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PART-i-FRAMEWORK OF FOREIGN EXCHANGE

1 Foreign Exchange-s
Sources and Uses

"".

T:HE. Importance or internauona.1 trad.e. in the econ.orny of a. coun.try. is
,00 well known to need emphasis. A. number of advantages flow, from

, tnter na tional tracIe. Many developed nations of the world owe their
present status to International trade: many developing countries place their hopes
of development on it. A common man"; who Is not keenly interested in these
developments, is still reaping its fruits when he Is using many items of common
usc. A large number of these items are either imported .or some components of
them are imported. Even if an item is indigenously produced, it may be found
that tt is made on an Imported machine.

1.1 FOREIGN TRADE AND,FOREIGN EXCHANGE
Inter nattcual trade refers to trade .between the residents of two different

countries. Each country functions as a sovereign State with its own set of
regulations and currency. The difference in the riationality of the exporter and
the importer presents certain peculiar problems in the conduct of international
trade and settlement of the transactions arising therefrom. Important among such
problems nrc:
(a) Different countries have different monetary units; ,
(fJ) Restrictions imposed by countries on iI111J(rrt and export of goods;
(c) Restricuonsrmposed by nations on payments [rom and into their countries;

and
(el) Differences in legal' pracjtoes in different countries:
The existence of national monetary units poses a problem in the settlement

01' international transactions. The exporter would like to get the payment in the
• curr encyof his own country. For instance, if Arnerexport of New York export

m.ichlnery to Tndimports. Murnbai, the former would like to get the payment in
.... US dollars. Payment in Indian rupees will not serve their purpose because Indian

rupee cannot be used as currency in the USA. On the other hand, the importers,
in lndla have their savings and borrowings in India in rupees.' Thus the exporter
requires payment in the currency of the exporter's country whereas the importer'
can pay only In the currency ofthe importer's country ..A need, therefore, arises
for converston of the currency of the importer's country Into that of the exporter's
country. Foreign exchange is the mechanism by which the currency of one country'
gets converted Into the currency of another country.

The conversion of currencies Is done by banks who deal in .foretgn exchange.
These banks maintain stocks of foreign currencies in the form of balances with
banks abroad. For instance. Indian Bank may maintain an account with Bank
or America. New York, In which dollar balances are held. In the earlier example, .
!f Indlmports pay the equivalent rupees to Indian Bank. it would arrange to pay
Amerexport at New York In dollars from the dollar balances held 'by it With Bank
of America.
o Exchange Rate
. The rate at which one currency is converted into another currency Is the rate
of exchange between the currencies concerned. In .our illustration, if Indian Bank
exchanged US~dollars for 'Indtan rupees. at Rs. 45 a dollar, the exchange rate
between rupee and dollar can be expressed as
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USD 1 = Rs. 45.
The rate of exchange for a cu,rrency is known from the quotation ill the foreign

exchange market. The banks operating ata financial centre, and dealing in foreign
exchange, constitute the foreign exchange market. As in any commodity or stock
market, the rates in the foreign exchange market are determined by the
interaction of the forces of demand for and supply of the commodity dealt in, .
viz., foreign exchange, Since the demand and supply are affected by a number
of factors, both fundamental and transitory, the rates keep on changing
frequently. and vlolently too.
ClForeign Exchange as Stock

In arrother sense, the term foreign exchange is used to refer to the very balance
held abroad. Used in this sense. the term foreign exchange refers to the stock
of foreign currencies and other foreign assets. The Foreign Exchange Management
Act, 1999, defines:

"Foreign exchange means foreign currency and includes- ,
OJ deposits, credits and balances payable in any foreign currency,
(?lJ drafts, travellers cheques, letters of credit or bills of exchange, expressed
" or drawn In Indian currency but payable in any foreign currency;
(ill)' 'drafts, travellers cheques, letters 'of credit or bills of exchange drawn by

banks. institutions or persons. outside India, but payable in Indian
currency." '. '

Thus, foreign exchange includes f@relgn currency, balances kept abroad.,.
instruments payable in foreign currency, and instruments drawn abroad but
payable in Indian currency. ' .
1.2 BALANCE OF RAYMENTS
'Balance of payments is a record of the value of'.all transactions between

residents of a country with outsiders. It constitutes the result of demand for
and supply of foreign exchange for various purposes. Since the rate of exchange
between currencies is determined by the' forces of demand and supply, balance
of payments is the fundamental factor in determining the exchange rates. A
change in the balance of payments of a country w1ll affect the exchange rate of
its, currency. . , . r

Cl Definition
Balance or payments is the systematic summary of the economic transactions

of the residents of a country with the lest of the worldduring a specified time
.perlod. normally a year. The following features of;the balance of payments are
tmpliclt in the above definition:: '
1. Economic Transactio.ns. The statement is fl' summary of economic

transactions of the country .wtth the outsiders. An economic transaction arises
when values are exchanged or moved between nations. These may arise from:

(i) movement of goods in the form ofexports and imports:
. (li) rendertng of services abroad and USing foreign services:
(ill) gifts/grants from one countryto another; ,
(tu) investments made abroad orreceived from abroad:
(u) income on Investments received from abroad or remitted abroad:
(ul) increase or decrease in the international reserves of the country;
2; Residents with Non-residents. Generally transactions which take place

between the residents of the country with residents of other countries are
recorded in the balance, of payments. Residents may mean the individuals,
institutions, corporate bodtes. government departments etc.: domiciled in the

, "

..I
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country, Units or branches of multinational companies domiciled in the country
are also residents and their transactions with' their parent or branches abroad
also are reflected in the balance of payments. If the economic transacttonts
between residents only. it is not included inU1C balance of payments. For instance
sale of gold in the domestic market will not find a place tn the balance of
payments. There are. however, certain exceptions to the resident/non-resident
basis of balance of payments. If the gold was' sold to the central bank of the
country and thus the monetary gOld:of the country increases. it will .appear in
the balance of payments. Similarly. foreignassets exchanged between residents
lUay be Included In the balance of payments. .
3. A Flow Statement. A balance of payments is compilation of the flow of

economic transactions of the country during the period and. not a statement of
the position as on a date. It is more Hke a funds' flow ofa company, rather thanl
a balance sheet. For Instance, ifthe·ljalance·ofpayments shows usn 300 million
C'lS plus In non-resident deposits. it means the. balances held by the non-residents
of the country with banks tn India has changed during the period by usn 300
milJ.ion; it does not mean the aggregate of such balances is USD 300 million. I
4. Periodicity. Normally balance o'fpayments statement is prepared covering a

period of one year, However depending upon the requirement of the government the ,.
statement may be prepared for shorter periods also. such as six months, a quarter
or even a month. .

q Balance of Payments Accountinq .
If we look at the economic transactions listed earlier. we can dis-cern that they"

involve either real resources (good~ . services and income) or flnancial claims.
For instance. when exports are made from India. goods move out of India (real

=assetl. The export proceeds are realised and kept in the name. of the ba'nk In
India which handled the export btll. In other words, the country has a claim on
the foreign bank. which is a financial asset. When an import is made, there is
an addition to the real assets of the country, but it involves outflow of money

.,;, from India or reduction in flnancial asset held abroad (reduction in bank balance
abroad).. .

Accounting. used ·for recording buslness 'transactions, recognises, that every·
transaction has two aspects. A sale,' for instance .. results in the Inflow ofcash .
and -outflow of goods for the business concern. In: accounting inflow of value 1s
recorded as debit and o,utflow as credit.' 'hl the above example, cash account
will be debited and goods account~wlll be' credited. This is knowri ·as double
entry system In accounting. ., .

In the compilation of the balance of payments also, the same double entry
principle of accounting is used.

(0 Credit Is Indicated by the' arithmetic .~ign (+) and represents outflow of
real assets (exports) from the country Or incurring liability abroad or
decrease In the foreign assets.. .

(W Debit is Indicated by the arithmetic sign (~) and represents inflow of real
assets (Imports) into the country or decrease in foreign liabilit.y or Increase
in foreign assets. ..... ...

(Tile plus sign and minus sign Indicate respectively the earning and spending
of foreign exchange by the country.) .... . .

We try to understand the balance of payments accounting with the help of five
illustrative transactions,
. Transaction 1
Export of goods USD 200 malton: reousaiion deposited in bank abroad.

, .... .. . ,

I
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As a result of the transaction, goods leave the country. Therefore export is a
credit in the balance of payments. The bank deposit abroad is a debit. .

Credit (+) Debit (-)
USD USD

~xport of Goods
fBankbalances abroad

200 million
200 milhon

Transaction 2
Import oj goods USD 150 million: payment made Jrom bank account maintained
abroad .
. Import of goods increases the real resources of the country and is a debit
entry. In payment of imports the bank balance held abroad' is used. The country's
.foreign asset is reduced. So, it is a credit.

. '

Credit l+).
USD

Debit (-)
USD

, '
Import of Goods
Bank balances abroad

150 million
150 million

Transaction 3
, Amount spent by foreign tourists in tiie country USD 40 mi~lion.

When foreigners come on tour or other trips and enjoy the hospitality in the
country, it amounts to exporting of services and is credited. The amount received
from- them in foreign exchange in the form of travellers cheques etc. will
ultimately be realised and deposited in banks abroad. This will increase the bank
balances abroad and Willbe debited." .

Credit (+)
USD

Debit (-)
USD

Export of Services
Bank balances abroad

40 million
40 mllllon

. .

Transaction 4
Receivedgoods as giftfrom another country USD 60 miliior:

A. good received into the country increases its resources and Is debited. ThIs
transaction does riot have any-effect on the foreign assets, or Iiablltties of the country
Since gift is a unilateral transfer without any obligation of quid pro quo.
Nevertheless. the gift received is treated as aoruuton and credited.

Credit (+)
USD

Debit (-)
USD

Import of Goods
Unilateral' transfers

60 million
60 million

TransactIon 5
Exports ojcommoditiesfor USD80million en a government deal: payment in gold
by the uriportinq country's government.· / ..

~xport of commodities is a credit item. payment received in gold will go to
replenish the offtctal reserves of the country. which is similar to increase in
foreign assets of the country. Hence it Is debited ..

,.
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Credit (+)
USD

Debit (-)
USD

Export of Goods
Official reserves 80 mituon

..,80 rrullton
When all the above transactions are reported as a statement of 'balance of

payments, it may appear as follows:
, Balance of Payments (USD million)

creaiti-«) Debit (-) Balance
A,CURRENTACCOUNT

1. Merchandise Trade. 280 210 + 70
2,(Trade In Services 40 + 40
3.Vn.Jlateral Transfers 60 + 60
C'rrent Account Balance + 170

B, OAPITAL ACCOUNT
Bank balances abroad 150 240 - 90

C. OF'FrCIAL RESERVES ACCOUNT 80 - 80

Itmay be seen that the total plus balances agree With the total of minus balances.
This is tn keeping With the accounting prinCiple that the total of debits equals total
of credits,
o Components of Balance of Payments

From the example .ln the previous section. it would have been observed that
the balance of payments statement is presented With three major components:

(i) Current account:
(il) Capital account: and
(iU) Offtclal reserves account.
Earlier balance of payments used to be divided into two.accounts +: current

account and capital account. The present trend is to divide the capital account
further into two accounts and show separately the details of offtcial reserves
account.

To draw an analogy With the final accountsof abusiness entity" the current
account is similar to the profit andlossaccountwhich shows·the.lncome and
expenses of the enti.ty d. urmg a.ye.ar The c..ap.it•.a.1 ac..COunt (including the Offi~Creserves account) Is the balance sheet. or to be more precise, the -funds flo
statement. the firsfPart showing tile chart~s .inthe assets-and Ilabtltties of .e
entity and the second part revealing ehangestn.its equity ,. ' .

As an tllustrattonof the full statement. the balance ofpaymentsof India.for the
year 200X-200Y is reproduced in Table 1.
Current Account

The current account of the balan~e of payments refers to transactions ,in goods.
and services. income and current transfers. Inother words. 'it covers all transactions
between residents and non-residents. other than finanCial items. '.

\
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Table 1.1. India's Overall Balance of Payments-200X-200Y
[USD million)

Items Credit Debit Net

A. CURRENT ACCOUNT
48063 - 142991.. MERCHANDISE 33764

II. INVlSIBLES (a + b + c) 21250 10612 10638
a) Services 8615 6208 2407

I) Travel 287H 858 2020
Ii) Transportation .. 1939 2394 - 455
lli) Insurance 216 153 ()3

tv) Government not indicated elsewhere 72 178 - lOG
v) Miscellaneous 3510 2625 885

b) Transfers 11562 81 11481
1) Official 423 13 410
ill Prtvate 11139 u8 11051

c) Investment Income 1073 4323 -3250
Total Current Account '(I + II) 5501.4 58675 -3661

B. CAPITAL ACCOUNT
1. Foreign Investment (a + b) 7695 1861 5834

a) In India 7685 16G3 6024
l) DIrect 2736 22 2714
ill Portfolio 4951 1641 3310

---b) Abroad 8 198 - 190
2. Loans (a + b + c) 15881 12925 2956 J .•

a) External Assistance -3.056 1955 1101.. i) By India 8 -8
ill To India 3056 1947 1109

b) Commercial Borrowings (MT & LT) 5740 4723 .1017
i) By India ' 8 8
III To India 5732 4723 .1009

c} Short-term
To India 5085 6245 838

,3, Banking Capital (a + b) 7718 5303 2415
a) Commercial Banks 7332 4921 2411

t) Assets 755 1625 .-870
it) Liabilities \ i02 357 -255
iii) Non-Resident Deposits 647·5 2939 3536

b) Others 386 382 4
.4. Rupee Debt Service 727 -727
5', Other Capital 2949 2379 570
" ' .. '.

, To~l Capita! ,Acc~unt q to p) 34·243 '23195 11048
.C. 'Errors & Omissions 594 -594
D.:Overall Balance (A + B + C) 89257 82464. 6793
E, Monetary Movements (1+ H) 6793 -6793

i} IMF 975 '-975
Ii) Foreign Exchange Reserves 5818 -'5818

.....Merchandis(! Trade. Item (1) in the statement, merctianaise, represents

/
. e~ports andImport of coqunpq.HlCs 'f:r:qrn/irito India. The credit in the Hem
.represents exports an? debJ~ represents imports. The net balance. being the
difference between exports and imports is known ,!-S the balance oj trade.

The values of exports are shown at FOB prices. i.e... excluding the cost of
transportation from abroad, Imports 'represent elF payment, i.e., including
freight and insurance paid for imports. .However, where freight and insurance
on imports are pa1d separately to foreigners, these are incl uded under
'transportation' and 'insurance'. .
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lnuislbles, Item (II)' of the statement includes services, transfers and
investment income. It is tilled invistbles to, dtstingutsh from merchandise trade.
also known as vtstble trade. .' ,.

Travel covers expenditure incurredby non-restdenttravellers durtngthetr stay
In the country. It excludes international passenger services. which are included
in 'transportanon'. Debit entries represent exchange sold for private and official
travel.

Transportation covers all receipts ajid payments on account of international
transportation services except for {he freight on imports invoiced CIF/CFR
included under import paym en ts. The credits include expenses of foreign
transport companies In India, receipt' of'.foreign earnings of Indian' transport
companies and other receipts. The debits include expenses of Iridian companies
abroad. payments to foreign transport companies, etc.

Insurance covers all receipts and .payments relating to all types of insurance
as well as reinsurance, .'

Gooernment. not included elsewhere, relates to receipts and payments on
government account not included elsewhere as well as receipts and, payments
on account of maintenance of embassies and,diplomatic missions and offices
of international institutions such as UNO. WHO, etc. Credits include allocations
made for the US embassy expenditure in Indla out of the rupee proceeds of sales
in India of US surplus agricultural commodities under PL 480 agreements.

Miscellaneous items cover receipts and payments in respect of all other
services such as agency services, technicians, and professional services, technical
know-how, royalties. subscriptions for periodicals, etc.

Transfer payments or unilateral transfers. represent all receipts and payments
without a quid pro quo, They include Items like aid and grants received from/
extended to foreign governments, migrants' transfer, repatriation of-savings,
remittances for family maintenance, contributions and donations to religious
organisations and charitable Institutions etc. ' ,

ltuiestrnent income relates to remittances, receipts and payments on account
of profits. dividends, interest and discounts including interest charges and
commitment charges on, foreign loans Including those on purchase from the
International Monetary Fund.
Balance on C~rrentAccount. What is important for decision making is not

the absolute figures ofexports/receipts and Imports/payments. but their difference
which shows whether the country has earned or lost foreign exchange. Two
important measures in this regard are (0 balance oftrade and (it) balance of
payments,

Balance q[ trade refers to the net difference between the value ofexport and
Import of merchandise 'or the Visible trade -.When the aggregate exports of goods
from the' country during the period exceed :its aggregate import. the balance of
trade Is said to be 'favourable'. or 'surplus' or 'positive'. If the imports 'exceed
exports. the balance of trade is 'unfavourable' or 'deftctt' or 'negative'. Since
imports and exports of a country seldom equal, the balance of trade will not
ordtnartly balance. Durtng any given pertod. the balance of trade will show either
a favourable or an unfavourable balance. '

Balance oJ payments Includes the foreign trade in its broad sense .and
Includes not only visible trade but invisible items also. Thus this term Is I110re
comprehensive than balance of trade. In .other words, balance of payments
represen ts balance of trade plus balance on tnvtslbles. It would be more
appropriate to call this balance of payments on current account as it includes
the net balance of all Items included in the current account. As in the case of
balance of trade. the total amounts receivable and payable on current account
do not balance and the balance of payments for a given period ends up in, a
favourable (surplus) or unfavourable (deficit) balance.
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Capital Account
The capital account represents. transfer of money and other capital items and

changes in the country'S foreign assets arid liabilities resulting [rom the transactions
recorded in the current account.

Fbretgn investment in India is the amount invested by non-residents In ·the equity
of entities in India. The difference beween dtrec: and portfolio investment is one
of intention of the investor. Direct iTJ,lJestment reflects a lasting Interest-of the
investor in the entity and his intention to take active role in the management of the
company. Investment in equity by the direct investor and the amounts accruing on
the origtnal Investment but retained in the country fall under the category of direct
investment. Portfoiio investment covers transactions in equity securities other than
.direct investment .The investor 'does not intend to take part in the management of
.the company. Foreign investment abroad is the amount invested by residents in
entlties abroad.

Loans comprise external assistance,.commercial borrowings and short term
loans. External assistance is borrowings (rom mulUlateral organisations like World
Bank and from bilateral sources, mainly on concessional terms.

Commercial borrowings are debts owed to international hanks. borrowings in
bond markets, credits from export.crednagencies and loans provided on commercial
terms by specialised multilateral or bilateral institutions like International Finance
Corporation.' " ". .

Short term credit are. those repayable Within one year ..
BankiT]g~gpital covers.the assets and liabilities of commercial banks, non-

resident deposit accountsandother financial Institutions.
Rupee debt-eeruice ts the-payments underrupee/rouble agreement with Russia.
Other capital includes. any capital transaction not included in the above.
Balance on CapitalOAccount. Balance on capital account Is the net of inflows

and outflows on capital transactions. It is also appropriate to call this balance on
private capital accountas this excludes movement in official reserves.

. Overall Balance
Overall balance is the total of balance on current account and balance on capital

account. It is also called official settlements balance since it must be financed by
official reserves or by other non-reserve transactions that are subsUtute [or reserve
transactions. This is a very important measure because it reflects a country's
overall competitive posluon In terms of all private transactions and exerts pressure
on the 'exchange rate of the currencyof the: country.

