated in the domestic currency, or in
securities denominated in any other currency. The returns it will earn if it invests
in securities denominated in a foreign currency will depend on two factors — the
interest rate on those securities, and the change in the value of the relevant
currency. Suppose the currency in which the company’s investments are
denominated depreciates during the period of the investment. In that case, the gain
by way of interest earned will stand eroded by the loss on conversion to the
domestic currency. With the exchange rates being flexible, there is always the risk
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of exchange rates moving unfavorably. Since an investment in securities
denominated in the domestic currency does not face any exchange risk, the same
risk will have to be removed from other investments as well, in order to make their
returns comparable. The investor can do this by entering into a forward contract
for the relevant maturity. By taking the forward rate into consideration, the
investor will be able to know the total returns that can be earned on securities
denominated in different currencies, which will enable him to invest where his
returns are maximized.

Let us assume the domestic currency to be A and the foreign currency to be B. An
investor can earn a return of r, on domestic deposits, and a return of rg on the
foreign currency denominated securities. For making an investment in the latter,
the investor will have to first convert his holdings in currency A into currency B.
Let the spot rate at which this conversion takes place be S(A/B). At the same time,
let the relevant forward rate be F(A/B). For every unit of currency A, the investor
will get 1/S(A/B) units of currency B. This, when invested, will at the end of one
year give

1/S(A/B) x (1 + rg) units of B
These, when converted at the forward rate, will give

F(A/B)

——= x (1 + rg) units of A
S(A/B) (1+1e)

At the same time, an investment in the domestic currency will, at the end of one
year, give
(1 + rp) units of A.
Now suppose that
F(A/B
(A/B)

(1 +1y)> S(A/B)

(1 +r1p) (Eq. 12)

In such a case, investors will prefer to invest in securities denominated in currency

A rather than in currency B, as it would fetch them a higher return. If the opposite

were true, i.e.

F(A/B
(A/B)

(I+r1y) < S(A/B)

(1+r1p) (Eq. 13)

the investors will prefer to invest in securities denominated in currency B. The
investors will be indifferent as to the choice of currency only if

F(A/B)

4= S a/B)

x (1 +1p) (Eq. 14)

i.e. the returns on both the investments were equal.

Let us see an example. Let us assume that

Spot (Rs./$) = Rs.45/%
RRs. = 14%

r$ = 5%

1 year F(Rs./$) = Rs.49.2/$

Investible funds = Rs.1,000.
If the investor invests in a rupee deposit, at the end of one year he would have
Rs.1,000 (1 + 0.14) =Rs.1,140

If instead, he wants to invest these funds in a dollar deposit, he would first need to
convert his rupee holdings into dollars. The Rs.1,000 will fetch him

1,000

$ =$22.22
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A dollar deposit of $22.22 would, after one year, fetch
$22.22 (1 + 0.05) = $23.33

Converted into rupees at the forward rate, this would give
Rs.(23.33 x 49.2) = Rs.1147.836.

Since the covered yield on the dollar deposit is higher than the rupee yield, the
investor would like to invest money in the former.

Using Eq. 14, we can say that the forward rate at which the investor would be
indifferent between the two deposits, would be where

(A+1rz)

F(Rs./$) )
$

S(Rs./$) x

= 45x 4.1 = Rs.48.85/$
1.05

An easier interpretation of Eq. 14 is possible. Let us substract (1 + rg) from both
sides of the equation. This gives us

F(A/B)

(1+r1y) — (I41p) = {A(A/B)

X(1+rB)} —(1+1p)

Solving the equation, we get

_ F(A/B)—-S(A/B)
ra=Trp+ —S(A/B) x (1 +r1p) (Eq. 15)

The RHS of Eq. 15 gives the covered yield on currency B. The second term on the
RHS of the equation is nothing but the forward premium on currency B. Hence,
investors will be indifferent between securities denominated in the two currencies
when the domestic currency interest rate is equal to the foreign currency interest
rate plus the forward premium on the foreign currency. If the former exceeds the
latter, investors will prefer securities denominated in the domestic currency. In
case the opposite is true, investors will prefer foreign-currency securities.

On expanding Eq. 15, we see that one of the figures is

F(A/B)-S(A/B) v
S(A/B)

which is the forward premium on the interest element. As this figure is likely to be
miniscule (for example, if the interest rate is 5% and the forward premium is 4%,
this figure will be 0.2%, i.e. 0.002), we may drop it without significantly affecting
the accuracy and rewrite Eq. 15 as

F(A/B)-S(A/B)

S(A/B) (Fa- 16)

The difference between Eq. 15 and Eq. 16 is that the former takes into account the
forward premium on the principal as well as the interest component, while the
latter considers the forward premium only on the principal portion.

Till now we have considered the annual rates of interest and annual forward
premium. If the investment is for a shorter period, Eq. 12 can be modified as

A . Fn(A/B)><(1+rB

m S(A/B) m
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Where,
14 is the annualized return on currency A securities for maturity ‘n’.
rp is the annualized return on currency B securities for maturity ‘n’.
F, is the forward rate for maturity ‘n’.
m is equal to 12/n where n is in months.
Here, it is assumed that the interest rate is compounded annually.
Similarly, Eq. 13 can be modified as
I RAB L
m S(A/B) m

Eq. 15 can be modified as

F,(A/B)-S(A/B) (118
S(A/B) m

Tp :rB+m{

For example, if
S(Rs./£) =75.95
Annualized return on a 3-month deposit in Rs. = 10%.
Annualized return on a 3-month depositin £ = 5.8%.
3-m F(Rs./£) =76.40
Then the covered yield on a £ deposit will be:
76.40—-75.95 0.058
Sl iars)

=0.082 = 8.2%.

0.058+4[

Since the covered yield on pound deposit is lower than the yield on rupee deposit,
the investor would prefer to invest in the rupee deposit.

Borrowers’ Decision
When the need to borrow money arises, the borrower has the option to borrow in
the domestic currency, or in foreign currency. Again, his decision will be based on
the cost of domestic currency borrowing as compared to the covered cost of
foreign borrowing.

For every unit of domestic currency borrowed, the borrower will have to pay at the
end of the year

(1 + rp) units of A.

Borrowing 1 unit of A is equivalent to borrowing 1/S(A/B) units of currency B. At
the end of one year, the borrower will have to repay

! X (1+1) units of B.
S(A/B)

When converted at the forward rate, this gives

F(A/B)
S(A/B)

X(1+15) units of A.

Hence, the borrower will borrow in currency A if

F(A/B)
S(A/B)

(I+ry)< X(1+15) (Eq. 17)
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On the other hand, he will borrow in currency B if

F(A/B)
(I+r1y) > S(A/B)

X(1+15) (Eq. 18)

He will be indifferent to the choice of currencies if

_ F(A/B)
" S(A/B)

(+1,) X (1+13) (Eq. 19)

Again, Eq. 19 can be rewritten as

F(A/B)—S(A/B)><

S(A/B) (+rg) (Eq. 20)

Iy, =1y

As we see, Eq. 20 is the same as Eq. 15. Here, the RHS of the equation gives the
covered cost of foreign currency borrowing.

Let us again take an example. Let

S(Rs./$) = Rs.45.40/$
rRs. = 10%
r$ = 4%

1 yr F(Rs./$) Rs.48.37/$

If the borrower wants to borrow Rs.1,00,000 now, he may borrow either in rupees
or in dollars. If he borrows in rupees, at the end of the year he would need to pay

Rs.1,00,000 (1.10) = Rs.1,10,000.

If instead, he borrows in dollars, he will need to borrow
1,00,000
45.40
At the end of the year, he would need to pay back

$2202.64 (1.04) = $2290.75
To repay these many dollars, he would need
Rs.(2290.75 x 48.37) = Rs.1,10,803.58

As the covered cost of borrowing in dollars is higher than the cost of borrowing in
rupees, the borrower would prefer to borrow in rupees. Again, from Eq. 19 we can
say that the borrower would be indifferent between the two currencies if

(1+15,)
(1+15)
_ (L10)
(1.04)
Rs.44.95/3.

$ =$2202.64

F(Rs./$) S(Rs./$) x

42.50

Covered Interest Arbitrage

In addition to investors and borrowers, one more class of players benefit from cost
of money varying from one currency to another — the arbitrageurs. If Eq. 14 does
not hold good, the arbitrageur can make riskless profits by borrowing in the
cheaper currency and investing in the costlier, using the forward market to lock-in
his profits. For example, if Eq. 12 were to hold good, the arbitrageur would borrow
in the foreign currency, convert the receipts to the domestic currency at the on-
going spot rate, and invest in the domestic currency denominated securities, while
covering the principal and interest from this investment at the forward rate. At
maturity, he would convert the proceeds of the domestic investment at the prefixed
forward rate and pay-off the foreign liability, with the difference between the
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receipts and payments serving as his profit. In case of Eq. 13 holding good, the
arbitrageur would borrow in the domestic currency, convert it into foreign
currency at the spot rate, invest the proceeds in foreign currency denominated
securities, and cover the principal and interest from this investment at the forward
rate, thus locking his domestic currency returns. This process of borrowing in one
currency and simultaneously investing in another, with the exchange risk hedged
in the forward market is referred to as covered interest arbitrage.

For example, if

S(Rs./$) =45.40
Annualized return on a 6-month deposit in Rs. = 12%
Annualized return on a 6-month depositin $ = 6%

6-m F(Rs./$) =47.31
Then, the covered yield on the dollar deposit will be
47.31-45.40 0.06

45.40 }{HTJ

=0.1467 = 14.67%.

As the covered yield on the dollar deposit is higher than the cost of borrowing
rupee funds, the arbitrageur would borrow funds in the rupee market and invest
them in the dollar market. Suppose he borrows Rs.1,000. He can convert them at
the spot rate into

0.06+2[

s 1000 _ 2000
45.40
Investing these, at the end of 6 months he will receive

$22.02(1 + 0—§6j =$22.68
If these dollars are converted in the forward market, the arbitrageur will receive
Rs. (22.68 x 47.31) = Rs.1,073

On the rupee borrowings, he will have to repay

Rs.1, 000(1 + O—ZIZJ =Rs.1,060.00

The arbitrageur can use the proceeds from the dollar investments to pay-off this
liability. At the end of the process, he would have made a profit of

Rs. (1,073 - 1,060) = Rs.13

It follows from the above discussion, that whenever Eq. 15 is not satisfied, it will
result in:

e  Investors preferring investing in one currency over another;
e Borrowers preferring to borrow in one currency over another;
e Arbitrageurs borrowing in one currency and investing in another.

All these three activities result in the forex markets and money markets getting
affected in a manner that makes the interest rates and exchange rates adjust, so that
Eq. 15 becomes true. For example, if Eq. 12 were true, the above mentioned
activities would result in:

e  Foreign currency interest rate going up as a result of increased borrowing in
that currency;

e Domestic interest rate falling as a result of increased investments in the
currency;
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e The spot rate falling due to increased supply of foreign currency in the spot
market. For a given level of forward rate, this results in an increase in the
forward premium on the foreign currency;

e  The forward rate increases due to increased demand for the foreign currency in
the forward market. For a given level of spot rate, this will result in an increase in
the forward premium on the foreign currency.

The second factor will result in a reduction in the yield on domestic investments,
while rest of the factors will result in an increase in the covered cost of borrowing
in the foreign currency. This process will continue till the inequality is removed
and Eq.15 satisfied.

Now suppose that Eq.13 held good. The opposite process will make the cost of
domestic borrowing go up and the covered yield on foreign investments come
down. This will keep happening till the equality between the yields is restored.

Thus, at any point of time, the market forces will make sure that

F(A/B)-S(A/B
rA:rB+—( S(?A/B() )X(I'HB)

or,

F(A/B)-S(A/B

Iy — Iy +%x(l+@) (Eq.21)
Eq.21 is referred to as the Covered Interest Rate Parity Condition. When this
condition holds good, investors and borrowers have no preference regarding the
currency they would like to deal in, and there is no possibility of arbitrage profits.
If we observe the approximate equivalent of Eq.15, i.e. Eq.16, we find that

£ty + F(A/B)-S(A/B) (Bq.22)

S(A/B)

i.e., forward premium on a currency will be equal to the difference in the interest
rates on the two currencies, known as the interest rate differential. There can be
various combinations of changes in the four variables, which can bring about an
equilibrium across the money and forex markets. The effects of the equalization
process described above, in terms of the quantum of change that will occur in each
of the variables, depends on the liquidity of the individual markets. The less liquid
the market, the greater will be the impact borne by it. Throughout the world, the
spot market and the money market are generally observed to be more liquid than
the forward market. This makes the forward market absorb most of the required
changes. Hence, we can deduce that the interest rate differential determines the
forward premium, rather than the opposite being true.

RELATIONSHIP BETWEEN PPP AND INTEREST RATE PARITY

Uncovered Interest Parity Condition

In the previous chapter it was observed that if risk were ignored, then the expected
spot rate would be equal to the forward rate. It follows from Eq.14 that

_S™(A/B)

(LH1p) = S(A/B)

(I+1p) (Eq.23)

Where,
S™ (A/B) is the expected spot rate at the end of one year.
By definition, S™ (A/B)= S(A/B) x {1 + S* (A/B)}
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Where,
S"(A/B) is the expected percentage change in the spot rate.
Hence, Eq. 23 can be written as
(1+15)={1+S(A/B)} x (1 +1p)
Solving, we get,
l+ra=1+S"(A/B) + 15 + {S"(A/B) x 15}
Since the last term on the right-hand side is likely to be very small, we may ignore
it and get the approximate equivalent equation:
ra=S(A/B) + 15
or,
ra—15 =S (A/B) (Eq. 24)
Eq. 24 is referred to as the uncovered interest parity condition or the International

Fisher effect. According to it, the expected percentage change in the spot rate
should be approximately equal to the interest differential.

The Fisher Effect

The interest rate which we have been using till now is the nominal interest rate.
The nominal interest rate does not represent the real increase in the investor’s
wealth, as the increase is subject to the inflation rate. The real increase is reflected
by the real interest rate, a concept made popular by Irving Fisher. According to
Fisher, the nominal interest rate is a combination of the real interest rate and the
expected rate of inflation. More explicitly, the Fisher effect or the Fisher equation
states that

l+r=(1+D)x(1+P)
Where,
r =nominal rate
i =real rate
P" = expected inflation rate
Solved, it gives
r=i+P +(ixP)
Since the last term will be quite small, we can say that on an approximate basis,
r=i+P

i.e., the nominal rate is equal to the real rate plus the expected inflation rate.

The Relationship
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According to the expectations form of the PPP,
S"(A/B) = P, —Pg (Eq. 11)
According to the uncovered interest rate parity condition,
S"(A/B) =y — 1 (Eq. 24)
It follows that
Iy, —Ig = PZ - P;
Rearranging, we get
1y —Py =15 - Py (Eq.25)

Eq. 25 is the Fisher open condition. It says that the nominal interest rates minus the
expected inflation rates, i.e, the real interest rates are equal across different
countries. Intuitively also, the real interest rates should be equal across countries,
otherwise the resultant capital flows will bring them to equality.
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It can be observed that any of the three equations can be derived from the other two.
If we assume two of them to hold good, it will automatically follow that the third
also holds good. So, if we assume that the Fisher open condition and the
expectations form of PPP hold good, we will be implicitly assuming that uncovered
interest parity also holds good. Similarly, if uncovered interest parity is assumed to
be true and the real interest rates are expected to be equal across different countries,
it is implied that expectations form of PPP is assumed to be true.

REASONS FOR DEPARTURE FROM INTEREST RATE PARITY

While introducing the topic of interest rate parity, it was mentioned that this theory
holds good in the absence of a few factors like taxes, capital control and
transaction costs. In reality, the presence of these factors allow interest rates and
forward premiums to deviate from the covered IRP. Covered IRP does not hold
good perfectly because of the following reasons:

e Transaction costs

e  Political risks

[ Taxes

e Liquidity preference

e  Capital controls.

Transaction Costs

The process which brings interest rates and exchange rates into line, involves
investing in one market and/or borrowing in another, and converting one currency
into another. The transaction cost involved in money market operations is the
difference between the investment and the borrowing rate. The bid-ask spread is
the cost involved in conversion of currencies. The deviations from the IRP have to
exceed these costs in order to make dealing in the foreign markets (both currency
markets and money markets) profitable. Hence, the presence of these costs allow
deviations up to the costs involved.

The arbitrage process discussed earlier, also referred to as the round-trip arbitrage,
allows the maximum deviations from the parity. This is because the arbitrageur has
to bear the bid-ask spread as well as the money market costs. The arbitrageur
borrows in one market to invest in the other. While he has to pay the higher
interest applicable to borrowings, he receives the lower interest rate applicable to
investments. After borrowing one currency, he converts it into the other currency,
and reconverts the currency on maturity. In the process, he receives the lower ‘bid’
rate while selling, and has to pay the higher ‘ask’ rate while buying a currency.
These costs, together, allow a huge deviation from IRP.

Yet, the process of round about arbitrage imposes certain limits on these

deviations. Let us see how. Let the investment rate in currency A be ry and that in
currency B be ré. Let the borrowing rate in the two currencies be denoted by rf

and rg respectively. Assuming that the arbitrageur borrows in currency A and

invests in currency B, the arbitrage process would be as follows. The arbitrageur
would borrow one unit of currency A. This one unit would fetch him

; units of B.
S(A/B)

ask

The arbitrageur would invest these units at rIIA , let’s say for one year. At the end
of the year he would get

—— %(1+£}) units of B.
S(A/B) (1)

ask
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In the forward market, this would fetch
F(A/B)yy

X (14 L) units of A.
S(A/B) (+15)

ask

Since the arbitrageur would borrow at rf , he would have to repay
(1+ r}f ) units of A.

The no-arbitrage condition would be where the arbitrageur cannot make any profit
out of the process, i.e. where

o8 FABhia g1
A 7 S(A/B),, i

This can be rewritten as:

R(A/B),,, ~S(A/B
Y >y + (ATB)yg —S(A )ask}(lﬂé) Eq. (26)

S(A/B),
Now suppose that the arbitrageur borrows in currency B and invests in currency A.
For every one unit of currency B borrowed, he will get,

S(A/B)p;q units of A

When invested in currency A at r/i , it will fetch

S(A/B)yia X (1 + 13 ) units of A.
Converted in the forward market it will yield

S(A/B)piq

x(1+r! ) units of B.
F(A/B) ( A)

ask

Since the arbitrageur borrowed in currency B at rll; , he will have to repay

1+ rll; ) units of B.

Again, the no arbitrage condition would be where the arbitrageur cannot make any
profits, i.e. where
S(A/B)piq

1 B
FATE) x(I+1h) <A+10)

ask

=1+, swx(lﬂ%
A7 S(A/B)y, i

This can be rewritten as:

o qpy| FA/BLy —SA/Bly | (s
S(A/B)yy

(Eq. 27)

Let us see an example. Suppose
S(Rs./$) = 45.40/45.65
1 — yr F(Rs./$) = 49.65/50.15

g, = 10%
h = 15%
g o= 4%
r$B = 6%



Exchange Rate Determination

The covered cost on dollar borrowing would be:
50.15-45.40
45.40
=0.1709 = 17.09%

0.06+[ }(14—0.06)

As rII{S at 10%, is less than the cost of borrowing dollar funds, no arbitrage

opportunity exists.

The covered yield on dollar deposits would be:

49.65-45.65
45.65

=0.1311=13.11%.

Again, as the covered yield on dollar deposits is less than the cost of rupee
borrowings (15%), no arbitrage opportunity exists.

0.04+{ }(1+0.04)

Investors and borrowers face a lower cost, in that their decision is affected only by
the bid-ask spread. Whichever currency they choose to invest in, investors will
receive the rate applicable to investments, which makes the presence of money
market costs irrelevant for them. Similarly, the choice of currency is not affected by
the money market cost for borrowers, as they have to invariably pay the interest rate
applicable to borrowings. Both investors and borrowers are, however, affected by
bid-ask spreads. If an investor chooses to invest in a foreign currency, he will first
have to convert his domestic currency holdings into foreign currency, and enter into
an opposite transaction at maturity. This reduces his net returns by the bid-ask spread
he has to face. If a borrower decides to borrow in a foreign currency, he has to first
convert it into his domestic currency, and then buy it at maturity. This increases his
cost by the bid-ask margin. Hence, the deviation from the parity has to be more than
the bid-ask spread, in order to provide a profitable opportunity to the players in these
two classes. The deviation allowed by the presence of these players is lesser than that
allowed by the round-trip arbitrage process.

The limits imposed by these transactions on the possible deviations can be worked
out in the following manner. If an investor decides to invest one unit in currency
A, he would get

1+ rli) units of A.

If, instead, he would like to invest in currency A, he would first have to convert his
holdings into currency B. For every unit of currency A, he would get

———— units of B.
S(A/B),g

When invested at r]I3 , this would yield

;x(1+ré) units of B.
S(A/B)

ask

Converted in the forward market, it would be equal to
F(A/B)yy
S(A/B)
The market forces would force the two yields to equality. Hence,
gl = F(A/B)piq
A S(A/B)
Similarly, the borrowing activities of the market players would force the following

equality:

X (1+ 1y ) units of A.
ask

x(1+13) (Eq. 28)

ask

5 _F(A/B)

1+1) Bk (1+15) (Eq. 29)

" S(A/B)y,
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As we see, the money market costs are no longer relevant, but deviations from
Eq. 14 are still possible due to the bid-ask spread in the forex markets.

One more kind of process is possible in these markets. It involves players who
have a pre-set need to convert one currency into another, sometime in the future.
Suppose a person has foreign currency receivables in the future. He has two
choices. One is that he can convert them in the forward market at the forward bid
rate. The other option open to him, is to borrow in the foreign currency for a
period which matches the maturity of the original receivable (at the foreign
currency borrowing rate), convert the proceeds at the spot bid rate, invest the
domestic currency equivalent in the domestic money markets at the domestic
investment rate, and use the proceeds of the receivable to pay-off the foreign
currency borrowing. The arbitrageur will, in this case, not face the bid-ask spread,
in that he will be converting at the bid rate, whether he converts spot or forward.
He will, however, face the money market cost. Similarly, a person having a foreign
currency payable in the future may either lock-in his cost through the forward
market, or borrow in the domestic markets, convert the proceeds at the spot ask
rate, invest in the foreign currency markets, and pay-off the payable from the
realizations of the investment. He will, thus, face only the money market costs.
Hence, the deviations from the parity have to exceed the money market costs, to
present profitable opportunities to the players. This deviation is again lesser than
the one allowed by two-way arbitrage.

The tightest conditions are imposed by the process of one-way arbitrage. This
involves the players who need to convert a present holding of the domestic
currency into foreign currency in the future, or a future holding of a foreign
currency into a domestic currency holding in the present (or vice versa). Let us
understand the process in an elaborate manner.

If a person is holding currency A at time t;, and needs currency B at time t;, there
are two ways in which he can make the conversion. He can either invest in
currency A (at the investment rate) for the required maturity and lock-in the
conversion rate at the forward ask rate for currency B, or can convert at the spot
ask rate and invest the proceeds in currency B denominated securities (at the
investment rate). Going by the first method, for every unit of currency A held and
invested at time t,, the investor gets

(I+ rIIA ) units of A at time t;

Where 1 is the investment rate for currency A

These units will be converted into

(1+r/£)
F(A/B)

ask

units of B. (Eq. 30)

By the second method, each unit of A will get converted into
1/S(A/B), units of B at time t,

These units, when invested, will yield

1
mx(l+ré) (Eq. 31)
The market forces will drive Eq. 30 and Eq. 31 to equality. Hence,
(+1y)  (+1p)
F(A/B)y  S(A/B)
:>(1+r/£):wx(l+ré) (Eq. 32)
S(A/B),

If the bid-ask spread in the spot and forward market were the same, Eq. 32 would
become equivalent to Eq. 14. The transaction costs would become irrelevant, as
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the investor would have to bear the same cost in the conversion of currencies,
whether he uses the spot market or the forward market. As he pays the ask rate
both the ways, the cost would become irrelevant, if both the margins were equal.
The money market costs also become irrelevant since the investor earns the
investment rate, whichever market he invests in. Hence, the transaction costs
become irrelevant and IRP holds precisely due to the presence of these players.

In reality, however, the bid-ask spread increases with maturity (as observed in the
previous chapter). This results in the transaction costs not getting canceled out
totally, and leaves scope for a possible deviation from the parity.

We shall now evaluate the other possibility, i.e. a person (e.g., an exporter) expects
to receive currency B at time t; and needs currency A at time to. There are again
two ways to do the conversion. The market player can borrow in the foreign
market and convert in the spot market, using the receipts in B at t; to pay-off the
borrowing. Otherwise, he can borrow in the domestic market and convert the
receipts using the forward market, paying off the borrowings from the proceeds.
The first way, for every unit of currency A needed at ty, he will have to borrow
1/S(A/B)y;q units of B
At t;, he will have to repay
1418
& units of B (Eq. 33)
S(A/B)yiq

The second way, for every unit of A borrowed at t, the arbitrageur will have to
pay at t;

1+ rAB) units of A
This will require

B
_A+0) s of B (Eq. 34)
F(A/B)yy

Again, market forces will drive Eq. 33 and Eq. 34 to equality. So,

(+ry)  (+13)
F(A/B)yy S(A/B)q

(Eq.35)

Again, the money market costs become irrelevant as the borrowing rate has to be
paid irrespective of the market borrowed in. Similarly, the forex market costs
would no longer be relevant if the bid-ask spreads in the spot and the forward market
were the same. In such a situation, Eq. 35 would become equivalent to Eq. 14, and
interest parity would hold perfectly. But as we have seen, the spreads increase with
maturity, making it possible for the variables to move a bit away from the parity
equation, without leaving any scope for arbitrage. However, the departures
allowed by these activities are very small, compared to those allowed by round-trip
arbitrage or the investment or borrowing processes.

In this way, transaction costs allow for departures from the interest rate parity.

Political Risks

Investment in a foreign currency denominated security can be made in two ways.
One is, investing directly in securities issued in the country to which the currency
belongs. For example a US citizen may invest in T-bills issued by the Government
of India. The other way is to invest in deposits denominated in the foreign
currency held domestically, or in some third country. For example a French citizen
may hold a dollar deposit with a London bank. In the second case, the investor
faces only the currency risk. In the first case, the investor faces the political risk as
well. It is the risk of any change in the foreign country’s laws or policies that affect
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Taxes

the returns on the investment. It may take the form of a change in the tax structure,
or a restriction on repatriation of proceeds of the investment, or a sudden
confiscation of all foreign assets, among other things. This additional risk makes
the investors require a higher return on foreign investments than warranted by the
interest parity. This factor allows deviations from the parity to take place.