Bastc Balance. This is the tota.1 of balance on current account and balance on
the long-term items inthe capitalaccount. In other words. it is overall balance of
payments. less short-term capital movements. This balance Is sometimes worked
out to evaluate the long-term trends In the balance of payments devoid of the effect
of volatile short-term capital flows.Basic balance is considered a true Indicator of •
the 'autonomous' movement in balance of payments, I.e., those transactions tha-t
take place due to market forces, without being managed or manipulated by

. government. Transactions in the current .account, and the long-term capnal
movements are presumed to be autonomous. ".
Errors and Omissions

It was mentfoned. earlier that debits and credits recorded under the balance
of payments should agree. In case of business accounting, if these figures do
not agree, itis indicative of an inaccuracy that should be found out and rectified. . I
This is possible in the case of business accounting because debit and credit: for a
transaction emanate from the same source. .



. /-

l'

t
r
!
t
r
l
r

,. " ,~'. 1 I ~,I .- - - -_- .......- -- -- ---r

FORI::!CN EXCHANGE - SQU[:{.CCS AND USES 9

In U:c case or balance of payments account, Lhe sources of debit and credit may
vary. For instance. informs tion on payments [or Imports not passing through- the
banking channels is obtained from othersources. primarilygovernrhent records .
.The time of recorrltng for each leg of the transaction may also vary. Because of these,
generally duferencc would arise and such difference is shown separately as errors
and orntsstons. Transactions that escape the official machinery are also recorded
under this head.

Monetary Movements
Monetary movements measure the effect of the transactions on current and

capital accounts on the official reserves: of the country. This is Similar to the
equity account in the balance sheet of a.business enterprise. The change in the
monetary movement will be equal to the overall balance. as adjusted for errors
and omissions, but on the opposite stele. .

'.3 BALANCE OF PAYMENTSOF INDIA
The following table gives the balance of payments position of India during the

currentdecadc: .

Table 1.2. Balance of Pay.ments of India , (USD million)

Year Exports Imports Balance tnuisibles Balance of
of Trade Payments

1995-S6 32311 43670 -11359 5449 -5910
1996-97 341.33 48948 -1.4815 10916 - 4619
-nm7-98 -35680 51187 -15507 10007 -5500
1998·99_ 34298 47544 -13246 . 9208 "403J1999-00 -37542 55383 ....17841 -- 13143 -469
2000-01.. 44a94 59264 -14370 11791 ;..257
2001-02 44618 57618 ~12703 14054 1351
Source: eMIE.
o Balance of Trade

One strtktng feature that emerges from the data given ~n the table is. the
continuous deflctttn balance of trade e . This has been the trend even in 1950's
and 60's and for the most part of 70's;' In the initial years of planning, the
situation could be justified as they Involved establishing of many heavy industries
aimed at achieving self-sufficiency through import substitution. This meant large
scale import of intermediary arid capital goods. But now the countryhas reached
. certain level of development and the massive ltberaltsatton programmes mean
that effort should be to meet the Imports only by exports. .' '..
. Another aspect is' the share Of India In.the world trade. From about 2% in

early 50's Ind Ia's share in world trade had d.~clined to 1~.J% in '1960 ahd.further
to a dismal figure of around O.5%:slnce 89's. This has l~proved. slightly- to'.about
0.7% In 1995 ..96. The subsequent years saw dismalperferrnance.m exports front
and the share in world trade further declined. The situation in the current year.
is' somewhat promising. '. . ....' . . .. .' " .

The condtuonaltttes attached to SDR 5b,illlon loan avaned.by India from.IMF
in early. 1980's have compelled the authortttes to llberaltae tmportsto a large
extent. A large chunk of these imports were of capital goods and equipment and
were expected to bear fruit in t1i.e.form 'of increased exports in the' long run,
But tile immediate 'etTect of the policy was feltin the .large imports. .:

The rate of growth of exports could not keep pace with the growth rate of
imports. The sluggish growth in exports was due to protectionist poltcies adopted
and recessionary conditions prevatling in the tmportmgcountrtes. On the domestic

. - !
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front. transport and power bottlenecks haveaffected the supply of exportable g~ods.
The unremunerative prices that prevailed in international markets for our traditional
commodities like tea, hides and skin and gunnies have also been contributing to
this state of affairs.

Till .the Jaunching of economic reforms, the policy of the government had
been one of import restriction and exportprornotlon. Efforts were also made to
reduce imports and .encourage import substitution. One commendable
achievement is seen in the field of oil. Efforts at exploration of 011 in the country,
both on-shore and off-shore, have borne fruit. Between 1980 and 1987, domestic
production o.r crude oil rose from about 11 million tonnes to 30 million tonnes.
The saving in crude oil import was of the order of nearly USD 2.7 billion annually.
Frantic efforts are also being made to develop alternative sources of energy,
especially, renewable sources like solar energy and biogas.
Post Uberalisation Scenario
'The year 1990-91 was the most difficult one [or India on the external trade

front. The global slowdown in world trade following the recessionary condtuons
in industrialised countries and the economic disruption in Eastern Europe
including the :USSR affected India's exports. The Gulf crtsts emerging in August
1990 caused sharp increase in the orl tmport bill due to steep increase in prlces
andalso volume growth in the wake of relative stagnation in demesne output of
crude petroleum. All these factors led to widening of the trade deftcit. A number
of measures were taken by the Government and Reserve Bank to curb imports
and expedite repatriatlon of export proceeds. These measures include :
(il Raising the margin requirements for Importletters of credit:
(ii) Restrictions on foreign exchange.allocations-for imports;
(Ui) 'Hiking the interest rate for Imports;
(il.J) Restriction of import of capital goods only under foreign currency line of credi t

available with flnancial institutions; and
(u) Differential interest for export advances charging higher rates for longer

periods. .
As a result of the above measures taken, the trade cencit d urtng the first six

months of 1991-92 showed a substantial decline to Rs. 2,356 crores from
Rs. 4,234 crores during thesame period the previous year. The success was achieved
mainly through compression of imports but at the same time it hampered the growth
of exports too. .
Devaluation

To revive the exports growth the Reserve Bank devalued rupee in July 1991
against major international currencies by about 20%. .'

Devaluation of ~ currency is expectedtq boost exports and curb imports. By
devaluat~n· the exports from the country would become cheaper in terms of
foreign. ?u.r~.encies. This is expected to increase the demand for the country's
products in the international markets andhence increase exports. At the same
time imports into the country would become costly in terms of domestic currency.
-Thls would act as a disincentive to imports leading to a .reductton in imports.

The expected results from devaluation 'Yill realise only when the exports and
Imports or,the country are price elastic. It is possible that exports from country
may not increase in quantity terms because. the demand for the products from
the country depends also. upon many other factors like. quality etc. Therefore.
if there is no quantity increase in expor~ the result would be lesser realisation
.m foreign exchange. On the import front, ·if the items imported are essential
goods, there may not be 8l}Y reduction 14\ the quantity imported and the amount
paid may increase instead ofdechning.« .
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A,n analysis of the foreign trade statistics of India reveals that the expected
benefits did 110l accrue in the immediate post-devaluation period. In dollar terrri~
exports during April-November 1991 were lower by five per cent at USD 10.951
rntllton as against USD 11,531 millions during the corresponding period, the
previous year. Imports lOO were lower showing a decline by 20.7% to USD 12.381
millions from USD 15,610 millions. out this was the combined effect of devaluation
and curbs on imports. The deficit came clown to USD 1.430 millions from USD
4.079 millions mainly due to a lower levelof trnports.

The effect of devaluation was seen inflated figures of'foretgn trade in rupee terms.
, In rupee terms exports increased by.2S.1% from Rs. 20,303 crores to Rs. 26.012
cror es. The trade deficit too showed a drop to Rs. 3.398 crores from Rs. 7.181
crores. It may be noted that a surplus in foreign exchange terms is more important
as II is U1etrue indicator of accretion to foreign exchange assets of the country.

Along with devaluation, the other methods introduced were; (il introduction of
Extrn scrips to replace replenishment licences. These licences are intended
ultimately to replace the import licences entirely barring few exceptions: (ill
aboliuon of cash compensatory support. Their impact on foreign trade balance has
been only marginal.

The structural reform of the trade policy is continuing and the government
has brought out a new Export Import policy on 1st April 1992 valid for five years
ending March 1997. Along with this the rupee was made fully convertible on
current account. The exporters now realise their export proceeds fully at the
market value, The measures taken by the government Were expected to yield results
in the form of smaller deficit in balance of trade. But as could be seen from the
data-glvcn-tn·-the-beginning-;- the trade def-icit continues to cause concern. W1th
stagnating exports the balance of trade increased from USD 11.359 million in 1995-
96. to USD 1S-:-507million-By 19"97i98. T-he general recession world over and the
ASian currency crisis were the rmrnedtate excuses available to justify the poor
perforrnance.ori export front. The situation.improved somewhat to a deflctt ofUSD
13.246 In 1998·99. The imprcvementwas.not due to increase in exports. which
in fact registered a negative growth. Th,e falltn the world price of oil was the relieving
factor. Though the trade deficit is on the declining trend since 1999-2000, the
magnitude is sUIl large, ' .
Current ScenariO

The performance dur.ing the first 8 months of the current year (2002-
03) has been promising. Between April and October 2002. exports registered
a growth of 13.8% as compared to, decline of 1.1 % during the same .perlod
last year, The can tribu Uon to the higher growth in exports has come mainly
from exports of ores and minerals, engineering goods. gems andjewellery,
re adym ad e garments. handicrafts. chemicals. rubber manufactur ing
products. glass and non-basmati rtce .
. On the import front U1egrowth rate was 3.3% as against.a decline of 1.4% during

the same period the previous year. The flrstJour of the fiscal had a negative growth
rate in imports. A healthy growth in imports was seen during August ...September,
The petroleum btllshowed an increase of 18.5% due to rise in international prices.
Increase was also seen in the Import of capital goods. especially transport
equipment. . . .' .

The trade deftclt was USD 5 billion marginally down from USD 5.2 billion during
the previous year. Sustained effort l~needed to maintain the progress, and achieve .'
the avowed goal of achieving trade surplus.
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a Balance of Payments
In the past desptte continuous balance of trade deficits, India could manage its

balance of payments" due to net receipt from invisible trade. But the balance of
payments position remained under pressure throughout the Seventh Five-YearPlan
mainly due to large-trade deficits and fall in the surpluses on invisible account.
Between 1995-96 and 1997-98 mvtslbles showed an increase the positive balance,
from USD 5,449 million to USD 10,007 million.

The balance of payments of Indta continued to face strain in 1990-91. In fact
the position challenged the clean record of India in repayment of external borrowings.
Doubts about possible default in repayments were triggered by down grading of
credit rating by international agencies. The foreign exchange reserves declined
sharply from Rs. 5,480 crores at the end of August 1990 to Rs. 2.152 crores in
December 1990. The Gulf crtsts beginning inAugust 1990with consequent increase
in import bill of oil and reduction in inward remittances was a major factor
contributing to the situation. . " .

In January'1991, India obtainedtwo loans from IMP amounting to SDR 1,269
million. As a result of the borrowing, reserves increased to Rs. 4,719 crores by
the end ofJ anuary 1991. Simultaneously the Reserve Bank also imposed severe
curbs, on Imports through a steep hike -ln cash margins for import. However,
between Aprtl and June, 1991;' the reserve declined' again with complete' s,toppage
ofcommerctalfunds from abroad ..Besides, there was also a large outflow of funds
from the NRI deposits. In 'July 1991 a second drawal of SDR 166.18 million was
made from IMF.In the same month Reserve Bank.borrowed USD 400 million by
pledging 46.9 tonnes of gold. As a result ortnese efforts, the reserves increased to
Rs. 3,313 crores by the end of July! 991. , __

Between September 1991 and-January 1992. India received large inflow of capital
in the form of IMF loans, India Development Bonds floated for NRls and Amnesty
Scheme for NRls. Total inflow of foreign capital during this period amounted to
R~. 5,900 crores, India Development Bonds and Amnesty schemes accounting for
,Rs. 4,000 crores. Resurgent India Bonds issued in 1998 could get Rs 4,000 crores,
By January 2000, the foreign exchange reserves showed a comfortable figure of USD
34 billion." ," ,

The year ending March 2002 saw after a lapse of long years a positive balance
of payments position, though on amodest scale. Since 'there has been a surge in
foreign exchange reserves contributed by lower, trade deficit, foreign direct
investment and other tnward.remtttances, !he foreign exchange reserves of the
country stood at all time high Of USD 6804 billion by December 2002. In: fact the
size of the reserves has given rise to the question whether the' country could afford
such a huge balance in foreign exchange, The inward remittances, not matched by
an increase in domestic production, are expected to have an inflationary effect on
the domestic economy through Increased money supply. The Reserve Bank has been
sterilising the inflows throughopen market operatlons.Tt IS .rssurng.governrnent
securities to absorb the liquidity and at the same time reduce the interest cost on
government borr-OWings. '



2 International Exchange
Systems

I·N Chapter 1 we saw. that U1C eXCh'ang.e.ra.te. b.etween currencies in a. foreign
exchange market is affected by a number of factors. The extent to which these

. fluctuations are allowed is vastly dependent on the monetary systems adopted
by the countries concerned. . ,
. When countries were under, gold standard the value of currency of a country was

fixed as the value of gold or defmite weigpt andflneness, The exchange rate between
the currencies was determined on the relative value of gold content of currencies
concerned. For example. if the gold content of Indian rupee was 5 grains of standard
purity, and that of US dollar 60 grains of standard purity, the rate of exchange
between Indian rupee and US dollar could be determined as under :

1 Rupee = 5/60' = USD 0.0833
or, 1 USD =' 60/5 = Rs. 12.
This rate ofexchange was known as the mint par oj exchange because,' at

the Indian mint one rupee would get 5 grains of·gold and in the USA USD 0.0833
would get the same quantity of 5 grains of gold. Exchange rates were stable under
gold standard because any deviation in the exchange rate would be set right
automatically by the movement of gold between the countries that such deviation
caused,

When the paper currency system replaced the--gold standard, the exchange
rate was determined by relative purchasihg power of. the currencies. The stability
in exchange rates gave way to fluctuations with dynamic situation prevailmg all
round. ' .

2.1 FiXeD AND FLOATING EXCHANGE RATES

o Fixed Exchange Rates
Pixed exchange rates refer to the system under 'the gold standard where the

rate or exchange tends to stabtlise around the mint par value'. Any large variatton
of the rate of exchange from the mint par value would entail flow of golQ into or
from the country, This would have the effect-of bringing the exchange rate back
to the min t par value. . ,

In present-day situation where gold standard no longer exists, 'fixed rates of
exchange refer to maintenance of external value of the currency at a
predetermined level. Whenever the exchange rate .differs from this level it is

, corrected through offlcial tnterventtorr, For example, when IMF was instituted',
every member-country.was required to declare the value of the currency in terms
of gold and US dollars (known as the par value). The. actual, market rates were
allowed to fluctuate only within a narrow band of margin from this level. ..

The par value system was abolished with the second amendment to the Articles.
of IMF in 1978, Still the system of fixed rates continues in many countries in '
the form of pegging their currencies to a major currency, For instance, countries
like Chile, Egypt. Iraq and Pakistan have pegged the value of their currenctes to
US dollar. That is. the values of these. national currencies are fixed in terms of
US dollar and are allowed to vary in the exchange markets only within a narrow
band.

If the exports of the country exceed imports, the demand for the local currency.
in the exchange market wU1rise, Thiswlll raise the value of the currency in .~~ ,..
market. Where the increase in value Is beyond the support paint, the central
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,
bank of the country intervenes in the market to sell local currency and thus the
foreign exchange reserves of the country increase. The sale 0[10ca1 currency in tile
h1arl<et leads to increase in money supply in the country causing inflation.
Revaluation may be resorted to allow for more imports and contain inflation.
, If the country is facing balance of.payments deficits due to higher imports. il
would have the effect or-increase. in- supply of local currency in the foreign
(exchange markets. The price of local currency may go below the support point
and the ,central bank may have to intervene, by buying local currency at a higher
price. In the process, the foreign reserves of 'the country are depleted because tile
foreign currencies are exchanged in the market for buying local currency. To make
up for the deficit, the country may be compelled to devalue the currency. The large
scale buying of local currency will reduce the ;domesUcmoney supply and may help
fight inflation, .,., " ,

Under fixed rates, the compulsion to devalue the currency may be postponed or
avoided by mopping up additional reserves. One such way is exchange of currency
reserves between the central banks of countries. For instance. if India is in deflclt,
Reserve Bank may sell rupees to Bank of England against purchase of pound
sterling. The sale will be reversed after a number of years.when India has corrected
its balance of payments. '
o Floating/Flexible Exchange Rates
'Free or floatlng rates refer to the system where the exchange rates are

determined by the conditions of demand for and supply of foreign exchange in
the market. The rates are free to fluctuate according to the changes in demand
and supply forces with no restrictions on buying and sellil1g-of-forelgn~cllrrellcies
in the exchange market. _.,_

Flexible rates oj exchange refer tothe system where the exchange rate is fLxed.
but is subject to frequentadjustments depending upon the market conditions. Thus,
it is not a free .or floating rate with cent per cent flexlbiltty, but is any system
providing for adjustments as and when required,

However, in practice, often the above difference is ignored and both the terms
are used interchangeably. The term 'managed float' or 'dirty float' is used to refer
to the system where the central bank intervenes only where the market forces
cause violent fluctuations, to bring some order in the market.

Under floating rates no par valueis declared and the central bank does not
intervene in the market. Any disparity in the balance of payments is adjusted
through the changes in exchange rate that take place automatically in the market.
Because the central bank does not .intervene in the market there is no change
in the exchange, reserves of the country. ,

A lively debate on the advisability ofadoptlng flxed or floating rates of exchange
has always been engaging the attention of economists. Forceful agreements have
been put forward in favour of both systems.
a Case.for Fixed Rates

(1) Promotion of International Trade Stable exchange rates encourage
international trade by providing certainty and confidence. Exporters and importers
know in advance how much they will receive or they will have to pay in terms of
horne currency. , , ' ," .: ' ,,

Advocates of floating rates pointout that the post-war experiences do not support
the view that stable exchange rates are required for smooth flow of international
trade, Even under flexible rates of exchange international trade will flourish. So
long as the balance of payments Is at equtltbsium I no change in tile rate of exchange
Is expected: ,Whenthe balance of payments Is in disequilibrium. the rate of exchange

, Willc~~ge but the change' expected can be assessed. Further, the importers and
exporters can .guard themselves against the changes by entering into forward
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contracts, The f8Cility or forward contracts imparts the necessary certainty as far
as the traders are concerned,

(~)Promotion oJ International Inuestment Stable exchange rates promote
Il1ternaUonallnvestments which are essential for economic development and progress
of the underdeveloped countries, Lenders on long-term would be prompted to invest
in other countries only when the return in terms of home currency is ensured by
stable exchange rates,

The claim that stable exchange rates promote international investment is not
borne out by facts, Even under fixed exchange rates it cannot be ensured that the
rates will not change over a long period running into decades, The impending fear
of the possibility of devaluation of the currency may act as a deterrent factor in
tnternatlonal investments, On the other hand. flexible exchange rates adjust the
external value of the currency and prevent recurrence of balance of payments crises
more effectively, As a result. their effect on the international lending is likely to be
beneficial. .

(3) Facility oj Long-range Planning Firms and the government can draw
Out long-range plans and work towards economic stability and prosperity easily
under conditions of stable exchange rates. The stable exchange rates provide
the necessary framework for drafting out such plans. Under flexible 'exchange
rates. the frequen t changes in exchange rates would render determination of the
outlay of the plans difficult because with every change in exchange rates the outlay
would vary, ..

Proponents of flexible rates arguc that under flexible exchange rates. the
adjustmcn t of balance of payments' is done painlessly through changes in the
rate of exchange without affecting the domesttc.prrces and income .. This helps
planning by firms, Further, flexible ,rates allow freedom to the country in .Its
monetary arrsngements Under fixed rates the monet-ary poucy.adopted-should
be such as to Iactlttate maintenance of the fixed rates,

(4) Devetop metit Of Currency Areas, Proper functioning of r egtonal
arrangements like sterling area or dollar area would be facilitated withthe stable
exchange rates, In such arrangements. if flexible rates prevail, especially for the
major currency like pound-sterling or dollar with which the other currencies
are linked. it will have serious repercussions on many other currencies.

The argument that, stable rates of exchange are required. for development of
regional arrangements does not stand the test ofproof, The case of sterling area
is a good illustration in .thts regard, The sterling area was promoted in 1930s
at which time the pound-sterling was free to fluctuate.under market conditions.
Therefore. it is clear that the strength 'of the sterling area lies in certarn economic,
political and social factors which have bound them rather than the exchange
rates. Allowing the po).m.d~ste.rlin'g to .•.flU.c.t....u•..•a.••..te.f.re.ely W.•ould not wea.ken the aret··if the decisIon is taken after consultation with member-countries. .

(5) PrelJeJ1tion oJ SpecuLation Stable' exchange rates avoid the dangerou
possibilities of speculation and thus help. in orderly growth of international
markets.The claim that stable exchange ..rates prevent speculation is not correct. 13y
keeping the value of the currency atan artlffclallevel, it encourages speculation
of devaluation of the currency. Thesusptcion of devaluation will ultimately make
devaluation inevitable. an.d res.ucIt l11 ...th.e d.es·•..t.•.ru.•...c.·.t10·.·..•n 0. f tl....ae .~tabl.1i..ty...6f.the. currerrcy .. \(6) Small Open ECbrtomies It is argued that.flexible rates will not work for .
small open economies; i.e.. 8, country which trades extensively With others. Stich
economies may be depending upon imports to a large extent for many of its
consumption goods, Ali adverse bal~€e ofpayments, under flexible rates, will lead
to depreciation of the currency-of the country 'Thls.ls supposed to stimulate exports
due to reduction in the price of dornqstlc products and thus adjust the deficit in
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the balance of payments. But. the depreciation of the currency will raise the price
o~·.imports. If the import is. il.1..ela~ti..C.•...I: ....w.·....i..11ra1.·s.<=tile CO~l OC~..I'Vil1g Ieadillg to .riSt.
i wages. The prices of domestic products increase offsettmg of the benefit .oj
d preclatton. Thus the increase in exports may not realise. It would be better for
such economies to fix the value of their currencies: to the currency of the COUll try
which supplies most of their imports.
.: (7) Inflation Under the fixed rate system. where rates are strictly engold or
dollar standard. there was need for the central bank to keep a close watch on
the money supply and keep the inflation under control. Poor performance on
this front was immediately reflected in the dWindling of foreign exchange reserves.
This provided a good reason for taking strong remedial measures by the central
bank ..Under flexible exchange rates, the foreign exchange reserves are not
affected and therefore no evidence of-the deterioration in the situation is available.
This may -allow inflation to creep in. However. it should be noted that under
flexible rates, the change in exchange rate itself provides the needed evidence .
.Therefore, it may not be true to say that flexible rates are more inflationary than
fixed rates.

(8) Terms of Trade Many countries maintain their currencies pegged through
trade and exchange controls at a level higher than that would prevatl in a free
market. The introduction offlexible rate system would substantially deteriorate
their terms of trade. The loss from deterioration of terms. of trade would far
exceed gain. if any, that accrues from Introduction of flexible exchange rates.

(9) Competitive Exchange Depreciation' Under the flexible exchange rate
.systern there Is a POSSibility of countries engaging in competitive depreclanon
of their currencies in order to capture world markets. Such unhealthy practices
are eliminated in the ease ofstableexchange F-a-tes.
o Case for FJexible Rates

A strong case for flexible exchange rates is made by refuting many of the
arguments made in favour of fixed exchange rates as discussed' above. In
addition. flexible exchange. rates offer other advantages also. . .

(1) AdjtL$tmen:t of BalanQe Of Payments A deficit 1[.1 balance .of payments
can be corrected under fixed exchange rates by' such measures as reduction in
prices or income of the.people of the' country. A reduction in prices will help
boost exports but winarrecr payments made to [he factors of production,
in..c1udirig.wages for laboure.rs. The.se...measures will rcce.ive reJ3istance from
workers.' Similarly measures to bring do~ .the dlsposable Infome with the
people so as to restrict the imports will earn the displeasure of the people. Under :
flexible exchange rates there is no need 'for taking these hard measures to correct
a balance of payments disequilibrium. F~exible exchange rates provide a
smoother adjustment mechanism through changes in exchange rates. Changes
In exchange rates affect only the external value of the currency but does not affect
Its domestic value. .
.However, it should be noted that fleXibleexchange rates carry out the adjustment

by 'iltiniately reducing the realincome. AdepreGiation in the.value of the currency
ma~es imports costlier which ratses the costor liVingand thereby reduces the
purchasing.power of given local income. Thus the effect cf bcthflxed exchange rates
and, flexible. exchange rates Is same. The merit of flexible rate's lies in the fact that
the adjustmentcar~ied'out averts adverse reactlcnfrom people. : .

~
lBetter Corifldence Any adverse balance in)pe country's .balance of payments

sit ation is corrected immediately and automatloally under fleXiblerates. It thereby
pre ents the country from haVing persIstent deficIts and jnspires confidence in the
inter~-at1o.nal:Q.nanC1alsystem. The cO'nfidencecreated'kads to fewer attempts by
ndiVldual or c~ntral banks to FeadJust currency portfol:os, and this gives rise to
~BJmerforeIgn exchange markets.
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(3) Better Liquidity Flexible exchange rates do not requtr e central banks to
hold. foreign exchange reserves, since there is no need to intervene in the foreign
exchange market. This means that the. problem or having insufflclent liquidity does
not exist with truly flexible rates, Thus-cornpeutive devaluations of currencies aimed
at securing a larger share of inadequate total stock of reserves will not take place.

(4) Gainsfrom Free Trade Under fixed rates, the balance of payments deficit
can be corrected through monetary fiscal or exchange control measures. Exchange
control measures such as restrictions on free flow of goods and capital and
II11pOS1ti011 of tariffs are often resorted to because of their immediate and visible
effects. The imposition of restrictions Is not conducive for the growth of
multtnatioual trade and costs the country in the form of loss of potential gains
from the tnternattonat trade-and investments. Flexible rates avoid U1eneed for such
restrtcttons. ..

(5) Independence oj Policy Under fixed exchange rates the country may be
compelled to follow the same economic poltcy as its major trading partners. For
example, let us suppose that rupee-has a parity with pound-sterling. If England
increases its money supply. it will push up prices in England ulumatelyIeadfng to'
deficit in balance of payments. Becauserupee is fixed to sterling. a deficit in England
is likely to bring surplus in India, In the exchange market. it will have the effect to
putting up the price of rupee, Reserve Bank may have to sell rupee in the market
to peg down the price. This will Increasethe money supply in In dla .»Thus tile
econornic policies of India are closely tied to that of England. Under flexible exchange
rates all that will happen is that value of sterling will decrease against other
currencies. Thus the economic sovereignty of individual countries is maintained.

(6) Cost-price Relationship Stable exchange rates do not reflect the present
and true cost-price relationship between two countries; they are based.on. past-rates.
When countries follow different economic poltcles the cost-price relationship alters
frequently. Flexible exchange-rates take care of these; They provtci"e-autornatlc
adjustment for the balance of payments dtseqctltbria which in the process
establishes the true cost-price relationship. . .

Both the systems ofcxchange rates have their 'own merits and demerits. Neither
o] the system in the extremejorm is good; What is required is a system which Is
fairly stable but at the saine time flexible enough to accommodate small changes
in accordance with the needs. The system now prevalent under IMF (detailed later
ill thts chapter) is a managed float ill whlchexchange rates of major currencies are
rloaung but subject to exchange control regulations to keep the exchange rate
movements within limits. : .

2.2 EXCHANGE RATE SYSTEM PRIOR TO IMP
Prior to the institution of International Monetary Fund. the International monetary

system was following the fixed exchange ratesystem based on internatlonal gold
standard. Under the gold standard the value of the currency was kept equal to the
value of a fixed wp.ight of gold. Over the years the gold standard took three forms:
(a) gold currency standard. (b) gold' bullion standard. and (c) gold exchange
standard.

oGold Currency Standard
Gold standard or gold currency standard or gold coin standard was the

monetary system where gold coins of a definite weight and fineness circulated as
the standard urut of currency. To a small extent paper currencies and coins.of other
metals like nickel and sliver also circulated but they were freely convertible into
gold. Gold coins could be melted and used for industrial 0[, other purposes. Any
person could mint coins of gold bullion. There was free flow of gold between
countrtes. There were no restrictions on import Or export of gold, Besides, the
monetary au thortties were always prepared tobuyor sell gold in unlimited quantities
at fixed prices,
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The exchange rate between two currencies were determined on mint parity, i.e..
the relative value of gold contentof each currency. For instance, if one US dollar
was worth 5 grains of finegold and Indian rupee was worth 0.5 grains of fine gold,
then one US dollar was equal to ten Indian rupees. So long as the market rate for
currencies fluctuated within a reasonable limit from the mint par value (the cost
of physical transfer of gold), the-export and import transactions were financed by
credit· instruments rather than importand export of gold.'Thus, even though there
was no restriction on the movement of gold from and into the country, the actual
gold flow was much less. Secondly, the wbrking of the gold standard required that
any inflow or outflow of gold should result simultaneously in increase or decrease
in money supply in the country. If exportsof a country exceed its imports, there
would be net inflow of gold. This should result in Increase in money supply in the
country. The increase in money supply would lead to inflation in the country, Due
to 'increase in costs, the exports become less competitive: and dwindle and thereby
adjust the balance of payments position. Reversely, if imports exceed exports the
sequence would be decrease inmoneysupply reduced imports and higher exports
(at lower prices) and adjustment ofbalance of payments. Any deliberate attempt
by the government to interfere withthe mechanism would mean malfuncuorung of
the system. ..

The gold currency standard could survive up to 1914 becauseof many facilitating
factors· that prevailed up to that period. Countries believed that the best policy was
to keep the value of the currency constant iIi relation to the value of gold. They
were prepared to freely allow movement of gold, even though at times it meant large
scale unemployment in the COWley.Free trade policy adopted by the countries helped
free functioning of the mechanism. Dlsequtlibrium in balance of payments was small
in magnitude. Even such deficlenctcs were flnanced by surplus countries by-lending

. on short term to the deficit countries. Movement of gold on government account
was 'not large, There were no 'hot-money' movements chasing higher interest rates.
But the scene changed with the advent-of the First worldwar. European governments
ceased to allow tl).eir currencies to be convertible either into gold or other currencies,
causing the collapse of the gold standard.
o Gold 8~llion Standard

Mounting expenditure during the First World War brought out the inherent
weakness of the gold standard. If the imports into it were met by export of gold,
the entire gold reserves of any country would have been depleted. Fearing this. gold
was withdrawn from Circulation and paper money was introduced. Thus the war
expenses were flnanced by currency expansion leading.to inflation.

After the War, an International COnference at Brussels, in 1922, decided to
reintroduce gold standard in a modified form. The result was the gold bullion
standard. .

Under the gold bullion standard, paper currency replaced gold coins. But the
paper ~urrency was expressed as a definite quantity ofgold of a certain fineness.
GOld bullions were not converted into Cains. Gold acted as the reserve for the
currency in circulation, but the reserve formed only a portion of the total money in
circulation, Paper currency and other forms of money were redeemable, into gold at

. the fixed rate, but only for relativ~ly Iarge.quannttes. As between countries, gold
was freely imported and exported, In short; paper currency was used for internal
requirements of the country and gold was used for international settlements.

With the introduction of paper money; the purchaslng power of money was
divorced from .the value of gold. The hyperinflation resulting from the war led to
uneven price relationship between different countries. The parity between currencies
became a farce.
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The interwar period witnessed rampant nationalism. price rigidities. volatile
capital movements and other impediments to international trade. Countries
indulged in open market operations to offsetgold movements, thereby not' allowing
the gOld-mone.y relationship to function. They also Indulged In exchange rate wars
by resorting to competitive depreciation of currencies; Hot money movements
characterised this period due to changes in banking policles and use of bank rate
by the central banks. Rigidity developed in.the economic structure with unions
refusing wage cuts. High tariffs were imposed on imports. Many countries faced
difTicu!tyin repayment of war debts.

Because of the above factors. the gold bullion standard had to be given up.
England which adopted this system In 1925 suspended it in 1931. America
followed with the same -dectston in 1933 arid France in 1936.
CJ Gold Exchange Standard \ .

The Great Depression of 1930s showed the weakness of the gold' standard.
The British return to the gold standard [rom 1925 to 1931 was Widely held
responsible for the contraction of the British economy over tlits period, which
in turn aggravated the Great depression. Experlrnent with floating rates in 1920s
Ialled miserably to help revive the post War II: European economy. The Geneva
conference suggested Gold Exchange Standard to conserve gold reserves. Under'
this standard the currency of the country consisted of paper currency and
subsidiary coins, They were not expressed in terms of gold but in terms of foreign
currency which was on gold standard. Gold coins did not circulate in tile country
nor was gold kept as reserve for money in circulation. The monetary authoritles'-I_'
undertook to convert in unlimited quantity the: currency of the country into that /1

of the foreign country which was on goldcstandard. For that purpose. the I - _.

monetary authorities maintatned foreign asset reserves, bank accounts and other
ltqutd assets In the foreign country concerned. Gold exchange standard was not
new; .it had existed even earlier. For instance, India adopted this standard before
1914., The value of rupee, was matntalned fixed in relation to pound-sterling at
Is. 4d. per rupee. .
As we shall see presently, gold exchange standard formed the basis of the

exchange rate policies of the International Monetary Fund as it was originally
Implemented.
2.3 EXCHANGE RATE SYSTEM's UNDeR IMF

a Original Scheme under IMF
The International Monetary Fund was instituted soon after the Second World

WarWith the avowed objective of facilitating smooth running of international ,trade
and betterment of all nations of the.world. It-wasthcught that a system affixed
exchange rates would be necessary) for. the smooth functioning of international
Itnance, The original scheme of the /IMF,therefore. provided that:. .
(a) Each member-country should' declare the external value of its currency in

.terrns of gold and a currency pegged to gold. Most ,countries declared values
of their currencies In. terms of gold and. 'US dollar. This was known as the
'par value' of the currency.

(b) The value of US dollar was fixed at USD 3.5per ounce of fine gold. The USA
committed itself t9 convert dollars into gOl}!at the above official price,

(el Following the above. the monetary reserves of mernber-countrtes came to
consist of gold and US dollars, Thus US dollar got the position of a reserve
asset. "

(d) Each country agreed to maintain the marketvalue of its currency within a
margin of 1% of the par value. Where the variation in the market is more
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than U1epermitted level. the country should take steps to devalue the currency
to correct the position .

.(e) Members were free to devalue their currencies. But. if the devaluation exceeded
10% of the par value, approval of the IMF should be obtained. The IMF might
approve it or advise a lower rate. However. it had no power to reject the
proposal. .. '. .

, In The IMF granted short-term financial assistance to its members to tide over
their temporary balance-of payments problems. For chronic problems the
members were expected to use permanent solutions like devaluation.

o Working of the System
, For the smooth running of the system. the major industrialised countries.

other than the USA, 'endeavoured to keep exchange rate changes to the minimum
and .matntain a common price level for tradable goods. Since other countries
were endeavouring to maintain the exchange rate. USA had to remain passive
in foreign exchange markets so as to lend support to such efforts. On the other
hand. it had to follow a monetary policy that could provide a stable price level
for tradable goods. Europe and Japan found it convenient to rely upon the USA
to supply a stable price environment. and support US dollar as unit of account
and means of settlement of international transactions.

The system provided a distinct advantage to the USA. viz., the seigniorage
gains. Itmeans that USA could obtain goods and servicesfrom abroad by merely
printing US dollar. so long as the other countries were willing to accept dollar
as the key currency. The acceptance of dollar depended on the confidence the
other countries had that their US dollar, reserves could be used for settlement
of their mternanenai debts or that they could convert their reserves into gol~_.
This aspect proved to be both a strength and weakness of the system. It was a
strength because dollar became a reserve asset. In addItion to gold, providing
additional base for creation of money supply to keep pace with increase in
international trade. It was. a weakness in the sense, the system depended
excessively ona single currency. This dependence ultimately brought the fall of
the system. "

o Collapse of the System
For about two decades the system worked smoothly. Slowly during the late

sixties, the deflctenctes of the system began to surface themselves up. One of
the major difficulties was thatthegrowth ofmeans of settlement of international
debts (internat. Ionalliqutdtty) did n....o~[tkee... p pace with the increase in the volume
of tnternational trade. Many countrt s began to experience balance of payments
problems. The reason can be attrfbu d to the fact that increase in international
liquidity depended upon the avallabtltty of gold. The supply of gold did not
increase because its official price was fixed at USD 35 per ounce. With inflation
and increased cost of mining, many countrtes found 1.t uneconomical to mine
gold. :

The other reason was the undue importance given to a single currency, viz.,
the US, dollar. As early as 1960; Robert Trtffln pointed out the paradox in the
situation, which has come to be known as the Trlffln paradox or Tr1ffln dilemma.
As we have seen, the system depended on the confidence other countries had
in the US dollar. To facilitate other countries to accumulate reserves, USA had to
run deficits in its balance of payments, S610ng as deflclt was moderate, the system
could work well. However when every country began accumulating as much dollars
as possible, which meant huge deficits in,US balance of payments, the dollar could
not hold its value in theforeign exchangemarket. If the faith in the dollar was lost
due to pressure in the market and if only a portion of the balance outside was
required to be converted into gold the Federal Reserve System of the USA would
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have collapsed because the gold reserve constituted only a little portion of the dollar
balances abroad. . r

The events In 19605 followed the predlctfons. The USA experienced heavy deficits
in the balance of payments. The supply of dollars in the foreign exchange markets
Increased to greater extent leading to sharpfall in the value of dollar in the market.
The speculative forces further complicated the issue rendering it difflcultto maintain
the exchange value of dollars. As a corrective measure the USA was advised to
devalue us currency. But tile USA did not heed to tile advice because it was thought
the prestige enjoyed by the dollar as areserve currency.would thereby suffer. Further,
it was thought that devaluation of the dollar would affect many other countries
which had accumulated huge dollar balances. Instead of resorting to devaluation
the USA took a unilateral and unexpected step on August15, 1971.The convertibility
of dollar into gold was suspended and further asurcharge of 10% was imposed On
imports into the USA. These measures completely destabUised the exchange
markets. Some major countries like Japan and West Germany took steps to rescue
the dollar by purchasing it in huge amounts. This action could not, however,
stabilise the exchange market. Therefore, some western countries decided to float
their currencies in exchange markets. .
o Smithsonian Agreement (Snake in the Tunnel)

This state of tnstabtlity and confusion led the other countries to devote
immediate attention to the issue. Ten majorIndustrtallsed countries of the world
(the USA, Canada, Britain, West Germany, France, Italy, Holland, Belgium,
Sweden and Japan) which came to be known as the 'Group of Ten' met at the
Smithsonian building in Washington during December 1971 to solve the dollar
crisis and to d ectd e about the realtgnrnent of the currencies. Under the
agreement, known .as the 'Smithsonian Agreement'. which came into effect from
December 20.1971. the us dollar was devalued by 7.87% and the new dollar
gold parity was fixed at USD 38 per ounce instead ofUSD 35 fixed earlier. But
this deva-luation was not enough to set right the situation completely. The other
major countries therefore decided to revalue their currencies. Japan revalued
Ils currency in relation to dollar by 7.66% and West Germany by 4.6.1 %. This
meant. that in relation to gold, the Japanese yen was revalued by 16.88% and
the Deutsche Mark by 12.6%. The Smithsonian Agreement also provided for a
Wider band of fluctuation In exchange rates. The exchange rates were allowed
to fluctuate within 2.25% on either side Instead of 1% existing previously. This
step was taken with a view to affording greater flexibility to exchange rates in
the market. The USA removed the 10% surcharge on its imports, but the non-
convertibility of dollar into gold continued. .. .