While generally it is the foreign investment which has a higher political risk
attached to it and hence requires a higher return, sometimes it is the other way
round. Residents of a country which is politically very unstable may like to invest
in a relatively stable country, even when there is an interest disadvantage. This
would again allow deviations from the IRP, this time on the other side.

Despite the presence of additional political risk in foreign investments, the
presence of third country investors may push the variables towards the parity. This
would happen due to the fact that they may perceive the additional risk as equal
between the two countries, and would have to take it on irrespective of which of
the two countries they invest in. Hence, they may require an equal risk premium
on either side of the parity, thus disallowing any variation from it.

The factor of political risk generally affects only the investment decisions, as no
country is likely to change its laws or policies in a way which would make it
difficult for the borrower to repay his obligations. Yet, it is a strong enough factor
to allow deviations from the parity line.

Taxes can affect the parity in two ways — through withholding taxes, and through
differential tax rates on capital gains and interest income. The following section
analyzes these factors.

Withholding Taxes

Generally, any resident making a payment to a foreign resident is required to withhold
a part of that payment as taxes, and pass it on to the tax authority of his country. To that
extent, foreign currency earnings of an investor stand reduced, permitting a deviation
from the interest parity up to the extent of the tax withheld. Normally, this factor gets
canceled out if the investor receives a tax credit from his government for the amount
paid as withholding taxes. Hence, it affects the parity only if the tax credit is not given,
or if it is less than the amount paid as withholding taxes.

Differential Tax Rate
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Deviations from the interest parity are possible if the earnings on account of
transactions in foreign currency are treated as capital gains, and hence are taxed at
rates different from the rates applicable to interest income. Suppose an investor
pays tax on capital gains at the tax rate t,, and on normal income at t,. Then, for
that investor the interest parity line will be given by

1-t. | F(A/B)-S(A/B)
Iy —Ip = X1+ Eq. 36
AR l—ty{ S(A/B) (+15) (5430
Hence, if
1-t, 21
1-t

y

i.e., the capital gains tax rate is lower than the income tax rate, then there would be
a premium attached to investing in those foreign currencies which are at a
premium. Also, borrowers would like to borrow in a foreign currency which is at a
discount.

The differential tax structure normally changes the parity line for only there
players who need to convert currencies occasionally. The major players in the
forex markets, i.e. the banks, do not face this differential tax rate as they frequently
deal in the market, and hence any earnings on account of a change in the exchange
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rates is taken as a normal business income for them and taxed accordingly. Hence,
the IRP is not affected by this factor. As a result, the infrequent players get an
arbitrage opportunity which is not available to the major players. They get a
chance to benefit by denominating their investments and borrowings in the
currency that provides them the tax advantage.

Liquidity Preference

An asset’s liquidity is measured by the quickness with which it can be converted
into cash, at the least possible cost. While the time that is taken to liquidate a
foreign investment may be the same as that taken for liquidating a domestic
investment, the costs involved are different. Suppose an investment is liquidated
before maturity. There will be some costs involved in the process which are likely
to be the same for both kinds of investments. But there is an additional cost
involved in liquidating covered foreign investments before maturity. It is the cost
of canceling the cover (i.e., canceling the forward contract), which was explained
in the previous chapter.

The presence of this cost makes the investors require a premium over the interest
parity for making foreign investments. The amount of this premium would depend
on the liquidity needs of the investors. The higher the expectation that the
investment may have to be liquidated before maturity, the higher will be the
required premium. The possibility of raising short-term finance from alternate
sources also has an effect on the required premium. If such alternate sources are
available, it is likely to reduce the premium demanded by the investors.

Capital Controls

SUMMARY

The factors mentioned above are likely to cause only small deviations from
covered interest parity. The most important cause of large deviations from the
parity is the presence of capital controls. Capital controls include restrictions on
investing or borrowing abroad and on repatriation of investments made by foreign
residents. It also includes restrictions on conversion of currencies. These controls
restrict the market forces from bringing the interest rates and exchange rates in line
with the parity. As a result of these controls, the interest rates in the euro-market
(where these regulations do not apply) are more in line with the parity, than the
domestic interest rates in different countries.

e Though the market forces, if left free, have the potential to bring the prices of
various commodities (including money) in line internationally, various
practical factors impede the process.

. As a result, prices, interest rates and exchange rates are observed across
countries, which do not fall in line with the parity conditions. Despite these
factors, a long-term trend is observed whereby the various variables are
generally seen moving towards the parities. Hence, these parities are also
considered along with other factors by the market players, while trying to
forecast exchange rates.

e The more formal models of exchange rate forecasting form the substance of
the next chapter.
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Exchange Rate Forecasting

After reading this chapter, you will be conversant with:

Forward Rate as a Predictor
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Exchange Rate Forecasting

A plethora of factors affect the levels of, and movements in exchange rates, often
in a conflicting manner. A number of theories were propounded to explain these
effects. Though a consistent prediction of the exact level of future exchange rates
is impossible, these theories help in forecasting the possible direction of the
movement. Such forecasting is very important for players in the international
markets, as the exchange rates have a great impact on their profits. Another set of
players for whom correct exchange rate forecasting is vital, are the
speculators. Their forecast about the movement in exchange rates propels
them to undertake speculative activities, especially when their expectations
are against those of the market. Though speculators are generally ill-known
for the destabilizing effects of their activities on financial markets, they are
actually the liquidity providers of the markets. Also, as their views are
generally opposite to the market’s views, they stabilize the markets by forming
the other (than the market’s) side of the demand-supply forces.

The following models of exchange rate forecasting are being covered in this
chapter:

Forward rate as an unbiased predictor of future spot rates
e The demand-supply approach

e  The monetary approach

e The asset approach

e The portfolio balance approach

e  News as the determinant of exchange rates

e Technical analysis.

FORWARD RATE AS A PREDICTOR

As discussed in chapter 6, forward rate is expected to be an unbiased predictor of
the future exchange rate. There are two criteria for judging the effectiveness of a
forecasting tool — its accuracy and its unbiasedness. A forecasting tool is said to be
accurate if the forecast generated proves to be in accordance with the actual future
values of the concerned variable, with minor forecasting errors. An unbiased
estimate is, where the probability of an overestimate is the same as the probability
of an underestimate. This makes the forecast accurate on an average.

Various empirical studies have concluded that forward rates are indeed unbiased
predictors of future spot rates, where the markets are competitive. For the market
to be competitive, the concerned currencies should be freely floating and heavily
traded. The presence of central bank intervention reduces the efficiency of the
market. There is no evidence to support that the forward rates are accurate
predictors of future rates. One possible reason for the inaccuracy of the forward
rates is, that at any point of time, the forward rate reflects expected developments
in the variables affecting the exchange rates. On the other hand, the actual future
spot rates are affected by all the expected and unexpected developments. As the
unexpected developments cannot be factored in the forward rates, the estimates
based on these are normally inaccurate. Due to this, the shorter the time gap, the
more accurate the forecast based on forward rates is expected to be. Further, a
speculator who takes a forward position runs the risk of losing if the actual spot
rate turns out to be adverse. Hence, the risk undertaken tends to be compensated
with a risk premium.

THE DEMAND-SUPPLY APPROACH

It has been mentioned in the previous chapters that a currency’s exchange rate is
determined by the overall supply of and demand for that currency. According
to this view, changes in exchange rates can be forecasted by analyzing the
factors that affect the demand and supply of a currency. Since these factors are
listed out in the balance of payments account, this approach is also referred to as
the balance-of-payments approach.
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When the exchange rates are fixed, the effect of other factors is balanced by
official demand or supply, which helps in preventing the movement of the
exchange rate. In case of a flexible exchange rate regime, however, any change in
other factors results in a movement in the exchange rate. Since it is the flow of
payments into and out of a country caused by these factors which is recorded in the
BoP account, a forecast of exchange rate movements based on this approach takes
into account the flow of demand and supply of currencies. Let us now see how
exchange rate movements can be forecasted in accordance with this approach.

The demand curve of a currency is mainly derived from the country’s supply curve
of exports. The supply of a currency is derived mainly from the country’s imports.
Other factors affecting the value of a currency are trade in services, income flows
(i.e. flows on account of interest, dividends, rents and profits), transfer payments
and foreign investments. While an exogenous increase in exports has the effect of
appreciating the domestic currency, an exogenous increase in imports results in
depreciating the local currency. A change in the level of trade in services has a
similar effect.

As mentioned previously, income flows depend on past investments and the
current rate of return that can be earned on these investments. Hence, an expected
change in the rate of returns can be used to predict the direction of exchange rates.
Any change resulting in a reduction of an inflow would depreciate a currency,
while a reduction of an outflow would appreciate the domestic currency.

Similarly, an increase in net transfers out of the country result in a depreciation of
the currency and vice versa. An increase in the net inflows on account of foreign
investments has two effects. While the domestic currency appreciates at the time
of the inflow, its supply increases in the future periods on account of the interest,
dividends, profits or rent earned by that investment and repatriated. The two
factors affect the forecast of the exchange rates in the relevant periods accordingly.
Another important factor needed to be considered here is the expected change in
earnings from foreign investments. Earnings from foreign investments have two
components — the interest rate or the income out of the investment itself, and the
expected income arising from a change in the value of the currency (which would
be realized at the time of liquidation of the investment). The second component is
affected by any expected change in the value of the currency. Hence, if a country’s
currency is expected to appreciate in the future, it is likely to attract more foreign
investment, thus resulting in the currency’s appreciation now. So a future
expectation of a change in the currency’s value gets reflected in a current change
in its value.

Let us now understand how other economic variables are expected to influence the
exchange rate. One of the most important economic variables affecting exchange
rates is the relative price levels in the respective countries. According to this
approach, a relatively higher inflation affects the relative prices of that country’s
exports and imports. This results in the exports coming down and the imports
increasing, thus depreciating the currency. This approach, thus, supports the PPP.
This approach also supports the IRP, as it says that an increase in domestic interest
rates would attract more foreign investments, and thus result in an appreciation of
the currency.

An increase in the national income or the GNP increases the spending capacity of
the residents of a country. This results in an increased demand, both for
domestically produced goods and imports. With exports remaining at the same
level, the current account worsens. This makes the currency of that country
depreciate.

According to this theory, money supply increase also has a negative effect on the
value of a currency. An increase in money supply will mean that more money will
be chasing the same amount of goods (as the increase in the production of goods
will not take place in the short run). This would cause the price level to increase. A
higher inflation will depreciate the local currency.
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An important aspect of this theory is, that the mechanism employed to explain
exchange rate changes implies that any change in the value of a currency is only an
instrument to correct the temporary imbalance in the system. For example, if a
currency depreciates due to the country experiencing a relatively higher inflation
than its trading partners, the depreciation reduces the foreign currency price of the
country’s exports and thereby restores the competitiveness of the exports. At the
same time, the imported goods are made more expensive by the depreciation,
thereby reducing imports. This improves the current account balance. But
sometimes it is observed that this does not happen. Despite a depreciation, the
current account balance continues to worsen. This results in instability in the
exchange markets as well. This phenomenon is called the J-curve effect.
According to this , when both imports and exports are price inelastic in the short
run but price elastic in the long run, volume of exports and imports do not
immediately respond to the change in relative prices of exports and imports,
caused by depreciation of home currency. This leads to deterioration in the
Balance of Trade (and hence, BoP) for the home country. This makes the currency
depreciate further. This happens because it takes people some time to adjust to the
change in relative prices. Despite a higher price of imports, people change-over to
import substitutes only after a time lag. Similarly, it takes time for the producers of
exported goods to increase their production of these goods, and for the foreign
consumers to start consuming more of these goods. Till such time that the exports
go up and the imports come down, the trade balance continues to worsen and the
domestic currency continues to depreciate. After this time lag, the current account
balance improves and the exchange rate stabilizes. Inelasticities of export supply
and import demand curves also explain the opposite phenomenon — the trade
balance continuing to become stronger despite an appreciation of the currency.
These two conditions are shown in figure 1 and figure 2. As can be observed, the
path followed by the trade balance forms a J (an inverse J in the latter case), thus
giving its name to this phenomenon.

Figure 1: The J Curve after Depreciation
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When the import demand and the export supply curves behave in the manner as
implied by these figures, the supply curve of the currency becomes downward
sloping (instead of the upward sloping curve). This introduces instability in the
exchange markets. Let us see how. Consider figure 3. The Sgg and the DRy

represent the supply and demand for rupee against the dollar, with the equilibrium

exchange rate between the dollar and the rupee being represented by S€($/Rs).
According to this figure, any small appreciation in the value of the rupee (i.e. an
upward movement of the exchange rate from the equilibrium exchange rate)
results in the demand for rupees exceeding the supply, and hence a further
appreciation of rupee. Similarly, any small depreciation of rupee sees a higher
supply of rupee than the demand, and hence a further depreciation. This makes the
exchange markets extremely unstable. Now consider figure 4. Here, despite the
supply curve being downward sloping, any movement of the exchange rate away
from the equilibrium results in the market forces forcing it back to equilibrium
point. An appreciation of the rupee sees a higher supply than demand, thus
lowering the exchange rate. A depreciation faces a higher demand, forcing the
exchange rate to move up. In this figure, the forex markets are stable despite a
downward sloping supply curve of the currency. This is so because in figure 4, the
demand curve is flatter, and hence more elastic than the supply curve. It is the
opposite case in figure 3. It follows that for the exchange markets to be unstable,
the demand curve for a currency has to be relatively less elastic than the supply
curve, with the supply curve being downward sloping. This happens when the
import demand curve is inelastic, with the export supply curve being even more
inelastic. If the export supply curve is less inelastic than the import demand curve,
the increase in the value of exports would more than compensate the short run
increase in the value of imports (with the value of imports increasing due to the
increase in price of imports more than offsetting the decrease in the quantity of
imports due to the inelasticity). In the opposite case, the increase in the value of
the exports would not be able to compensate the increase in the value of imports,
thus giving rise to the J-curve and instability in the exchange markets. When
represented in terms of elasticities of export supply and import demand curves, the
conditions state that the two elasticities should together be greater than one to
avoid exchange market instability. This is called the Marshall-Lerner condition.

Figure 3: Unstable Market
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As we know from observing the actual happenings in the markets, all market
movements are not observed to be in accordance with the demand-supply view. A
few of the divergences are explained by the following theories. These theories
state that the value of a currency is determined by its stock and the desire of people
to hold this stock, in place of other goods. These theories differ in the other goods
being considered by them. We start by discussing the monetary approach.

THE MONETARY APPROACH

The monetary approach assumes that PPP holds good, i.e. an increase in the price
level results in the depreciation of a country’s currency and vice versa. Using this
assumption, this theory arrives at a few results that are diametrically opposite to
that given by the demand-supply approach.

Let us start with an increase in the real GNP (the real product) of a country. As the
real product increases, so do the transactions and the demand for money
needed to be held for making purchases. Hence, an increase in the real GNP
results in an increase in the real money demand. Due to this, lesser money is
left for purchase of goods, services and bonds. With no change in the money
supply, this brings down the price levels. With a reduction in the demand for
bonds, the bond prices also go down, resulting in an increase in the nominal
interest rates. Since this approach assumes PPP to hold good, a reduction in the
price levels brings about an appreciation of the currency. Hence, an increase in the
real GNP brings about an appreciation of the currency. This is in contrast with the
predictions of the demand-supply theory.

The theory also outlines the correction mechanism in the system. With a fall in the
price level, the real money demand stands reduced. At the same time, an increase
in the interest rates increases the opportunity cost of holding money, thus reducing
the real demand for money. This leaves people with more money to spend on
goods and services, thus increasing the price levels. This makes the currency
appreciate.

There is another route through which a growth in real GNP affects the exchange
rate. As we have seen, an increase in the real GNP increases the real demand for
money. As much of this increased demand, as is not satisfied through an increase
in the money supply, is satisfied through a current account surplus. This makes the
currency appreciate.

Let us see the effect of an increase in money supply. Such an increase induces
people to spend more on goods and bonds. This increases the price levels and
reduces the nominal interest rates. The higher price level makes the currency
depreciate.

The predictions of the monetary theory can be summarized as follows:

¢ An increase in the real GNP of a country causes its currency to appreciate. It
follows that out of two countries, the country having a higher growth in the
GNP will see its currency appreciating against the other country’s currency.

® Anincrease in real money demand makes the currency appreciate.

¢ An increase in nominal interest rates causes the currency to depreciate (as
seen in the correction mechanism). This again goes against the predictions of
the demand-supply approach.

®  Anincrease in the money supply causes the currency to depreciate.

This theory also analyzes the effects of expected inflation. Expected inflation leads
to higher nominal interest rates (since the nominal interest rate includes a premium
for inflation). This causes a depreciation of the currency. The PPP says that
inflation causes a currency to depreciate. According to the monetary approach, the
effect on the exchange rates is immediate, rather than happening after the inflation
takes place.
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An important phenomenon observed is that of overshooting of exchange rates, i.e.
exchange rates changing more than that required by a change in an economic
variable and later coming back to the new equilibrium. This phenomenon is
explained by the Dornbusch Sticky-Price Theory.

Suppose there is an increase in the money supply. This should increase the price
level in the economy and the currency should depreciate accordingly. But it is
often observed that the immediate depreciation in the currency is much more than
that warranted by the models, with the currency appreciating after some time
to reach the new equilibrium level. According to this theory, this happens due
to the stickiness of the price of some goods. This theory states that while the
price of traded goods changes quickly in accordance with the change in the
money supply, the price of non-traded goods are sticky in the short run and
take some time to adjust. Since the prices of all the goods do not change up to
the required level, the demand for money does not increase enough to become
equal to the supply of money. Hence, in order to restore equilibrium to the money
markets, the interest rates fall. This leads to an increase in the money demand and
restores equilibrium.

The falling of the interest rates has an interesting effect on the exchange rates.
According to the interest rate parity, a fall in interest rate is accompanied by a
corresponding fall in the forward premium/discount on a currency. This can
happen either through the forward rate or through the spot rate. As the prices
of the non-traded goods are expected to rise in the long run, the future spot
rates are expected to weaken in accordance with PPP. This expected change in
the future spot rate gets reflected in a weaker current forward rate for the
currency. With the premium on a currency (given by f — s) having to fall and
the forward rate weakening (represented by a higher f), the spot rate would
have to weaken more than the forward rate (i.e. s will have to increase by
more than the increase in f). This results in the spot rate depreciating by more
than that required, and hence overshooting. Later, as the prices of non-
traded goods change in accordance with the increase in the money supply,
the demand for money rises and the interest rates fall. This makes the spot
rate appreciate towards the equilibrium level, eventually reaching it. This
phenomenon is reflected in figure 5.

Figure 5: Forward and Spot Exchange Rates, Interest Rate and Price Level
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THE ASSET APPROACH

This approach is also referred to as the efficient market hypothesis approach. It does
not talk about the effect of changes in the basic economic variables on the exchange
rates. According to this approach, whatever changes are expected to occur in the
value of a currency in future (whether based on the monetary theory or the demand-
supply theory or any other approach), gets reflected in the exchange rates
immediately. That is, any expected change gets absorbed immediately. Hence, the
current exchange rate is the reflection of the expectations of the market as a whole.

This theory states that new information about the factors likely to affect exchange
rates, comes to the market in a random manner. This news is quickly absorbed by
the market. The efficient working of the market assumes that there are a large
number of participants in the market whose aim is to maximize their profits.
Through their profit-maximizing activities, the participants ensure that all
available information is quickly absorbed by the market. There is one category of
players in the currency markets, though, whose aim is not to maximize profits
from currency movements. They are the central banks. The presence of central
banks comes in the way of existing exchange rates reflecting the expected values
of currencies truly.

This approach explains the implications of fiscal and monetary policy on exchange
rates. Since a fiscal deficit is expected to increase the money supply levels
sometime in the future, an increasing fiscal deficit is likely to trigger off an
immediate depreciation of the currency, even without an immediate increase in the
money supply. Similarly, an expected increase in the money supply through the
monetary policy would cause the currency to depreciate immediately.

PORTFOLIO BALANCE APPROACH

The portfolio balance approach states that the value of a currency is determined by
two factors — the relative demand and supply of money and the relative demand
and supply of bonds. According to this approach, people can hold assets across
different countries, denominated in different currencies (mainly in the form of
currencies and bonds). Hence, any change in exchange rates changes the wealth of
the holders of these assets, which becomes an instrument for maintaining
equilibrium in money and bond markets.

According to this theory, interest rates and exchange rates are linked in the manner
as shown by figure 6.

Figure 6: Portfolio Balance Model
b
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In figure 6, interest rates are shown on the y-axis, and the exchange rate on the
x-axis, with a movement towards the right reflecting depreciation of the home
currency. Curve bb represents the combinations of interest rates and exchange
rates for which the bond market is in equilibrium, with curve mm representing
those combinations for which the money markets are in equilibrium. As interest
rates rise, the demand for bonds increases. With the supply of bonds not changing,
this results in an excess demand. This demand can be reduced by reducing the
wealth of the portfolio holders. A reduction in the wealth would induce portfolio
holders to demand less of everything, including bonds. This is achieved through an

133



International Finance and Trade

appreciation of the domestic currency. The appreciation reduces the real wealth of
the portfolio holders in domestic currency terms. Hence, appreciation of the
domestic currency accompanies an increase in interest rates, in order to maintain
the equilibrium in the bond market. This makes curve ‘bb’ downward sloping. At
the same time, an increase in interest rates means a lower demand for money. With
money supply being constant, this results in an excess supply of money. To bring
the money markets back to equilibrium, the demand for money needs to be
increased. This can happen if the real wealth of portfolio holders increases through
a depreciation of the domestic currency. The increase in the wealth induces higher
demand for everything, including money. Hence, depreciation of the domestic
currency accompanies an increase in the interest rates, to maintain the equilibrium
in the money markets. This makes curve ‘mm’ upward sloping.

The equilibrium level of interest rates and exchange rate are determined by the
interplay of money market and bonds market, represented by the two curves in the
figure. The theory goes on to assume that any change in money supply is effected
via open-market operations by the government (or the central bank), thus changing
the supply of bonds. Suppose there is a reduction in the money supply. This would
be done by the government selling bonds in the market. The reduced money
supply would shift the ‘mm’ curve upwards to since the interest rate would
increase for every level of exchange rate. The increase in the bonds’ supply would
shift curve ‘bb’ to the right to as at every level of exchange rate, portfolio holders
would require increased interest rate. While this reduction in the money supply
will definitely result in an increase in interest rates, the effect on exchange rates
would depend upon the degree to which the two curves would shift, and hence
could be in any direction. If curve ‘bb’ shifts more than curve ‘mm’ (which is
the case in fig. 8.5), then there would be a depreciation of the currency. If,
however, the opposite is true, the currency will appreciate. In any case, the
appreciation in the currency will be less than that predicted by the monetary
approach, i.e. the one arrived at without considering the bond markets.

If the money supply increases through a purchase of bonds by the government, the
‘mm’ curve will shift downwards and the ‘bb’ curve will shift to its left. This will
be because the increased money supply and the reduced supply of bonds will
reduce the interest rates at every level of exchange rates. If ‘mm’ curve shifts more
than ‘bb’ curve, the currency will depreciate. In the other case, the currency will
appreciate. In any case, the depreciation will be less than that predicted by the
monetary approach.

Next, the theory provides an explanation for a change in the value of a currency
arising from a change in the real GNP. A higher real GNP results in a higher
demand for both money and bonds. The higher demand for money increases
interest rates and hence, shifts mm curve upwards. The higher demand for bonds
reduces the interest rates and hence, shifts curve ‘bb’ to the left. Both the shifts
result in an appreciation of the currency, which is higher than that predicted by the
monetary theory. But here, the effect on interest rates is ambiguous and depends
on the quantum by which the two curves shift.

ROLE OF NEWS AS A DETERMINANT

134

The models discussed above show how expected changes are factored into exchange
rate forecasts. Despite an understanding of these models, exchange rate forecasting is
not very easy, often because of the conflicting interpretations provided by these
approaches. One more factor that contributes to unpredictability of exchange rates, is
news. News, as per its definition, is something unexpected. Unexpected happenings
keep on occurring, as we notice in our day-to-day lives. Since these events are
unexpected, so is their effect on exchange rates. As many of the events can often not
be forecasted, so are the associated changes in exchange rates.

News also explains why PPP does not always hold good. As an unexpected event
occurs, the forex markets quickly absorb it and change accordingly. But the real
markets are slow to absorb the news, and hence, there is a divergence from PPP till
the real markets adjust. In periods when a lot of unexpected events take place, this
divergence becomes quite ambiguous.
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TECHNICAL ANALYSIS

Evaluation

SUMMARY

Forecasting future exchange rates with the use of past exchange rate movements is
called technical analysis. The forecasters are called technicians. A pure technician
is he, who believes that clues in the past movements lead him to the future.
Economic factors such as inflation rates, interest rates, balance of payments and
political stability are ignored by pure technicians. A technician believes that
exchange rate movements are predictable by using the data on historical
movements, the contention being that irrespective of factors that contribute, the
impact of all such factors is finally reflected in prices. Technicians develop their
own forecasts about future currency values and each technician has his individual
method. There are many methods used by technicians such as sophisticated
statistical models, charts of past exchange rate movements, etc. Some technicians
give simple recommendations about future forex movements. Most technicians use
historical data for primary analysis and then make a forecast by keeping in view
the economic and political factors.

of Technical Forecasts

Economists do not like technical analysis as it does not obey the principles of
economics. The logical explanation given by economists in support of their view is
that according to efficient market hypothesis, prices reflect all available
information. In an efficient forex market, the impact of available information is
already reflected in the present rates. Therefore, historical data does not help
develop accurate forecasts. Technical analysts are viewed by these economists as
astrologers of market place though they are often able to give more accurate
predictions than those given by any economic forecasting model or highly
sophisticated statistical model of exchange rate forecasting.