The fact that the Smithsonian Agreement was not a panacea for the ills was
proved soon. The USA faced unprecedented balance of payments deficit for the
year 1971 charactertsed by increased imports due to domestic boom. Dollar
continued to fall in the exchange market, A number of countries tried to s~ve
the situation by purchasing dollar in large quantities. The situation was beyond
repair by these methods and hence the USA devalued dollar for the second time
on February 13,1973. Ttre extent of devaluation this time was '1'0%with the gold
value tncreastng from USD 38 to lISD 42.22 per oun~. Following the second.
devaluation of US dollar, many countries, including Japan,1 West Germany and UK,
started floating their currencies. Thusthe SinithsonianAgreement came to an end.
Q Abolition of Gold ~ndEmergence 6f SOR .

The turmoil 1n the exchange marketcontinued. The' dollar continued to fall and
Japanese Yen and Deutsche Mark emerged strong, Major currencies of the world
continued to float. The Committee of 20-. which had 20 principal members both/
from developed and developing countrtes=-made a number of far-reaching
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recommendations on reforming the IMP system. The major recommendaUons relate
to the place of gold in me IMFsystem and the use of SDR.

The official price of gold was abolished in November 1975, putting an end LO
the gold era. The countries were free to purchase or sell [or monetary reserve
gold at the prevailing market price. SDR emerged as the tnternauonal currency.
No agreement could, however, be reached on a new system of exchange rates.
The USA advocated floating rates, while France was [or fixed rates and return
to par values. .
o Second Amendment of IMFArticles

A major change in the IMF system was noticed with the second amendment
to Its Articles of Agreement which came into effect [rom April 1. 1978. Under
the present arrangementevery member is free to choose its own exchange rate
.systern. But every member should endeavour along with IMF and othermembers
to ensure general stability of exchange rate system and orderly conditions in
exchange markets. Manipulation ofexchange rates by a member to gain an unfair
advantage over others is prohibited, The IMP has surveillance over the exchange
rate policies of the members and is free to put forward its .frank opinion on
such policies. Subject to these provisions each country can have its own exchange
rate system,
o Plaza-Lourve Intervention Accords

Even though floating rate has become the order of the day, the events in 1980s
have lent .legtttmacy to offlcial tntervention in the exchange markets to regulate
exchange rates. Between 1981 and .198p the US dollar appreciated by over 50%
supported- by expansive fiscal policy and tight monetary controls followed by
the US government. The .appreetatton of dollar resulted in the country losing its,
export competitiveness resulting in trade balance deficits. European countries
had to adopt stricter monetary. polities, to arrest fall of their currencies, but
,these measures were at the cost of lowering domestic economic performance.
They could not take advantageofthe situation to increase exports to USA, due
to import restrictions placed by the latter. to protectits Industries. The situation
brought out the importance of exchange rates on the economies, and the need
for active managementof the exchange rate system. On September 22, 1985 ,
offlcials from Group of Five countries (0·5 _. Britain, France. West Germany.

, Japan and USA) met at Plaza HQt~Hn New York. After the meeting the officials
from 0·5 countries announced that they.would intervene jointly to reverse the
dollar appreciation. The announcement is considered historic for the reason that
for the first time the policy of intervention gained legitnnacy and was undertaken
il1 coordinated manner by drfferentcentral banks with transparency about such
measures. As an immediate reaction to the decision, the dollar Iel! sharply and
continued to decline through 1986" , I'

The continued depreciation, of dollar needed some corrective measure as the
'.1 competitiveness of other countries were getting affected. This resulted in another

effort at exchange rate cooperation by 0·5 countries. At the meeting held at"
, Lourve in Paris on February 22, ,1987, G~5 countrtes along with Canada. agreed
to foster .stabillty of exchange rates.around the then existing levels. The central
banks agreed for a set of target zones, or exchange rate ranges, that they-would
defend using active foreign exchange intervention.
o Present System

The present system can be termed as a "managed float' under which the major
currencies are floating but subject to exchange control regulations to keep the
rate movements within limits. The different methods adopted at present by
countries for exchange rates are as follows: '

- .
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(a) The major currencies like US dollar. Japanese yen, pound-sterung, are 11oa ting.
i.e .. their exchange rates are determined by market conditions.

(b) Some currencies are pegged to SQR; their values move with change In
the value of SDR e.g., Burmese kyat. .

(e) Some currencies are pegged to a major currency, e.g .. SrJ Lankan rupee
is pegged to pound-sterling.

(d) For some currencies, rates are based on a basket of currencies.
(e) for some currencies. rates are subjectto .mutual intervention arrangements.

2.4 EUROPEAN UNION. . -. . . 1
The European Union (EU),is a~sterling example of successful economl

integration among the. countries of a region, Formerly known as the Europear
Economic Community (EEC). the Union was born out of the 'Treaty of Rome.'
entered into among stxEuropean countries-Belgium. Netherlands, Luxembourg,
France, Germany and Italy-who are also its- founder-members. It came into
operation on January 1, 1958.. .

Under the Treaty of Rome th e-mernbcr-countrtes agreed to: (l) gradual
ltberaltsatton of trade among the members With a view of achieving zero tariff level
as early as possible: (U) evolving a common external tariff among the member
countries for inter-regional trade; (Ui) evolvinga common agricultural and transport
policy; (iu) removal of obstacles to the free movement of persons, services and
capital: (u) establishing the European Common Market (ECM) with a view to
reducing intra-regionaJ income disparities and promote trade among the members:
and (vi) evolving common fiscal and eeonomtc policies to the extent possible for
tile functiorung of the ECM and to remedy disequilibria in their balance of payments.

The member-countries agreed to abolish in a phased manner all the tariffs amoI1,g_
themselves and adopt a uniform tariff for trade with other countries, This was
achieved by 1968. The next step wasto Integrate the 'European Community into a
Single market with single set of laws, tariffs and fiscal barriers. This was to be
achieved by 1992, In June 1985. the European Commission Issued the White Paper
ltsttng various legislative proposals on "complettng the internal market'. The
proposals essentially centre 011 aboushingextsung physical, technical and fiscal
barriers, These include border controls, technical standards and regulations and .
dtsparlttes in lax regulations. The Single European Act, which became effective in
July 1987, provided the legal basts necessary to implement the integration of
European market. '

The European Union. is operating as a single market with effect from 1st January,
1993 .wlth the elimination of barriers to the movement of goods, services, capital.
manpower and skills within the bloc, At present the membership includes 15
countries with the addition of England, Ireland. Denmark Greece. Spain; Portugal.
Austrta, Finland and Sweden, It now constitutes the world's largest and prosperous
market with a share of 40% In the world trade.' .

One of India's major trade partners is the EU whlch accounts for 25% of its
exports. Whlle U1escope (or exports has been enlarged by the mere size of the market
and Ilextbutty of the quota [or different items, the Indian Industry has to survive
the severe competition arising from throwing open the market to all. India has signed
a trade and .econorruc cooperation agreement with the EU. This provides for
preferential trade between EU and India and mutual cooperation in economic and
·agricultural and industrial development. It is expected that in course of time India
may be asstgned an associate member status,

1I European Monetary System
On the monetary front. the European Monetary System (EMS) was conceived to

pave the WHy[or European monetary integration. The main objective of EMS was
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to establish a zone of monetary stability in Europe and to achieve a greater
convergence of financial and economic policies among member-countries. It was
thought of as a protection to the European countries from the instabilities of
US dollar.

The EMS became operative from March 1979 with- the members of EEC except
Britain which opted to remain oujside the system, Each member-country of the
EMS agreed to rnaintam exchange rates within certain margins through concerted
intervention policies. It also provided for mutual credit facilities to implement
the policy of stability of exchange rates,

An innovation of the EMS was the creation of European Currency Unit (ECU).
The ECU occupied the central positron i11the system. EelJ was the unit of
account for mutual monetary assistance. It also served as an indicator of
divergence in exchange rates of currencies of member-countries, In addition, it
was used as a measure of settlement among the central banks of the members.
In short, ECU was the unit of account of the EMS and occupied the same position
that is occupied' by SDR in IMP. .
Exchange Rate Meehan.ism (ERM) ECU.was a basket of fixed amount of

EEC currencies. The parities 'ofall EMS currencies were declared against the
ECU.As the parity of all EMS currencies, was fixed in terms of ECU, each pair
of these currencies had a ftxed cross parity, The central bank of a member was
required to keep the market rate for Irs national currency against each other
participating currency within 2.25% above and below its cross parity. The central
bank of each participating country declared selllng and buying rates for each
other parttcrpatlng currency at 2.25% above and below the cross parity, at which
rates it will deal in unlimited amounts. The willingnes~_of the central bank to
deal at these rates was to ensure that the market rates do not go beyond the
limits. . .

In addition to maintaining the cross parity wilh other currencies, each currency
was allocated a maximum percentage deviation against its ECU central rate,
known as the divergence indicator. When this divergence was reached, there
was a presumption (but not an obligation) that corrective action will be taken
by the country concerned, The maximum divergence indicator' against a
currency's ECU central rate varied from currency to currency.

Althuugh among themselves the EMS currencies had fixed parity, the
currencies were floating as a bloc against, other currencies.
a EconomiC and Monetary Union

The integration of the European Union was complete only with the evolving
of a single currency for all EU countries. At a summit meeting of the EC heads
of government held in Maastricht in the Netherlands in December 1991, it was
decided to achieve the economic and monetary union In three stages. Stage I
began on .July 1. 1990 (earlier to Maastricht) with free movement of capital in
the EC. Stage II began on Janua,ry I, 1994 with the .establlshment of European
Monetary 'Institute as a precursor to the eventual formation of Central Bank for·
Europe. At Stage III, commencing from 1997 and not later than January 1. 1999,
the members would irrevocably fix inter se exchange rates and proceed towards
a single currency, Under Maastricht, Britain has retained the right not to join the
monetary union. .,.. .

The European political leaders who met in Madrid in December, 1995 took final
decision to implement the economic and monetary union (EMU),commencing from
January I, 1999, The single currency for Europe is named 'Euro',

The mernbers of the EMS are eligible to Join the EMU subject to fulfilment of
the following conditions: . . .

- ..
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(i) The yearly average in fla tion of'the country not to exceed by more than 1.5%
the Inflation levels of three of the best performing member countries:

(Ii) The yearly average long-term interest rates not to exceed by more than 2%
that prevailing in the three best performing member countries: '

(iii) The govern rnent defictt not to exceed 3% of the GOP or should be falling
substantially towards this ngure:

(it)) The gross govern men t debt not to exceed 60% of GDP or must show a
satisfactory fall towards this figure:

(v) The exchange fate of the country's currency must have moved for at least
two years within the normal EMS margm.

o Launching of Euro
Euro was launched on January 1. 1999 in line with the schedule set out by

the Maastricht Treaty. Eleven out of fifteen member countries in the European
Economic and Monetary Union (EMU) which achieved the Maastricht convergence
criteria trr evocably Iinked their domestic currencies to Euro on December 31,
1988. ,

The conversion rates between Euro and the currencies of the mernber states
opting the Euro which came into effect Since January 1. 1999 are as-follows: 1
Eur o = 40.3399 Belgian francs: 1.95583 German marks: 166.386 Spanish
pesetas: 6.55957 French francs: 0.787564 Irish pounds: 1936,,27 Italian lire;
40.3399 Luxembourg francs: 2,20371 Dutch gullders: 13.7603 Austrian
schtlllngs: 200.482 Portuguese escudos: 5.94573 finnish markkas.

The Euro Is issued and administered by an European System of Central Banks
(ESCB) which com.prises of the European Central Bank (ECB) and 11 national
central banks (NCBs) which sets the monetary policy and can alone authorise,
th-e- issuance of Euro notes. The, Euro was initially transacted in the form of
electronic currency. Euro notes and COins we're put in circulation on ,January 1,
2002 and circulated along with the erstwhile national currencies (legacy
currencies). Euro became the sole legal tender in the eleven countries on
July 1. 2002.

2.5 EXTERNAL VALUE OF RUPEE
When India joined the IMF value of the rupee was declared as the equivalent

Of 0.268601 grams of fine gold. In. terms of pound-sterling the parity was nxed
at Rs. 1 == 1 sh. 6 p. In September 1949. the pound-sterling was devalued and
the rupee was also devalued to the same extent. Although the parity of 1 sh. 6
p. per rupee was conttnued to be maintamed. the gold content of the rupee was
reduced to 0.186621 grams. ,

Rupee was devalued in June 19.66 by 37.5% and the parity rate of rupee mS
fixed at US S 0.133333. equivalent to a gold parity of 0.118489 grams of fi e '
gold per rupee. The fixed parity systembroke down in August, 1971. when e
USA suspended the, convertibility of, the ,US dollar into gold, In view of the
uncertainties in the tnternational sttuatton.prevanmg then. itwas decided that the
Indian rupee should be pegged to the US dollar-at the rate of $ 0.133333 per rup~e.
The pound-st7rling continued to rem<:ill the intervention' currency and Reserve Ba_nlf's

. rates for buymg and selling the pound-sterttng were.determined daily on bflsiS of
the rate for the dollar in the London ,Market.

In December 1971; the Smithsonian Agreement brought some order in the
turmoil and new system of centralrateswtth a wider margin of 2.25% on either
side of the fluctuationwas Introduced. Alongviith this development, the rupee was
pegged to sterling at the central rate, of Rs.IB.9677 per pound-sterling.

The fact that majority of exports from India were invoiced in pound-sterling
and also the historical link between ~he two countries led to this declston.
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However,with the failure of the .Srruthsonlan Agreement the pound-sterling began
to float in the market. With-the floatingof the pound-sterling the rupee also floated.
This led to a continuous depreciation of the rupee in the exchange markets. To
correct the situation the Government of India delinked rupee from pound-sterling
in September 1975 and linked it with the 'basket of currencies'. The value of rupee
was determined by the values of currencies that constituted the basket. However.
sterling was retained as the intervention currency in terms of which the external
value of rupee was fixed. The rupee-sterhng middle rate was so fixed tJlat the value
of the rupee in terms of the basket was within a band or 5% or the base rare. t,e.,
rate announced [or rupee onswitchlng ovei to Ulis system. The composiUon of the
basket as well as the weight assigned to each currency was kept confidenual and
was. determined by Reserve Bank of India in consultation with the Government of
India. However, the currencies were presumed to be pound-sterling, US dollar,
.Japanese yen, Deutsche mark, SWiss franc and a currency of one oil exporting
country-the currencies in terms .ofwhich the majority of the country's exports
are invoiced.' .

Linking of the rupee to 3. basket of currencies was done to moderate the
fluctuations in the exchange rates and further moderate the depreciation of rupee
in the international market. '

With effect from March' 1992, US.dollar was adopted as the intervention
currency in place' of sterling and rupee was partially floated. 40% of the inward
remittances. other than of capital account. [nclud mg remittances on account. of
exports, was converted at the official. rnte which was the rate based on the
Reserve Bank.rate.for the-foretgn currency concerned. 60% of the remittance
was converted atmarket rate which was derived on the basis of market forces
of demand and-SUpply forme currency-concerned. That portion of the remittance
which was converted at the offlclal rate was, to be sold by the authorised dealer
to Reserve, Bank. That portion converted at the market rate could be retained
by the authorised dealer to meet the demand for foreign exchange for import
customers and others. Certain imports by the Government and import of life
saving drugs were allowed at the offtclal rate by. the Reserve Bank making
available the foreign exchange at the offlclal rate. AU other imports were to be
met at the market rates. .

The external value of rupee was made fully dependenton market forces with
effect from March 1993. T)1eoffi018,1rate has now been abolished. The exchange
rate for. rupee is calculated based on the market rates. Even the Reserve Bank
rates are based on market rates. ,
2.6 CONVERTIBILITY OF RUPEE

In the present context, convertibility of''acurrency refers to its convertlbtllty
into a foreign currency as desired by its holder, The currency is fully convertible
.if'the holder can convert it into any other currency at rates determined by the
forces of demand and supply and without any interference from the government.
The convertibility therefore involves two aspects: . '..

(£) 'The rate of exchange should be determined by the market and not by the
regulatory authority and thus the holder does not incur any loss on
conversion: and .... . .

(ii) There should not be any quantitative restrictions On the repatriation of
the currency. ". . . ." .

I Earlier the exchange rate of r.u.pee was s~~ject to the conditton that the f. ate
quoted by a bank to its customer should not be worse than the rate based on
:RBIrate. Rupee was made partially convertible when dual exchange rate was
introduced and 60% of the remittance into India was converted at the market
determined .rates. Now the. value of rupee is fully determined by the market

, ,
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forces, Thus rupee now fulfUs the f1r$t condttion o[convertib1l1ty, uiz., the exchange
rate should be determined by market forces, '

A currency is converted to effect remittances, either from the country or into the
country from abroad. Rerrutrances are broadly classified into two categories:
(i) those on current account lind (til those on .capltalaccount. This classification
is based on the current and' capital accounts in the balance of payments.
Remittances on currenL account represents transactions relating to trade ingoods
and services, For such remittances no reverse flow of funds in the future is
anticipated. Remittances on capital account relates to investments, loans etc. These
represent the external debt of the country and reverse flow in the form of interest/
dtvtdend and repatriation of capital is expected. .

o Current Account Convertibility
Rupee is now fully convertible. on current account fulfilling also the second

condition for converttbtttry, viz .. no quantttatlve ceiling on remittances abroad,
through subject to certain regulations. As a.part of liberalisation of foreign exchange
tr ansacttons. the Reserve Bank has enhanced the discretionary powers for
authorised dealers for making various remittances abroad. The Iimtts on
remittances for various purposes like travel, studies, medical treatments, gifts,
services etc., have become indicative; In certain cases authorised dealers themselves
can permit remittance beyond the. Indicated limits. In certain, other cases, the
requests for remittances over the limits shall be referred to Reserve Bank, who
will favourably consider U1erequest. . '. '

As an afftrrnatton of the convertlbllttyofrupee on current account, with effect
Iroru.August 20. 1994. India moved over to Article VnI status in the IMF. IMP'
members accepting the obligations of Article VllI undertake to refrain from imposing
restrtcuons on .the rnaking of payments and transfers for current international
transactlons or from engaging in discriminatory currency arrangements or mulUple
currency practices without IMF approval.
o Capital Account Convertibility

The next logical step in the dlrectlon is the convertibility of rupee on capital
account. In his Budget Speech [or 1997-98, the Union Finance Minister described
capital account convertibility as the cherished 'goal ofthe government. As a follow
up measure, the Reserve Bank of Indtaappolnted in February 1997 a committee
on Capital Account Convertibility (CAe) under the Chairmanship of Sri S.S.
Tar aporc, then Deputy Governor of Reserve Bank, The committee submitted its
report on May 30, 1997, '
'.J Benefits of CAC

. ,
The Committee has put forward the foUowtngas the advantages flowing from CAC:
([) It makes availa.b..le a large capital st..o.c.k.t0 sUPP.lement d.omeStic resources I

and thereby enables the economy to register higher growth, reduce the cost
of capital and Improve access to international financial markets. .

(ti) Itallows residents to hold an internationally diversified portfolio which
reduces the vulnerability of income streams and wealth. to domestic stocks,
lower funding costs [or borrowers land prospects of higher yields forsavers,

(W) AllocaUve efflclcncy irnprovesas a result of Iinanctal integration arising from
CAC, This can stimulate innovation and improve productivity.

(ill) It provides Impetus for dornestlc tax regimes to rationalise land converge to
International tax structures, This removes inducements for domestic agents
towards evasion and capital flight.

(ll) The capital controls turn progressively ineffective, costly and even dtstortrve,
On the other hand, an open account would bring the weakness of the Indian
Ilnanclal system under a sharper focus. It would impose a strong dtsclpltne.
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upon the financial system and expedite the early rectification of infirmities
in the system and lead to widening/deepening of markets to enable the
.spreading/distribution of risks.

o International Experience
The Committee made a survey ofthe international experience in capital account

convertibility. The countrtes which initiated the move to CACon the basis of strong
fundamentals were able to modulate the pace of instituting CAe Without undertaking
large and dramatic sWft in a stance of macro-economic policies. Also. these countries
were less vulnerable to backtracking and the reimposltion of controls. Countries
with weak initial conditions were constrained to adopt drastic macro-economic
policies to facilitate the move to Cf\c:;,. .... .

The following are considered importantpreconditipns for CAC:
(i) A strong balance of payments pcsltlon.
(U) The strengthening of the financial system.
(ttl) Fiscal consolidation. :
(ru) Conduct of an appropriate exchange rate policy.
In the Implementation oreAC. restriction on inflows and related outflows by

non-residents and restdents. corporates and non-banks usually received
. 'preferenttal treatment. followed by banks and .mdtviduals. Some restriction on
capital inflows were imposed duringthe transition period.. .... ,

o Preconditions for CAe in India
The Committee stl.pulate!Lp_r.econditionsJn three Impor tan t areas for

implementation of CAC. T.hey are:· .
(£) Fiscal consolidation .. The-ratio of Centre's gross-fiscal. defrctr to gross

domestic production to be reduced from a budgeted 4.5% in 1997-98 to
4% in 1998~99 and further to. 3.5% in 1999-2000. accompanied by a
reduction in the States deficit.

(iO Mandated inflation rate. The inflation for the three-year period (1997-
2000) should be an average of 3-5 per cent.

(iii) Stretiqth.eniriq oj Ftnanctal System. Interestrates should be fully
deregulated in 1997·98. The average effective eRR should be reduced to
8% in 1997-98. 6% in 1998-99 and further to 3% in 1999·2000. Gross
non-performing assets to be. brought down to 12% ln 1997·98. 9% in 1998-
99 and 5% in 1999·2000.

. Implementation CAe should be implemented in three phases over three
years: Phase I-1997-98. Phase Il-1998-99 and Phase IIl-1999-2000. The
implementation of measures contemplated for each phase should be based on
a careful and continuous monitoring of the precondtttons. .
Exchange Rate Policy On the exchange rate policy, the Reserve Bank should

have a monitoring band of 5% around the neutral Real Effective Exchange Rate
(REER). (REER is the exchange rate for the currency adjusted for inflation rate
dtfferentlal.l Reserve Bank should ordinarily intervene as and when the REER is
outside the band.
Adequacy of Reserves The following four indicators should be for evaluating

the adequacy of reserves: .
(i) Reserves should not be less than six months of imports. .
(ll) Reserves should not be less than three months of imports plus 50% of debt

service payments plus one month's exports and imports.
(iii) The short term debt and portfolio stock should be lowered to 60%. .
(tu) The net foreign exchange assets to currency ratio should be prescribed by

law at not less than 40 per cent. .
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Narrow Banks TIl(' weak banks should be converted into 'narrow banks' and
the incremental resources of these narrow banks should be deployed only in
Government securities.
Risks of Convertibility

Those who oppose convertibility offer the following arguments against its
implementations:

(I) Credit rating institutions will playa vital role in decision making by the
investors. The changed view of. these institutions or changes in the Interest!
exchange rates may have a destabiIising effect on the portfolio flows.

(U) It exposes banks' liabllities and assets to more prlce and exchange risks,
The effect of increased volatility of exchange rate will be felt on the banks'
open foreign currency positions.

(iii) Banks may supplement their domestic depositbase with borrowings from
off-shore markets. The volatility in interest and exchange rates can be
dangerous to weak and fragile banks. ;.

(tu) Fluctuation in. interest rate may affect the cost of borrowing for emerging
markets and alter the relative attractiveness of investing in these markets.
Real exchange rate volatility may cause currency and maturity: mismatches,
creating large losses for bank,borrowers.. .

(v) Due to increased competition, the margins for the banks may be reduced.
Implementation in lndie

India is already moving towards capttal.converttbtltty though not at the speed
envisaged by the Committee. The recent Asian currency crtsis has moderated
-I:fle tone-ofthe staunch.advocates' ofCAC. The Reserve Bank and the Governmex:-1t
are progressively relaxing the condltlons attached to such areas as investmentJs
abroad. -mvestt.nents into lndta-and main.tenar.·lee of foreign c.urrency accounts.\
by banks. Thus India is cautiously moving towards convertibility of its currency
on. capital account. . .... .. .

Proui$ions under F~MA The Foreign Exchange Management Act. 1999. whioP.
came into force with effect from June 2000; continues restrictions on capital
account transactions. Section 6(~) provtdes that the Reserve Bank may, in
consultation with the Central Government specifythe permissible classes of
capital account transactions and the limit 'up to which' foreign exchange shall
admissible for such tr ansactions. Only such transactions which are permitted
under speciftc or general permission of the Reserve Bank can be carried out.
Thus rupee remains only partlally.convertlble for capital account transactions.

2.7 SOUTH EAST ASIAN CURRENC~ CRIS;'S. :
The group of South! East Asian countrtes carne tobe known as Asian Tigers

due to phenomenal economic progress made by them Within a shortperdod. Low
inflation rates. sustained high economic growth and high savings rate attracted
the attention of the entire globe. In comparison, the growth achieved by India
was dubbed lethargic and the country was advised to liberalise the economy at
a faster pace to match the achievements of its neighbours.
a The Crisis
. Then carne the bolt from the blue 'in the form of currency crisis which has shaken

the financial system of the entire globe. It started with the downward ·adJustment
of the value of Thai Baht, (fora long, time pegged to dollar) 1n July 1997, as the .
authorities decided that it was overvalued. Tnrslrnttatec a run on Thai Baht. The "
market percepUon changed and SOOrlthe currencies ofthe netglibourtng countries:
came under speculativeattack. Between end-June 1997 and third week of .January i
1998. the Thai Baht fell by 120%. the Philippine peso by 62%. the KOrean won by
97%. the Malaysian ringgit by 79% and the Indonesian rupiah by 120%.
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Causes
The postmorte~ conducted onthecrlsis point to ootl: market forces and wrong

msnegement oi tbe economy to share the blame. .. .
(i) Thai Baht was pegged to US dollar for a long tJme WhlCh meant that 11

appreciated in value when dollar appreciated, despite the country posting
a persistent current account.deftclt of 8.7% of GDP' The pegging gave the
investors from abroad an environment of stability in exchange rates and
.freedom from exchange risks.

(U) The private sector indulged in excessive short term borrowing as money
was flowing easy from the international financial markets. The country
received large inflow of short term portfolJo investments. A large number
of bank and non-banking financial companies mushroomed to handle these

. inflows.
(Ui) Foreigners were allowed to hold domestic currency deposits. In the absence

of adjustment of exchange rate, it offered arbitrage opportunity in interest
by borrowing in international markets and invesung in local currency,

(lu) Huge investments had already been made in sectors like automobiles and
electronics leading to overcapactty. In the absence of suitable investment
opportunities, the excess liquidity with the banking system found outlet
in lending for property deals and shares leading to boom in property and
share prices. The borrowings of the banks were In US dollars, but the
Iendlngswere ·1n Baht. When the cash Dow dried up. these loans could
not be repaid. but were allowed to be rolled over. In the absence of stringent
prudential norms, the banks were norrevealtngthe non-performing assets.

(u) On the external front. It was seen that glut In manufactures produced in
the region lead to decline in export prices and exports. Combined with
declining exports and increased imports of luxury consumer items, the
country faced a steep Increase In current account deficit. This lead to a
speculative attack on. the currency. The central bank lost more than USD
1.5 'billion trying to defend the parity, but was ultimately forced to float
the Baht on July 2. 19.97.

(ul) With the sharp drop in currency value. the value of the securities of bank
advances fell leading to large scale losses. The stock markets also crashed.
As the investors started to look.closelyat the countries in the region and
take steps to protect their interest, it resulted in pressures on other
currencies as well. Philippines too put the peso on float Indonesian rupiah
and Malaysian ringgit were put on wider pegging. The overseas investors
suffered losses and the sentiment was reflected in the worldwide fall in
the stock prices .

. Recovery
Most of the economies are on the path of recovery. IMF came out with rescue

package of .more than USp 100 million with the terms and conditions of
restructuring their weak banking and flnanctal systems and following sound macro
economic POlicies:The time has been seen as opportune by the multinationals to
acquire business lr:terest. through acqulsltions-or otherwise, when the currencies
of the countries are at low ebb. After the debacle. thecurrencies are showing some
. semblance of stability. but it will take along time to regamthe past glory. It is
also feltthat the crisis 1sonly temporary. as the economies are fundamentally strong.
This region now accoun ts for one-third of world output as against 20% 15 yearsago.

\
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o Impact on India
The effect of the ASian crisis was felt in lndia,·though not to the same extent, in

the depreciation of Indian rupee and downward slide in investments from abroad,
In January 1998, the rupee crossed the psychologicallevel of Rs. 40 per' dollar.
The period also Witnessed net outflow or foreign investments from India. The Reserve
Bank responded to the situation with a package of.measures announced on January
16. 1998. aiming at tightening the liquidity in the banking system. The measures
included raismg tile bank rate by 2%. hike in cash reserve ratio by 1/2 %, reduction
in refinance limits of banks and doubling the interestrate surcharge from 15% to
30% 011 import finance. These measures were considered by many as more stringent
than war ran ted. However. they had the desired etTectof allaying the speculative forces
and the rupee regained some lost ground and steadtedat about Rs. 39.50 per dollar.
which Is considered reasonable considering the.Iundamerital factors. Having achieved
the objective. subsequently the Reserve Sank relaxed some of the restrictions
imposed.

On the international trade front. the effect of the crtsis depends upon two
factors. First. the trade between Indian and South East Asian countries. These
countries accounted for 15% of India's total exportsand 11.5% of its total Imports
in 1995-96 .. Trade balance of India with these countries has been a deficit of
about 7% of its total exports. To some extent. therefore. the fall in exchange rates
should benefit India in the from of lower tmport costs.

The second. aspect is the exports from the country for which the South East
Asian countries arc competitors. These include Items like tea. coffee. rnarrne
products. engineering goods and textiles. In all these cases. exports from India
have become costly due to fall in the exchange rates of the currencies of the
competing countrres.

U Lessons for India
The important question is what lessons do we learn from the debacle to avoid

such a situation threatening India?
(il No country can afford to have high deficit in the current account for a long

lime. Such deficits should not be covered by volatile short-term forms,
India's position in this regard is not alarming because the current deflctt
is less than 1.5% of the GOP (as against 8% of Thailand). However, it should
not be Iorgcuen that the same comfortable position may not sustain once
Inc!la Is forced to remove the quantitative restrictions on imports yielding
to pressures from WTO.

(ill It Is not the size. but the quality of foreign exchange reserves that is
important. Thailand which has a reserve ofUSD 38.7 billion at the end of
1996 lost around USD 13 billion in less than months In 1997. India as in
a better posttion. with low ratlo of short term debt to reserves. However,
these short term debts and foreIgn institutional investment. constitute
about 50% foreign exchange reserves of the country. These are considered
potential 'hot money'. Therefore more discretion is required -In relaxing
restrictions on capital transfers and maturity pattern of externalcommercial
borrowings.

(Iii) There is need for keeping the exchange rate of the curr encyaltgned to the.
fundamentals in. :the long run. If this is' not done,. the currency will be
subject to speculative attacks. Once the speculative attack 1s launched on any
currency. the effect is bound to spread to the neighbouring countries as well.
The effor: of the central bank to defend the currency in such a situation will
not only be fruitless -.but also cos] the exchequerheavily

(iv) The banktngsystem shouldberegulated' and subject to prudential norms.
There should be transperancy in their operations. Especially the use O~i

I
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bank funds for speculative activities like real estate business and share deals
should be discouraged. The banking system in India is functioning under
reasonably effective regulation by the Reserve Bank. The high level of non
performing assets is gettingreduced gradually. Thus the situation overall is
satisfactory. But it should be ensured that granU.ngof autonomy for the banks
that is on the cards should not-result in dilution of the present prudential
regulations.

(v) The capital convertibility cannot be introduced unless the fundamental
factors are strong enough. The r.ecommendations of the Tar apcr e
Committee on the precondttions for introducing capital convertibility in
.India gets a favourable endorsement by the events that led to the Asian
currency. crisis.

o Conclusion
The ASian crisis has shown timely warning signals to India in its march

towards Iiberaltsation. India should.continue to follow the path of progressive
llberalisatron with continuous assessment and judicious monitoring.

, .
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3 International Ftnancial
Institutions

FO'~ the smooth functioning o.f. Inter ..national ~...0. netary system. certain
international tnstituttons have' been established with membership of
majority of the nations of the globe. We take a brief look at some such

ins ti tu tlons.
"3.1. INTERNATIONAL MONETARY FUND

Even before the Second World War ended, the Allied countries began to devote
sertous thought and efforts in developing a system that would end the chaotic
conditions prevailing and pave the way for an orderly conduct of international
trade and promote good monetary relattoris among the countries. They worked
with the objectives of finding a system which would (~) help remove the
restrictions on trade. (b) ensure free convertibility of currencies (which was
suspended during the inter-war period due to multitude of exchange controls)
and maintain stability In exchange rates among the currenctes.: In these efforts.
the USA (represented by Mr. H.D. White) and the UK (represented by Lord Keynes)
had a greater role to play, .

In June 1944. representatives of 44 Allied powers met at BreLlonwoods. New
Harnpslure. USA, to give concrete shape to. their ideas, The agreement reached at this
meeting provided for establishing two institutions which came to be known as the
'Brettonwoods twins', The institutions set'trpwere-ttre International-Monetary Fund
(fMP) and the International Balik [or Reconstructton' and Development (World Bank),

••---- ".,' - c' _.... .._ •

o Objectives
The Articles of Agreement of the IMF setout the following as the objectives of'

the Fund:' • '
1. 'Io promote tntcruational monetary co-operation through a 'permanent

lnstllution which provides themachinery for consultation and collaboration
on Inlernatlona1 monetary problems. . •

2. To Iacllttate the .expanston and balanced growth of international trade and
to contribute ther-eby to the .promotion and maintenance of high levels of
employment and real income and to the development of the productive
resources of all members as primary objectives of economic policy

3, To promote exchange stability. to matntam orderly exchange arrangements
among members. and to avoid competitive exchange depreciation.

4. To assist in the establishment of a multilateral system of payments in
respect of current transacttons Lerween members and in the elimination
of foreign exchange restrictions. which hamper the growth of world trade.

5. To givc conftrlcnce to members by making the general resources of the FUnd
temporarily available to them under adequate safeguards thus providing
them with opportun tty to correct maladjustments in their balance of
payments withou t resorting to measures destructive to national or
tnternattonal prosperity.

6. In accordance with the above. to shorten the duration and lessen the .degree
of disequilibrium in the tnterriattonal balance of payments of members,

Thus (Ile role of the [MP is mainly twofold: It Is an organisation to monitor
tile proper conduct ofthe in ternanonal monetary system. Second: it is a source
of ltqutdlty for countries in need of foreign exchange to finance temporary balance
of payments cleltcns.
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o Structure
The central office of the IMP is in Washington. The IMP is an autonomous body

with 184 countries as members'. It is affiliated to the UNO. The highest authority
of the IMP is the Board cfGovernors ui which each member-country Js representee!
by a governor and an alternate governor. The Board of Governors is the policy-making
body. Itmeets normally every year. .

The International Monetary' and Pttiaricia! Committee consists of 24
Governors representing constituencies or groups of countries, corresponding to
those of the Executive Board. It-meets twice a year; on the occasion of the IMP
World BaJ.1k Annual and Spring Meetings, to advise the IMP 011 the functioning
of the international monetary system. "
, The admtmstr atlve responsibilities and detailed functioning of the IMP are
vested with the Executive Board. At present there are ~4 executive dircctors
eight Executive Directors represent lndlvldual countries: China, France, Germany,
Japan. Russia, Saudi Arabia. the United Kingdom. and the United States. The
16 other E?CecutiveDirectors each represent groupings of the rernanung countries.
The Executive Board rarely makes Us decrslons on the basis of formal voUng.
hut relies mstead on. the Iorrnatton of consensus among its members. .

The Executtve Dlrectors have substantial powers. Deoistons regarding lellding,
changes in exchange rates and appointment of ManagiI~g Director are taken by
the Executive Directors. Executive Directors meet frequently, even on alter nate
days. to decide on problems that crop tip.
o Resources

Tile main resources for IMF is the me'mbers' quotas, Quota represents the
subscrtpuon by a member-country to the capital fund of the IMF. Quotas are
fixed [or each country Iixed broadlyon its economic size. Apart [r0111representing
the subscription of 'a country to the IMF. the quota also forms the basis [01'·
deter mlnlrig its drawing right from the IMP, its voting power and shan: in
allocation of SDRs. All these rights are available to a member in proportion to
the quota allotted to it.

Initially, it was stipulated that 25% of a country's quota should be paid in tile
form of gold or US dollars and the other 75% in the country's own currency. At
present. instead of contribution in gold, the. 25% of the quota is to be contributed
in the form of SDRs or widely accepted foreign currency, such as US Dollar.
Euro, Yen or Pound-Sterling. .

Since the quotas were fixed in proportlon to the relative importance of each
country, economically more powerful countries had the largest quotas. This was
beneficial in ~ way because the IMP came to possess proportionately greater
amounts of currencies of the larger and stronger economies. These funds are
available to member-countries to draw upon when additional Icreign exchange
is needed to finance temporary bala.nce of payments deflcits. But it also meant
confining the voting rights and thereby the declsion-maklng to a handful to
industrially advanced countries. . .

Quotas are reviewed by the IMF at intervals of not more than five years. Over
the years quotas have been increased. Initially. the quotas totalled about US!) 7
billion. The last review .was made in November 1997, increasing tile allocauon
to SDR 213 billion. . ..

General Arrangements to Borrow lMP can supplement its resources by
borrowing. A Significant achievement made in this .dtrectton is the entering into
'General Arrangement to Borrow' (GAB) In 1962. Under this agreement tell
industrialised countries agreed to lend to IIy1Ftheir own currencies up to the lim! t
agreed. The ten countries, known as the Group of Ten. include Belgium. Canada.
France, West Germany. Italy, Japan. Netherlands. Sweden, UK and USA. Switzerland

'n
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.I0il1(;(1 later making it a Group of Eleven, IMYcan borrow under this arrangement
only when the funds are needed for a partrcipanttn the arrangement. The original
agrcel11ent was for a period of four years, It-was subsequently renewed periodically.
At present under this arrangement, lending commitments by 11 industrialised
countries stand at SDR 17 billion, plus SDR 1,S billion through an associated
agreelllent with Saudi Arabia.