Economic research indicates that forex movements follow a pattern of random
walk which implies that a specific present change is unrelated to past changes and
is, therefore, unforecastable. The explanation given by economists is that current
exchange rates change with the unforceable events in the market and the present
rates reflect all forceable events. The unforceable events occur in a random fashion
and hence exchange rate changes follow a random pattern. Technical analysts
assert that their approach works and it is very difficult to disapprove their
assertions. To prove the efficiency of technical analysis, it is necessary to prove
that technical analysis yields better forecasts than forward market forecasts and no
known technical forecast till date meets this standard. Technical forecasts are often
used in conjunction with economic model based forecasts, but technical forecasts
are widely used by speculators in the forex markets to book quick profits since
technical forecasts emphasize on short-term exchange rates.

e  Different models of exchange rate determination predict different effects of
changes in various economic variables on the exchange rates. Though
conflicting, all these effects are observed in real-life situations.

e The final effect of a change in an economic variable is a combination of the
predictions of the various theories, and is also dependent on the situation of
the moment.

e Though this makes exchange rate forecasting a Herculean task, the theories
discussed in the chapter do provide some guidance, and hence make essential
reading for a student of international finance.

e In the end, it is fair to say that forecasts made by using economic indicators
do help in having a long-term view, which is supplemented by technical
analysis which helps in having a short-term view.
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Chapter IX

Introduction to Exchange Risk

After reading this chapter, you will be conversant with:

Foreign Exchange Exposure
Foreign Exchange Risk
Types of Exposure



Introduction to Exchange Risk

In the introductory chapter it was mentioned that corporates, whether operating
domestically or internationally, are exposed to risks of adverse movements in their
profits resulting from unexpected movements in exchange rates. Foreign exchange
exposure results in foreign exchange risk due to the unanticipated variability in
exchange rates. Variability of exchange rates gives rise to foreign exchange
exposure and foreign exchange risk. Though these two terms are often used
interchangeably, in reality they represent two different, yet closely related,
concepts. Let us first understand these two terms.

FOREIGN EXCHANGE EXPOSURE

Adler and Dumas define foreign exchange exposure as “the sensitivity of changes
in the real domestic currency value of assets and liabilities or operating incomes to
unanticipated changes in exchange rates’.

To understand the concept of exposure, we need to analyze this definition in detail.
The first important point is that both foreign and domestic assets and liabilities
could be exposed to effects of exchange rate movements. Example, if an Indian
resident holds a dollar deposit and the dollar’s value vis-a-vis the rupee changes,
the value of the deposit in terms of rupees changes automatically. This makes the
dollar deposit exposed to exchange rate changes. On the other hand, if a person is
holding a debenture in an Indian company, the value of the debenture may change
due to an increase in general interest rates, which in turn may be the effect of a
depreciating rupee. Thus, even though no conversion from one currency to another
is involved, a domestic asset can be exposed to movements in the exchange rates,
albeit indirectly.

The second important point is that not only assets and liabilities, but even operating
incomes can be exposed to exchange rate movements. A very simple example would
be of a firm exporting its products. Any change in the exchange rates is likely to
result in a change in the firm’s revenue in domestic currency terms.

Thirdly, exposure measures the sensitivity of changes in real domestic-currency
value of assets, liabilities and operating incomes. That is, it is the inflation adjusted
values expressed in domestic currency terms that is relevant. Though this is
theoretically a sound way of looking at exposure, practically it is very difficult to
measure and incorporate inflation in the calculations. Hence, in reality, the
nominal figures are taken into account, though it does not always present the true
picture.

The last point to be noted is that exposure measures the responses only to the
unexpected changes in the exchange rate as the expected changes are already
discounted by the market.

What does this definition mean? In simple terms, it means that exposure is the
amount of assets, liabilities and operating income that is at risk from unexpected
changes in exchange rates. (We shall later see how this is different from foreign
exchange risk.) The way it has been defined by Adler and Dumas helps us in
measuring exposure. As we know, sensitivity can be measured by the slope of the
regression equation between two variables. Here, the two variables are the
unexpected changes in the exchange rates and the resultant change in the
domestic-currency value of assets, liabilities and operating incomes. The second
variable can be divided into four categories for the purpose of measurement of
exposure. These are,

e  Foreign currency assets and liabilities which have fixed foreign-currency
values.

e  Foreign currency assets and liabilities with foreign-currency values that
change with an unexpected change in the exchange rate.

e Domestic currency assets and liabilities.

e Operating incomes.
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Exposure When Assets and Liabilities Have Fixed Foreign Currency

Values
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The measurement of exposure for the first category is comparatively simpler than
for the remaining three. Let us see an example to understand the process of
measurement. Assume that an Indian resident is holding a £1 million deposit. The
change in the rupee-value of the deposit due to unexpected changes in the Rs./£
rate have been plotted in figure 1.

Figure 1

AV (million Rs.)

05 +

04 +

03 +

02 +

01 +

=~ AS'(Rs./£)

-05 04 03 -02 -01 ‘

0‘.1 02 0‘.3 04 05
+ -0.1

402
03
L 04

405

In this graph, the unexpected changes in the exchange rate [ASu(Rs/£)] are
represented on the X-axis, with a positive value denoting an appreciation in the
foreign currency. The Y-axis represents the change in the rupee-value of the
deposit (V). As the pound appreciates by Rs.0.10, the value of the deposit also
increases by Rs.0.1 million. With an unexpected appreciation of Rs.0.20 in the
pound’s value, the deposit’s value increases by Rs.0.2 million. Similarly, an
unexpected depreciation of the pound by Rs.0.10 will reduce the value of the
deposit by Rs.0.1 million, while a depreciation of Rs.0.2 will reduce the deposit’s
value by Rs.0.2 million. This gives us an upward sloping exposure line. On the
other hand, if there were a foreign liability which had its value fixed in terms of
the foreign currency, it would give a downward sloping exposure line. There may
be a few assets or liabilities where the combinations of the two variables may not
lie exactly on a straight line. In such a case, the exposure line would be the line of
best fit. (See figure 2).

Figure 2
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Whether the points fall exactly on the exposure line or not, there is one thing
common among the assets and liabilities discussed above. The common factor is
that the quantum of change in the foreign-currency value of these assets and
liabilities is predictable to a high degree. This predictability of the change in value
makes it more convenient to draw a regression line and hence, to measure exposure.

As was mentioned earlier, exposure can be measured as the slope of the regression
equation between unexpected changes in the exchange rate and the resultant
changes in the domestic value of assets and liabilities. We can express the
regression equation as

AV=axAS"+e

Where,
AV = Change in the domestic value of assets and liabilities
a = The slope of the regression line
AS" =  Unexpected change in the exchange rate
e = Random error, the presence of which allows for small variations in the

value of V from those given by the regression line.

The exposure is given by ‘a’ in the above equation. For graph 1, the exposure can
be measured in the following way. As all the points fall exactly on the exposure
line, the value of the random error ‘e’ is equal to zero. Hence, the regression equation
stands reduced to

AV =axAS"
AV
AS*
_ —Rs.1,00,000
Rs.0.10/£
£1,000,000.
Even when the exposure line is a downward sloping line (as will be in case of a
liability), the exposure can again be measured in the same way as outlined above.
Assuming the same figures as used in the above example, an unexpected
appreciation of the pound by Rs.0.10/£ will result in an increase in the liability by
Rs.1,00,000, thus making V equal to (—)1,00,000. Thus the exposure will be:
AV
AS*
—Rs.1,00,000
Rs.0.10/£
—£1,000,000.

A few points need to be noted from the above calculation:

—a=

e When the foreign currency value of an asset or liability does not change with
a change in the exchange rate, the exposure is equal to the foreign currency
value.

e When the slope of the exposure line is negative, the exposure appears with a
negative sign. While an exposure with a positive sign is referred to as a long
exposure, the one with a negative sign is referred to as a short exposure.

e  The unit of measurement of exposure is the foreign currency in which the
asset or liability is expressed. This is because while calculating exposure, the
domestic currency gets canceled in the numerator and the denominator,
leaving the foreign currency as the unit. In the above example, the rupee in
the numerator gets canceled with that in the denominator, leaving the pound
as the unit of exposure.

139



International Finance and Trade

e While calculating exposure in this way, we are assuming that all the change
in the exchange rate is unexpected. In real life, the unexpected change can be
calculated using the forward rate. As we know, the forward rate can be used
as the unbiased estimate of the future spot rate. Hence, in retrospective, the
forward rate for a particular maturity can be compared to the actual spot rate
as on the date of the maturity. The difference between the two will be the
unexpected change in exchange rate.

Exposure When the Foreign-Currency Value of Assets and Liabilities
Changes with a Change in the Exchange Rate
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A change in the exchange rate may be accompanied by a change in the foreign-
currency value of an asset or liability. Though the change in the foreign currency
value may not be directly attributable to the movement in the exchange rate, the
link between the two is certainly there due to the common underlying factors. For
example, inflation in a country, denoting a general increase in price levels would
result in the value of any asset like real estate going up. At the same time, it would
also result in a depreciation of the currency. Though the change in the asset’s value
is not directly a result of the change in the exchange rate, it may be possible to
establish a relationship between the two. In such a case, the degree of exposure
would depend on the response of the exchange rate and of the asset’s (or
liability’s) value to the change in the underlying variable. Sometimes, the
exchange rate movement does affect the foreign-currency value of the foreign
asset or liability, albeit in an indirect way. Example, if there is a depreciation of
the foreign currency, the foreign central bank may consider it imperative to
increase the interest rates in the economy in order to defend its currency. In such a
situation, the value of an asset in the form of an interest bearing security would
stand reduced. In such cases also, the degree of exposure would depend on the
movement of the two variables and the predictability of the movement in the
asset’s or liability’s value. Depending on these movements, the exposure may be
equal to, lower than, or higher than the foreign-currency value of the asset or
liability. Let us see a few examples.

Suppose there is a foreign asset whose value is $2,500,000 with the exchange rate
ruling at Rs.43.50/$. At this point its domestic-currency value equals Rs.108.75
million. The US economy is facing an inflation rate of 4%, due to which the
asset’s price increases to $2,600,000. At the same time, the dollar depreciates to
Rs.41.8269/$. The new value of the asset is again Rs.108.75 million. If with every
change in the exchange rate, the asset’s value changes in the same way, the two
will be having a predictable relationship. In that situation, the exposure can again
be calculated as the slope of the regression equation between these two variables.
In the example given above, the exposure will be equal to

AV
AS*

Rs.0
—Rs.1.6731/$
= 0

Here, we can observe that though the exchange rate is variable, the exposure is nil.
This is because in response to the exchange rate movements, the foreign-currency
value of the asset is changing in such a way as to leave the domestic-currency
value of the asset unchanged. Without any movement in the domestic-currency
value of the asset, the exposure on the asset becomes zero.
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Though a zero exposure may be an ideal condition, it would be quite difficult to
find such assets and liabilities. Generally, the foreign-currency values of assets and
liabilities move in the manner outlined above, but not to the same extent. Even if
the prices of assets change as above, such change may not occur simultaneously
having an exposure. Say, in the above example, the value of the asset may increase
only to $2,550,000 in response to the depreciation of the dollar. This would result
in a rupee value of Rs.106,658,595. Again, if this value changes in a similar
predictable manner every time there is a dollar appreciation or depreciation, the
exposure would be equal to

AV

AS*
—Rs.2,09,405
—Rs.1.6731/$
$1,250,018.

It can be observed that the exposure is less than the value of the asset (i.e. $2.5
million). If, on the other hand, the value of the asset had become $2.7 million, the
exposure would have been:

AV

AS*

Rs.4,182,630

—Rs.1.6731/$

= -$2,499,928.

This makes the exposure almost equal to the value of the asset. If the value of the
asset had instead moved to $2.75 million, the exposure would have been higher
than the value of the asset, i.e. $3,749,910. From these examples we can observe
that the exposure on an asset or liability whose foreign-currency value changes
with a change in the exchange rate, could be nil or equal to, less than, or more than
the value of the asset/liability.

In all the examples considered above, the foreign-currency value of the asset was
changing in such a way, as to make the relationship between the movement in the
domestic-currency value of the asset and a change in the exchange rate a
predictable one. In many situations, however, it may be very difficult to establish a
regression line, and hence, a predictable relationship, or even impossible to do so.
In such cases, though the asset or liability may be exposed to exchange rate
movements, the measurement of exposure may become impossible.

EXPOSURE ON DOMESTIC ASSETS AND LIABILITIES

Domestic assets and liabilities are not directly exposed to exchange rate
movements, as no conversion from a foreign currency to the domestic currency is
involved. Yet, as explained in the beginning of the chapter, even these assets and
liabilities may be indirectly affected through interest rates. In the case of these
assets and liabilities, the possibility of measurement of exposure and the degree of
exposure would again depend on the predictability of the change in the domestic
prices. The calculation of exposure would also be done in the same way as for
foreign assets and liabilities whose value change with a change in the exchange
rate. However, it needs to be mentioned that the exercise is more difficult in this
case than in the previous one.
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OPERATING INCOMES

Measurement of exposure on operating profits is the most difficult of all. Let us
examine the case of an export oriented company. A depreciation of the foreign
currency may or may not result in a lower price quoted by the company in the
international market, depending on a number of factors like the number of
suppliers in the international market, their cost competitiveness, any product
differentiation enjoyed by the company, price elasticity of international demand
for the product, number of consumers, and even the attractiveness of the
international market vis-a-vis the domestic market. Then again, the company’s
changing or not changing the price may or may not have an effect on the quantity
demanded. The new price and the new quantity demanded would together
determine the operating profit of the company. The presence of so many variables,
with the change in the majority being unpredictable, makes it extremely difficult,
if not impossible, to predict the effect of a change in the exchange rate on the
operating profits of an export firm.

Let us now observe the case of a company using imported raw materials, whether
it is selling its products in the domestic market or the international market. Let us
say there is an appreciation of the foreign currency. Firstly, whether the domestic
price of the imported raw material will increase or not will depend on the response
of the seller. The international price may or may not get reduced, depending upon
the conditions prevailing in the international market. Even if we assume that the
international price is not reduced and hence, the domestic currency price of the
raw material increases, the effect on the operating profits is not easily predictable.
Though the quantity of raw material the company wants to buy at the increased
price (and hence, the raw material costs) would appear to be in its own hands, in
reality it is dependent on a number of factors. These include availability and the
price of the same or substitute raw materials in the domestic market, the possible
response of the consumers in case the company tries to pass on the increased costs
to them (which would, in turn, depend upon the domestic/international market
conditions) etc. All this makes the measurement of the exposure extremely difficult.

Even companies which do not operate in the international markets, either as
exporters or as importers, may be exposed to exchange rate changes. This could be
due to the presence of, or the possibility of appearance of competitors. One way
exchange rate movements may affect such players is by affecting the production
costs and/or prices of their competitor. This may result in a change in the domestic
firm’s operating profits either by changing the quantity demanded by its
consumers, or by forcing it to change the price at which it sells its products, or
both. Another way exchange rate changes may affect the domestic companies is by
making its foreign competitor’s operations more, or less profitable, thereby either
driving it out of the market, or by acting as an inducement for more competitors to
enter the market.

Again, as we can notice, the measurement of exposure of operating profits is
nearly impossible.

FOREIGN EXCHANGE RISK
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Maurice D Levi describes foreign exchange risk as “the variance of the
domestic-currency value of an asset, liability, or operating income that is
attributable to unanticipated changes in exchange rates”.

According to this definition, foreign-exchange risk results when the domestic-currency
value of assets, liabilities or operating incomes, becomes variable in response to
unexpected changes in exchange rates. Hence, for exchange rate risk to be
present, the presence of two factors are essential. One is the variability of
exchange rates, and the second is exposure. If an asset, liability or operating
income is not exposed to exchange rate changes, variability of exchange rate does
not create any exchange rate risk. Similarly, variability of domestic-currency value
of an asset, liability or operating income which is not linked to exchange rate
movements, or where the changes in exchange rates are perfectly predictable, does
not create any exchange rate risk.
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Where exposure is measurable in terms of the slope of a regression equation
between exchange rate movements and changes in the values of assets or
liabilities, exchange rate risk can be expressed as a function of exposure and
variance of exchange rate. We recall that the regression equation can be written as

AV =axAS"

This equation can be rewritten as:

var (AV) =var [ax AS"]

or,

var (AV) =a’x var (AS”)

Where, var (AV) = exchange rate risk.

This is in conformity to our statement that exchange rate risk is dependent on both
exposure and unexpected changes in exchange rates.

TYPES OF EXPOSURE

Exposure can be classified into three kinds on the basis of the nature of item that is
exposed, measurability of the exposure and the timing of estimation of exposure.
These are:

e  Transaction exposure
e  Translation exposure

e Operating exposure.

Transaction Exposure

Transaction exposure is the exposure that arises from foreign currency
denominated transactions which an entity is committed to complete. In other
words, it arises from contractual, foreign currency, future cash flows. For example,
if a firm has entered into a contract to sell computers to a foreign customer at a
fixed price denominated in a foreign currency, the firm would be exposed to
exchange rate movements till it receives the payment and converts the receipts into
the domestic currency. The exposure of a company in a particular currency is
measured in net terms, i.e. after netting off potential cash inflows with outflows.

Translation Exposure

Translation exposure is the exposure that arises from the need to convert values of
assets and liabilities denominated in a foreign currency, into the domestic
currency. For example, a company having a foreign currency deposit would need
to translate its value into its domestic currency for the purpose of reporting at the
time of preparation of its financial statements. Any exposure arising out of
exchange rate movement and the resultant change in the domestic-currency value
of the deposit would classify as translation exposure. It needs to be noted that this
exposure is mostly notional, as there is no real gain or loss due to exchange rate
movements since the asset or liability does not stand liquidated at the time of
reporting. Hence, it is also referred to as accounting exposure. This fact makes the
measurement of translation exposure dependent on the accounting policies
followed for the purpose of converting the foreign-currency values of assets and
liabilities into the domestic currency.

At the time of the initial transaction, an asset or liability is recorded at a particular
rate in accordance with company policy. At a later date, when the need to translate
the value of the asset or liability arises, it may be translated either at the historical
rate (which was the rate used at the time of the initial transaction) or at some other
rate, which would again depend either on company policy, or on accounting
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standards, or on both. We know that for an asset to be considered as exposed, there
needs to be a change in its domestic currency value in response to a change in the
exchange rate. Hence, those assets whose values are translated at a historical
exchange rate do not result in translation exposure. Only the assets whose values
are translated at the current (or post-event) exchange rate contribute to translation
exposure. Again, like transaction exposure, translation exposure is measured as the
difference between exposed assets and exposed liabilities.

Operating Exposure
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Operating exposure is defined by Alan Shapiro as “the extent to which the value of
a firm stands exposed to exchange rate movements, the firm’s value being
measured by the present value of its expected cash flows”. Operating exposure is a
result of economic consequences (rather than accounting consequences, as in the
case of transaction and translation exposure) of exchange rate movements on the
value of a firm, and hence, is also known as economic exposure. In an earlier
section, we had discussed the exposure faced by an export firm on account of
changes in exchange rates. That is one example of economic exposure.

As we saw in the preceding sections, transaction and translation exposure cover
the risk of the current profits of the firm being affected by a movement in
exchange rates. On the other hand, operating exposure describes the risk of future
cash flows of a firm changing due to a change in the exchange rate.

The exposure arising out of contractually fixed cash flows can be managed using
various techniques, but where the exposure arises out of cash flows that are not
fixed contractually, or where the change in the domestic-currency value as a result
of exchange rate movements cannot be predicted exactly, these techniques become
ineffective. Due to this difficulty in managing such exposure with the traditional
techniques, it is also referred to as the residual exposure.

The future cash flows of a firm are dependent not only on the exchange rate
movements, but also on the relative rates of inflation prevailing in different
countries. The interplay of these two forces determine the future cash flows and
their variability, and hence, the operating exposure faced by a firm. If the change
in the exchange rates is matched by an equal change in the price levels, i.e.
Relative PPP is maintained (or in other words, the real exchange rate remains
unchanged), the relative competitive positions of domestic and foreign firms will
not change, and hence, there will be no change in the cash flows of the domestic
firm due to exchange rates. Hence, there will be no economic exposure. On the
other hand, in case of a change in the real exchange rate, the relative prices (i.e. the
ratio of the domestic goods’ prices to the prices of foreign goods) will change,
resulting in a change in the domestic firm’s cash flows. Hence, it follows that in
case relative PPP holds good, even a widely fluctuating and unpredictable
exchange rate will not result in operating exposure. On the other hand, even a
relative stable exchange rate can result in operating exposure if it is not matched
by appropriate changes in the price levels. The hidden dangers of a fixed or stable
exchange rate become clear from the above discussion. Hence, we can say that a
real appreciation of a currency harms the domestic exporting and import-competing
industries, while a real depreciation has the opposite effect.

A change in the real exchange rate getting translated into a change in a firm’s cash
flow is dependent upon the price flexibility enjoyed by it. When the domestic
currency experiences a real appreciation, for an export-oriented firm the flexibility
gets reflected in whether it can increase its foreign-currency prices proportionately,
and in case of a firm competing with imported goods, it gets reflected in whether
the company can maintain its domestic prices at the existing level in face of the
lower price of the imported goods without losing sales.
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The price flexibility enjoyed by a firm is largely a factor of the price elasticity of
demand. Price flexibility is negatively correlated to price elasticity, i.e. the more
price elastic the demand, the less flexibility the firm enjoys to change the
foreign-currency price (or keep the domestic price unchanged, in case of a firm
facing competition from imported goods) of its product. The price elasticity of
demand, in turn, is dependent on a number of factors. These are:

e Degree of competition.
e Location of competitors.

e Degree of product differentiation.

DEGREE OF COMPETITION

A large number of competitors restrict the flexibility of prices enjoyed by a firm.
This is so because with a large number of suppliers, it will be very easy for the
consumers to change from one product to another. Hence, lower the competition
faced by a firm, higher the price flexibility.

LOCATION OF COMPETITORS

If most of the competitors are located in the same country as the exporting firm, all
of them will face the same changes in costs and pressures on profits as a result of a
change in the real exchange rate. This will enable them to change the foreign-currency
price of their product collectively, without having any effect on their competitiveness.

DEGREE OF PRODUCT DIFFERENTIATION

SUMMARY

A firm’s product being unique and different in some way from its competitors’
products, helps it charge a premium on it. The higher the product differentiation,
the more price flexibility the firm enjoys.

A firm’s exposure is also a factor of the flexibility it enjoys to shift its production
centers and the sources of its raw materials. An MNC having production centers in
different countries is less exposed to exchange rate movements as it can increase
the production in a country whose currency has depreciated and decrease
production where the currency has appreciated. Also, having a production center in
the country where the goods are to be sold reduces the exposure by matching the
currency of costs and revenue.

There is an important relationship between transaction and translation exposure. A
translation exposure may get converted into transaction exposure. This would
happen when an asset or liability is liquidated. In the same way, a transaction
exposure may result in a translation exposure. This would happen when there is
some transaction exposure outstanding at the time of preparation of financial
statements. For example, a receivable on account of an export transaction would
need to be converted into the domestic currency if the financial statements are
prepared before the receivable is realized. On the other hand, there is an important
difference between transaction and translation exposure on one hand, and
operating exposure on the other. While the former are the result of transactions
already entered into or assets and liabilities already on hand, the latter is more
forward looking and takes into account the effects on future cash flows. The
techniques/tools used for managing transaction or translation exposure are more
operational in nature whereas the approach adopted for managing economic
exposure is more strategic in nature.

e  This chapter explained the difference between the exchange risk and
exposure. It also introduced the different kinds of exposure.

e  There are various kinds of instruments that are available to a firm to hedge
itself against these exposures. These instruments are together called derivatives.

e The next chapter focuses on the management of exchange risk.
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Chapter X

Management of Exchange Risk

After reading this chapter, you will be conversant with:

e Management of Transaction and Translation Exposures

e Management of Economic Exposure
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The preceding chapters gave us adequate knowledge of the various derivative
tools. They also illustrated how these tools can be used to hedge exchange risk. In
this chapter we will see how these and other tools can be used to hedge the
different kinds of exposure.

MANAGEMENT OF TRANSACTION AND TRANSLATION EXPOSURES

Transaction exposure introduces variability in a firm’s profits. For example, the
price received in rupee terms by an Indian exporter for goods exported by him will
not be known till he actually converts the foreign currency receipts into rupees.
This price varies with changes in the exchange rate. While transaction exposure
arises out of the day-to-day activities of a firm, translation exposure arises due to
the need to translate the foreign currency values of assets and liabilities into the
domestic currency.

These differences in the two types of exposures result in some basic differences in
the way they are required to be managed. Management of transaction exposure is
essentially a day-to-day operation carried out by the treasurer. It involves continuous
monitoring of exchange rates and the firm’s exposure, along with an evaluation of
the effectiveness of the hedging techniques employed. On the other hand,
management of translation exposure is a periodic affair, coming into the picture at
the time of preparation of financial statements. This makes the management of
translation exposure more of a policy decision, rather than a day-to-day issue to be
handled by the treasurer.

Management of exposure essentially means reduction or elimination of exchange
rate risk through hedging. It involves taking a position in the forex/and or the
money market which cancels out the outstanding position. Though the frequency
at which the need to manage transaction and translation exposure arises, differs,
the basic instruments that can be used are the same. These instruments can broadly
be classified as internal and external instruments. Internal instruments are those
which are a part of the day-to-day operations of a company, while external
instruments are the ones which are not a part of the day-to-day activities and are
especially undertaken for the purpose of hedging exchange rate risk. Here, it needs
to be noted that the term internal does not denote that no external party is involved.
It only denotes that it is a normal activity for the company.

The various internal hedging techniques are:

e  Exposure netting,

e  Leading and lagging,

e  Hedging by choosing the currency of invoice, and
e  Hedging through sourcing.

Exposure Netting

Exposure netting involves creating exposures in the normal course of business
which offset the existing exposures. The exposures so created may be in the same
currency as the existing exposures, or in any other currency, but the effect should
be that any movement in exchange rates that results in a loss on the original
exposure should result in a gain on the new exposure. This may be achieved by
creating an opposite exposure in the same currency or a currency which moves in
tandem with the currency of the original exposure. It may also be achieved by
creating a similar exposure in a currency which moves in the opposite direction to
the currency of the original exposure.