New Arrangement to Borroui Similar to GAB. IMP entered into a new
arrangement to borrow (NAB) in 1998, under which 25 countries have agreed
to lend SDr~ 34 billion. The stipulation for IMF is that the borrowing under GAB
.uir: NAB cannot exceed SDR 34 billion, ' ,

Trust Funds The IMF provides Itnanctal assistance to low-income countries
through ccnccsstonal lending under the Poverty Reduction and Growth Facility
(PRGF), and debt relief under the Heavily Indebted Poor Countries (HIPe)
Initiative, These resources are financed through bilateral contributions and by
tile IMP'llself. They are separate from the quota subscriptions and are
admuustcred under the PROF and PRGP·HIPC Trusts. for which the IMP acts
(\.'::i Trustee.
L..JDrawings from IMF

fMF' provldes tcm porary asslstance to rriember s to tide over balance of
payments deflclts. When the country requires foreign exchange, it tenders its
own ell ITCI1CYto the IMP'and gels the required foreign exchange, This is known
as 'c1rmvil1g' from the Fund, When the balance of payments position of the country
improves, it should 'repurchase' tts currency [rom the IMF and repay the foreign
exchange, , '

Ordinar lly a member-country should not borrow more-Ulan 2S'cro-of its quota
in a twelve-month period, Tll~ total borrowing ora country can go_up._ to a level
where the IMF's holding of the country's currency reaches 200% of the quota.
For example, if India's quota is SDR 1,000 million of which SDR 750 mtlllon
were ccntr ibuted by her in the form of Indian rupees. the maximum amount
Chat India can borrow Irorn the IMF would be SDR 1,250 million so that the
total holding of Indian rupees by t.he IMP' does not exceed SDR 2,000 million.
However. Article 5 of the Articles of Agreement allows [or waiver of this condition
at the dtscretlon of the IMF The fund can waive the condition considering
periodic or exceptional.r equtrerncnts of the member requesting the waiver. There
are a number of occasions 011 which IMF exercised the discretion and allowed
the accumulation of member's currency with it to exceed 200%.

Tra.nche Policies 'The drawing of resources, from the IMF by the member
countries is subject to the Fund's' 'Tranche .poltces'. The word 'tranche' means
slice in French. .Under this policy, the member's right to draw from the fund is
, drvtded into five tiers Or tranches. The borrowing that takes the IMF's holding
of the currency up to 100% of the',country's quota is known as the 'reserve
tranche' (formerly, gold tranche), Borrowing in addition to the reserve tranche'
Is dtvided into four tranches, known 'CiS the 'cre.dit tranches', each equal to 20%
of the cou 11 try's quota. Drawing from the reserve tranche is without any
restriction. A country should first draw against the reserve tranche .and
subsequently the first, second, third and fourth credit tranches, in that order.
The IMF may be quite Ilberal In the first credit' tranche" but drawings from higher
lranches receive greater scrutiny.by IMF. the severity of scrutiny iricreastng with
successive tranches. The borrowing country' has to Justify its action, by gtving a
programme of action In the fiscal, monetary and exchange fields. IMF may decline
lo allow the draWing if it is not sausfted with the plans.

\
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o Loan Instruments 1

Over 'th.e years, the IMFhas developed a number or loan Instrurnents. or Iactliucs.
that are tailored to address the specific circumstances or its diverse mcmbersh.p.
Low-income countries may borrow at .a.concessional interest rate Lhrough the Poverty
Reduction and Growth Facility (PRGF), They can also avail the debt relief under
the Heavily Indebted Poor Countries (HIPe) Inlttative. Non-concesstonal loans are
provided through five main facilities: Stand-By Arrangements (SBA), the Extended
Fund Facility (EFF). the SupplementalReserve Facility (SRP). the Contingent Credit
Lines (CeLl"and the Compensatory Flnancmg Facility (CFF),

except for the PRGF. all facilities are subject to the IMF's market-related interest
rate, known as the rate of charge (which includes an adjustment for deferred charges
and arrears) and some carry an interest rate premium; a surcharge. The rate of
charge is based on the SDR Interestrate. which is revised weekly to take account
of changes in short-term interest rates in the major international money markets,
The rate of charge is currently about 2,9 per cent, The IMF' discourages excessive
lise of its resources by imposing a surcharge on large loans, and countries are
expected to repay loans early if their external position allows them to do so.

Heavily Indebted Poor Countri~s Initiatiue Launched in 1996, the l-lIPC
Initiative is designed to reduce the external debt burden of eligible countries to
sustainable levels, enabling them to service their external debts without the need
for further debt relief and without- compromising growth, For the first time
multilateral, Paris Club, and other official-and bilateral creditors united to take
this kind of comprehensive approach to debt relief. Assistance under the HIPC
Initiative is limited to countries that are eltgible for PRGF and International
Development -Assoctation (lDAl loans .and that have established, strong track
records of policy performance under PROF- and IDA-supported programs but
are not expected to achieve a sustainable debt situation after full use of traditional
debt relief mechanisms ..

Poverty, Reduction and Growth Facility (PROF) The IMF for many. years
provided assistance to low-income countries through the Enhanced Structural

. Adjustment Factllty (ESAFl, In 1999, however, a decision was made to strengthen
the focus on poverty, and the ESAF was replaced 'by the PROF:, Loans under the
PROF are based on a Poverty Reduction Strategy Paper (PRSPl, which is prepared
by the country in co-operattonwtthctvil society and other development partners,
in particular the World Bank.i The interest rate levied on PRGF leans is only
0,5 per cent, and loans are to be repaid oyer a period of 5112-10 years. The PRGF
is designed to make poverty reduction programs a key element of a growth
oriented strategy, Programs supported by the PROF are framed around a
comprehensive, nationally-owned poverty reduction strategy, the costs of whIch
are fully incorporated into the macroeconomic framework. For countries that
receive HIPC Initiative assistance, this strengthens the link between debt relief
and poverty reduction, ConcesslonalIendrng under the current PROF is provided
by the PROF Trust, established in December 1987. which borrows resources at
market-related interest rates from central.banks, governments, and government'
tnstltutions and lends them on ,a pass-through basis to PROF-eligible cou-ntries
receives contributions to subsidise the interest rate on PROF loans, and, malntains
a Reserve Account that provides security to lenders to hie PROF Trust in the event
of non-payment by PRGF borrowers. . ." .

Standby Arrangements Under standby arrangements entered into between
the IMF and a member-country, .the member is allowed to draw upon the
resources of the IMF up to specific limits. and within an agreed period, Similar
to an overdraft facility being extended by a 'bank to its customer, here the IMP
extends't? its member-country the faciUtyqf drawing funds as and when required.

1, Based on information at IMF website.

'.
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Such standby arrangements ate to be negotiated between U1eIMP' and individual
rncm bers. In coustdertng requests fQr standby arrangements, IMF applies the same
appraisal norms as are applicable to its other facilities. Once the arrangement has
been agreed. the request of a member for accommodation should be allowed by
IMP without reconsiderauonor the member's ,position at the time of drawing, The
advantage under the facility is that the countries which have availed of thts
arrangement can know for certain aud in advance that assistance would be
forthcorntng from the FUnd. They can.therefore-deslsttrom Imposing strict exchange
and trade controls. The length ora,St3Ai~typlcally 12-18 months, Repayment is
l1or,rnally expected within 21/4-4 years unless an extension is approved, Surcharges
apply Lohigh levels of access. ,

Extended Fund Facility (EFF) This facility was established in 1974 to help
countries address more protracted,balance~of·payments problems. The factltty 1S
available Ior longer periods (3 yearsl and in large amounts than authorised under
the tranche poltcles. It is especially designed to help countries suffering serious
payments imbalance due to structural maladjustments in production, trade and
prtces. The country should be prepared to -lrnplernent a comprehensive set of
correcuve policies covering a period OCMO or three years. Repayment Is normally
expected within 411z-7,years unless.an extension is approved, Surcharges apply to
high levels of access, .' '

Supplemental Reserve Facility (SRF) The SRFwas introduced in 1997 to
meet a need for very short-term ffnanctng on a large scale. Tne sudden loss of
market confidence experienced by emerging market economies in the 19905 led
Lomassive outflows of capital, whi~h required loans on a much larger scale than
anything Lilc IMF had previously been asked to provide. Countries are expected.
to repay loans within 1-11/:0 years. but may request an extension by up to 1 year=
All SRF loans carry a substantial surcharge of 3-5, percentage points. '

Contingent Credit Lines (CCL] The C~L differs from other IMF faclllties
111 thatit aims to help members prevent crises, Established in 1999, it is designed;
lor count r lcs tmplernen ttng sound economic policies, which may find themselves;
threatened by a crisis elsewhere in the world economy--a phenomenon known as.
"Financial contagion." The CCL is subjectto the same repayment conditions as the!
Sf<F: but carrtes a smaller surcharge of 11/U-:3lf2 percentage points,' i

Compens atori; Fin.>ancing Facility (CFP') The CFF was established In the.
1960s La assist countries experiencing either ~ sudden shortfall in export
c,lrtllllgS or an increase in the cost of cereal imports caused by fluctuating world:
couuuodlty prices. The Iinanctal terms are the same as those applying to the
SDA. except that CPF loans carry no surcharge, .

Emergency Assisto/lce The IMFprovides emergency asststai "e to countries that
have experienced a natural disasteror are ernergtng.from conflict. Emergency loans
arc subject to Ute basic rate or chargeandmustbe repaid within 31/4-5 years,
U Exchange Rate Arrangement

Tile 1110~( important feature oUMP system, as originally conceived, was the
exchange rate arrangements of its member.c?untries, The original plan of IMF
u'ted to tncorporate the features of the gold exchange standard, The basic structure
of' exchange rates was that of fixed exchan ge I..'a.tes, w. ith nexib.i.llLYb.ullt into it to j
certain extenl. '

Under gold exchange standard, one or two major countries remain on gol ..
stanciUI'd ane! lhelr currencies are convertible into gold. Other countries make their
currencies converUble Into the currency which remains on gold standard, The same
arrangemcll twas reta.i!lCd in the· fMP plan. with dollar taking the place of the
convertible currency, An accOLlIll orthe functioning of the exchange rate arrangement
uncleI' IMP. its collapse an 1970s and the emergence of the noating rates era has
been given illChapter 2. which may please be referred to,
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3.2. SPECIAL DRAWING RIGHTS'
During the late sixties the growth in world resources did not keep pace will]

the growth in international trade. During 19.63-68. (he monetary reserves in the
form of gold and US dollars increased by about 16% while for the same period

I the growth in the internanonaltrade was of the order 0.[ 70%. The slackness in
the growth of resources was mainly due to dependence on the accretion ~f gold
to monetary reserves. It was foreboding that the slow growth of monetary reserve
would result in hampering the growth\of international trade and in serious
balance of payments difficulties to many Countries. The need to increase the
international liquidity, i.e e . , resourcesfor settlement of Internanonal debts, was
fell. and after much thought on the subject, it resulted in the introduction of
Special Drawing Rights (SDRs) in 1970.
o Nature of SDRs

SDRs are entitlements granted to member-countries enabling them to draw
[rom the IMP apart from their quotas. The arrangement is srmtlar to a bank
granting credit limit to its customer. When SDRs are allocated the country's
Special Drawing Account with the JMF 1s credited with the arncun t of the
allotment. When the country exper1ences need for ioretgn exchange it can sell
SDRs to another country and get foreign exchange. Thus, if India is in need of
foreign exchange and UK agrees to meet .th.s need to. the extent of SDR 100
million the arrangement can be made as follows. Indiawould Inform IMF that
it is selling SDR 100 million to lJ,K.·IMFwould debit this amount in the India's
Special Drawing Account an.d credit the same to the account of UK. India would
receive from UK pound-sterling or any other currency as .agreed between them.

As can be observed from the above, SDRis not a currency and has no backing
of any securtty, Nor is theIMF liable on the~SDRs allocered.Tt is merely an asset
created out of book entries. It i~ anindepenclent reserve asset. supplementing
other reserve assets, the volume of which could be increased or decreased
according to the reserve needs of the international community. The real strength
of the SDR lies in the undertaking by the member-countries to abide by the
Articles of.Agreement of the IMP and, exchange SDRs for currencies. Every
member participating in the SDB scheme is required to accept up to 200% of
its allocation of the SDRs when offered by other countries and exchange with
currency of its own or other countries. On its own. "a member can hold SDl~s
above this statutory obligation. .
o Allocation

Allocation of SDRs is made to member-countries in proportion to their quotas.
The decision to allocate SDRs is taken periodically by the Board of Governors
taking into account the requirements of international liquidity. A majority of 85%
of the voting power is required for decisrons involving allocation or cancelling
of SDRs. Starling from 1970, when SDRs were nrstauocateo. tile quantum of
SDRs altocated has increased over .the period and as at the end of April 1990
the total amount of SDRs allocated stood at SDR 2i1.4 billion.
o Valuation and Interest
It may be remembered that SOR was introduced before the dollar crisis of

August .1971. Keeping with the monetary environment prevalent at the time of
its introduction, initially the value of one SDR was equal to a specnic quanti ty
of gold (which was equal to the value of 1 US dollar) and was provided with an
absolute gold value guarantee, Thatts whySDRS' were popularly known as 'Paper
Gold'. After the dollar debacle when .the major currencies began to float, the link
the SDR had with the gold value was snapped. Effective from 1974, the value of

i
I
I

I,



j.

1

I
i

I:

. ,

,
I,

I • - - - - -_- ...,....------ '---, 1 I I

If\iTF.J<NATIONAL FINANCIAL INSTITUTIONS 39

SDR was linked to 8 basket of 16 principal currencies. In 1981. the composition
of the basket. was slm p]ined by replacing the 16 currencies with those of the 5
major lrading nations. The currencies arid the wetghtage given in the 'valuation
revised with effect from 1.1.1991 are: US Dollar (40%). Deutsche Mar-ks (21%).
Japanese Yen ( 17%), French Franc (11%). and Pound-sterling (11%). Since January
1, 1999. (he share of Dcu Lsche Mark and French Franc has been replaced by
equivalent Euro. The IMF values SDRs In terms of the composition of the basket
every day and announces the value ofSDR in terms of US dollars. .

When il member-country uulises SDRs. Interest at 100% of U1e weighted average
or (he short-term rates prevailing In the, above five countries is charged. The interest
rate is reviser: every quarter. Similarly. [or those wtth additional holdings of SDRs.
1.11811 the allotment. interest at the same rate is paid.
o Utilisation

For the Sake of convenience. with the establishment of SDRs, theaccounts of
tile IMF are kept in two sets. the GeneralAccount and Spectal, Drawing Account.
The ordinary transactions, of the rMF relating to quota subscriptions, repurchases
and p ayrn e n t of charges are conducted th r o ugh the General Account.'
Transacttons related Co SDRs are routedthrough theSpecial Drawing.Account.

Orlginally SDRs were Lo be used only [or meeting balance of payments deftctts.
rt cou ld be used on Iy in any of the three ways prescribed. The first was
transacuous with designation. Thatis. when a country experiences a balance of
payments dcflclt and requires other currencies it had to apply to the IMF. On
receipt of such application, the IMFwould designate another country with strong
balance of payments and reserve posiucn to accept SDRs from the deflctt country
and pay ill exchange some currency; As already noted, participants were obltged
-[0 accept SDRs in this way as long .as their holdingswere less-than three times
their total allocations. '.

The second was the sales of SDR$ for currency by-arrangement with another
participant, i.e .. without designation by theIMF. Such transactions by agreement
were permitted only if the user of:SDRs Was redeeming balances of his own
currency held by the other participant or If the Fund authorised the particular .1

transacuou or had made. a general authorlsatlon of that particular type of
transaction. Generally. the country selling SORs was subject to the requirement
of a balance of payments deficit. .

Thirdly. SDRs could be used in .transactions with the Fund, for instance, in
payrnen t of charges to the fund. .

Due to later developments and asa consequence of endeavours to make SDRs
all international unit of account. thei~ use has been Iiberalised. Now SDRs can
be used directly among the members withoutthe approval of the IMF and-without
restriction relating to ·the balance of payments requirements. A country may swap
SORs with another country to acquire a currency it desires. SDRs can also be
used to make G_lnd repay loans among governments and to serve as security for
the performance of financial obligations. Besides, the IMF has authorised .certain
in tcrna ttonal tnst: tu tlons such as the Sank for International Settlements.
lnternauonal BanI< [or 'Reconstruction andDevelopment, to hold SDRs. Currently,
such institutional holders number 16. '.

SDR has gained Importance both as a reserve asset and as means o£'s.ettlement
of international transactions. Wh!le'SDRs cannot be transferred among private
Intllv1clllals, private parties do sbmetimes use the SDR as a stand~dofva1ue. F~w
inlernational ba'nks accept time deposits oeslgnated in SDR. Fifteen member
countries have pegged their currencies to SDR.
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3.3. INTERNATIONAL BANK FOR RECONSTRUCTION AND DEVELOPMENT
Also known as World Bank, the IBRD is an offshoot of the Brettonwoods

Conference of 1944. Its main function is to provide Jong-terrn capital assistance
to its member-countries for their reconstruction and development. In its lrutial days,
the World Bank concentrated on reconstructicn of the war shattered European
economies. Later the Bank shifted tts focus and 'development' of the backward
countries began to receive prime importance. As an mter-governrnental agency for
lending for development, the bank is mobilizing large-scale resources of private
investors of the world's capital markets for investment in the developing countr ies.

o Functions
The main functions of the Bank are:
1. To assist in reconstruction and development of the territories or lt s

member-governments by facilitating investment of capital [or productive
purposes ;

2. To promote foreign private mvestrncut by guaranLees 0[' or througll
participation in loans and other inve strne n ts of capitui for productive
purposes;

3. Where private capital is not available on reasonable terms, to make loans
for productive purposes out of its own resources or out of the funds
borrowed by it ; and . .. '

4. To pr ornote the long-range growth of international trade and the
maintenance of equilibrium ·In the balance of payments of members by
encouragtng international investment for the development of the productive
resources -of members.

The bank has adopted as its prtnclpal objective lending for productive projects
which will lead to economic growth in its less developed memuer-counlries,

o Len~ing Activities
The Bank can make or facilitate loans in any of the [ollo;wing ways:
(i) By making or participating indirect loans out of its own fund;
(U) By making or parucipaungtn direct loans out of funds raised in the market

of a member, or otherwise borrowed by the bank; and .
(ill) By guaranteeing in whole or in part loans made by private investors througl:

the usual Investment channels;
In short, the Bank may make loans directly to member-countries or it may

guarantee loans granted to member-countries. The Ba111<normally makes loans
for productive purposes like agriculture and rural development, power, industry,
transport, etc. The total amount of the loan' granted by the Bank should not
exceed 100% ofits total subscribed capttaland surplus. The interest rate charged
by thebank is' the estimated cost to the Bank ofborrowtngrnoney for a comparable
term in the market and lsunlform without distinction being-made among borrowers.
In addition to interest, commission of 1% for the purpose of creating a special
reserve against loss and 1/2%for administrative expenses are charged.

In guaranteeing loans, the Bank. acts as a bridge between the donors and
reciptents of foreign aid for development. The Bank is continuously involved in the
assessment of the creditworthiness ofthe reclptents of aid and convinces the foreign
investors that the political and economic climate for investment is favourable. It
coordinates aid-gtvtng activttres of the Western countries -.Ithasorgantsed 'consortia'
for centralising the flow of foreign aid so that the recipients of aid do not play one
aid giver against the other. At the same time, it is actively involved in helping the
developing countries to identify appropriate projects for development which can be
financed by the world investors.' ,
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'\he Bank adopts the following policies in respect or its loans and guarantees :
(i) All 10a11sarc made 10 .governmenL's0[- they must be guaranteed by governments:
((i) Repayment is Lo be made withjn ten to thtrty-Itve years:
(iii) Loans are made only in circumstances in which other sources are not

readily avatlable. .
(i()) lnvcstlgauons arc made of the probability of repayment. considering both

the soundness of the project and the financial responsibility of the
government: .

([.I) Sufflclcnt surveillance is maintainedby the Bank over the carrying out of
the project to assure that it is relatively well executed and managed;

lui) L,0L111S arc sancuoned 011 economic and not political considerations;
(nU) Tile loar: is meant to finance the foreign, exchange requirements of specific

projects: uorrnally the borrowing country should mobillse its domestic
resources.

Two aspects of lending activities of the Bank deserve to be highlighted. First.
f.:.lncr.the [3,111 k has Lofinance hjgh-priority prod uctive sectors of economies and
dcterrnlnc 'creditworthiness' of the borrowers .. it makes detailed studies through
Its Missious ami Resident Representatives of'the economy of the recipients of
aiid, The Bank's comprehensive and limited pre-investment surveys. which are
Ilnanccd either by the Bank or the UNDH have created a situation where the
headquarters of the 8a.I1k has become a 'rrionttortng' centre of the economies of
the borrowiug countries,

Secondly. the Bank's dependence [or resources on capital markets of the world
influences its economic ~1I1c!social philosophy which is based on the doctrine of
'Cree cnterprtsc'. .
WJ Organisation

fDI\D, is all Intcr-gover nmental organtsatton. 0111y governments of various
coun tries can become its members. The total membership of the Bank at the
end of JlIne 2001 was 184. The management of Bank is on the same lines as
that of IMP. with a Board of Governors. Executive Directors and a President. Of
the 22 Executive Directors. 5 are nominatedby the 5 biggest shareholders-USA.
l.:J1\. FHG. Japan and France. Remaining directors are responsible for general
operatious of the Bank and meet every month, The President acts as the Chairman
or tile Board of Directors, The ul tirnate authority is the Board of.governors In which
all member-States are represented. VotlngrlghLs of the Governors and Executive
Directors arc proporuonate to the share capital of the member-country which they
represent. Therefore. U1C policies of theBank tend to get influenced by the opinions.
of the largest shareholders.

[J Resources
Resources of the Bank consist of the capital and borrowings .. Initially. the

authorised capital of.the World Bank was $10,.000 million. divided into 100;000
shares of $ 100.000 each, 'Of the share capital->
(a 1 2% is payable by the member-country in gold or US dollars. This portion

is freely available [or lending;
(b) 18% Is payable In member'S mVJlcurrency. This portion is available for lending

with the consent.of U1e member whose currency is involved; and
(e) 80% is kept in reserve Lobe paid bythe member when called,

. . . . . '.. . \ ..
Thus only 20% of each member's subscription Is available to the Bank for

lending activiUes. The bal8:nce 80% is serving·as guarantee resources backing up
.the Banl(s borr:::>Wing operations in lnternational markets. .

.'
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Besides lending activities, the Bank renders a variety of tccuruca: assistance
Involving Iull-scale economic survey of the development potential of meruber-countrtes
or advice on particular projects. lL has done. a useful Iu.nct ion in sculeme nt of
international economic problems such as nationallsauou of the Suez Canal. Most
of its lendings have gone. t.o developing countries. India being the sillgle larges:
borrower. But. it is pointed out that difficulties are faced by developing countrk-s
in obtalnIng finance from it. The Bank's policy or requiring guuranlcc [rom the
government or U1ecentral bank of the country for loans granted to private enterprises
has also been hindering large-scale assistance LO prtvaie enterprises.

The interest rate charged is said to be high in comparison with U1Creturns 1'1'0111
the projects for which the loans are made. However. it cannot be denied that th e
Bank has been rendering a useful service especially lor the economic dcvelopmcn 1
of developing countrles ..
3.4. INTERNATIONAL FINANCE CORPORATION
. The lBRD loans are available only to member-country governments o'r with
the guarantee ofmember-country governments. Further, IBRD can only make a

. loan but it cannot participate in the equity of the project finance. The
International Finance Corporation (lFC) was established In 1956 with the specific
purpose of flnancing private enterprise. It is an affiliate of the IBRO.
o Organisation

Orily members of the World Bank can become members of IFC. The Board of
-Governoss-of the IBRD also consututesi the Board of Governors of the IFC. But
it is a separate entity with funds kept separate Irorn those of the IBRD.

The powers-o'f=IFC are-vested -in the Board of Governors- which normally meets
once in a year. The 22 Executive Directors of U1e World Bank constitute the Board
of Directors of the IFC, responsible [or its. general operations. The president of
LBRD is the Ex-officlo chairman of the Board of Directors of IFC. The day-to
day operations are conducted under .the direction of the Executive Vice-President.

o Functions
The purpose of the IF'Gis to further the economic development by encouraging

growth of private enterprise in member-countries, particularly in the' less
. developed areas, thus supplementing the activities of the lBRD. The IFC.
therefore, :. .

/

1 1. invests in private enterprtsetn'member-cocnmes. il1 association with private
.' investors and without government-gua;.r:antee, in cases where sufllclent private

capital is not available on reasonable terms: ". '
2. seeks to bring together tnvestrnent opportunities, private capital of both

foreign and domestic origin, and experienced management ; and
3. stimulates conditions conducive to the llow of private capital, domestic and

foreign. into productive investments ui mernber-countrtes.
The IFC makes advances ln the form of long-term loans or Invests in the equity

shares in a Wide variety of productive private enterprises in developing countries.
It particularly encourages joint ventures between developed and developing countries,
the technical skill available with the former combining with the resources available
with the latter. The project which IFC proposes to assist should be an econornlcally
Viable unit and beneficial to the-economy of the member-country Normally the
financial assistance from the IFCfor a unit would not be less than $ 1 million and
not more than $ 100 million. Fur-the!",IFC's investment normally does not exceed
50% of the total investment of the enterprtse. In case ofits investment by equity
contribution, it does not exceed '25% of the share capital. The interest charged on
advances varies ciepend ing upon the propo~al and stature of the borrower.

Besides direct lending and participation in equity capital. IFC also undertakes
certain developmental activities. The activities include:

I~
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(i) Project idenuflcauon ami promoucn ..lfC undertakes country-sector studies
LO idcn lify the types of business which, have the potential to develop the
economy of a coun try and promotes such sectors identified by the countries
themselves. It also helps the Individual entrepreneurs in preparation of
feasibility studies [or projects ldentlfled by them.

(ill It helps the member-countries to establish and improve privately owned
development finance companies and other lnstttuuons which are themselves
engaged in promoting and flnanctng private enterprise.

(iii) Encouraging the growth of.capital mar.:k..ets in t. h.e developing countries. Thisl
it does by (aJ providing support to Itnancial institutions in developin~
countries to meet their investment needs, and (b) by promoting the investors
in developed countries to par ticipate in these capital markets.

(iu) Giving advice and technical counsel to developing countries in measures that
will create a cllmate conducive to the growth of private investment.

U Resources
The resources of IFe consist of capital contributed by its members and accumulated

reserves, It can also borrow from U1C World Bank for the purpose of lending an amount
equal to four Limesits untrnpaired subscribed capttal and surplus.
o Evaluation

The IFC had a slow beginning and much of its assistance was concentrated
in Latin and Central American countries. But in recent years it has diversified
its area of operations .and many developing countries stand benefited. India has
also received substantial assistance from IFC. .

- ..3.5. INTERNATIONAL DEVELOPMENT ASSOCIATION
The International Development Association (fDA) Isan affiliate of the IBRD. I~

was established in 1960 to provide 'soft loans' to economically sound projectswhich
cr-eate 'social capital' such as U1econstruction of roads and bridges. slum clearance
and urban development. The projects taken up by the IDA are such that fall under
the category of 'high development priority' due to their benefit on the development
on the area concerned, but the returns from the projects are not sufficlent to pay
Ute high rates of interest on borrowings. The IDA provides loans for such projects
interest free and for longer periods, Therefore. IDA. is often referred to as the 'soft
loan window' of the World Bank.
:.:.J Functions

.The rOA extends assistance to higHpriortty projects In the member-countries.
The finance may be made available to the member-governments or to the private
enterprise. Advances to private enterprises may be made without government
guaran tees. It also co-operates with other international institutions and member
countrtes il1 provtding financial and technical assistance to the less developed
countries.

The Ilnanclal assistance of the rDA has some special features:
(a) The credit is interest free. Only a smallservice charge of 0.75% per .annum

is payable on the amount withdrawn and outstandtng to cover administrative
expenses,

(b) Rcpayruen t period is long extending over 50 years. There is anInlttal
moratorium [or 10 years and the amount borrowed is repayable in the next
40 years. '

(e) rDA flnances not only tile foreign exchange component but also a part of the
domestic cost. . .

(cl 1 The credit. can also be repaid in the localcurrencies of borrowing countries. Thus
(11erepayment' of loan docs not burden the balance of payments of the COW1try.
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o Organisation and Resources
All the 'members of the IBRD .are.eligible to become members of lDA. The Board

of Governors and Executive Director of'the IBRD are also ex-officio Board of
Governors and Executive Directors erIDA. However, lOA is a separate entity disunct
from the IBRD.

The members of the ASSOciation are groll])ed in to two. Part I lls t constst s of
industrially developed countries w-hose sub serrptions can be freely used ~r WJ10
are required to contribute) 0% of their subscription jn the [arm 01 othel:
currencies and the rest in their own currencies. Contributions in (he [ann of
national currencies by these countrtes are not to be used by the IDA [or
conversion to other currencies or Jor financing exports' from these countries
without the consent of the country concerned.

o Evaluation
IDA has been a blessing for the developing countries to whom the credil from

the IDA has largely gone. In keeping with.the objectives. most of the assistance
has gone to high development priority projects which could not get finance [rom
other sources. India has .tmmensely benefited from the IDA: it has been recetvlng
a series or loans. almost continuously.

3.6. MULTILATERAL INVESTMENT GUARANTEE AGENCY
I

The World Bank established the Multilateral Investment Guarantee Agency
(MIGA) in 1988 as its affiliate aimed at en'couraging foreign investment in
developfi1~rc6untrres by issuing guarantees against nou-commercial risks. The
membcrshLp.is open to all World Bank members. Current membership is 157.

MIGA, provides guarantee to private investors against the 1'181(' of tr:in::;fcr
restrtcuon (including inconvertibility), expropriation, war and civil disturbance and
breach of contract. " '. ... ~

Generally. investors from member country. other than the host country arc
eligible for guarantees. However, MIGA maytnsure an investment made by H nauonul
of a host country if the funds to be: invested come [rom outside the country ancl
the application of coverage is made jointly by the investor and the host country.
MIGAalso insures investments made by state-owned enterprises if they operate
on a commercial basis. The guarantee is available for periods lip to 15 years, and
occasionally IIp to 20 years. The guarantee coverage requires Investors to adhere
to social and environmental standards that are considered to be the world's best.

Since inception MIGA has issued more than 500 guarantees for projects in 7t3
developing courltries. As of June 200 L total coverage issued exceeded USD 9 billion.

3.7. ASIAN DEVELOPMENT BANK
Asian Development Bank (ADB) is a development bank started III 1966 under

the aegis of ECAFE (United Nations Economic Commission [or Asla and Far East l.
Its membership consists of countries from Asian region. as well as from other
regions. There are 61 members of which 44 countries are from ASia-Pacific region
and 17 countries are from Europe and North Amertca.
o Functions

The main purposes andIuncuons of ADS are to : .
1. promote investment In the :eCAFE region of public and private capital [or

development purposes:', ' .
2. utilise the available resources-fer financing development, giving priority to

those regional and .sub-regronal.as well as national projects and programmes .
. which will contribute most effectively to the harmonious economic growth of

,
2 The country where the investment is made.
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the region as a whole, and having special regard to the needs of the smaller
or less developed mcrnbcr-countrtcs in the region: .

3. meet requests from members in the region to assist them in coordinat1on
of Llwir developrueu t policies and plans with a view to achieving better
utiliS(111011of their resources maktngthetr economies more complementary.
and promoting the orclerly expansion of their foreign trade. in particular,
intra regional trade:

4, provide techmcal assistance for preparation, financing and execution of
devel opmcnt projects and programmes, including th e- formulation of
spcct Itc proposals: .

5. to co-operate with the United Nations and its organs and subsidiary bodies.
including, in particular, ECAFEandwith public international organtsatlons
and other International institutions, as well as national entities whether
publ ic or private, and to in terest such institutions and entities in new
opportuntucs for investment and assistance ; and

G. undertake such other activities and to provide such other services as may
advance its purpose,

ADB finances principally speciftc projects in the region, It also provides
programme. sector and mulu-project loans. It may make loans to or invest in
the project concerned. II may also guarantee loans granted to the projects. Most
of the loans gran ted are ha rcl IO(lIlS or lied loans. However. loans from special
funds set aside by the AOB up to 10% ofIts patd-up-capttal are granted under
soft loan terms. Softloans are normally granted to projects of high development
prtortty and requiring longer periods.of repayment with lower rates of interest.
ADB normally finances foreign exchange cost of the project and the loan is
repayable in the currency in which HiS made,
o Organisation

The Bank's highest policy-making body Isthe Board of Governors which meets
annually, The dtrectton of the Bank's general operations ts the responstbtlity of
the Goard of Directors composed of 12 directors-eight representing regional
countries and four representing non-regional 'countrtes. The President of the
Bank, elected by the Board of Gover-nors. is also the Chairperson of the Board
of Directors.
a Resources

The financial resources of ADS consist, of ordinary capital resources.
compriSing.SUbscribed ncaP.ital, rese.rve.S a.n....d...fund. s ra.ised through bOorroWlngs:/
and Special Funds. comprising conirlbuttons made by mernber-countrtes and
amounts previously set aside from the paid-up capital, Loans from ordinary capital
resources, which account for almost 69 percent of Banklending, are generally made
to member-countries which have attained a somewhat higher level of econorntc
development. Loans from Special FUnds. which are administered in the Asian!
Development Fund, are made almost exclusively to the poorest borrowing countries
on highly concesstonal terms. . '.!

a Evaluation
"

ADS has become a major catalyst in promoting the development of the most
populous and fastest growing region in theworlct today, With the growing need for
larger and more dlverstfled inflows of.capttal to the region, the Bank Is actively
expanding its co-financing actlvittes. With offtctal as well as commercial arid export
credit sources. The Bank has also ente,ed Into equity investment operations. India
is the second largest subscriber, after Japan. among the regional members and
thlrd'largest among all members, after Japan al'1d USA.



4 Administration of Foreign
Exchange

Foreign exchange was considered a rare commodity and was subject to
strict control in almost all countries of the world till 1970s. Exchange
control was the order of the day. Today we talk of exchange managemen L

and not exchange control. But the fact is that forelgn exchange management from
the national point of view is only exchange: control or regulation. though In a
diluted form ..

The term 'exchange control' refers to the control, by the Gover nment or C1
centralised agency of transactions involving foreign exchange. In a broad sense:
any stlpulation or regulation which restricts the free play of forces ill the exchange
market can be termed exercise of exchange control. The rate of exchange under
, exchange control regime tends to be different from the one that would exist in
the absence of such control.

The origin' of exchange control can be traced to nineteen-thirties. After the
First World War, many countries of Europe found themselves with depleted ,gold
reserves and Iorergn exchange. T.hey imposed payment restrictions (0 preven t
massive capital withdrawals and instil stabtltry in the domestic economy: Since
then exchange control has been adopted bya large number of countries and for
different purposes. _

With the onset of globaiisation and- l Iber a l Isat to n beginning at the
commencement of 1990s, the .tendency thr-oughout the world has been that or
relaxing exchange control. Even earlier, some countries like USA proclaimed that
they had no exchange control. But the fact is even today exchange control exists
in all countries; with varying intensity. .

4.1. HISTORY OF EXCHANGE CONTROL IN INDIA
Exchange, control was introduced in India on September 3, 1939 on the

outbreak of the Second World War· by virtue of the emergency powers derived
under the flnanctal provisions of the Defence-of India Rules. mainly to conserve the
non-sterling area currencies and utlllse them ~or essential purposes.' In the closing
stages of the War, it became clear that control over foreign exchange transactions
would have to continue in some form or the other in the post-war period in the
interest of making the most prudent use of the foreign exchange resources, It was,
therefore, decided to place the control .on a statutory basis and the Foreign Exchange
RegulationAct of 1947 was enacted.v: , ' ,', "
It was found necessary to continue exchange' control introduced durtng the

Second. World War on a systematic and long-term basis, ill view of the substantial
requirements of foreign exchange for the planned developmental efforts
undertaken. Over the years, the scope of exchange controlIn India has steadily
widened and the regulations have become 'progresstvely more elaborate with the
increasing foreign exchange outlays under successive Five-Year Plans and the
relatively inadequate earnings of foreign exchange, Periodically, appraisals and
reviews of policies and procedures have been undertaken and such modifications
made as are warranted by Changes in the 'national policies and priorities, and
fluctuations in the level of foreign exchange reserves caused by both national
and International economic and other developments. Uriderthese circumstances

f,e Foreign Exchange Regulation Act. 1973 was passed to replace 'the Act of 1947.
he purpose oj the enactment was to' .consoitaate .an« amend the .raw
egulating certain payments .. dealings in.foretqn excrianqe and securities,
transactions indirectly aifectingjoreign exchange andthe import and export

I •~~
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oj currency and bullion. for th.e corisercation oItheJoreign exchange resources
oj the country and the proper utilisation thereof in ttieititerest oj the economic
aeveiopmeni oj the country.

The Foreign Exchange Regulation Act. 1973 (FERAl was reviewed in 1993 and
several amendrncn ts were enacted as part of the on-going process of economic
llberaltsatton relating to foreign tnvestmeuts and foreign trade for closer
interaction with the world economy. At .that stage. the Central Government
decided that a further review of Lhe For~ign Exchange Regulation Act would be
undertaken in the light of subsequent.developments and experience in relation
to foreign trade and investment. It was subsequently felt that a better course
would be La repeal the existing Foreign Exchange Regulation Act and enact a
'new legislation. Reserve Bank of India was accordingly asked to undertake a
fresh exercise and suggest a new legislation. A Task Force constituted for this
purpose submitted its report in 1994 recommending SUbstantial changes in the
existing Act. ..'

Siglo1ifica11r.developments took place after 1993 such as substantial increase
ill our foreign exchange reserves, growth in foreign trade. rationalisation of tariffs,
current account convertibility. ltb eraltsatton of Indian investments-abroad,
increased access to external commercial borrowings by Indian corporates and
participauon of foreign institutional investor's in our stock markets. This needed
a change in the oullookof the statute governing the foreign exchange transactions
from one of con trol and conservation to that of encouragement and promotion.
The Foreign Exchange Management bet. 1999 was introduced to provide the
necessary change.

4~OR-eTGf'r EXCHANGEIV1ANAGEMENT·ACT, 1999
The P'oreig-l:t-Exchange Manage-ment Act. -1999,-{FEMA) seeks to bring the law

011 the subject up to date keeping in view the changed environment. ThTs Act
aims at consolidaUng and amending the law relating to ForeignExchanqe with
(fie objective oj facilitating external trade and payments and for promoting
(he orderly development and trioiritetiance oj foreiqti exchange markets in
lnciia. The important features noticed in the new Act as compared with the
previous one are:

L The seriousness of non-compliance with the regulation is diluted. It is only
of civil and 110 criminal consequence.

2. The nature of current account and capital account transactions has been
clearly defined. '.

~). The new enactment is positive in the sense that all current account
transactions not otherwise restricted can be freely carried on. .