Leading and Lagging
Leading and lagging can also be used to hedge exposures. Leading involves
advancing a payment, i.e. making a payment before it is due. Lagging, on the other
hand, refers to postponing a payment. A company can lead payments required to
be made in a currency that is likely to appreciate, and lag the payments that it
needs to make in a currency that is likely to depreciate.
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Hedging by Choosing the Currency of Invoicing

One very simple way of eliminating transaction and translation exposure is to
invoice all receivables and payables in the domestic currency. However, only one
of the parties involved can hedge itself in this manner. It will still leave the other
party exposed as it will be dealing in a foreign currency. Also, as the other party needs
to cover its exposure, it is likely to build in the cost of doing so in the price it quotes/it is
willing to accept.

Another way of using the choice of invoicing currency as a hedging tool relates to
the outlook of a firm about various currencies. This involves invoicing exports in a
hard currency and imports in a soft currency. The currency so chosen may not be
the domestic currency for either of the parties involved, and may be selected
because of its stability (like the dollar, which serves as an international currency).

Another way the parties involved in international transactions may hedge
exposures is by sharing the risk. This may be achieved by denominating the
transaction partly in each of the domestic currencies of the parties involved. This
way, the exposure for both the parties gets reduced.

Hedging through Sourcing

Sourcing is a specific way of exposure netting. It involves a firm buying the raw
materials in the same currency in which it sells its products. This results in netting
of the exposure, at least to some extent. This technique has its own disadvantages.
A company may have to buy raw material which is costlier or of lower quality than
it can otherwise buy, if it restricts the possible sources in this manner. Due to this,
this technique is not used very extensively by firms.

The various external hedging techniques are:
e  Forwards

o Futures,

° Options, and

e Money markets.

HEDGING THROUGH THE FORWARD MARKET
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In order to hedge its transaction exposure, a company having a long position in a
currency (having a receivable) will sell the currency forward, i.e., go short in the
forward market, and a company having a short position in a currency (having a
payable) will buy the currency forward, i.e. go long in the forward market.

The idea behind buying or selling a currency in the forward market is to lock the
rate at which the foreign currency transaction takes place, and hence, the costs or
profits. For example, if an Indian firm is importing computers from the USA and
needs to pay $1,00,000 after 3 months to the exporter, it can book a 3-month
forward contract to buy $1,00,000. If the 3-month forward rate is Rs.42.50/$, the
cost to the Indian firm will be locked at Rs.42,50,000. Whatever be the actual spot
price at the end of three months, the firm needs to pay only the forward rate. Thus,
a forward contract eliminates transaction exposure completely.

Most of the times, when the transaction exposure is hedged, the translation
exposure gets automatically hedged. In the above example, the translation
exposure gets automatically hedged as any loss/gain on the outstanding payable
gets set-off by the gain/loss on the forward contract. But there may be situations
where the translation exposure may need to be hedged, either because the
underlying transaction exposure has not been hedged or because the translation
exposure arises due to the company holding some long-term asset or liability. In
such situations also, forward contracts may be used to hedge the exposure. The
firm would need to determine its net exposure in a currency and then book an
opposite forward contract, thus nullifying its exposure. For example, if a firm has a
net positive exposure of $1,00,000, it will sell $1,00,000 forward so that any loss
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by exchange rate movements on account of the main exposure will be canceled off
by the gain on the forward contract, and vice versa. However, the gain/loss on the
underlying exposure will be notional while the loss/gain on the forward contract
will be real and involve cash outlay.

The cost of a forward hedge can be measured by the opportunity cost, which
depends on the expected spot rate at which the currency needs to be bought or sold
in the absence of the forward contract. Hence, the cost of a forward hedge is
measured as the difference between the forward rate and the expected spot rate for
the relevant maturity. In an efficient market, as mentioned earlier, the forward rate
is an unbiased predictor of the future spot rate. The process equating these two
requires the speculators to be risk-neutral. Hence, when the markets are efficient
and the speculators are risk-averse, the cost of hedging through the forward market
will be nil.

HEDGING THROUGH FUTURES

The second way to hedge exposure is through futures. The rule is the same as in
the forward market, i.e. go short in futures if you are long in the currency and vice
versa. Hence, if an importer needs to pay $2,50,000 after four months, he can buy
dollar futures for the required sum and maturity. Futures can be similarly used for
hedging translation exposure. Hedging through futures has an effect similar to
hedging through forward contracts. As the gain/loss on the futures contract gets
canceled by the loss/gain on the underlying transaction, the exposure gets almost
eliminated. Here it is assumed that basis remains constant. Only a small part of the
exposure is left due to the mark-to-market risk on the futures contract. The main
difference between hedging through forwards and through futures is that while
under a forward contract the whole receipt/payment takes place at the time of
maturity of the contract, in case of futures, there has to be an initial payment of
margin money, and further payments/receipts during the tenure of the contract on
the basis of market movements.

HEDGING THROUGH OPTIONS

Options can prove to be a useful and flexible tool for hedging transaction and
translation exposure. A firm having a foreign currency receivable can buy a put
option on the currency, having the same maturity as the receivable. Conversely, a
firm having a foreign currency payable can buy a call option on the currency with
the same maturity.

Hedging through options has an advantage over hedging through forwards or futures.
While the latter fixes the price at which the currency will be bought or sold, options
limit the downside loss without limiting the upside potential. That is, since the firm
has the right to buy or sell the foreign currency but not the obligation, it can let the
option expire by not exercising its right in case the exchange rates move in its favor,
thereby making the profits it would not have made had it hedged through forwards or
futures. But this advantage does not come free. Because of this feature, options
generally cost more than the other tools of hedging.

Another advantage offered by options is flexibility. There is only one exchange
rate at which a currency can be bought or sold under a forward or a futures
contract. On the other hand, options are available at different exchange rates.
Depending on the firm’s outlook about the future and its risk-taking capacity, it
can buy a suitable contract.

An option has a strike price and premium. Premium is the price paid for the option.
Importers as well as exporters can use these options to hedge their risk.
HEDGING THROUGH THE MONEY MARKETS

Money markets can also be used for hedging foreign currency receivables or
payables. Let us say, a firm has a dollar payable after three months. It can borrow
in the domestic currency now, convert it at the spot rate into dollars, invest those
dollars in the money markets, and use the proceeds to pay the payable after three
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lllustration 1

Solution
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months. (This process has been described in detail in Chapter The Foreign
Exchange Market). This process locks the exchange rate at which the firm needs to
buy dollars. At the same time, it knows its total cost in advance in the form of the
principal and interest it needs to repay in the domestic markets.

We have seen in Chapter Exchange Rate Determination that in the absence of
transaction costs, the exchange rate arrived at in this manner will be the same as
the forward rate. It needs to be added that in the presence of transaction costs, the
forward market gives a better rate than the money market.

Let us see a few comprehensive illustrations.

An Indian firm exports jeans to America. Currently it sells 20,000 pieces at $30
per piece. Its cost per piece of jeans is Rs.300. In addition, it needs to import
certain raw material which costs $10 per piece. The fixed costs of the company are
Rs.2,000,000. The current spot rate is Rs.44.00/$. Suppose that the rupee
appreciates to Rs.40/$. By how many units should the company’s sales increase
for its profits to remain unchanged?

The company’s existing profits can be calculated as follows:

(in Rs.)
Sales (20,000 x 30 x 44) 26,400,000
Variable costs:
300 x 20,000 = 6,000,000
10 x 44 x 20,000 = 8,800,000
14,800,000
Fixed costs 2,000,000
16,800,000
Profit 9,600,000
After the rupee appreciation, the company’s profits will be -
(in Rs.)
Sales (20,000 x 30 x 40) 24,000,000
Variable costs:
300 x 20,000 = 6,000,000
10x 40 x 20,000 = 8,000,000
14,000,000
Fixed costs 2,000,000
16,000,000
Profit 8,000,000

As aresult of the appreciation of the domestic currency, the profits of the company
have come down despite it selling the same number of units at the same dollar
price, as existed before the appreciation. Let the number of units that need to be
sold for keeping the profits at the pre-appreciation level be ‘X’. Here, we are
assuming that the company can sell unlimited quantity at the existing dollar price.
Then,

9,600,000 = (40 x30xX)-[(300x X) + (10 x 40 x X) + 2,000,000]
9,600,000 = 1,200X -700 X - 2,000,000

11,600,000 = 500X

X = 11,600,000 / 500 = 23,200 units.
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Hence, the firm needs to increase its sales by 3,200 units to maintain its pre-appreciation
profits.

While using these hedging techniques to hedge transaction exposure, it needs to be
remembered that their use may not necessarily result in hedging the economic
exposure arising out of the transaction being hedged. Take the example of an
importer who imports shirts and sells them in the local market. There are other
competitors in the market who do the same thing. Let us suppose this importer
locks-in the domestic-currency price of his imports by buying forward contract,
while his competitors do not. In such a case, if the domestic currency appreciates,
his competitors would be able to reduce the price of the shirts, which he would not
be able to do due to his fixed costs. Thus, his competitors would be successful in
taking away his business and profits. On the other hand, in case of a depreciation
of the domestic currency, he would be able to sell the shirts at a much cheaper rate
than his competitors, thereby increasing his sales and profits. Thus, though the
domestic-currency costs of the producer are hedged, the variability of his profits
arising out of economic exposure are not. Management of economic exposure
requires the use of specific techniques which are discussed in the following
section.

Management of Economic Exposure

Illustration 2

Solution

As was mentioned previously, economic exposure cannot be managed by the
traditional hedging techniques due to the unpredictability of the changes in the
cash flows. Rather, it requires various marketing, production and financial
management strategies to cope with the risks.

Changes in real exchange rate may either bring about losses, or create an
opportunity to increase the profits for an exposed firm, by changing the relative
prices, and hence, the competitiveness of the firm. Depending on the duration for
which the change in the exchange rate is expected to last, an appropriate strategy
can be adopted. For example, if an appreciation of the domestic currency is not
expected to last long, the firm may decide not to increase the foreign-currency
price of its product if it considers the cost of regaining the lost market share to be
too high. On the other hand, if the exchange rate change is likely to last for a
longer period, the cost of regaining the market share may become lower than the
profit that would be lost if the price is not increased. This may persuade the firm to
increase the foreign-currency price even at the cost of losing market share (again,
depending on the volume of market share that will be lost, which will be
dependent on the price elasticity of demand). If the change is expected to last for a
very long time, the firm may even consider shifting its production capacities to a
country whose currency has depreciated.

Vinod Textiles exports leather jackets to France. For the year ended March 31,
2005 the company exported 25,000 pieces at an average price of € 25 per piece.
The average cost of producing each piece for the company is Rs.1,250. The price
elasticity of demand for company’s product in the French market is 1.50.
Prevailing rupee-euro exchange rate during the last year was Rs.56. In the current
year, rupee-euro exchange rate is expected to be at 58.

You are required to compute
a.  The change in profit due to transaction exposure.

The change in profit due to economic exposure, if the company passes on the
benefit of depreciation to the buyer.

a.  Current profit at exchange rate of Rs.56/¢
=Rs.25,000 X (25 x 56 — 1,250)
=Rs.37.50 lakh
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Profit if rupee depreciates to Rs.58/¢
=Rs.25,000 x (25 x 58 — 1250)
=Rs.50.00 lakh
Increase in profit due to depreciation of rupee (transaction exposure)
=Rs.50-37.50
= Rs.12.50 lakh
b.  Selling price of each garment in rupee term = Rs.25 x 56 = Rs.1,400

Price in dollar terms after depreciation of rupee = 1400 _ € 24.1379

Decrease in price of each piece = 3.45%
Change in quantity demanded = —1.5 X (- 3.45)% = 5.18%
Number of pieces to be sold =25,000 x (1 + 0.0518) = 26,295

Profit = Rs.26,295 x (1400 - 1250)
=Rs.39,44,250
.. Increase in profit due to economic exposure = Rs.(39,44,250 — 37,50,000)

= Rs.1,94,250.

MARKETING STRATEGIES

The marketing manager needs to analyze the effect of a change in the exchange
rate and evaluate the strategy required to manage the exposure. The four strategies
available to him are:

o Market selection,
e  Pricing strategy,
e Promotional strategy, and

e Product strategy.

Market Selection

This strategy is useful when the actual or anticipated change in the real exchange
rate is likely to persist for a long time. It involves selection of the markets in which
the firm wishes to market its products and providing relevant services to provide
the firm an edge in these markets. This may translate into pulling out of the
markets which have become unprofitable due to the depreciation of the currency of
that market, or entering those markets that have become attractive as a result of
currency appreciation in that market.

Knowledge about market segmentation is a very important input for the decision
about market selection. Before pulling out of a market, the effect of the change in
the exchange rate on the cash flows of the firm needs to be analyzed. The cash
flows of a firm selling a highly differentiated product to high-income customers
may not be affected by the exchange rate movement, hence not requiring the firm
to pull out of the market. Similarly, a company that does not aim at the low-price
mass market, may be able to access that market as a result of a depreciation of the
domestic currency. In both the cases, the decision about market selection gets
affected by market segmentation.

Pricing Strategy
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There are two main issues involved in developing a pricing strategy — the choice
between market share and profits, and the frequency of price adjustments.

Market Share vs. Profit Margin: When the domestic currency appreciates, a firm
can either reduce its domestic currency prices, thus maintaining the foreign
currency prices at the pre-appreciation level, or maintain the domestic currency
prices which would result in an increase in the foreign currency price. While the
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former would result in the profit margins coming down, the latter may result in a
fall in the market share, which would again affect the profits of the firm. On the
other hand, a firm facing a depreciation of the domestic currency may either
increase the domestic currency price which would result in the profit margin going
up (called price skimming), or maintain them at the pre-depreciation level, thus
reducing the foreign currency price to increase its market share (called penetration
pricing).

A company facing competition from imported goods faces a similar dilemma. In
the face of a domestic currency appreciation, it can either let the price of its
product remain unchanged, thus risking a reduction in the market share, and hence,
overall profits, or it can reduce the price, thus reducing the profit margin.

As mentioned earlier, the final decision would depend on the price elasticity of
demand. The greater the price elasticity, the higher the incentive to take a hit on
profit margins rather than on market share. An important point that needs to be
kept in mind while taking the decision is that it may not always be possible to
regain lost market share subsequently. Even if it is possible, the cost may be
prohibitive. This brings the expected duration of the change in the exchange rate
into the picture. Longer the expected duration, lesser the importance of lost sales.

Another factor that needs to be considered is economies of scale faced by the
company. In case of large economies of scale, it may make more sense to forego
larger profit margins and to try to make up the lost profit through higher volumes.
Lower the economies of scale, more important defending the profit margins
becomes.

Frequency of price adjustments: While a firm may decide to change the price of its
products with a change in the exchange rates, it would still need to decide upon the
frequency of such price changes. As we know, exchange rates move even on a
minute-to-minute basis. A firm’s sales may get affected by frequent price changes,
because of the resultant risk faced by its consumers. On the other hand, a firm may
lose on account of unfavorable exchange rate movements if it delays the change in
the price of its product. Finally, a balance between the two needs to be arrived at,
based on the level of uncertainty the firm’s customers are ready to face, the
duration for which the exchange rate movement is likely to persist and the loss
expected to be incurred by not changing the prices.

Promotional Strategy

The promotional strategy deciding the amount that the firm desires to spend in
various markets in promoting its products, needs to take the exchange rate
movements into consideration. A change in the exchange rate would change the
domestic-currency cost of overseas promotion. The effect of exchange rate
movements on promotional costs is also in the form of the expected revenues that
can be generated per unit of expenditure on promotion. For example, a devaluation
of the domestic currency may improve the competitive position of an exporting
firm, thus increasing the expected revenue per unit of promotional cost. This may
persuade the firm to increase the promotional expenditure in those markets. When
the promotional strategy takes these factors into consideration on a pro-active basis
rather than on a reactive basis, the benefits are expected to be more.

Product Strategy
A firm can use product strategy to respond to exchange rate movements. It may
involve timing of introduction of new products, making product-line decisions and
product innovations. The best time for a company to introduce a new product
would be when it has a price advantage (for example, in case of an exporting firm,
when the domestic currency has depreciated). The firm may need to hold back the
products from the market when the conditions are not favorable. It is easier to
establish a new product in international markets with a favorable pricing scenario,
than with an unfavorable one. Product-line decisions refer to the company having
to change its products in accordance with the exchange rate movements. As
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outlined in market selection, it involves according preference to producing
high-end products at the time of an appreciation in the domestic currency, and
producing mass products at the time of a depreciation. It may even involve an
effort to improve the quality of the product by using new technology or through
more R&D. While market selection refers to marketing the right product in the
right market, product-line decisions involve changing the product-mix. The third
component of this strategy is product innovations. In the face of an appreciating
domestic currency and extremely competitive conditions in the international
market, the firm may be able to protect its cash flows by regularly coming up with
innovative products. Thus, by offering differentiated product to its customers, the
firm may be able to protect its foreign currency price, and hence, its profits.

PRODUCTION STRATEGIES

Input Mix

Sometimes, exchange rate movements are too large and long lasting to be handled
by marketing strategies. In these situations, the production manager may need to
step in, to take long-term decisions to protect the firm from harmful effects of an
unfavorable exchange rate movement, or to help it take advantage of favorable
movements. The following strategies would be available to the production
manager:

° Input mix,
o Product sourcing,
° Plant location, and

e Raising productivity.

The pressures on the profits of an exporting firm caused by an appreciating
domestic currency can be countered by buying more inputs in the international
markets than in the domestic market. This would reduce the costs at the time of
reducing revenues, thus protecting the profits, at least to a certain extent. Another
way of achieving the same objective is to outsource the intermediated inputs,
either from producers in the country where the firm is selling its final product, or
from producers of a country whose currency is closely linked to that of the country
in which it markets its products. At the same time, it would create pressure on the
domestic producers of the intermediate inputs and force them to become more
competitive, thus proving advantageous to the exporting firm.

Inversely, a firm which has production capacities in other countries can benefit
from a depreciating domestic currency by sourcing more of its inputs from the
domestic market. However, while taking such a decision, the firm would need to
observe the price behavior of the domestically produced inputs. In the wake of a
domestic currency depreciation, the domestic prices of tradable goods, or those
using imported inputs are likely to go up, reducing the price advantage of sourcing
the inputs from the domestic market. On the other hand, the prices of non-tradable
goods and goods using little imported inputs is likely to remain stable.

To enable these changes, the technology used by the firm for production should be
flexible and capable of adjusting to inputs sourced from different producers. This
requires making a comparison between the costs of making the technology
flexible, and the expected reduction in profits in case the input mix is not changed.
The final decision has to be based on comparative costs.

Product Sourcing
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One of the ways of countering exposure is to shift production among different
production centers. This strategy presupposes the presence of production facilities
in more than one country. As a response to exchange rate movements, the firm can
reallocate production to increase the quantity produced in the country whose
currency has depreciated, and reducing production in countries whose currency has
appreciated. Due to this flexibility, an MNC faces less economic exposure than a
company having production facilities in only one country.
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Practically, there may be a number of problems coming in the way of such
adjustments. For example, availability of an important raw material in a particular
country, protest by labor unions to shifting of production (as it is likely to result in
redundancies), etc. It may not always be possible to overcome such problems.

Another problem is that establishment of multiple production facilities may result
in economies of scale not being utilized resulting in higher per unit cost, excess
capacities, and higher fixed costs in times of low production requirements. These
costs have to be weighed against the benefits of production flexibility provided by
the presence of multiple production facilities. These additional costs can be seen as
the cost of an option to produce goods at an alternative location, whose value
increases with an increase in exchange rate volatility.

Plant Location

Companies which do not have multiple production facilities may be forced to set
up such facilities abroad as a response to exchange rate movements which change
the relative cost advantages of countries. Firms may even decide to set up
production facilities in third-world countries for labor-intensive products due to
the low labor cost there, without there being any specific advantage due to
exchange rate movements.

Such decisions have to be taken after giving due consideration to the duration for
which such production facilities are likely to enjoy cost advantages. Since these
commitments are long-term in nature, the benefits should be expected to continue
for a substantially long period, for such investment to be justified. The underlying
economic factors of the country where the setting up of production facilities is
being contemplated, need to be evaluated thoroughly before the decision is made.
Sometimes the root cause of the depreciation of that currency (which gives the
country its cost advantage) may be such as to make the cost advantage last only for
a short-term (e.g. inflation). In such cases it may be advisable not to make the
investment.

The advantages accruing from the setting up of these facilities also need to be
weighed against factors like the loss over quality control, distance from suppliers
of crucial inputs, the political environment in that country resulting in additional
risks. The decision should be taken after all these relevant factors have been duly
considered.
Raising Productivity

An appreciation of the domestic currency results in increasing the costs of an
exporting firm in terms of the foreign currency, thus making the product
uncompetitive in the international market, forcing the firm either to bear a cut in
the profit margin or to lose market share. This problem may be resolved by the
firm making an effort to reduce the domestic currency cost of its product in the
wake of a domestic currency appreciation. While this may happen automatically in
case imported raw materials or intermediate inputs being used. When this is not
the case the firm may have to resort to other measures like attempting to increase
the productivity of the various factors of production. It may entail modernizing the
machinery and the technology, renegotiating wage agreements, closing inefficient
plants, pruning the product line, etc.

FINANCIAL MANAGEMENT STRATEGIES

The production and marketing strategies detailed above generally take some time
to be implemented. The focus of the financial management strategies is to control
the damage caused by unfavorable exchange rate movements while the above
strategies are being implemented. The major financial management strategy is to
create liabilities in the currency to which the firm’s earnings are exposed to a large
extent, thus creating a natural hedge. Any loss of operating profits caused due to
exchange rate movements would then be made up at least partially by reduction of
debt-servicing costs.

It has to be kept in mind that while this strategy can be used for managing large
exposures in currencies, it can neither be used to hedge exposures perfectly, nor for
managing exposures in all the currencies. A comparative analysis of the exposures in
various currencies needs to be done before deciding on the final strategy.
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As we have seen, there are a number of ways in which transaction and
translation exposures can be managed. Though there is no perfect method,
each one has its own features, advantages and disadvantages which make it
suitable for particular situations. Finally, the selection of the suitable method
depends upon the firm’s expectations regarding the future movement of
exchange rates and the degree of risk that is acceptable to the management.

The strategies for managing operating exposure outlined above would prove
to be more effective if the exchange rate movements and their effects on
operating profits could be predicted. But managing exposure is all about
managing unpredictable exchange rate movements and their unpredictable
effects on the operating profits of a company. This requires advance planning
by the firm which involves a study of the possible exchange rate scenarios
and the probability that could be attached to them. It further involves
estimating the effect of each scenario on the firm’s operating profits and
planning the possible corrective actions (in terms of the production or
marketing strategies) that would need to be taken in such scenarios. With the
presence of such plans, acting quickly would become possible when the
exchange rate movements actually take place, which is the best, a firm can do
to manage its operating exposure.

We have seen that the decisions that are required to be taken for managing
operating exposure do not necessarily fall within the purview of the treasurer.
It is the top management which is more involved and responsible for
managing the operating exposure. Another important point that needs to be
noted is that implementing a policy for hedging operating exposure is
extremely difficult in practice due to the continuously changing exchange
rates, the difficulty in predicting their effect on a firm’s operating profits, and
the costs involved in making the analysis that goes in as an input to the
decision-making process. These high costs and difficulties in implementation,
which sometimes make the expected returns from these activities very small,
make it imperative that these activities should be undertaken only when the
cost of leaving the firm exposed to exchange rate movements are expected to
be large.



Part IV — International Projects

Chapter XI

International Project Appraisal

After reading this chapter, you will be conversant with:

o Reasons for Foreign Direct Investment (FDI)
e Appraisal for Foreign Direct Investment (FDI)
o The Adjusted Prevent Value (APV) Criteria
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Foreign Direct Investment (FDI) is the investment made in physical assets like
plant and machinery in a foreign country, with the management control being
retained by the domestic investor. It differs from international portfolio
investments in two aspects. Firstly, while portfolio investments are made in
financial assets, FDI is made in physical assets. Secondly, portfolio investment
does not result in a managerial control over the company whose securities are
bought, whereas FDI usually results in managerial control over the operations of
the foreign entity. FDI can be done in a number of ways:

e By establishing a new corporate in the foreign country, either as a branch or a
subsidiary. A business enterprise can set-up a subsidiary either on its own or
as a joint venture with an existing foreign entity;

e By making further investments in an existing foreign branch or subsidiary;

e By acquiring an existing foreign business enterprise or purchasing its assets.

REASONS FOR FDI

Companies invest in foreign physical assets for a number of reasons. The
important ones are:

e  Economies of scale

e Need to get around trade barriers
e  Comparative advantage

e  Vertical diversification

®  General diversification benefits
e Attacking foreign competition

e  Extension of existing international operations
e Product life cycle

e Non-transferable knowledge

e Brand Equity

e Protection of Brand Equity

e  Following its clients.

Economies of Scale

As the domestic market saturates for a company’s products, it starts viewing
overseas markets as a potential source of growth. Continuous growth is essential
for achieving further economies of scale, which is necessary for any business
enterprise to survive in a competitive market.

Need to Get Around Trade Barriers

Despite the growing importance of international trade, trade barriers continue to be
in place in most of the countries due to various economic, political and social
reasons. The need to get around these trade barriers prompts corporates to make
FDI in order to expand the market for its products.

Comparative Advantage

The locational advantages offered by a country by way of lower costs serve as an
important incentive for a corporate to start production facilities abroad.

Vertical Diversification
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Companies going for vertical diversification may sometimes need to expand
overseas due to non-availability of opportunities in the domestic market. Example,
if a foreign country has abundant supplies of an essential raw material, the
company may like to diversify by investing in that market, thus ensuring smooth
supply of the raw material. Similarly, if there is a flourishing industry abroad
which can serve as a captive consumer of a company’s final product, the company
may like to establish its presence there.
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General Diversification Benefits
A corporate may like to invest overseas for the benefits of diversification across
various markets. As in the case of portfolio investments, investment in physical
assets when spread over various countries, is expected to give a steadier or a
higher stream of income.

Attacking Foreign Competition
Companies being challenged by foreign competitors in their home country may
have an incentive in establishing production bases in the competitors’ countries.
The incentive may be two-fold. On one hand, it may provide them with the same
cost advantages as their competitors. At the same time, the competitors’ attention
may get diverted as they start concentrating on protecting their market shares in
the home market.

Extension of Existing International Operations
For a corporate involved in exporting goods to other countries, establishing a
foreign subsidiary may appear a natural extension. Starting with a sales subsidiary,
the corporate may graduate to having licensing agreements, and finally overseas
production capacities.

Product Life Cycle

As a product moves to the maturity stage (as explained by the product life cycle
theory in the Chapter “Theories of International Trade”), its production process
becomes more standardized and producers from developing countries become
interested in producing it. As the developing country producers enjoy a cost
advantage at this stage (mainly due to cheap labor), the producers of the country
where the innovation took place need to shift their production facilities to the
developing countries in order to be able to compete. This requires foreign direct
investment.

Non-transferable Knowledge

Certain types of knowledge (e.g., the experience in manufacturing and marketing a
particular product) cannot be transferred to foreign producers for a price (unlike a
trade mark or a patent), and hence the need to set-up overseas operations to fulfill
the desire to exploit a company’s existing knowledge in foreign markets.
Sometimes the knowledge may become non-transferable due to the reluctance of
the company to share its secrets, again promoting FDI. Example, the Coca-Cola
company has to set-up its own operations everywhere due to its reluctance to share
the secret formula of its soft drinks.

Brand Equity
Some brands enjoy international reputation. The popularity of these brands act as
an incentive for their producers to expand overseas. Example, Levi’s set-up
operations in India to exploit its international reputation as a producer of good
quality denim clothes.

Protection of Brand Equity
Though a company can exploit foreign markets by licensing the use of their brand
names, the fear that the licensee may not be able to live up to the company’s strict
quality standards, may push the company to set-up its own manufacturing unit
abroad.

Following its Clients
Some service firms may find it both attractive and necessary to expand along with
their clients. Example, the major auditing firms generally extend their operations
to countries where their clients are headed due to their clients’ need to have a
single audit firm across the globe. This sort of expansion becomes necessary due
to the possibility of losing business to a competitor having international presence.
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Before making any investment, it is imperative that an estimate is made as to the
expected returns from that investment. This requires the investment to be judged
both for the cash flows it is expected to generate, as well as for the associated risk.
Since foreign direct investment entails ownership of physical assets which are to
be employed for specified uses, the process is reduced to analyzing a project, albeit
with an important difference. Here, the cash flows are expected to be in a foreign
currency (as the investment is made in a foreign country), with the attendant
economic, political and social environment (and hence the risks) being different
from those applicable to home country projects.

The economic viability of a home country project can be measured using various
tools like NPV, IRR, payback period, accounting rate of return etc. However, in an
international project there are certain issues involved which affect both the cash
flows and the discount rate and thus make these frameworks insufficient. The
issues are:

e  Blocked funds

e  Effect on the cash flows of other divisions
e  Restrictions on repatriation

e  Taxability of cash flows

e  Exchange rate movements

e Subsidized loans by the foreign government.

Blocked Funds

Sometimes, a company may have funds which are blocked in another country due
to restrictions on their being remitted. If these funds can be activated and be
invested in the new project, the initial outlay for the new project stands reduced
accordingly. Suppose the funds were blocked completely and could not be
repatriated at all. In that case, the full amount of the activated funds would be
deducted from the amount of initial investment. If it is possible to recover a part of
the blocked funds (after paying withholding taxes etc.), then that part of the funds
which cannot be recovered will be treated as activated funds and deducted from
the initial investment. This is so because investing the recoverable part of the
funds would be equivalent to recovering and reinvesting them.

Effect on the Cash Flows of Other Divisions

One of the basic principles of financial management is that while evaluating a
project, only the incremental cash flows to the corporate as a whole should be
taken into consideration. This has to be borne in mind even while evaluating
foreign projects. The sales from the new project may reduce the sales of other
existing divisions in the same or another country, which cater to the same market.
On the other hand, the new project may increase the cash flows of an existing
division by serving as a captive customer for its products, or by supplying it raw
materials at better rates. All these factors should be considered while estimating
the cash flows of the new project.

Restrictions on Repatriation
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A number of countries impose restrictions on the profit or the capital that can be
repatriated by a company to its foreign parent company. As all the cash flows
generated by the foreign subsidiary would not be available to the parent company
in the presence of such restrictions, they cannot be considered for evaluating the
worth of the project. In such a scenario, only those cash flows which can be
repatriated (irrespective of whether they are actually repatriated or not) should be
considered.
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There are a number of legal ways to circumvent restrictions on profit repatriations.
These should also be accounted for, especially as some of them involve the way
the project is to be financed. Some of these ways are discussed below:

e Transfer pricing

e Royalties

e  Leading and lagging
e  Financing structure

e  Inter-company loans
e Currency of invoicing
e  Reinvoicing centers

o Countertrade.

Transfer Pricing

Royalties

Transfer pricing refers to the policy of invoicing purchase and sale transactions
between a parent company and its foreign subsidiary on terms which are favorable
to the parent company, thus shifting a part of the subsidiary’s rightful profits to the
parent. As this method of circumventing repatriation restrictions is very common,
authorities are generally very alert as to the price at which transfers are made.

The foreign subsidiary may use the parent company’s trademarks and copyrights
and pay royalties as compensation. As this is not a transfer of profit, the normal
restrictions on profit repatriation do not cover these payments.

Leading and Lagging

Leading and lagging payments between the parent company and the subsidiary,
based on expected movements in exchange rates can help in transferring profits
from the latter to the former. Suppose the subsidiary has to pay its parent company
a sum which is denominated in a currency that is expected to harden. The
subsidiary lags (delays) the payment so that a part of the subsidiary’s profits get
transferred to the parent company. In the event of such a payment being
denominated in a currency that is expected to depreciate, the subsidiary leads
(advances) the payment, again with the same effect.

Financing Structure

An overseas project can be funded solely through equity investments, or through a
mixture of equity and debt. In cases where there are restrictions on repatriation of
profits and repayment of capital, part of the project can be funded through loans
from the parent company to the foreign subsidiary. Generally, there are fewer
restrictions on payment of interest and repayment of loans than on profit
repatriation. Also, interest payments are tax deductible for the subsidiary whereas
dividend payments are not (for the parent company both are taxable). There is
another tax incentive involved as repayment of loans is non-taxable in the hands of
the parent company, whereas funds transferred as dividends are. This way,
repatriation restrictions can be maneuvered around, along with getting additional
tax advantages, by extension of loans to the subsidiary by the parent company,
instead of making direct equity investments.

Inter-company Loans

The methods mentioned above are fairly common ways of getting around
regulations in a legal manner. Over a period of time, authorities have become
aware of them and frown upon payments to a foreign parent company, under
whatever disguise. Hence, the danger of the subsidiaries being disallowed from
making such payments always looms large. To get around these problems,
companies can resort to inter-company loans. The simplest way is that two
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companies make parallel loans to each others subsidiaries, with the amounts and
timing of the loans and the interest payment as also the loan repayment matching.
This can be refined if each of the subsidiary companies is based in the same
country as the other’s parent company. In that case, the loans come totally out of
the ambit of exchange control regulations as both the loans are made within the
countries involved. The only drawback of this method is that the holding company
cannot set-off the loan which it has extended against the loan that its subsidiary
has received (which would be possible in quite a few countries if it were a direct
loan to its own subsidiary) as a part of consolidation of accounts, and the loans
would appear both as an asset as well a liability on its books.

Another way of extending such loans without the parent getting directly involved
is a back-to-back loan involving a major multinational bank or a financial
institution. Under this method, the parent corporation makes a loan to the bank/FI,
with the bank/FI extending an equivalent loan to the foreign subsidiary. For the
bank, the loan is risk-free as it is backed by the parent company’s loan. From the
parent company’s point of view there is a lesser political risk involved, as in case
of exchange controls being imposed, it is less likely that interest payments and
loan repayments to a multinational bank/FI would be restricted than if the
payments were to be made directly to the parent company.

Currency of Invoicing

Choice of currency in which intra-group trade is invoiced is an important tool for
transferring profits within different companies of the same group. Exchange
controls are generally imposed to prevent the local currency from depreciating. If
the currency is expected to depreciate despite the controls, the exports from the
subsidiary based in that country to other group companies can be invoiced in that
country’s currency. Also, the imports of that subsidiary from other group
companies can be invoiced in some hard currency (one that is expected to
appreciate). As the country’s currency depreciates, the subsidiary’s profits will fall
from what they would have been otherwise, and the profits of other group
companies will increase. The other group companies which benefit from this
should be based in countries which have either lesser or non-existent exchange
controls, or a lower tax rate or a hard currency. This way, the overall profit
repatriable to the parent company increases.

Reinvoicing Centers

Countertrade
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Trades between companies in the same group can be routed through a reinvoicing
center. Reinvoicing centers act as an intermediary by buying from one company
and selling them on to the other. The margin between the buying and the selling
rates is the amount of profit transferred from the subsidiary to the reinvoicing
center. Such centers are mainly used for the management of exposures, but can
also be used for converting non-repatriable cash flows into repatriable cash flows,
when set-up in countries with lesser capital controls. In addition to such
conversion, setting up of such reinvoicing centers in tax havens can reduce the
overall taxes, and hence increase the after-tax cash flows.

Countertrade involves the parent company and the subsidiary buying from and
selling to each other. The most common form taken is barter trade. While the
goods transferred from the subsidiary (the value of which may be very high
compared to the value of goods received by it) may not be useful for the parent
company directly, it can sell them to some third party, with the proceeds serving as
an indirect transfer of the subsidiary’s profits.



Taxability of Cash Flows

The profits of a foreign subsidiary are first taxed in the foreign country. This does
not pose any problem as far as evaluation of a project is concerned, as the cash
flows considered are post-tax, in accordance with financial management
principles. The issue that comes up when the subsidiary is based in a foreign
country, is that of taxes on repatriated profits. When the subsidiary repatriates its
profits to its parent company, there is generally a withholding tax levied by the
foreign government. These profits, when received by the parent company, are
again taxed in the domestic country as dividends received. To avoid such
problems, countries generally enter into double-taxation agreements, whereby
these taxes become payable only in one country (or partly in one and partly in
another). Even in the absence of such agreements, the parent company generally
receives a tax credit for the withholding taxes paid by the subsidiary. As the tax
credit cannot exceed the tax to be levied by the domestic tax authorities, if the
foreign withholding tax rate is higher than the domestic dividend tax rate, the
corporation as a whole ends up paying the higher tax rate. Due to this, the tax rate
that is considered while evaluating such projects is the higher of the domestic and
the foreign rates.

Exchange Rate Movement
The volatility of exchange rates is a well-known fact. The rate at which the initial
investment is converted into the foreign currency need not be the same as the
exchange rate prevailing at the time of repatriation of profits. Since the relevant
cash flows are those from the point of view of the parent company, the cash flows
to the subsidiary need to be converted into the domestic currency of the parent
company, at rates expected to prevail in the future.

Subsidized Loans by the Foreign Government

The foreign government may sometimes extend concessional loans to a company
setting up operations in its country in order to encourage FDI or to promote
economic activity. This reduces the cost of funds for the project. Yet, this
reduction of cost of funds may not get reflected as a lower discount rate in the
traditional models, because this concession is not directly available to the
company’s investors.

It is quite difficult to build these factors into the frameworks used for evaluating
domestic projects. These hurdles can be at least partially overcome by using the
Adjusted Present Value (APV) approach. This approach is an extension of the
Modigliani-Miller approach to valuation of a company. It first measures the
present value of the basic cash flows of a project using the all-equity rate of
discounting, and then tackles the above mentioned issues one by one. By breaking
up the evaluation in this manner, it provides scope for analyzing an indefinite
number of additional factors which may affect an international project.

THE APV CRITERIA

The adjusted present value of a foreign project is given by:
n (sfcf+Ef)(1—T)+§ DT & BT
=l (1+k,)" = (1+ky)" =A+k,)

+S CL—% R, +)E RT +§ L
L7 sk | E A4kt = k)

APV =-S,(C,—A,)+
t

.. (Eq. 1)
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Where,
APV = Adjusted Present Value.
Sy = Current exchange rate.
Cy = Initial cash outlay in foreign currency terms.

Ay, = Activated funds.

Sf = Expected exchange rate at time ‘t’.

n = Life of the project.

c* = Expected cash flow at time ‘", in foreign currency terms.

t

Ei = Expected effect on the cash flows of other divisions at time ‘t’,
expressed in domestic currency terms; can be either positive or
negative.

T = Domestic or foreign tax rate, whichever is higher.

D, = Depreciation in home currency terms at time ‘t’. (If the

depreciation is not allowed to be set-off by the parent company
against its own profits, it needs to be defined in foreign currency
terms with its present value being converted at S, into domestic
currency terms).

By = Contribution of the project to borrowing capacity of the parent
firm.

Domestic interest rate.

-
1]

CL, = Amount of concessional loan received in foreign currency.
R; = Repayment of concessional loan at time ‘t’.

* = Expected savings at time ‘t’ from inter-subsidiary transfer pricing.
P, P g y p g
I, = Illegally repatriated cash flows at time ‘t’.

k. = All-equity discount rate, reflecting all systematic risks, including
country risk and exchange-rate risk.

kg = Discount rate for depreciation allowances.

k, = Discount rate for tax savings from generation of borrowing
capacity.

k. = Discount rate for savings due to concessionary loans, generally the
interest rate in the absence of concessionary loans.

k, = Discount rate for savings through transfer pricing.

k; = Discount rate for illegal transfers.

The last term in the equation requires some explanation. A project may be
unviable despite the use of all the possible ways of legally repatriating a
subsidiary’s profits. Under such conditions, the parent company may resort to use
illegal ways of remitting these profits. In such a situation, these illegal cash flows
should also be taken into account while evaluating the project.

THE DISCOUNT RATE
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As previously mentioned, k. is the all-equity discount rate, reflecting a premium
for all systematic risks, including country-risk and exchange-risk. The discount
rate also reflects the risk reduction due to the portfolio effect, i.e., due to the
imperfect correlation between returns from the various markets.

An important factor that needs to be considered is inflation. The presence of
inflation makes the choice between the real and the nominal rate of discount,
crucial. It becomes important to match nominal cash flows with a nominal
discount rate, and real cash flows with a real discount rate.
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To match cash flows with the appropriate discount rate, it becomes essential to
analyze the nature of the cash flow. If the future cash flow is predetermined, or
contractual in nature (e.g., depreciation allowance, or pre-contracted sales at a pre-
determined price), then the nominal discount rate should be used as the cash flows
would be expressed in nominal terms. If the future cash flows need to be
estimated, then either real cash flows can be estimated and discounted at the real
discount rate, or the inflation estimates can be built into the cash flows which
would then be discounted at nominal discount rates. Let us now analyze the
various discounting factors one by one.

ke : This rate should be the nominal discount rate for contractual cash
flows. As the cash flows have been converted to the domestic
currency, it should be the domestic nominal discount rate. For non-
contractual cash flows, if expressed in nominal terms, this should be
the nominal rate.

kg : Since the depreciation charge is based on the historical cost of assets
and is hence contractual, the discount rate should be the domestic
nominal rate. If there is a strong probability of positive cash flows
being generated, and hence of the depreciation tax shield being
availed, then the risk-premium may be negligible, and the domestic
nominal risk-free rate may be used.

ke : Since the borrowing capacity would be measured in nominal terms,
this should be the nominal rate. Again, if the probability of positive
cash flows is strong, the domestic nominal risk-free rate may be used.

ke : As the nominal foreign-currency interest rate would have had to be
paid in the absence of the concessionary loan, that rate should be used
as the discount rate for calculating the present value of the repayments
of the concessionary loan.

k, & ki : If the relevant cash flows are expressed in domestic, nominal terms,
the discount rate should be the domestic nominal rate. As there should
be a risk-premium to reflect the possibility of these cash flows not
getting remitted, it is suggested that this rate be equal to k..

Hitech Ltd. is an Indian company manufacturing computers. It plans to set-up a
manufacturing unit in Switzerland.

The following details are available for the proposed project:

The project outlay is estimated to be SFr 1,00,000. The company currently has SFr
50,000 blocked in Switzerland, out of which it can activate SFr 10,000 for the
current project. The life of the project is estimated to be 5 years.

Hitech Ltd. is expecting to receive the following cash flows from the project in the
coming years:

Year Cash flow (SFr)
1 30,000
2 35,000
3 50,000
4 45,000
5 30,000

Currently, Hitech Ltd. is exporting computers to Switzerland from its domestic
manufacturing unit. The loss of cash flows from this operation due to the new
manufacturing unit is expected to be:

Year1 = Rs.3,00,000
Year2 = Rs.2,00,000
Year3 = Rs.1,50,000

165



International Finance and Trade

Solution

166

The Indian tax rate is 30%, while the Swiss tax rate is 20%. Depreciation is to be
provided on the basis of Straight Line Method. The contribution of the project to
the borrowing capacity of the firm is Rs.15 lakh.

The Swiss government extends a concessionary loan of SFr 20,000 to Hitech Ltd.
at the rate of 10% p.a. The loan has to be repaid in 5 equal annual installments
over the life of the project.

The company expects to save Rs.1,00,000 p.a. on taxes over the next five years
through transfer pricing.

The spot rate is Rs./SFr 30.80, and the Swiss franc is expected to appreciate
against the rupee @ 5% p.a. for the next 5 years.

The all-equity discount rate is 20%, while the domestic nominal risk-free rate is

10%. The domestic interest rate is ruling at 18%, the Swiss interest rates are ruling
at 15%.

The company expects zero salvage value at the end of 5 years. Calculate the APV
of the project.

S, (C, — A,) =30.8 (100,000 — 10,000) = Rs.2,772,000

Expected exchange rate at the end of

Year 1 = 30.80x 1.05 = Rs.32.34/SFr
Year 2 = 32.34x1.05 = Rs.33.96/SFr
Year 3 = 33.96x1.05 = Rs.35.66/SFr
Year 4 = 35.66x1.05 = Rs.37.44/SFr
Year 5 = 37.44x1.05 = Rs.39.31/SFr

The present value of the cash flows received by Hitech Ltd. from the project would
be

_ LS CHE)I-T)
= (k)

_ (32.34x30,000-3,00,000)(1-0.3) , (33.96x35,000-2,00,000)(0.7)
1.2 (1.2)?

, (35.66x50,000-1,50,000)(0.7) , (37.44x45,000)(0.7)
1.2)° 1.2)*

| (39.31x30,000)(0.7)
1.2)°
=3,90,950 + 4,80,569.44 + 6,61,516.20 + 5,68750 + 3,31,753.95 = Rs.2,43,3539.59
_ 30.8x1,00,000

D, ) =Rs.616,000
The present value of the depreciation tax shield
_ E D,T
=l (1+ky)"

616,000 x 0.3 x PVIFA | . o

Rs.700,537.
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The present value of interest tax shield on the borrowing capacity generated by the
firm

E B, T

=1 (1+k,)"

15,00,000 x 0.18 x 0.3 x PVIFA 1055,
Rs.3,07,054.

The annual repayment of concessionary loan
=20,000/5 = SFr 4,000.

The present value of repayment of concessional loan

n
-y R _4000x PVIFA 5, 5,
= (1+k,)" ’

4,000 x 3.3522
SFr 13,409.

The benefit of the concessionary loan

n Rt
=8S,|CL,— X
= (1+k,)!

=30.8 [20,000 — 13,409]
=Rs.2,03,003.

The present value of the expected tax savings due to transfer pricing

n PT
= X L = 1,00,000 X PVIFA(Q()%, 5)
= (1+k,)"

=Rs.2,99,061.

Note: Here, the all-equity discount rate has been used to discount the expected tax
savings.

APV =-2,772,000 + 24,33,539.59 + 7,00,537 + 3,07,054 + 2,03,003 + 2,99,061
=Rs.11,71,194.59

Let us now calculate the NPV for the same set of data, and compare it to the APV
figure.

The cash flows for NPV would be:
Co = 30.8 (1,00,000 — 10,000) = Rs.2,772,000

CitoCs= (S*C*+E*)(1-T)+D,T+P*T

C = 6,70,200 (1 - 0.3) + 6,16,000 (0.3) + 1,00,000 = Rs.7,53,940

C, = 9,88,600 (0.7) + 6,16,000 (0.3) + 1,00,000 = Rs.9,76,820

Cs = 16,33,000 (0.7) + 6,16,000 (0.3) + 1,00,000 = Rs.14,27,900
C, = 16,84,800 (0.7) + 6,16,000 (0.3) + 1,00,000 =Rs.14,64,160
Cs = 11,79,300 (0.7) + 6,16,000 (0.3) + 1,00,000 =Rs.1,10,310.

The project would be financed from various sources as follows:

Domestic debt = Rs.15,00,000
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Concessional loan from foreign government = 20,000 x 30.8 = Rs.616,000

Equity =  27,72,000 — (15,00,000 + 6,16,000) = Rs.6,56,000
WACC = 0 M +18(0.3)x 1,500,000 +10 6,16,000
2,772 2,772,000 27,72,000
= 13.77%.

7,53,940 9,76,820 14,27,900 14,64,160 11,10,310
+ + + +

NPV = ~27,72,000+ - - “ 5
L1377 (L1377 (11377 (1L.377)* (1.1377)

=Rs.10,71,455.

As we can see, the APV criteria gives a value higher to the NPV figure by
Rs.99,739. This difference occurs due to the different discount rates used in the
two methods, as well as the difference in cash flows. Though this does not have a
major effect on the decision in this case as both the figures are positive, using the
NPV criteria may lead to wrong decisions in marginal cases. Even if it does not
result in an erroneous decision, in all likelihood it will give a return which is
different from the return arrived at through the APV method. The use of the APV
method assumes that it is possible to identify the various discount rates used in the
process. In situations where these discount rates cannot be accurately arrived at, it
may be better to use the NPV criteria, as use of inappropriate discount rates may
distort the present value figure more than it would be were the NPV criteria used.

The profitability of a project sometimes gets affected by the priorities and the
economic policies of the foreign government. Suppose that two projects are similar
in all respects, except the initial investment. Assuming that the profitability of the
two projects (in percentage terms) is also the same, the project with a higher initial
investment would have higher cash inflows in subsequent years, leading to a
higher APV. If, in addition, the foreign government is trying to attract FDI, it may
favor the bigger project, which may get reflected in a larger concessionary loan or
more activated funds. This would result in an even higher APV.

Let us now analyze the effect of governmental priorities on other factors affecting
the APV of a project. A project being in a sector which is a high priority area for
the foreign government may result in one or more of the following:

e A higher amount of blocked funds getting activated.
e More profits being allowed to be repatriated to the foreign parent company.

e  Lower taxes (which would affect the profitability of a project only if these
rates are still higher than the domestic tax rates faced by the parent company).

® A higher depreciation allowance leading to a higher depreciation tax shield.
e A larger concessionary loan and/or a lower interest rate charged on the loan.

Such treatment would result in an increase in the APV, and hence, the economic
viability of a project. In such a scenario, if two different projects with similar
commercial viability are being considered by a firm, the fact that one of them is in
a sector which is a priority sector for the foreign government, may tilt the decision
in its favor. Here, the importance of the choice of the discount factors comes to the
fore. Suppose the non-priority sector project is one which enjoys a higher
depreciation than the priority-sector project. Also, suppose that this higher
depreciation is exactly offset by an annual benefit through lower interest
payments due to a concessionary loan being extended to the latter by the
foreign government. The APV of the former project may still be higher than
that of the latter, if the discount rate applied to depreciation tax shields is
lower than that applied to repayments of the concessionary loan. Hence, the
choice of discount rates may make the non-priority sector project more
attractive, despite the foreign government extending a concessionary loan to the
priority-sector project. This highlights the importance of choosing appropriate
discount rates for calculating the adjusted present value of the various
components of the cash flow.
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Till now, we have been evaluating international projects only from the financial
angle. However, in addition to these quantitative aspects, there are a number of
qualitative aspects which need to be considered, especially before undertaking an
international project. Some of these are:

THE ECONOMIC SCENARIO

The current and the future economic scenario of the country in which the project
would be based, is very crucial for the profitability of the project. A few of the
economic factors which could affect the project’s performance are the projected
GDP growth rate, the income level in the economy, the projected growth rate of
various sectors of the economy, the prevalent and projected interest rates, the
inflation rate, the degree of development of financial markets, budget deficit,
unemployment rate etc.

THE POLITICAL SCENARIO

The political ideology of the present government and that of the likely future
governments affects an international project’s performance in more than one way.
The most important factor is the government’s general outlook towards FDI. A
project in a country which is hostile towards foreign capital is less likely to
succeed than one based in a country which welcomes foreign capital. The political
ideology of the government is also likely to determine the sectors open to FDI. The
government’s commitment to introduce and continue with economic reforms also
depends on its political ideology. Many economic factors like the budget deficit,
money supply, etc., also get directly affected by the government’s policies. Lastly,
the political stability or its absence in a country affects the chances of continuity of
all the economic policies affecting FDI.

Financing Aspects

SUMMARY

Sometimes it becomes very difficult to obtain financing for an international project
due to the risks involved. Hence, the availability of finance from domestic and
foreign sources becomes an important factor that needs to be considered before
such a project can be undertaken.

e  Investing money in projects based in foreign countries through FDI can be a
very risky and challenging affair, but one having its own rewards. It is
essentially a long-term decision, which needs to be taken after a lot of careful
deliberation.

e  While the quantitative evaluation of such a project involves an analysis
which considers a number of factors in addition to those considered by the
more commonly used appraisal criteria, the qualitative evaluation of the
project becomes equally important due to the complexities involved.

e A project undertaken after a thorough analysis of both these factors can prove
to be a highly rewarding experience.
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Appendix 1
RB1/2005 - 06/05
Master Circular No. / 05 /2005-06 July 1, 2005
Master Circular — Foreign Investments in India
INDEX
Part - I
1. Foreign Investments in India

Foreign Investments in India attract provisions of Section 6 of Foreign
Exchange Management Act (FEMA), 1999 and is subject to the Regulations
issued by Reserve Bank of India under FEMA, 1999. The Regulations have
been notified vide Notification No.FEMA 20/2000-RB dated May 3, 2000,
and amended from time to time vide various Notifications listed in Appendix.
An Indian entity cannot issue any security to a person resident outside India
or record in its books any transfer of security from or to such person except
as provided in the Act or Rules or Regulations or with the specific permission
of the Reserve Bank.

Prohibition on investment into India

No person resident outside India can make investment in a company or a
partnership firm or a proprietary concern or any entity, whether incorporated
or not which is engaged or proposes to engage in the following activities.

1. Business of chit fund, or

ii.  Nidhi Company, or

iii. Agricultural or plantation activities, or

iv. Real estate business, or construction of farm houses,
v.  Trading in Transferable Development Rights (TDRs).

It is clarified that Real Estate Business does not include development in
townships, construction of residential/commercial premises, roads or bridges.

In addition to the above activities, the FDI is also prohibited in certain
activities, a list of which is given in Annex-1 (Item B).

Permitted Investments in India

In other cases investments can be made either with the specific prior approval
of the Government of India, the Secretariat for Industrial Assistance/Foreign
Investment Promotion Board (SIA/FIPB) or under the Automatic route
(Annex-1). The list of the activities requiring the approval of the Government
is given in Annexure-A (A) to Schedule 1 to FEMA Notification No. 94 and
details of the activities/sectors which are covered under the automatic route is
given as Annexure-B to the said Schedule. The Automatic Route is not open
in the following cases and as such require specific approval of FIPB i.e.
(i) where the non-resident investors who have/had a previous
financial/technical/ trademark collaboration in an existing domestic company
engaged in the same or allied activity, (ii) if the activity or manufacturing
item of the issuer company requires an Industrial License under the
provisions of the Industries (Development and Regulation) Act, 1951 or
under the locational policy notified by Government of India under the
Industrial Policy Resolution, 1991 and (iii) the investment is sought in excess
of the prescribed sectoral limits Automatic Route.

While the nature of investment activities have been prescribed in the FEMA
Regulations, the scope of these activities especially regarding the investments
by non-residents under the Government approval route have been detailed in

" * Source: www.rbi.org.in
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the Government Manual on Investing in India, Foreign Direct Investment,
Policy & Procedures. This is a document which is available in the public
domain and can be downloaded from the website of DIPP, Ministry of
Commerce and Industry.

Eligibility for Investing in India

A person resident outside India (other than a citizen of Pakistan or
Bangladesh) or an incorporated entity outside India, (other than an entity
incorporated in Bangladesh or Pakistan) has the general permission to

purchase shares or convertible debentures or preference shares of an Indian
company subject to certain terms and conditions.

Nature of Investments

5.1 The Indian companies have general permission to issue
equity/preference/convertible preference shares and convertible
debentures subject to certain conditions.

5.2 Investment in a trading company incorporated in India is permitted
under automatic route with FDI up to 51% provided the Indian company
is primarily engaged in export activities, and the undertaking is an
export house/trading house/super trading house/star trading house.
Government also permits certain trading activities under FIPB route, as
mentioned in Annexure ‘B’ to Notification No. FEMA 94/2003-RB
dated 18th June, 2003. (Annex-2 Item No.9)

5.3 A company which is a small scale industrial unit and which is not
engaged in any activity or in manufacture of items included in
Annexure A (A) to Notification No.94, may issue shares or convertible
debentures to a non-resident, to the extent of 24% of its paid-up capital.
Such a company may issue shares in excess of 24% of its paid-up
capital if,

It has given up its small scale status,

It is not engaged or does not propose to engage in manufacture of
items reserved for small scale sector, and

c. It complies with the ceilings specified in Annexure B to
Notification No.94.

An Export Oriented Unit or a unit in Free Trade Zone or in Export
Processing Zone or in a Software Technology Park or in an Electronic
Hardware Technology Park may issue shares or convertible debentures to a
person resident outside India in excess of 24% provided it conforms to the
ceilings specified in Annexure B to Notification No0.94 as annexed at
Annex-2.

General Permissions granted under the Regulations.
6.1 Issue of Rights/Bonus shares

General permission is also available to Indian companies to issue
Right/Bonus shares to existing non-resident shareholders, subject to
adherence to sectoral cap and consequential offer on right basis is made
at a price not lower than that at which offer is made to resident
shareholder. As clarified in terms of AP (DIR Series) Circular No.14
dated 16th September 2003, entitlement of rights shares is not
automatically available to investors who have been allotted such shares
as OCBs. Such issuing companies would have to seek specific
permission from RBI, Foreign Exchange Department, Foreign
Investment Division, Central Office, Mumbai for issue of shares on
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6.2

6.3

right basis to erstwhile OCBs. However, bonus shares can be issued to
OCBs.

Acquisition of shares under Scheme of Amalgamation/merger

Where a Scheme of merger or amalgamation of two or more Indian
companies has been approved by a court in India, the transferee
company may issue shares to the shareholders of the transferor
company, resident outside India subject to ensuring that the percentage
of shareholding of persons resident outside India in the transferee or
new company does not exceed the percentage specified in the approval
granted by the Central Government or the Reserve Bank. The transferor
company or the transferee or new company should not be engaged in
activities prohibited in terms of FDI policy viz agriculture, plantation or
real estate business or trading in TDRs, etc.

Issue of shares under Employees Stock Option Scheme

A company may issue shares under the Employees Stock Option
Scheme, to its employees or employees of its joint venture or wholly
owned subsidiary abroad who are resident outside India, other than
citizens of Pakistan, directly or through a Trust subject to the condition
that the scheme has been drawn in terms of relevant regulations issued
by the Securities Exchange Board of India; and face value of the shares
to be allotted under the scheme to the non-resident employees does not
exceed 5% of the paid-up capital of the issuing company. The issuing
company is required to report the details and submit certificate
stipulated to Reserve Bank, within 30 days from the date of issue of
shares.

Issue of shares by Indian companies under ADR/GDR

8.1

An Indian corporate can raise foreign currency resources abroad
through the issue of American Depository Receipts (ADRs) or Global
Depository Receipts (GDRs). Regulation 4 of Schedule I of FEMA
Notification no.20 allows an Indian company to issue its Rupee
denominated shares to a person resident outside India being a depository
for the purpose of issuing Global Depository Receipts (GDRs) and/or
American Depository Receipts (ADRs), subject to the conditions that:

e the ADRS/GDRs are issued in accordance with the Scheme for
issue of Foreign Currency Convertible Bonds and Ordinary Shares
(Through Depository Receipt Mechanism) Scheme, 1993 and
guidelines issued by the Central Government thereunder from time
to time.

e  The Indian company issuing such shares has an approval from the
Ministry of Finance, Government of India to issue such ADRs
and/or GDRs or is eligible to issue ADRs/GDRs in terms of the
relevant scheme in force or notification issued by the Ministry of
Finance, and

e Is not otherwise ineligible to issue shares to persons resident
outside India in terms of these Regulations.

These instruments are issued by a Depository abroad and listed in the
overseas stock exchanges like NASDAQ. The proceeds so raised have
to be kept abroad till actually required in India. There are no end-use
restrictions except for a ban on deployment/Investment of these funds in
Real Estate and the Stock Market. There is no monetary limit up to
which an Indian company can raise ADRs/GDRs. However, the Indian
company has to be otherwise eligible to raise foreign equity under the
extant FDI policy and the foreign shareholding after issue should be in
compliance with the FDI policy.
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8.2 The ADR/GDR can be issued on the basis of the ratio worked out by the
Indian company in consultation with the Lead Manager of the issue. The
Indian company will issue its rupee denominated shares in the name of
the Overseas Depository and will keep in the custody of the domestic
Custodian in India. On the basis of the ratio worked out and the rupee
shares kept with the domestic Custodian, the Depository will issue
ADRSs/GDRs abroad.

8.3 A limited Two-way Fungibility scheme has been put in place by the
Government of India for ADRs/GDRs. Under this scheme, a stock
broker in India, registered with SEBI, can purchase the shares from the
market for conversion into ADRs/GDR. Re-issuance of ADRs/GDR
would be permitted to the extent of ADsRs/GDRs which have been
redeemed into underlying shares and sold in the domestic market.

8.4 An Indian company can also sponsor an issue of ADR/GDR. Under this
mechanism, the company offers its resident shareholders a choice to
submit their shares back to the company so that on the basis of such
shares, ADRs/GDRs can be issued abroad. The proceeds of the
ADR/GDR issue is remitted back to India and distributed among the
resident investors who had offered their rupee denominated shares for
conversion. These proceeds can be kept in Resident Foreign Currency
(Domestic) accounts in India by the shareholders who have tendered
such shares for conversion into ADR/GDR.

8.5 The ADR/GDR/FCCB proceeds may be utilised in the first stage
acquisition of shares in the disinvestment process and also in the
mandatory second stage offer to the public in view of their strategic
importance.

ADs have been permitted to allow Indian companies to prepay the
existing FCCB subject to certain conditions.

8.6 Reporting of such Issues

The Indian company issuing shares shall furnish to the Reserve Bank,
full details of such issue in the form specified in Annexure C to
Notification No.FEMA 20/2000-RB dated May 3, 2000 within 30 days
from the date of closing of the issue. The company should also furnish a
quarterly return in the form specified in Annexure D to Reserve Bank
within 15 days of the close of the calendar quarter.

Issue Price

Price of shares issued to persons resident outside India under Schedule-I
(i.e. under the FDI Scheme), would be worked out on the basis of SEBI
guidelines in case of listed shares. In other cases valuation of shares would be
done by a Chartered Accountant in accordance with the guidelines issued by
the erstwhile Controller of Capital Issues.

Permission for retaining share subscription money received from
persons resident outside India in a foreign currency account

Reserve Bank may, permit an Indian company issuing shares to persons
resident outside India under Schedule I to FEMA Notification No.20
(i.e. under the FDI scheme), to retain the subscription amount in a foreign
currency account, subject to such terms and conditions as it may stipulate.

11.4 Investments by NRIs

11.4.1 In the case of NRIs under PIS it is to be ensured that the paid-up
value of shares/convertible debentures purchased by an NRI on
repatriation and non-repatriation basis under PIS route should not
exceed 5% of the paid-up capital/paid-up value of each series of
debentures. The aggregate paid-up value of shares/convertible
debentures purchased by all NRIs should not exceed 10% of the
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paid-up capital of the company/paid-up value of series of
debentures of the company. The aggregate ceiling of 10% can be
raised to 24%, if the General Body of the Indian company
concerned passes a special resolution to that effect. The NRI
investor should take delivery of the shares purchased and give
delivery of shares sold. Payment for purchase of shares and/or
debentures is made by inward remittance in foreign exchange
through normal banking channels or out of funds held in
NRE/FCNR account maintained in India if the shares are
purchased on repatriation basis and by inward remittance or out of
funds held in NRE/FCNR/NRO account of the NRI concerned,
maintained in India where shares/debentures are purchased on
non-repatriation basis. Under PIS, NRIs are not permitted to
invest in Print Media Sector.

11.4.2 The link office of the designated branch of an AD shall furnish to
the Chief General Manager, Reserve Bank of India, Foreign
Exchange Department, Central Office, Mumbai a report on a daily
basis on PIS transactions undertaken by it, such report should be
furnished on-line or on a floppy in a format supplied by RBI.

11.4.3 Shares purchased by NRIs on the stock exchange under PIS cannot
be transferred by way of sale under private arrangement of gift to a
person resident India or outside India without prior approval of
RBI.

11.4.4 NRI may invest in Exchange Trade Derivative Contracts approved
by SEBI from time to time out of INR funds held in India on
non-repatriation basis subject to the limits prescribed by SEBIL.

Investments by Overseas Corporate Bodies (OCBs)

12.1 With effect from November 29, 2001, OCBs are not permitted to invest
under the PIS in India. Further, the OCBs that have already made
investments under the Portfolio Investment Scheme, may continue to
hold such shares/convertible debentures till such time these are sold on
the stock exchange.

12.2 OCBs have been derecognised as a class of investor entity in India with
effect from September 16, 2003. However, requests from such entities
which are incorporated and not under the adverse notice of RBI/SEBI
will be considered for undertaking fresh investments under FDI scheme
with prior approval of Government if the investment is under
Government route and with the prior approval of RBI if the investment
is under automatic route.

Investments by Venture Capital Funds

A SEBI registered Foreign Venture Capital Investor (FVCI) with general
permission from RBI under FEMA Regulations can invest in Indian Venture
Capital Undertaking (IVCU) or in a Venture Capital Fund (VCF) or in a
Scheme floated by such VCFs subject to the condition that the VCF should
also be registered with SEBI. They can purchase equity/equity linked
instruments/debt/debt instruments, debentures of an IVCU or of a VCF
through initial public offer or private placement or in units of schemes/funds
set up by a VCF. RBI, on application, may permit a FVCI to open a foreign
currency account or rupee account with a designated branch of an authorised
dealer. The purchase/sale of shares, debentures, units can be at a price that is
mutually acceptable to the buyer and the seller/issuer. ADs are also
authorised to offer forward cover to FVCIs to the extent of total inward
remittance net of investments liquidated.
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Conversion of ECB/Lumpsum Fee/Royalty into Equity

16.1 General permission has been granted for conversion of ECB into equity,
subject to certain conditions and reporting requirements. It is also
clarified that the conversion facility is available for ECBs availed either
with general permission or specific permission of Reserve Bank. This
would also be applicable to ECBs irrespective of whether due for
payment or not, as well as secured/unsecured loans availed from
non-resident collaborators. However, import payables, deemed as ECBs
would not be eligible for conversion.

16.2 General permission is also available for issue of shares against
lump-sum technical know-how fee, royalty, under automatic route or
SIA/FIPB route, subject to pricing guidelines of Reserve Bank/SEBI
and compliance with applicable tax laws.

Remittance of sale proceeds

Remittance of sale proceeds of an Indian Security held by a person resident

outside India is permissible subject to conditions stipulated in relevant

Schedules to the Notification No.FEMA.20/2000-RB dated May 3, 2000, as

amended from time to time. An authorised dealer can allow the remittance of

sale proceeds of a security (net of applicable taxes) to the seller of shares
resident outside India, provided the security has been held on repatriation
basis, the sale of security has been made in accordance with the prescribed

guidelines and NOC / tax clearance certificate has been produced.

Table

Investments Facilities in Brief

Avenues of Investment

Nature of Instruments

Category of Investors

Public /Private Limited
Companies

Shares/Convertible
Debentures/Preference shares

Non-Resident Indians/Non-
residents/Non-Resident
Incorporated Entities/Foreign
Institutional Investors

Public Limited Companies | NCDs NRIs

Trading Companies Shares/Convertible Non-residents
Debentures/Preference Shares

SSI Units Shares/Convertible Non-residents
Debentures/Preference Shares

EOU or Unit in Free Trade | Shares/Convertible Non-residents

Zone or in Export
Processing Zone

Debentures/Preference Shares

Public/Private Ltd. Right Share Existing shareholders /

Companies Renounces

Under Scheme of Shares/Convertible Existing shareholders

amalgamation/ merger Debentures/Preference Shares

Employees Stock Option Shares/Convertible Employees resident outside
Debentures/Preference Shares India

ADR/GDR Receipts Non-residents

Portfolio Investment Shares/Convertible Debentures | FIIs & NRIs

Scheme

Investment in Derivatives

Exchange Traded Derivatives

FIIs (on repatriation basis) &
NRIs (on non-repatriation
basis)

Govt. Securities

Govt. dated Securities/Treasury
Bills, Units of Domestic Mutual
Funds, Bonds issued by PSUs
and shares of Public Sector
Enterprises being divested

NRIs & Flls

Indian VCU or VCF or in a
Scheme floated by VCF

SEBI Registered VCF/VC Units

SEBI Registered Foreign
Venture Capital Investor
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1.

Investment in a firm or a proprietary concern in India by a person
resident outside India

A non-resident Indian or a person of Indian origin resident outside India may
invest by way of contribution to the capital of a firm or a proprietary concern
in India on non-repatriation basis provided

a.  Amount is invested by inward remittance or out of NRE/FCNR/NRO
account maintained with AD.

b. The firm or proprietary concern is not engaged in any
agricultural/plantation or real estate business (i.e. dealing in land and
immovable property with a view to earning profit or earning income
there from) or print media sector.

c.  Amount invested shall not be eligible for repatriation outside India.

Investment in sole proprietorship concern/partnership firm with repatriation
benefits.

NRIs/PIO may seek prior permission of Reserve Bank for investment in sole
proprietorship concerns/partnership firms with repatriation benefits.

Investment by non-residents other than NRIs/PIO

A person resident outside India other than NRIs/PIO may make an
application and seek prior approval of Reserve bank for making investment
by way of contribution to the capital of a firm or a proprietorship concern or
any association of persons in India.

Restrictions

In terms of Regulation 4(b) and (e) of RBI Notification No.FEMA
24/2000-RB dated May 3, 2000 an NRI or PIO cannot invest in a firm or
proprietorship concern engaged in any agricultural/plantation activity or real
estate business or engaged in Print Media.



Annexure-1

Annexure A to Schedule I of FEMA Notification No. FEMA 20 /2000-RB
dated May 3, 2000

(As amended vide Notification No. FEMA 94/2003-RB dated June 18, 2003)

(A) List of Activities for which Automatic Route of RBI for investment by
person resident outside India is not available.

1.

R A

10.
11.
12.

Petroleum Sector (except for private sector oil refining)/Natural
Gas/LNG Pipelines

Investing companies in Infrastructure & Services Sector
Defence and Strategic Industries

Atomic Minerals

Print Media

Broadcasting

Postal services

Courier Services

Establishment and Operation of satellite

Development of Integrated Township*

Tea Sector.

* For more details, please refer to Government Manual on Investing in India,
Foreign Direct Investment, Policy and Procedures. (www.dipp.nic.in)

(B) List of activities or items for which FDI is prohibited.

AN A

Retail Trading

Atomic Energy

Lottery Business

Gambling and Betting

Housing and Real Estate Business

Agriculture (excluding Floriculture, Horticulture, Development of
Seeds, Animal Husbandry, Pisiculture and Cultivation of Vegetables,
Mushrooms, etc. under controlled conditions and services related to
agro and allied sectors) and Plantations (Other than Tea plantations).

177



Annexure-2

Annexure B to Schedule I of FEMA Notification No. FEMA 20/2000-RB dated
May 3, 2000.

(As amended vide Notification No. FEMA 94/2003-RB dated June 18, 2003)

Sectoral cap on Investments by persons resident outside India

Sector Investment Description of Activity/Items/Conditions
Cap
1. Private Sector Banking * 49% Subject to guidelines issued by RBI from
time to time
2. Non-Banking Financial 100% FDI/NRI investments allowed in the
Companies following 19 NBFC activities shall be as per

the levels indicated below:
a) Activities covered:
1.  Merchant Banking

2. Underwriting

3. Portfolio Management Services
4. Investment Advisory Services
5. Financial Consultancy

6.  Stock-broking

7.  Asset Management

8. Venture Capital

9.  Custodial Services

10. Factoring

11. Credit Reference Agencies
12. Credit Rating Agencies

13. Leasing & Finance

14. Housing Finance

15. Forex-broking

16. Credit Card Business

17. Money-changing Business

18.  Micro-credit

19. Rural credit

b) Minimum Capitalisation norms for fund
based NBFCs

i) For FDI up to 51%, US $0.5
million to be brought in upfront

ii) If the FDI is above 51% and up to
75%, US $ 5 million to be brought
upfront

iii) If the FDI is above75% and up to
100%, US $ 50 million out of which
$ 7.5 million to be brought in upfront
and the balance in 24 months

¢) Minimum  Capitalisation norms for
non-fund based activities.

Minimum Capitalisation norm of US$0.5
million is applicable in respect of non-fund
based NBFCs with foreign investment.
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Sector Investment Description of Activity/Items/Conditions
Cap

d) Foreign investors can set up 100%
operating  subsidiaries  without  the
condition to disinvest a minimum of 25%
of its equity to Indian entities, subject to
bringing in US $50 million as at (b) (iii)
above (without any restriction on number
of operating subsidiaries without bringing
in additional capital)

e) Joint Venture operating NBFCs that have
75% or less than 75% foreign investment
will also be allowed to set up subsidiaries
for undertaking other NBFC activities,
subject to the subsidiaries also complying
with the applicable minimum capital
inflow i.e, (b)(i) and (b)(ii) above.

f) FDI in the NBFC sector is put on
automatic route subject to compliance
with guidelines of the Reserve Bank of
India. RBI would issue appropriate
guidelines in this regard.

3. Insurance 26% FDI up to 26% in the Insurance sector is
allowed on the automatic route subject to
obtaining licence from Insurance Regulatory
& Development Authority (IRDA)

4. Telecommunications 49 % i. In basic, Cellular, Value Added Services,
and Global Mobile Personal
Communications by Satellite, FDI is
limited to 49% subject to licencing and
security requirements and adherence by
the companies (who are investing and the
companies in which the investment is
being made) to the license conditions for
foreign equity cap and lock-in period for
transfer and addition of equity and other
license provisions.
ii. ISPs with gateways, radio paging and
end-to-end bandwidth, FDI is permitted
upto74% with FDI, beyond 49% requiring
Government approval. These services
would be subject to licensing and security
requirements
i.  No equity cap is applicable to
manufacturing activities.

ii. FDI up to 100% is allowed for the
following activities in the telecom
sector:

a. ISPs not providing gateways
(both for satellite and submarine
cables)

b. Infrastructure Providers providing
dark fibre (IP Category 1)

c. Electronic Mail, and
Voice Mail
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Sector

Investment
Cap

Description of Activity/Items/Conditions

The above would be subject to the following
conditions;

FDI upto 100% is allowed subject to the
condition that such companies would divest
26% of their equity in favour of Indian public
in 5 years, if these companies are listed in
other parts of the world.

The above services would be subject to
licencing and  security  requirements,
wherever required.

Proposal for FDI beyond 49% shall be
considered by FIPB on case to case basis.

5. (1) Petroleum Refining
(Private Sector)
(ii) Petroleum Product
Marketing

(iii) Oil Exploration in both
Medium sized fields

(iii) Petroleum product
pipelines

100%

100%

100 %

100%

FDI permitted up to 100 % in case of private
Indian companies.

Subject to the existing sectoral policy and
regulatory framework in the oil marketing
sector.

Subject to and under the policy of
Government on private participation in -

(a) exploration of oil; and
(b) the discovered fields of national oil companies.

Subject to and under the Government policy
and regulations thereof.

6. Housing and Real Estate

100 %

Only NRIs are allowed to invest up to 100 %
in the areas listed below:

a) Development of serviced plots and
construction of built-up residential premises.
b) Investment in real estate covering
construction of residential and commercial
premises including business centres and
offices.

¢) Development of townships

d) City and regional level urban infrastructure
facilities, including both roads and bridges

e) Investment in manufacture of building
materials

f) Investment in participatory ventures in (a)
to (e) above

g) Investment in Housing finance institutions
which is also opened to FDI as an NBFC

7. Coal & Lignite

i) Private Indian companies setting up or
operating power projects as well as coal and
lignite mines for captive consumption are
allowed FDI up to 100%.

ii) 100% FDI is allowed for setting up coal
processing plants subject to the condition that
the company shall not do coal mining and
shall not sell washed coal or sized coal from
its coal processing plants in the open market
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Sector

Investment
Cap

Description of Activity/Items/Conditions

and shall supply the washed or sized coal to
those parties who are supplying raw coal to
coal processing plants for washing or sizing.

iii) FDI up to 74% is allowed for exploration
or mining of coal or lignite for captive
consumption.

iv) In all the above cases, FDI is allowed up
to 50% under the automatic route subject to
the condition that such investment shall not
exceed 49% of the equity of a PSU.

8. Venture Capital Fund
(VCF) and Venture Capital

Offshore Venture Capital Funds/companies
are allowed to invest in domestic venture

Company (VCC) capital undertaking as well as other
companies through the automatic route,
subject only to SEBI regulations and sector
specific caps on FDI.

9. Trading Trading is permitted under automatic route

with FDI upto 51% provided it is primarily
export activities, and the undertaking is an
export house/trading house/super trading
house/star trading house. However, under the
FIPB route:

(i) 100% FDI is permitted in case of trading
companies for the following activities:

a) exports;

b) bulk imports with export/ex-bonded
warehouse sales;

c) cash and carry wholesale trading;

d) other import of goods or services
provided at least 75% is for procurement
and sale of the same group and not for
third party use or onward transfer/
distribution/sales.

ii) The following kinds of trading are also
permitted, subject to provisions of Exim
Policy.

a) Companies for providing after sales
services (that is not trading per se)

b) Domestic trading of products of JVs is
permitted at the wholesale level for such
trading companies who wish to market
manufactured products on behalf of their
Joint ventures in which they have equity
participation in India

¢) Trading of hi-tech items/items requiring
specialised after sales service

d) Trading of items for social sector

e) Trading of hi-tech, medical and
diagnostic items.
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Sector

Investment
Cap

Description of Activity/Items/Conditions

f) Trading of items sourced from the small
scale sector under which, based on
technology provided and laid down
quality specifications, a company can
market that item under its brand name

g) Domestic sourcing of products for
exports

h) Test marketing of such items for which
a company has approval for manufacture
provided such test marketing facility will
be for a period of two years, and
investment in setting up manufacturing
facilities commences simultaneously
with test marketing.

i) FDI up to 100% permitted for
e-commerce activities subject to the
condition that such companies would
divest 26% of their equity in favour of
the Indian public in five years, if these
companies are listed in other parts of
the world. Such companies would
engage only in business to business
(B2B) e-commerce and not in retail
trading.

10. Power

100%

FDI allowed up to 100% in respect of
projects relating to electricity generation,
transmission and distribution, other than
atomic reactor power plants. There is no limit
on the project cost and quantum of foreign
direct investment.

11. Drugs & Pharmaceuticals

100 %

FDI permitted upto 100 % for manufacture of
drugs and pharmaceuticals provided the
activity does not attract compulsory licensing
or involve use of recombinant DNA
technology and specific cell/tissue targeted
formulations.

FDI proposals for the manufacture of
licensable drugs and pharmaceuticals and bulk
drugs produced by recombinant DNA
technology and specific cell/tissue targeted
formulations will require prior Govt. approval.

12. Road and highways, Ports
and harbours

100%

In projects for construction and maintenance
of roads, highways, vehicular bridges, toll
roads, vehicular tunnels, ports and harbours.

13. Hotel&Tourism

100 %

The term hotels include restaurants, beach
resorts and other tourist complexes providing
accommodation and/or catering and food
facilities to tourists. Tourism related industry
include travel agencies, tour operating
agencies and tourist transport operating
agencies, units providing facilities for
cultural, adventure and wild life experience
to tourists, surface, air and water transport
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Sector

Investment
Cap

Description of Activity/Items/Conditions

facilities to tourists, leisure, entertainment,
amusement, sports and health units for
tourists and Convention/Seminar units and
organisations.

For  foreign technology  agreements,
automatic approval is granted if

@) Up to 3% of the capital cost of the
project is proposed to be paid for
technical and consultancy services
including fees for architects, design,
supervision, etc.

(ii) Up to 3% of the net turnover is
payable for franchising and
marketing/publicity support fee, and

Up to 10% of gross operating profit
is payable for management fee,
including incentive fee.

14.Mining

74 %

100 %

(6)) For exploration and mining of
diamonds and precious stones FDI
is allowed up to 74% under
automatic route

(ii) For exploration and mining of gold
and silver and minerals other than
diamonds and precious stones,
metallurgy and processing FDI is
allowed up to 100% under
automatic route

(iii) Press Note 18 (1998 series) dated
14/12/98 would not be applicable
for setting up 100% owned
subsidiaries in so far as the mining
sector is concerned, subject to a
declaration from the applicant that
he has no existing joint venture for
the same area and/or the particular
mineral.

15. Advertising

100 %

Advertising Sector

FDI up to 100% allowed on the
automatic route

16. Films

100 %

Film Sector

(Film production, exhibition and distribution
including related services/products)

FDI up to 100% allowed on the automatic
route with no entry-level condition

17. Airports

74 %

Govt. approval required beyond 74%

18. Mass Rapid Transport

Systems

100 %

FDI up to 100% is permitted on the
automatic route in mass rapid transport
system in all metros including associated real
estate development
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Sector Investment Description of Activity/Items/Conditions
Cap
19. Pollution Control & 100 % In both manufacture of pollution control
Management equipment and consultancy for integration of

pollution control systems is permitted on the
automatic route

20. Special Economic Zones 100 % All manufacturing activities
except:
(1) Arms and ammunition,

Explosives and allied items
Of defence equipments,
Defence aircrafts, and
warships,

(ii)  Atomic substances,
Narcotics and Psychotropic
Substances and hazardous
Chemicals,

(iii) Distillation and brewing of

Alcoholic drinks and

@iv) Cigarette/cigars and manufactured
tobacco substitutes.

21. Any other Sector/Activity 100 %
(if not included in Annexure A)
22. Air Transport Services 100% No direct or indirect equity participation by
for NRIs foreign airlines is allowed.
49%
for others

* Govt of India vide Press Note No.2 (2004 Series) has raised the FDI limit in Private Sector
banks from 49% to 74%. RBI is yet to issue Notification.
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Chapter XIllI

International Financial
Markets and Instruments

After reading this chapter, you will be conversant with:

Origin of International Financial Markets

Instruments Available in the International Financial Markets
Players in the International Financial Markets.

Resource Mobilization — The Decision Criteria

Equity Instruments

Debt Instruments

Euro Credit Syndication

Strategic Considerations
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The gap between savings and investment is widening gradually in the developing
countries. The growing demand for capital inflows in the developing countries
forced them to depend on external sources for debt or equity capital.

The need for external borrowings in a country’s economy can be gauged from the
national income and balance of payment position. From the macro economic
theories, the current account surplus or deficit in BoP of a country is nothing but
the difference between the domestic savings and domestic investments. If the
domestic savings exceed domestic investment a surplus in current account would
result increasing the reserves of the country. A deficit in current account would
emerge if the domestic savings is less than domestic investment.

To recall from the chapter on BoP, national income can be defined in the following
formats.

Y = C+I+G+(X-M) (Eq. 1)
Y = C+S+T (Eq. 2)
Where,

Y = National Income X : Exports

C = Consumption M : Imports

I = Investment S : Private savings

G = Government expenditure T : Tax

By equating (1) and (2) we get

C+I+G+X-M) = C+S+T
ie I+G+X-M) = S+T
ie S+(T-G) = [+X-M)

Since (T — G) gives the public savings, we can write the above relationship as
Private savings + Public savings =1 + (X - M) (Eq. 3)

If (X — M) gives the net of foreign exchange inflows/outflows of the current
account in BoP statement we can conclude in a broader perspective, that the gross
domestic savings are equal to the sum of gross domestic capital formation and
foreign investment.

Basing on BoP position of a country, the sources of external funds can be broadly
classified into the following categories:

i.  External assistance in the form of aid.
ii.  Commercial borrowings.

iii.  Short-term credit.

iv. Non-resident deposits.

v.  Foreign direct investment.

The flow of external funds into a country depends on various factors like the
policy guidelines of the country on commercial borrowings by individual entities,
the exchange control regulations of the country, the interest rate ceilings in the
financial sector and the structure of taxation. The integration of financial markets
across countries has opened up the international markets and large variety of
financial instruments have emerged to suit the changing needs of the international
investor. In this chapter, we briefly discuss various instruments that are available
in international financial markets.

The financial markets across countries facilitate the financial intermediation/dis-
intermediation and transfer of surplus funds from the savers to the deficit units.
The gradual liberalization of the financial sector in the developing countries
initiated in early *70s started providing multiple instruments to the savers and the
issuers converging the needs of suppliers of the resources with that of the users of
the resources.



ORIGIN OF INTERNATIONAL FINANCIAL MARKETS

The genesis of the present international markets can be traced back to 1960s, when
there was a real demand for high quality dollar-denominated bonds from wealthy
Europeans (and others) who wished to hold their assets outside their home
countries or in currencies other than their own. These investors were driven by the
twin concerns of avoiding taxes in their home country and protecting themselves
against the falling value of domestic currencies. The bonds which were then
available for investment were subjected to withholding tax. Further, it was also
necessary to register the ownership of the bonds. Dollar denominated Euro-bonds
were designed to address these concerns. These were issued in bearer forms and
so, there was no record of ownership and no tax was withheld.

Also, until 1970, the International Capital Market focused on debt financing and
the equity finances were raised by the corporate entities primarily in the domestic
markets. This was due to the restrictions on cross-border equity investments
prevailing until then in many countries. Investors too preferred to invest in
domestic equity issues due to perceived risks implied in foreign equity issues
either related to foreign currency exposure or related to apprehensions of
restrictions on such investments by the regulators.

Major changes have occurred since the *70s which have witnessed expanding and
fluctuating trade volumes and patterns with various blocks experiencing extremes
in fortunes in their exports/imports. This was the period which saw the removal of
exchange controls by countries like the UK, France and Japan which gave a further
boost to financial market operations. In addition to this, the application of new
technology to financial services, the institutionalization of savings and the
deregulation of markets have played an important role in channelizing the funds
from surplus units to deficit units across the globe. The international capital
markets also became a major source of external finance for nations with low
internal savings. The markets were classified into Euro Market, American Market
and Other Foreign Markets.

The following figure shows the various sources of external finance and various
channels for accessing external funds.

Figure 1
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India’s presence in International Markets

India has made its presence felt in the international financial markets though to a

very small extent. There has been a total turnaround in the market sentiment for
Indian paper since 1991-1992 — albeit with a difference.

So far the traditional avenues for raising capital abroad have been through bank
borrowings, syndicated loans, lines of credit, bonds and floating rate notes. Access
to the international capital markets was only through debt instruments and was
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mostly limited to financial institutions and public sector units, although there were
a few cases of private companies also. With the downward revision of India’s
credit rating to the non-investment grade, borrowing in the international capital
markets dried up with most of the lenders being off limits (crossing the exposure
limit) on India. The picture has since changed. There were a variety of reasons for
the international markets to view India differently, namely:

e  Improved perception of India’s economic reforms

e Improved export performance

e Modest to healthy economic indicators

e Inflation contained to single digit

e  Improved forex reserves position

e Improved performance of Indian companies

e  Improved confidence of the FIIs in the economy

e Lack of investment opportunities worldwide and

e Decline in rate of return on investments in developed markets.

It was in March 1992, that the government first permitted a few Indian companies
to tap the international equity market and till date a number of Indian companies
have successfully taken the equity/equity-related route.

INSTRUMENTS AVAILABLE IN THE INTERNATIONAL FINANCIAL
MARKETS

As in any domestic capital structuring we can segregate international financing
into two broad categories. These are:

i.  Equity financing, and
ii.  Debt financing.

The various instruments used to raise funds abroad include: Equity, straight debt or
hybrid instruments. The following figure shows the classification of international
capital markets based on instruments used and market(s) accessed.

Figure 2
International C‘apital Markets
\ \
International Bond Market International Equity Market
| |
\ \ \ [
Foreign Bonds Euro Bond Foreign Equity Euro Equity
— Yankee Bonds — Euro/Dollar _
— Samurai Bonds — Euro/Yen _ {-\DDRF/{EDR GDR
— Bulldog Bonds — Euro/Pounds

Debt Instruments
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The issue of bonds to finance cross-border capital flows has a history of more than
150 years. In the 19th century, foreign issuers of bonds, mainly governments and
railway companies, used the London market to raise funds.

International bonds are classified broadly under two categories:

Foreign Bonds: These are the bonds floated in the domestic market denominated
in domestic currency by non-resident entities. Dollar denominated bonds issued in
the US domestic markets by non-US companies are known as Yankee Bonds, Yen
denominated bonds issued in Japanese domestic market by non-Japanese
companies are known as Samurai Bonds and Pound denominated bonds issued in
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the UK by non-UK companies are known as Bulldog Bonds. Similarly, currency
sectors of other foreign bond markets have special names like Rambrandt Dutch
Guilder, and Matador Spanish Peseta etc.

Eurobonds: The term ‘Euro’ originated in the fifties when the USA under the
Marshall Plan was assisting the European nations in the rebuilding process after
the devastation caused by the Second World War. The dollars that were in use
outside the US came to be called as “Eurodollars”. In this context, the term ‘Euro’
signifies a currency outside its home country. The term ‘Eurobonds’ thus refers to
bonds issued and sold outside the home country of the currency. For example, a
dollar denominated bond issued in the UK is a Euro (dollar) bond, similarly, a Yen
denominated bond issued in the US is a Euro (Yen) bond.

The companies wishing to come out with shorter maturities have an option to issue
Euronotes in the European Markets. The important ones being Commercial Paper (CP),
Note Issuance Facilities (NIF) and Medium-Term Notes (MTNs).

Euro-Commercial Paper issued with maturity of up to one year, are not
underwritten and are unsecured.

Note Issuance Facilities (NIFs) are underwritten and have a maturity of up to one
year. Standby NIFs are those formally designated instruments which back
Commercial Paper to raise short-term finances. A variation of NIF is the Multiple
Component Facility (MCF), where a borrower is enabled to draw funds in a
number of ways, as a part of overall NIF program. These options are referred to as
short-term advances and banker’s acceptances, and afford opportunities for
choosing the maturity, currency and interest rate basis.

Medium-Term Notes, on the other hand, are non-underwritten and are issued for
maturities of more than one year with several tranches depending upon the
preferred maturities. It is to be noted that in similar circumstances, a typical CP
program allows for a series of note issues having regard to the maturity of the
overall program.

The borrowings in the international capital markets are in the form of Euro Loans
which are basically loans from the bank to the companies which need long-term
and medium-term funds. Broadly, two distinct practices of arranging syndicated
credits have emerged in Euromarkets, club loans and syndicated loans. The Club
Loan is a private arrangement between lending banks and a borrower. When the
loan amounts are small and the parties are familiar with each other; lending banks
form a club and advance a loan hence the name of club loan. Syndicated
Eurocredit, however, has a full-fledged public arrangement for organizing a loan
transaction. It is treated as an integral part of the financial market mechanism with
a wide network of banks participating in the transaction over the globe. Typically,
a syndicated loan is available for a maturity of seven years with shorter period
transactions having a maturity of 3 to 5 years.

Equity Instruments

Until the end of 1970s, International Capital Markets focused on debt financing
and the equity finances were raised by the corporate entities primarily in the
domestic markets. This was due to restrictions on cross-border equity investments
prevailing until then in many countries. Investors too preferred to invest in
domestic equity issues due to perceived risks implied in foreign equity issue either
related to foreign currency exposure or related to apprehensions of restrictions on
such investments by the national authorities.

Early *80s witnessed liberalization of many domestic economies and globalization
of the same. Issuers from developing countries, where issue of dollar/foreign
currency denominated equity shares are not permitted, are now able to access
international equity markets through the issue of an intermediate instrument called
‘Depository Receipt’.
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A Depository Receipt (DR) is a negotiable certificate issued by a depository bank
which represents the beneficial interest in shares issued by a company. These
shares are deposited with a local ‘custodian’ appointed by the depository, which
issues receipts against the deposit of shares.

According to the placements planned, DRs are referred to as (i) Global Depository
Receipts (GDRs) (ii) American Depository Receipts (ADRs) and (iii) International
Depository Receipts (IDRs). Each of the Depository Receipt represents a specified
number of shares in the domestic markets. Usually, in countries with capital
account convertibility, the GDRs and domestic shares are convertible (may be
redeemed) mutually. This implies that, an equity shareholder may deposit the
specified number of shares and obtain the GDR and vice versa. The holder of GDR
is entitled to a dividend on the value of the underlying shares of the GDR (issued
normally in the currency of the investor country). As far as Indian companies are
concerned, the dividends are announced as a percentage of the value of GDR sans
premium in rupee terms converted at the prevailing exchange rate.

However, until the Global Depository Receipts (GDRs)/American Depository
Receipts (ADRs)/International Depository Receipts (IDRs) are converted, the
holder cannot claim any voting right and also, there is no foreign exchange risk for
the company. These types of instruments are ideal for companies which prefer a
large shareholder base and international presence. The company will be listed at
the prescribed stock exchanges providing liquidity for the instrument.

Quasi-instruments

These instruments are considered as debt instruments for a time-frame and are
converted into equity at the option of the investor (or at company’s option) after
the expiry of that particular time-frame. The examples of these are Warrants,
Foreign Currency Convertible Bonds (FCCBs), etc. Warrants are normally issued
along with other debt instruments so as to act as a ‘sweetener’.

FCCBs have a fixed coupon rate with a legal payment obligation. It has greater
flexibility with the conversion option — at the choice of the investor — to equity.
The price of the conversion of FCCB closely resembles the trading price of the
shares at the stock exchange. Also, the company may incorporate a ‘call option” at
the choice of the issuer to obtain FCCBs before maturity. This may be due to the
adverse market conditions, changes in the shareholding pattern, changes of tax
laws, etc.

A Euro Convertible Bond is issued for investment in Europe. It is a quasi-equity
issue made outside the domestic market and provides the holder with an option to
convert the instrument from debt to equity. An added feature now-a-days is to
allow conversion of Euro Convertible Bond into GDR. Till conversion, interest is
paid in US dollars and bond redemption is also done in US dollars, thus while the
investor would prefer the convertible bond as an investment instrument, the
issuing company tends to prefer a GDR. An investor can exercise the conversion
option at any time or at specified points during the convertible life. The investor
exchanges the convertible bond for a specified number of shares.

PLAYERS IN THE INTERNATIONAL FINANCIAL MARKETS

Borrowers/Issuers, Lenders/Investors and Intermediaries are the major players of
the international markets. The role of these players is discussed below.

Borrowers/Issuers
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These primarily are corporates, banks, financial institutions, government and
quasi-government bodies and supranational organizations, which need forex funds
for various reasons. The important reasons for corporate borrowings are, need for
foreign currencies for operation in markets abroad, dull/saturated domestic market
and expansion of operations into other countries.
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Governments borrow in the global financial market for adjusting the balance of
payments mismatches, to gain net capital investments abroad and to keep a
sufficient inventory of foreign currency reserves for contingencies like supporting
the domestic currency against speculative pressures.

Further, the supranational organizations like the International Monetary Fund
(IMF), World Bank, International Finance Corporation, Asian Development Bank,
etc., borrow usually, long-term funds to finance diversified financing, sometimes
linked to swaps for hedging current/interest rate exposures. These supranationals
are also typical examples of large entities appearing in the global markets as both
issuers and borrowers.

Lenders/Investors

In case of Euro-loans, the lenders are mainly banks who possess inherent
confidence on the credibility of the borrowing corporate or any other entity
mentioned above. In case of a GDR, it is the institutional investors and high net
worth individuals (referred as Belgian Dentists) who subscribe to the equity of the
corporates. For an ADR, it is the institutional investor or the individual investor
through the Qualified Institutional Buyer who puts in the money in the instrument
depending on the statutory status attributed to the ADR as per the statutory
requirements of the land.

Investors in the global markets come in a large range who invest to suit their own
requirements, investment objectives, risk taking abilities and liabilities. The investor
range includes private individuals investing through Swiss Banks, the IMF and the
World Bank. The other major investors are insurance companies, professional
pension fund managers and investment trusts. In the United Kingdom, with
London still a major force in the international finance market, it is the pension
fund and insurance companies which are the major investors in the equity markets
and bond markets. In the USA and Japan, the private player has an important role
in the equity markets. In Germany, on the other hand, commercial banks play a
dominant role as investors.

Institutional investors can also be classified as:

Market Specific Investors: Specialize in specific instruments like equity,
convertibles, fixed interest bonds, floating rate bonds, etc.

Time Specific Investors: Specialize in specific maturity instruments like long-
term, medium-term, short-term, etc.

Industry Specific Investors: Specialize in specific industries like chemical,
pharmaceutical, steel, automobilies, etc.

Intermediaries

The intermediaries involved in International Capital Markets include Lead
managers/Co-lead Managers, Underwriters, Agents and Trustees, Lawyers and
Auditors, Listing Agents and Stock Exchanges, Depository Banks and Custodians.

An overview of the functions performed by each of them is given below:

i. Lead and Co-managers: The responsibilities of a Lead Manager include
undertaking due diligence and preparing the offer circular, marketing the
issues including arranging the roadshows. Lead manager, sometimes in
consultation with the issuer, can choose to invite a syndicate of investment
banks to buy some of the Bonds/DRs and help sell the remainder to other
investors. ‘Co-managers’ are thus invited to join the deal, each of whom
agrees to take a substantial portion of the issue to sell to their investor clients.
Quite often there will be more than one lead manager as mandates are
sometimes jointly won, or the investment bank which actually won the
mandate from the issuer may decide that it needs another institution to ensure
a successful launch.
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ii.

iii.

iv.

vi.

Two or more managers may also reflect the fact that a geographical spread of
placing power is required or deemed appropriate.

One of the lead manager will ‘run the books’ for the issue. This essentially
involves arranging the whole issue, sending out invitation telexes, alloting
Bonds/DRs, etc.

Underwriters: The lead manager(s) and co-managers act as underwriters for
the issue, taking on the risk of interest rates/markets moving against them
before they have placed Bonds/DRs. Lead manager(s) may also invite
additional investment banks to act as sub-underwriters, thus forming a larger
underwriting group. A third group of investment banks may also be invited to
join the issue as members of selling group, but these institutions only receive
a commission in respect of any Bonds/DRs sold and do not act as
underwriters. The co-managers and the underwriters are also members of the
selling group.

Figure 3
The Selling Group

Lead Co-Manager Underwriting Selling Group
Manager Group

Agents and Trustees: These intermediaries are involved in the issue of
bonds/convertibles. The issuer of bonds/convertibles, in association with the
lead manager, must appoint ‘paying agents’ in different financial centers,
who will arrange for the payment of interest and principal due to investors
under the terms of the issue. These paying agents will be banks.

Lawyers and Auditors: The lead manager will appoint a prominent firm of
solicitors to draw up documentations evidencing Bond/DRs issue. The various
draft documents will be scrutinized by lawyers acting for the issuer and in
due course by the co-managers and any other party signing a document
related to the issue. Many of these documents are prepared in standard forms,
but each needs to be reviewed carefully to ensure that all parties to the
transactions are fully satisfied with the wording. The issuer will also appoint
legal advisors to seek advice on matters pertaining to Indian/English/American
law and to comment on necessary legal documentation. Auditors or reporting
accountants will become involved as well, supplying financial information,
summaries and an audit report which will be incorporated into the ‘offering
circular’. The auditors provide comfort letters to the lead manager on the
financial health of the issuer. Further, they also provide a statement of
difference between the UK and the Indian GAAP in case of GDR issue.

Listing Agents and Stock Exchanges: The listing agent facilitates the
documentation and listing process for listing on stock exchanges and keeps
on file information regarding the issuer such as Annual Reports, Articles of
Association, the Depository Agreement, etc.

The Stock Exchange (Luxembourg/London/AMEX/NYSE as the case may
be) reviews the issuers application for listing of the Bonds/DRs and provides
comments on offering circular prior to accepting the securities for listing.

Depository Bank: Depository Bank is involved only in the issue of DRs. It is
responsible for issuing the actual DRs, disseminating information from the
issuer to the DR holders, paying any dividends or other distributions and
facilitating the exchange of DRs into underlying shares when presented for
redemption.
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Custodian: The custodian holds the shares underlying DRs on behalf of the
Depository and is responsible for collecting rupee dividends on the underlying
shares and repatriation of the same to the Depository in US dollars/foreign
currency.

Printers: The printers are responsible for printing and delivery of the
preliminary and final offering circulars as well as the DRs/Bond certificates.

See Appendix-IV for information about various intermediaries involved in
international issues of SCICI Ltd. (Convertible Issue) and EID Parry Ltd.
(GDR issue).

RESOURCE MOBILIZATION — THE DECISION CRITERIA

Resource mobilization at competitive cost is a critical issue which confronts every
management. In the past, Indian companies could access only the domestic capital
market. Liberalization process has opened new avenues for Indian companies in
terms of markets and instruments.

For an Indian company, the choice between the domestic and international market
would depend on a number of criteria, some of which are listed below:

i

ii.

iii.

iv.

vi.

Currency Requirements: A decision has to be taken about the currency
needs of the company, keeping in view the future expansion plans, capital
imports, export earnings/potential export earnings. A conscious view on the
exchange rate also needs to be taken.

Pricing: Pricing of an international issue would be a factor of interest rates
and the value of the underlying stock in the domestic market. Based on these
factors, the issue price conversion (for convertible) premium would be
decided. Given the arbitrage available between interest rates in rupees and
say, US dollars, and given the strength of the rupee, as well as the resilience a
company can have in its operations against exchange fluctuation risk, due to
export earnings, it is possible to take advantage of the low interest rates that
are prevailing in the international markets. The above is possible without
dilution of the value of the underlying stock. This is so, because, in the case
of international issues, open pricing/book building is possible, which has the
advantage of allowing the company to maximize the proceeds, enabling the
foreign investors to set the premium ensuring transparency and creating price
tension.

Investment: At present greater flexibility is available in structuring an
international issue in terms of pure equity offering, a debt instrument or a
hybrid instrument like Foreign Currency Convertible Bond (FCCB). Each
company can take a view on instrument depending upon the financials of the
company and its future plans.

Depth of the Market: Relatively larger issues can be floated, marketed and
absorbed in international markets more easily than in the domestic markets.

International Positioning: Planning for an international offering has to be a
part of the long-term perspective of a company. An international issue positions
the issuing company, for a much higher visibility and an international exposure.
Besides, it opens up new avenues for further fund-raising activities.

Regulatory Aspects: For an international issue, approvals are required from
the government of India and the Reserve Bank of India, whereas for a
domestic issue the requirements to be satisfied are those of the SEBI and the
stock exchanges.
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vii. Disclosure Requirements: The disclosure requirements for an international
issue are more stringent as compared with a domestic issue. The requirements
would, however, differ depending upon the market addressed and the place
where listing is sought.

viii. Investment Climate: The international offering would be affected by factors
like the international liquidity and the country risk, which will not have an
effect in a domestic issue. With the current country rating, companies have to
depend on the strength of their balance sheets to raise funds at competitive
rates in the international markets.

EQUITY INSTRUMENTS

Global Depository Receipts

The advent of GDRs in India has been mainly due to the balance of payments
crisis in the early ‘90s. At this time India did not have enough foreign exchange
balance even to meet the requirements of a fortnight’s imports. International
institutions were not willing to lend because of non-investment credit rating of
India. Out of compulsions, rather than by choice, the government (accepting the
World Bank suggestions on tiding over the financial predicament) gave the
permission to allow fundamentally strong private corporates to raise funds in
international capital markets through equity or equity-related instruments. The
Foreign Exchange Regulation Act (FERA) was modified to facilitate investment
by foreign investors up to 51% of the equity-capital of the companies. Investment
even beyond this limit is also being permitted by the Government.

Prior to this, the companies in need of the foreign exchange component or
resources for their projects had to rely on the government of India or otherwise
rely partly on the government and partly on the financial institutions. These
foreign currency loans utilized by the companies (whether through the financial
institutions or through the government agency) were paid from the government
allocation from the IMF, World Bank or other Governments credits. This, in turn,
created liability for the remittance of interest and principal, in foreign currencies
which was to be met by way of earnings through exports and other grants received
by the government. However, with a rapid deterioration in the foreign exchange
reserves consequent to Gulf War and its subsequent oil crisis, the companies were
asked to get their own foreign currencies which led to the advent of the GDRs.

THE INSTRUMENT
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As mentioned earlier, GDRs are essentially those instruments which possess a
certain number of underlying shares in the custodial domestic bank of the
company. That is, a GDR is a negotiable instrument which represents publicly
traded local-currency-equity share. By law, a GDR is any instrument in the form of
a depository receipt or certificate created by the Overseas Depository Bank outside
India and issued to non-resident investors against the issue of ordinary shares or
foreign currency convertible bonds of the issuing company. Usually, a typical
GDR is denominated in US dollars whereas the underlying shares would be
denominated in the local currency of the Issuer. GDRs may be — at the request of
the investor — converted into equity shares by cancelation of GDRs through the
intermediation of the depository and the sale of underlying shares in the domestic
market through the local custodian.

GDRs, per se, are considered as common equity of the issuing company and are
entitled to dividends and voting rights since the date of its issuance. The company
effectively transacts with only one entity — the Overseas Depository — for all the
transactions. The voting rights of the shares are exercised by the Depository as per
the understanding between the issuing company and the GDR holders.
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THE PROCEDURE
The sequence of events to be followed for issue of GDR takes the same procedure
and documentation as that of other equity instruments which are globally issued.
The overall structure typically followed in an issue of GDR is given in the figure.

Figure 4: Structure for a GDR Transaction
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ISSUANCE OF GDR

The following are the sequence of activities that take place during the issuance of
GDRs:

a.

Shareholder Approval Needed: The issuance of an equity instrument like
the GDR needs the mandate of the shareholders of the company issuing it.
The terms of the issue will have to be decided before such a mandate is
sought from the shareholders. There should be an authorization from the
Board of Directors for floating a Euro-issue and for calling a general meeting
for the purpose. A committee of directors is generally constituted and
conferred with necessary powers for the approval of (i) the offering
memorandum; (ii) fixation of issue price (iii) opening of bank account
outside India and operation of the said account and (iv) for notifying the
stock exchange about the date of the board meeting when the proposal will be
considered and also inform it about the decisions taken.

After all this, the shareholders should approve the issue by a special
resolution passed at a general meeting as per Section 81 of the Companies
Act, 1956. It stipulates that, if a company proposes any issue of capital after
two years from the formation of the company or at any time after one year
from the allotment of shares that the company has made for the first time
after its formation — whichever is earlier — the company has to offer such
issues first to the shareholders of the company.

Appointment of Lead Manager: Lead Manager is an important cog in the
wheel of the Euro-issue and is the vital link between the government and
investors with the issuers. Practically, it is the lead manager who is
responsible for the eventual success or failure of a Euro-issue when all the
other factors are same. Hence, the choice of a suitable lead manager is as
significant as any other issue activity. An ideal lead manager is selected after
preliminary meetings with merchant bankers. The merchant bankers are
evaluated on various parameters such as (i) Marketing ability (ii) Marketing
research capability (iii) Market making capability (iv) Track record
(v) Competitive fee structure and (vi) Placement skills. A beauty parade,
which is basically the presentations made by the various merchant bankers, is
held by the company to help it decide on the final choice of the lead manager
after they are filtered by the above parameters. The final appointment of lead
manager is done after the approval by the government.

The lead manager advises the company in the following areas after taking
into consideration the needs of the company, the industry in which the
company is engaged, the international monetary and securities markets, the
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general economic conditions and the terms of the issue viz., quantum of
issue, type of security needed to be issued (GDR in this case), stages of
conversion, price of equity, shares on conversion, rate of interest, redemption
date, etc.

c.  Finalization of Issue Structure: On completion of the formalities of issue
structure in consultation with the lead manager, the company should obtain
the final approval from the government. For this purpose, the company
should furnish the information about the entities involved in the GDR issue
and the following parameters to the government.

i
ii.

iii.
iv.

Vi.
Vil.
viii.

1X.

X1.

Lead Manager xii.
Co-Lead Manager Xiii.

Currency Xiv.
Issue Price (approximate XV.
range in case of GDR)

Form and Denomination XVi.
Negative pledge provisions xvii.
Taxation Xviii.
Commissions Xix.
Reimbursable expenses XX.
Governing Laws XXi.

Overseas Depository
Institution

Indian Custodian

Issue structure and denomination
of underlying shares represented
by the GDRs

Issue amount

Green Shoe option

Warrants attached, if any
Listing modalities

Selling commission
Underwriting commission
Legal expenses, printing
expenses, depository fees, and
other out-of-pocket expenses
Taxation procedure

The government, after considering all the above information will give a final
approval for the issue — if satisfied.

Table 1
Bookrunners of International Bonds
Pos. Manager or Group AmtUS$ Iss. % Share
(bn)
1. Salomon Smith Barney International 172.75 490 10.27
2. Deutsche Bank 144.05 576 8.56
3. Morgan Stanley Dean Witter 137.83 593 8.19
4. JP Morgan 131.76 427 7.83
5. Merrill Lynch & Co 126.97 431 7.55
6. Credit Suisse First Boston 119.92 512 7.13
7. Lehman Brothers 104.05 413 6.19
8. Goldman Sachs & Co 89.39 299 5.31
9. UBS Warburg 81.39 333 4.84
10. Barclays Capital 68.73 311 4.09
11. ABN AMRO 61.57 314 3.66
12.  BNP Paribas 51.67 289 3.07
13. HSBC 44.55 471 2.65
14. Dresdner Kleinwort Wasserstein 44.04 261 2.62
15. Bank of America 21.78 58 1.29
16. Societe Generale 19.54 89 1.16
17. Bear Sterns & Co 18.37 53 1.09
18. Hypovereinsbank - Bayerische Hypo-und 16.98 122 1.01
Vereinsbank

19. Credit Agricole Indosuez 16.93 103 1.01
20. Commerzbank Securities 16.93 141 1.01
Total 1,682.26 6542 100.00

Source: Dealogic Bondware.
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THE DOCUMENTATION

Documentation for Euro equities is a complex and elaborate process in the
procedure of GDR launch. A typical Euro-issue consists of the following main

documents:

a.  Prospectus

b.  Depository agreement

c.  Custodian agreement

d.  Subscription agreement

e. Paying and conversion agency agreement
f.  Trust deed

g.  Underwriting agreement and

h. Listing agreement.

A brief discussion on the contents and the relevance of each of these documents is
given below:

a.

Prospectus: As in domestic equity market, the prospectus is a major document
containing all the relevant information concerning the issues — like the
investment considerations, terms and conditions, use of proceeds, capitalization
details, share information, industry review and overall description of the issuing
company. As a marketing strategy, companies generally issue a preliminary
prospectus which is referred to as pathfinder which will judge the potential
demand for the equity that is being launched in the markets.

The aspects that need to be covered in the main prospectus may be grouped
as follows:

i

ii.

iii.

Financial Matters: Apart from the financials of the company, the
prospectus should include a statement setting out important accounting
policies of the company and a summary of significant differences
between Indian GAAP and the UK GAAP and the US GAAP (in case of
an ADR). (Refer to the table bringing out the differences between the
US, and Indian GAAP later in the chapter).

Non-financial Matters: This may cover all aspects of management with
the information relating to their background, names of nominee
directors along with the names of the financial institutions which they
represent and the names of senior management team. All other non-
financial aspects that influence the working of the company need to be
mentioned in the prospectus.

Issue Particulars: The issue size, the ruling domestic price, the number
of underlying shares for each GDR and other information relevant for
the issue as such, may be mentioned here.

Other Information: Statement regarding application to a foreign stock
exchange for listing the securities and issuing of global certificates to a
specified nominee as operator of the Euro-Clear (international clearing
house in Euro-securities) system like Cedel (one of the major clearing
houses in Eurobond market clearing, handling and storing the
securities).

Option provided to the lead manager to cover over-allotments,
exercisable on or before the business day prior to the closing date to
subscribe for additional securities in the aggregate up to a specified
limit.

197



International Finance and Trade

198

b.

Depository Agreement: This is the agreement between the issuing company
and the overseas depository providing a set of rules for withdrawal of
deposits and for their conversion into shares. Voting rights of a depository
are also defined. Usually, GDRs or Euro convertible bonds are admitted to
the clearing system, and settlements are made only by book entries. The
agreement lays down the procedure for the information transmission to be
passed onto the GDR holders.

Underwriting Agreement: As in domestic equity market, underwriters play
the role of ‘assurers’ for picking the GDRs at a predetermined price
depending on the market response. The agreement is for this purpose,
between the company (guided by its lead manager) and the underwriter.

Subscription Agreement: The lead manager and the syndicated members
form a part of the investors who subscribe to GDRs or Euro convertible
bonds as per this agreement. There is no binding, however, on the secondary
market transaction on these entities i.e. market making facility.

Custodian Agreement: It is an agreement between the depository and the
custodian. In this agreement the depository and the custodian determine the
process of conversion of underlying shares into depository receipts and vice
versa. For the process of conversion of the GDRs into shares, (popularly
termed as Re-materialization) shares have to be released by the Custodian.

Trust Deed and Paying and Conversion Agreement: While the trust deed
is a standard document which provides for duties and responsibilities of
trustees, the paying and conversion agreement enables the paying and
conversion agency which performs a typical banking function by undertaking
to service the bonds until the conversion, and arranging for conversion of
bonds into GDRs or shares, as necessary.

Listing Agreement: As far as the listing is concerned, most of the companies
which issue a GDR prefer Luxembourg Stock Exchange as the listing
requirements in this exchange are by far, the most simplest. The New York
Stock Exchange (NYSE) and the Tokyo Stock Exchange (TSE) have the
most stringent listing requirements. London Stock Exchange and the
Singapore Stock Exchange fit in the middle with relatively less listing
requirements than the NYSE and TSE.

The listing agents have the onus of fulfilling the listing requirements of a
chosen stock exchange. The requirements of London Stock Exchange are
provided in the 48-hour documents. The 48-hour documents are the final
documents that have to be lodged at the exchange not later than mid-day, at
least two business days prior to the consideration of the application for
admission to listing. These documents, among other things should include the
following:

e An application for admission to listing.

e Declaration of compliance in the appropriate form issued by the
exchange.

e  Three copies of the listing particulars/equivalent offering document
relating to the issue. The contents of these documents should meet the
relevant requirements.

e A copy of any shareholders’ resolution that is relevant to the issue of
such securities.

e A copy of the board resolution authorizing the issue, the application for
listing and the publication of the relevant documents.

e In case of a new company, a copy of the incorporation certificate,
memorandum of certificate and articles of association.
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THE LAUNCH

Two of the major approaches for launching of a Euro-Issue are Euro-Equity
Syndication and Segmented Syndication. Euro-Equity syndication attempts to
group together the placement strengths of the intermediaries, without any formal
regional allocations. Segmented syndication, on the other hand, seeks to form a
geographically targeted syndicate structure, so as to achieve broader distribution of
paper by approaching both institutional and retail investors. As compared to Euro
syndication, segmented syndication can be expected to achieve orderly and
coordinated placement by restricting the choice of syndicate members with
definite strengths in specific markets.

MARKETING

It is not only the Indian issues which thrive on suave marketing, but also the GDR
and other International bond offerings. A judicious mix of financials and marketing
would help in raising the investors interest in the issue. Most of the marketing
activities are handled by the lead manager in consonance with the advertising
agencies. A back-up material consisting of preliminary offering circular, recent
annual report, interim financial statements, copies of newspaper articles about the
business of the company and a review of the structure and performance of the Indian
stock market, among other things is prepared.

Road Shows form a pre-dominant facet of the launch of any GDR. They are a
series of face-to-face presentations with fund managers and analysts and is a vital
part of marketing process. Road Shows, which involve much more than just
informing about the company are getting increasing attention from the investors
and the fund managers. Road shows for Euro equities acquire considerable
relevance as investors, who are invited, participate in the ownership and assume a
greater degree of risk than under any other financial instrument. Road Shows are
backed by the information of the financials and operations and a view regarding
the future profitability and growth prospects. This gives an opportunity to the
investors (generally, fund managers) to interact with the senior management of the
issuing company and understand the activities of the issuer company which may
eventually lead to the investment in the company. These are normally conducted at
the financial centers of the globe like London, New York, Boston, Los Angeles,
Paris, Edinburgh, Geneva, Hong Kong, etc.

The back-up material prepared will support presentations made by the company’s
senior personnel inviting the fund managers to invest in the company. The price
that is preferred for a particular number of shares is noted by the book-runner at
each of such presentations and the eventual price that is most likely to find favor
with the fund manager is finalized. This will go a long way in making the issue to
be accepted.

PRICING AND CLOSING

This forms the most vital part of the whole process of a GDR issue. The pricing is
key to the overall performance of a GDR after the same has been listed. The price
is determined after the underwriters response has been considered and an inference
of the response may be drawn.

The final price is determined after the Book Runner closes the books after the
completion of the Road Shows. The book-runner keeps the books open for 1-2
weeks, for the potential investors to start placing their orders/bids with details of
price and quantity. After analyzing all the bids at the end of book-building period,
lead managers, in consultation with the issuer, will fix a particular price for the
issue which will be communicated back to the bidders/investors and a fresh
demand figure is arrived at. If there is excess demand, the company can go in for
‘green shoe option” where it can issue additional GDRs in excess of target amount.
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At the end of the issue various documents will be signed with all the fund
managers at New York or London. Pursuant to this, the agreed number of
depository receipts will be delivered and the payments in lieu of such delivery will
be received by the issuer.

A tombstone advertisement will be issued in the financial press to publicize
syndicated loans and other funding deals. Following this, the GDRs will get listed
in the notified stock exchange signaling the consummation of the process of the
issue of stock exchange.

The time period that is generally needed for a typical GDR issue is given in the
following table. The table is arranged sequentially so as to convey information on
the step-by-step process that is followed.

Table 2: Activities Undertaken by GDR Issuing Companies

Activity

Capital structuring with the relative components and formalities such as type of
instruments etc.

Due diligence of the Company’s operations/management/business plans/legal etc.

Drafting and Design of Red Herring Prospectus and of statutory and non-statutory
advertisement including memorandum containing salient features of the
Prospectus and any other publicity material. The BRLMs shall ensure
compliance with stipulated requirements and completion of prescribed
formalities with the Stock Exchanges, RoC and SEBI including finalization of

the Prospectus and filing with the Stock Exchanges/RoC.

Appointment of other intermediaries viz. Registrar to the Issue, printers,
advertising agency and Bankers to the Issue.

Retail and Non-Institution all marketing strategy, which will cover inter alia:
e  Formulation marketing strategies, preparation of publicity budget;

¢  Finalize media and public relations strategy;

e  Finalize centers for holding conferences for press and brokers;

. Finalize collection centers;

e  Follow-up on distribution of publicity and issue material; including form,
prospectus and deciding on the quantum of the issue material.

Institutional marketing strategy, which will cover inter alia:
¢  Finalize the list and division of investors for one-on-one meetings:

e  Managing the book, co-ordination with Stock Exchanges and pricing
institutional allocation in consultation with the Company and the BRLMs.

¢  Finalize roadshow presentations.

The post bidding activities including management of Escrow Accounts,
coordination of non-institutional allocation, intimation of allocation and dispatch
of refunds to Bidders, etc.

The post Issue activities will involve essential follow up steps, including
finalization of trading and dealing instruments and dispatch of certificates and
demat delivery of Equity Shares, with the various agencies connected with the
work such as the Registrar to the Issue and Bankers to the Issue and the banks
handling refund business. The BRLMs shall be responsible for ensuring that
these agencies fulfill their functions and enable them to discharge this
responsibility through suitable agreements with the Company.

Source: Red Herring Prospectus of a GDR Issuing Company.
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The cost incurred by the company is proportional to the issue size. The lead
manager, justifiably, takes the lion’s share in the issue expenses of the GDR. With
the increased acceptance of marketing as a vital tool for the success of the issue,
the cost that is incurred on marketing is fast increasing. The following table gives
an indication on the total expenses incurred by a GDR issue.

Table 3: GDR Issue: Fees and Expenses

Item Percent of issue amount
Underwriting Fee 0.60 - 1.00
Management Fee 0.60 - 1.00
Selling Commission 1.80 - 3.00
Total Fees 3.00-5.00

Other expenses include lead manager’s expenses, printing costs, accounting fees,
listing fees, road show expenses, etc.

There has, however, been a considerable fall in the quality of the GDR issues
made by the Indian companies. The sole reason why some of the Indian companies
came out with a Euro-issue was their eagerness to flaunt the GDR issue as a
symbol of being well known in the international markets. Some of the companies
coming out with GDRs could not explain the core business they are in and also
whether they have judiciously utilized the investment made by the GDR holders.

Table 4
The Present Scenario
Indian GDR/ ADR Issues

i | e | e | S || SO
APTECHL TD. 10/29/2003 3.75 14.40 4 15.36
AMTEKAUTO 11/23/2004 - 69 2 -
APPLLO HOSPITALS ENTERPRISE 07/09/2005 7.8 65.1 1 8.35
ARVIND MILLS 07/13/2005 2.8 372 1 13.5
ASHOK LEYLAND LTD. 03/01/1995 12.79 137.8 3 10.77
BAJAJ AUTO LTD. 11/01/11994 25.33 110 1 443
BAJAJ HINDUSTHAN LTD. 05/12/2005 - 100 - 208
BHARAT HOTELS LTD. 05/21/1996 15 19.5 2 2.60
BSES LTD. 144A GDR 03/01/1996 14.4 125 3 8.68
CENTURION BANK 07/04/2005 48 80 15 -
CENTURY TEXTILES AND 254 100 1 0.39
INDUSTRIES LTD. 07/28/1994
CESCLTD. 04/01/1994 10.67 125 1 11.72
CORE HEALTH CARE PRODUCTS 06/28/1994 12.6 70 1 556
CREW BOS PRODUCTS LIMITED 08/03/2005 2.75 5 1 -
CROMPTON GREAVES LTD. 07/01/1996 7.56 50 1 6.61
DCW LTD. 06/01/1994 13.55 25 5 1.85
DR. REDDY'S LABORATORIES LTD. 04/11/2001 11.16 48 1 43
E.LD. PARRY (INDIA) LTD. 07/01/1994 8.39 40 1 477
EIHLTD. 10/01/1994 9.3 40 1 43
ELECTROSTEEL CASTINGS 09/30/2005 8.75 40 1 4.57
FINOLEX CABLES LTD. 07/27/1994 16.6 55 1 3.31
FLEX INDUSTRIES LTD. 12/01/1995 8.05 30 2 373
GARDEN SILK MILLS LTD. 03/01/1994 26.28 50 5 19
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Company name Issue lssue price Issue size Share per GDR
Month & year (Rs. Mn) GDR (no. Mn)

GRANULES INDIA 03/03/2005 23 8.7 1 3.76
GRASIM INDUSTRIES LTD. 06/09/1994 205 100 1 488
GREAT EASTERN SHIPPING CO. 02/01/1994 15.94 100 5 6.27
GUJARAT AMBUJA CEMENTS LTD. 12/01/1995 5.95 80 1 1345
GUJARAT NARMADA VALLEY 10/01/1994 12.75 62 5 4.86
HDFC BANK 07/20/2001 13.85 150 3 10.83
HIMACHAL FUTURISTIC 07/31/1995 9.3 50 4 5.38
HINDALCO INDUSTRIES LTD. 07/01/1993 16 100 1 6.25
HINDUSTAN DEVELOPMENT CORP. 09/01/1994 2.05 76 1 37.07
I.T.C.LTD. 10/20/1993 7.65 69 1 9.02
ICICILTD. 09/22/1999 9.80 275 5 28.06
INDIABULLS FINANCIAL SERVICES 08/05/2005 5.42 130 1 23.98
INDIA CEMENTS LTD. 10/18/1994 4.22 90 1 10.66
INDIAN ALUMINIUM CO. LTD. 03/01/1994 6.76 60 1 8.88
INDIAN HOTEL CO. LTD. 05/05/1995 16.6 86.2 1 5.19
INDIAN PETROCHEMICAL CORP. 12/01/1994 13.87 85 3 6.13
INDIAN RAYON & INDUSTRIES 01/01/1994 22.51 125 1 5.55
INDO GULF FERTILIZERS AND 451 100 1 2217
CHEMICAL 01/01/1994
INDO RAMA SYNTHETICS (INDIA) 03/01/1996 11.37 50 10 44
LTD.
IND SWIFT LABORATORIES 08/16/2005 425 10.62 1 25
INFOSYS TECHNOLOGIES LTD. 03/16/1999 4245 70.38 5 20.70
JAGATJIT INDUSTRIES LTD. 05/01/1996 13 16.39 20 1.26
JCTLTD. 08/01/1994 16.96 45 10 265
JKCORP LTD. 10/01/1994 8 55 1 6.88
KESORAM INDUSTRIES LTD. 07/31/1996 1.6 30 1 18.75
LARSEN & TOUBRO LTD. 11/28/1994 15.35 150 2 9.77
MAHINDRA & MAHINDRA LTD. 12/14/1993 4.48 75 1 16.73
MICRO INKS 11/06/2005 13.27 40 - -
MOSCHIP SEMICONDUCTOR 04/26/2005 1.6 73 2 45
TECHNOLOGY LTD.
ORIENTAL HOTELS 12/16/1994 12.75 30 1 235
RANBAXY LABORATORIES 07/01/1994 19.37 100 1 5.16
RELIANCE INDUSTRIES LTD. 06/01/1992 16.35 150 2 9.17
SATYAM COMPUTER SERVICES 05/14/2001 161.91 2
SHRIRAM INDUSTRIAL 14.64 40 3 2.73
ENTERPRISES LTD. 10/14/1994
SHRIRAM INDUSTRIAL 4.88 40 3 8.20
ENTERPRISES LTD. 10/01/1994
SILVERLINE TECHNOLOGIES LTD. 06/20/2000 25 130 2 5.2
STATE BANK OF INDIA 10/03/1996 14.15 369.98 2 26.15
STEEL AUTHORITY OF INDIA LTD. 03/14/1996 12.97 125 15 9.64
STERLITE INDUSTRIES 12/01/1994 17.88 100 1 5.59
UNITED PHOSPHORUS LTD. 03/03/1994 205 55 1 5.36
UTI BANK 03/17/2005 59 239.3 1 40.49
VIDEOCON INTERNATIONAL 01/01/1994 8.1 90 1 1.1
VIDESH SANCHAR NIGAM 02/10/1999 13.93 37.80
WIPRO LTD. 10/24/2000 41.375 130.75 1 3.16
WOCKHARDT LTD. 02/01/1994 14.35 75 1 5.23

Source: CMIE (Prowess Software)
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American Depository Receipts

Until 1990, companies had to issue separate receipts in the US (ADRs) and in
Europe (IDRs) to access both the markets. The weakness was that there was no
cross-border trading possible as ADRs had to be traded, settled and cleared
through the Depository Trust Company (DTC) in the US, while the IDRs could be
traded and settled via Euroclear in Europe. It was in April, 1990, when changes in
Rule 144A and Regulations of the SEC of the US allowed non-US companies to
raise capital in the US market without having to register the securities with the
SEC or changing the financial statements to reflect the US accounting principles.
Rule 144A is designed to facilitate certain investment bodies called Qualified
Institutional Buyers (QIBs) to invest in overseas (non-US) companies without
those companies needing to go through the SEC registration process.

The Instrument

ADR is a dollar denominated negotiable certificate, it represents non-US
company’s publicly traded equity. It was devised in the late 1920s, to help
Americans invest in overseas securities and to assist non-US companies wishing to
have their stock traded in the Amercian Markets. ADRs are divided into 3 levels
based on the regulation and privilege of each company’s issue.

i.  ADR Level-I: It is often the first step for an issuer into the US public equity
market. Issuer can enlarge the market for existing shares and thus diversify
the investor base. In this instrument only minimum disclosure is required to
the SEC and the issuer need not comply with the US GAAP (Generally,
Accepted Accounting Principles). This type of instrument is traded in the US
OTC market. The issuer is not allowed to raise fresh capital or list on any one
of the national stock exchanges.

ii. ADR Level-II: Through this level of ADR the company can enlarge the
investor base for existing shares to a greater extent. However, significant
disclosures have to be made to the SEC. The company is allowed to list in the
American Stock Exchange (AMEX) or New York Stock Exchange (NYSE)
which implies that the company must meet the listing requirements of the
particular exchange.

iii. ADR Level-III: This level of ADR is used for raising fresh capital through
public offering in the US Capital Markets. The company has to be registered
with the SEC and comply with the listing requirements of AMEX/NYSE
while following the US-GAAP.

The reason for this may be attributed to the stiff disclosure requirements and
accounting standards as per the US GAAP. The following table gives an indication
on the difference between the US and Indian GAAP.

Table 5

Summary of Significant differences between the
Indian Accounting Standards and the US GAAP

India USA
Financial Statements

e Prepared in accordance with the|® No Specific format is necessary
requirements of Schedule VI of the as long as they comply with the
Companies Act, 1956. disclosure requirements of the US

Accounting Standards.

Consolidation

® Not required. e Consolidation of group company
accounts is mandatory.
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India

USA

Earnings Per Share Data

e No disclosure requirements except
those under Schedule VI, Part IV to
the Companies Act, 1956.

Taxation

e Normally provided for, based on the
taxes payable method.

Fixed Assets and Depreciation

e Revaluation of assets permitted.
Depreciation in based (usually) on
rates set out in Schedule XIV to the
Companies Act, 1956.

Investment in Own Shares

e Expressly prohibited.

R&D

e Costs can be capitalized subject to the
conditions of AS-8, R&D, issued by
the ICAL

Related Party Transactions

® No Specific disclosures required.
Auditors have a duty to report certain
transactions entered into by related
parties as defined under the
Companies Act, 1956.

Goodwill

e No standard except for brief
references in AS-10, fixed assets and
AS-14, Accounting for
amalgamations. Goodwill arising
from amalgamations can be written-
off over 5 years.

Pre-operative Expenses

* Allowed to be deferred and written-off
over a period of 3-5 years or 10 years.

Assets and Liabilities

e No mandatory disclosure of current
and long-term components.

Disclosure is mandatory. This
includes the EPS calculated using
the weighted average shares
outstanding (simple and complex
capital structures) method and
fully diluted EPS (considering the
effect of warrants or options
outstandings).

Deferred tax assets or liabilities
should be booked using the asset-
liability approach.

Revaluation of assets not
permitted. Depreciation is over
the useful economic lines of
assets. Depreciation and profit/loss
on sale is based on historic cost.

Permitted and is shown as
reduction from shareholders’
equity.

Costs are expenses as incurred.

Disclosures are stringent and
require descriptions of nature of]
relationships and control,
transactions, amounts involved
and amounts due.

Treated as any other intangible
asset and is capitalized and
amortized. The maximum carry
forward period is 40 years.

Concept does not exist.

Mandatory  disclosures  about
current and long-term
components separately. Current
component normally refers to one
year of the period of the operating
cycle.




International Financial Markets and Instruments

India USA
Foreign Currency Transactions
e Exchange fluctuations on liabilities|® Exchange gain/loss is taken to the
incurred for fixed assets can be income statement. The concept of
capitalized. capitalization of exchange
fluctuations arising from foreign
currency liabilities incurred for
acquiring fixed assets does not
exist.

Segmental Reporting
e Requirements exist for disclosure of|® Mandatory for SEC-registered
quantitative  particulars only as companies to report revenues and
prescribed in Schedule VI to the net income by geographic regions
Companies Act, 1956. and  products/business  lines;
report sales to outstanding
receivables from  unaffiliated
customers; report identifiable
assets by geographical regions
and products/business lines.
Impairment Evaluation
e No Standards. e Mandatory for all assets. Future
undiscounted cash flows from use
and disposal of the assets are first
compared to its carrying value to
determine the impairment
situation. Impairment loss is then
recognized on the basis of the fair
value of the asset. Disclosure of
the facts and circumstances that
led to impairment is mandatory.
Fair Value Disclosures
e Schedule VI (Directors to state|® Mandatory fair values are

expressly if, in their opinion, the ascertained based on certain
current assets are not expected to 