4. The definition of residents and non-residents take into account the duration
of their stay in India. as in the case of.Income Tax Act.

o An Overview of Provisions
Important provisions of the Foreign Exchange Management Act (the Act) are

suuunartsco below:
Section 2 defines the various expressions used in the Act.
Section 3 seeks to prohibit dealings In foreign exchange except through an

authortsed persol1., ,
Section 4 describes the provisions in relation to acquisition. holdings, etc ..

of' foreign exchange: foreign secur-i ty or trnmovable property situated outside
lndta. '" .. . I

Section 5 stipulates that sale or drawal of an current account transactions .
shall qualify for clrawal of foreign exchange from authorised persons. It also
em powcr s the Central' Govcrnnlent to prescrtbe. in public interest and in

Ir
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.
consultation with the Reserve Bank. the' restrtcuoas for such uansacuons as
may be considered reasonable. '... ·

Sub-section (l)of Section 6,ptovides that subject to certain condilions and
llmitatlons aI1Y person may sell or draw Jor-etgn exchange to or from any
authorised person for capital account transaction. Sub-section (.2) thereof enables
the Reserve Bank in consultation with the Central Government to specify the
permissible class of such transactions-and the lurnts up to which foreign
exchange shall be admissible. for 'such transactions. Sub-section (3) further
enables the Reserve Bankto prohibit. restrtct or regulate the specific transactions
mentioned therein by regulations framedunder the Act.

Sub-sections (4) and (5) incorporate the existing policy with respect to the
person resident in Indiaacquiring, etc .. foreign assets outside India and a non
resident acquiring. etc .. assets in India while he was resident in India.

Sub-section (6) empowers the Reserve Ban k to regulate the setung up of
branches or offices in India by foreign firms.

Section 7 provides for control over repatriation of sale proceeds of exported
goods. The section preserves the ReserveBank's eXisting powers to direct and
exporter to comply with the requtrements as deemed fit for the purpose of
ensuring that the exportvalue 9f the goods is received without any delay. '

Section 8 casts certain obligations on 'persons resident in India having any
amount of foreign exchange' due to 'accrued in his favour. ' . '

Section 9 seeks to provide for exemptions in respect of realisation and
repatriation in the cases spectfled therein, Most of the transactions specified
therein are at present exeI11pt~d Interrns of various notiflcauons of the Reserve
Bank. - -,..
Section 10 empowers the Reserve Bank to authorise persons to deaUn for.eigl.-L

exchange'or in foreign securities. The authorrsanon can also be gran ted top
dealing in foreign securities besides foreign,exchange. The Reserve Bank specifY
the conditions in the eutbortsetton and may also revoke the same in the public
interest in the case of any contravention of the provisions of this Act or failure
.to comply with the conditions in the Ciuthorisation.' . '

Section 11 empowers the Reserve Bank to issue drrecrlons to authorised
persons and impose penalty if the direction given by the Reserve Bank Is
contravened by any authorised person. "

Section 12 empowers the Reserve Bank to inspect the authorised person who
shall have to produce such books, accounts .and other documents, etc .. as may
be required by the officer making. the Inspection. '
. Section 13 deals with the contraventions as civil offences and the adjudlcuttng
officers are empowered to impose penalties.

Section 14 lays down the procedure for payment or penalty and the
consequences of civil imprisonment for failure to make {Llll payment of the
penalty within the specified period. It provides that thedetentton order shall be
executed like a warrant of arrest. . '

Section 15 seeks to vest in the Directorate of Enforcement the powers to
compound offences. This power 1s to be exercised in accordance with the rules
framed by the Centrai Government.

- Section 16 .provides for appointment. of Central Governmen t officers as
Adjudicating Authorities for holding an enquiry for the purpose of imposfng any
penalty. It also provides for the, procedure for taking cognisance by tlle
Adjudicating Authorrty and confers powers ofa civll court on the sald authority
, Section 17 provides for establishment of one or more Special Directors
(Appeals) to hear appeals against the orders of AdjudtcatlngAuthorlttes. .

Section 18 provides for establishment of an Appellate Tribunal to hear appeals
against the orders of the Adjudicating Authorities and Special Director (Appeals).
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Section 34 bars the jurisdiction of the civil court in respect of matters to be
dealt with by Adju d icatiruj Authority or by the Appellate Tribunal. .

Section :35 provides for filing an appeal tothe High Courtagainst the decision
or order of the Appellate Tribunal on a question of law 'arising ·out of such
decision or order.

Section 36' provides foe establishment of a Directorate of Enforcement.
Sub-sccuou (2) of Section 38 provides that a Director of Enforcement and

other offlcers of the enforcement shall have the powers of Investigation conferred
in Income tax authorities under the Income-tax Act, 1961.

Section 46 empowers the Centred Government to frame the rules and Section
47 empowers the Reserve Bank to make regulations to carry out the provtstoris
,of tills enactment. .
. Section 49 provides for repeal of the Foreign Exchange Regulation Act, 1973

aile! for dissoluuon of the Appellate Board constituted under section .52 of the
sa ld Act.

o Rules and Regulations Notified under FErvtA .
for the implementation of varlous provtsions ofFEI\1;Athe Central Government

have issued notifications notifying various rules formed under the Act. they are
listed below:

, .
1. Foreign Exchange Management (Enca.shment of Draft, Cheque, Instrument

and Payment of Interest) Rules, 2000. ,
2. Foreign Exchange (Authenlicat'ion ofDocuments) Rules, 2000.
~3. Foreign Exchange Management .(Curfent Account Transactions) Rules,

·2000. .
4. foreign EXChange Management (Adjudication Proceedings and Appeals)

Rules. 2000. ..,
5 .. F'orelgn Exchange (Compounding ProceedingsjRules, 2000.
The 'Reserve Bank of Indta issued several regulations relating to FElV1A.most of

them reJaliilg to capltal account transactions:
1. F'oreign Exchange Management (Permissible Capital Account Transactions)

Regulations, 2000.. -. ' .
2. Foretg» Exchange Management (Issue of Security in India by a Branch,

Office or Agency ora Person Resident Otttside India) Regulations. 2000.
3. F'oreigl1 Exchange Management IBprrowlng orLeridtngtn Foreign Exchange)

RegulaLions. 2000. ',.',,' '. .. ,
4.' For cign Exchange Management (\j3ot'rowlng and Lending in Rupees)

Regulations. 2000~ . " .' . ' .'
5. Fo'relgll Exchange Management (Depcstr) Regulations, 2000.
6. For ctgn Exchange Management (Export and Import of Currency)

Regulal!ons, 2000. '.
7. foreign Exchange Management (Acqutstuor; and Transfer of Immovable

Property Outside India); Regulations, 2.000.. '
8. F'oreigIl Exchange Management (Guarantees) Regulations, 2000,
9. fqreign Exchange Management (Realisation. Repatriation' and Surrender

of Foreign Exchange) Regulations. 2000. ' '.,
10. foreign Exchange Management (Fprelgn Currency Accounts by a Person

Restdcn: in India) Regulations. 2000.' . . . .
[1. Foreign Exchange Management (Possession and Retention of Foreign

Currency) Regulations, 2000.
12. Foreign Exchange Management (Insurance) Regulations. 2000. .
13. Foreign Exchange Management (Remittance or Assets) Regulations. 2000.
14. Foreign Exc h a nge Management (Manner of Receipt and Payment)

H.eg:ulaUons. 2000.
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15. Foreign Exchange Managernentt'J'ransfer or Issue or any Foreign Security)
Regulations. 2000.

16. Foreign Exchange Management (Transfer or Issue of Security by a Person
Residen t Outside India) Regulations. 2000,

17, Foreign Exchange Management (Acquisition and Transfer of Immovable
Property in India) Regulations. 2000.

18, Foreign Exchange Management (Establtshment rnlucna of Branch or Office
or other Place of Business) Regulations. 2000.

19. Foreign Exchange Managernent.Ilnvestment in Firm or Proprietary Concern
in India) Regulations, 2000.

20. Foreign Exchange Management (Foreign Exchange Derivative Contracts)
Regulations. 2000.

o Current Account Transactions
. The terms 'current account' and 'capital account' are used in the context of balance

of payments of a country. Current account transactions are those relating to export
and import of services, income on Investments and unilateral payments (gifl~,
remittances for family maintenance etc.). Capital account transactions relate to
changes in assets and ltabfltues abroad held by residents and changes in assets
and liabilities in India of non-residents.

According to FEMA, currentaccount transaction means a transaction other
than a capital account transaction and without prejudice to the generality of
the foregoing such transactions includes:

(i) payments due in Connection with foreign trade, other current business.
services and shortterm-banking and credit facilities in the ordinary course
of'bustness: .

(ti) payments due as interest on loans and as net income from investments;
(iii) remittances for living expenses of parents, spouses and children residing

abroad, and
(iu) e;xpenses in connection with foreign travel. education and medical care of

parents, spouse and children.
Under section 5 of FErvlA, the Government of India. in public interest and in

consultation with Reserve Bank is empowered to impose reasonable restrictions
on certain current account transactions, Subject to these restrictions, any person
may sell or draw foreign exchange to or from an authorised dealer if such sale
or withdrawal is a current account transaction,

Government of Indiahave framed the Foreign Exchange Management (Current
Account Transactions) Rules, 2000 in terms 'Of which drawal of exchange for certain
transactions has been prohibited and restrictions have been placed an certain
transactt ons.

Prohibited .Transactions
The following transactions are prohibttedIn terms of Rule 3:
1. Travel to Nepal orBhutan. ,
2. Transactions with a person resident inNepal or Bhutan (Unless specifically

exempted by Reserve Bank-by general or special order).
3., Remittance out of lottery Winnings. : . .
4.. Remittance of Income from raC1ng'rldJng,:etc. or any other hobby.
5. Remittance far purchase of lottery tickets, banned/proscribed magazines.

.football pools, sweepstakes etc.'· ,
6. Payment .cemmfsston en exports made towards equity investment in

Joint ~ .tures/Whollyowned Subsidiaries abroad oflndian companies ..
7. R~ .. ttance of dtvidend by any cdmpany to which the requirement -of

diVidend balancing is applicable .:
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8. Payment of commission on exports under Rupee State Credit Route.
9. Payment related to "call back services" of telephones.
10. Remittance of interest income on funds held in Non-resident Spec1al Rupee

. Scheme account.
Approval of Central Government. Prior approval of Government of India is

required in the Iollowlng cases. However. no such approval is required if the
payment is made out of funds held In Resident Foreign Currency or Exchange
Earners Foreign Currency account of. the rernttter:
Purpose oj remittance Ministry/Department of Government

oflndic: whose approval is required
1, Cut tural Tottrs

2. Ad ve r lis e me 11Lin for eig II Pr in t
media for the purpose other than
p r om o t lo n of tourism. foreign
invesLment and international
bidding exceeding (USD 10.000) by
any Stale Government or its PSU

3. Remittance of freig'ht of vessel
chartered by a PSU .'

4. Pa ym en tor import by a Govt.
department or a PSU 011 ClF casts
u.e.. other than fOB and PAS basis)

5. MU1t1'lnoda! transport operators
making rernutance to their agencies
abroad

6. Remitlance of hiring charges of
transponders

7. Rerntuance of container detenUon
charges exceeding the rate
prescribed by Director General of
Shippln~

8. Rern l t t a n cc s under technical
colJabora lion agr eern en ts where
paymen t of royalty exceeds 5% on
local sales and 8% on exports and
lump sum payment exceeds usn 2
mtlllon.

9. Rem itlance of prjz e money/
sponsorship of sports activity
abroad by a person other than
Inter-nauonal/Nauonat/state Level
S po r t s bod Ie s . if the am 0 Li 11t
involved exceeds usn 1.00.000

10. Payment [or securing insurance for
health from a company abroad.

11. Remittance for membership o'f P &
I Club ...

Ministry of Human Resources
Developmen t (De p ar trn en t of
Education and Culture)
Ministry of Finance (Department of
Economic Affairs)

fv1i n is try of Su r face Transport
(Charterrng Wing) .
Ministry of Surface Transport
CCha(tering WingJ_

RegiStration c-ertificat-e-from- -th-e
Director General of Shipping

Ministry of Finance (Department of
Economic Affairs)
Ministry of Surface. Transport
(Director General of Shipping)

Ministry of Industry and Commerce

Mmtstry of Human ·Resource
Development (Department of Youth
Affalre and Sports)

Ministry .of Finance (Insurance
Dtvlston)
Ministry .of Finance (Insurance I
Dtvtston) .
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Prior Approval of Reserve Bank
In respect of the following transactions prior approval of the Reserve Bank should

be obtained. The restriction is not applicable if the payment is made out of funds
held in Resident Foreign Currency Account or Exchange Earners Foreign Currency
Account of the remitter:

1. Remittance by artiste, e.g.. wrestler, dancer. entertainer etc. (This restriction.
Is not applicable to artistes engaged by tourism related orgamsauons in
India like ITDC. State Tourism Development Corporations etc. during
special festivals or those artistes engaged by hotels in Ilve star categories.
provided the expenditure Is metout ofEEFC account)"

2, Release of exchange exceedlngUSD 5,000 or its equivalent in one calendar
, year. for one or more private visits to any country (except Nepal and
Bhutan). .

3, Gin remittance exceeding USD 5.000 per remiller/donor per annum,
4, Donation exceeding USD 5.000 per remitter/donor per annum,
5. Exchange facilities exceeding USD 5.000 Ior persons going abroad ,for

employment. .
6, Exchange' facilities for emigration exceeding USD '5.000 or amount

prescr-ibed by country of emrgranon. ., ,
'7, Remittance for maintenance of close relatives abroad exceeding USD 5.000

per annum per reclplent. .'
8. Release of foreign exchange exceeding USD 25,000 to a person, irrespective

of period of stay. for business travel. or attending a Conference, cr=:
speclaltsed training or for maintenance expenses of a patient going abroad
for medical treatment or check.-up abr oadr or for accompanying as
attendant to a patient gOing abroad for medical treatment/check-up ..

g, Release of exchange for meeting expenses for medical treatment abroad
exceeding the estimatefrom thedoctorIn India or hospital/doctor ~broad.

10, Release of exchange for studies abroad exceeding the estimates from the
institution abroad.or USD 30,000, whichever is higher,

11, Commission to agents abroad for sale of residential flats/comrnerctal plots
In India. exceeding 5% of the inward remittance. ."

1'2, Short term credit to overseas offices of'Indlan companies.
13, Remittance f01' advertisement on foreign television .by a, person whose

export earnings are less than Rs. 10 lakhs during 'each of the preceding
two years. .. .',.,

14 Remittances of royalty and payment of lump sum fee under the technicalL' collaboration agreement which has hot been registered with Reserve Bank.
1p. Remittances exceeding USD 1.00.000 per project for any consultancy

service procuredfrom abroad. , ...
16. Remittance for useand/or purchase of trade mark/franchise in India.
17, Remittance exceeding USD 1,00.000 by an entity hi India by way of

reimbursement of pre-incorporation expenses, .
Clarifications by Reserve :Bank Reserve Bank clarified that:
,(0 The existing procedure to be followed by Indian companies [or entering

into collaboration arrangements with overseas collaborator s would
conunue. . . .,

(U) There would be no restrtctlon regarding receipt of advance payment or back
'to back letter of credit for merohantrng trade transactions.

(lU) Approval of Reserve Bank would be required for importers availing of
supplier's credit beyond 180 days and buyer's credit. trrespecttve of the
period of credit, .,
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o Capltal Account Transactions

As against the liberal provisions for current account transactions. the capital
account transactions are still restricted. Section 6 provides that Reserve Bank
may. in consultation with the Central Government. specify the classes of and
the ltrnlts for capital account transactions which are pennissible. Reserve Bank
has been empowered to frame regulations in respect of:
(a) transfer or issue of any foreign security, by a residen t: I
(b) transfer or issue 'of any security by, a' non-resident: i
(e) transfer or issue, of any security or foreign security by any branch. office

or agency in India of a non-resident;
(d) any borrowing or lending in foreign exchange:
(e) any borrowing or lendingtn rupees between a resident and non-resident;
(fJ deposits between residents and non-residents:
(g), export. import or holding of currency or currency notes:
(11) transfer of immovable property outside India. other than by lease up to 5

years. by a residen t:
(i) acquistuon or transfer of immovable property in India. other than a lease

not exceeding 5 years. by a non-resident:
UJ giving of a guaran~ee in respecrof any debt. obligation or other liability

Incurred (i) by a resident and owed to a non-resident. or (iil by a non-
resident. \

Reserve Bank has issued regulations specifying the capital transactions
permitted. The transactions permitted generallyIall under-the categories-of non
restdent deposits and non-resident investments. which are discussed In a
subsequent chapter. '

4.3. ADMINISTRATIVE SET-UP
The Central Government has been empowered under Section 46 of the Foreign

Exchange Management Act to make rules to.carry out the provisions of the Act.
Similarly. Section 47 empowers the Reserve Bank tomake regulations to carry
out the provisions, of the Act and the rules made thereunder. Further. Section
41 provides that the Central Government may. from time to time. give to the
Reserve Bank such general or special directions as it thinks fit, and the Reserve
Bank shall comply with such directions. Thus ..ultimately the Reserve Bank has
been charged with the powers as well as the responsibility to adrntntster foreign
exchange in India. -
D Authorised Persons

While the Reserve Bankhas the authority to adrnuuster foreign exchange in India,
it is recognised that 1lcannot do so by itself. Foreign exchange is received or required
by 8. large number of exporters and importers in the country spread over a vast
geographical area. It would be lmposslble for the Reserve Bank todeal with them
individually. Therefore. provision bas been made In the Act (Section 10). enabling
the Reserve Bank to authorise any person to be known as authorised person to
deal In foreign exchange or in foreign securities. as an authorised dealer. money
changer or off-shore banking unit or in any other manner as Itdeems fit.

An authorised person should comply with the general or special directions or
orders of the Reserve Bank in all his foreign exchange dealings. Before undertaking
any transaction in foreign exchange. he should obtain.from his customer such
declaration and tnforrnatlon as to ensure that the provisions of the Act are not
violated. Where the authorised person is not satisfied he should refuse in writing
to undertake tile transaction. If he has a.reason to believe that any contravention
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or evasion of the regulations is contemplated. he should report the maLter to Reserve
Bank.

FOREIGN EXCHANGE MANAGEMENT ACT
I

I
.

CEN1RAL GOVERNMENT

~,
RESERVE BA"lKOF'lNDlA

~. ~
'-

:

~,
AUTHORISED PERSONS ~,

.--
- FOREIGNEXCHANGE

DEALERSASSN OFINDIA

~,. ~, ~,
AUTHORISED MONEY AUTHORISED

CHANGERS DEALERS
r

... .'I FULL FLEDGED I RESTRICTED
\

Fig. 4.1. Admlnlstratlon of 'Foreign Exchange in India.

Cl Authorised Dealers
A major portion of actual dealing in foreign exchange from the customers

(importers, exporters and others receiving or making personal remittances) is
dealt with by such of the banks In India which have been authorised by the
Reserve Bank to deal.In foreign exchange. Such of the banks and select financial I
Institutions who have been authorised to deal in foreign exchange by the Reserve i'
Bank are known as authorised dealers.

An authorIsed dealer should comply with the directions and instructions 'of the
Reserve Bank given from time to time. While FERA was in force. such directions of

/.. standing nature were available in the Exchange Control Manual (latest 1993 edition) ,
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issued by Ll1C Reserve Bank, All amendments tothe Exchange Control Manual were
being intimated Loauthorised dealers by the Reserve Bank in the form of its AD
(MA Series) circulars, Further, general and procedural directions were given in the
form of its AD (OP Series) circulars. With the coming into effect of the FEMA, the

_Reserve Bank has issued a series of regulations under the Act. For the time being,
the Reserve Bank 118.salso indicated certain provisions in the Exchange Control
Manual which will continue to be effective. Amendments to the extant provisions
are now communicated in the form of AP (DIR Series) Circulars ..

Section 10 of ~~EMArequires the authorised dealer to obtain declarations and
information from the customers as to ensure that the provisions of the Act are
not violated. The provision is similar to the one under FERA. Under FE-RAregime,
Reserve Bank has spectfte d the respective documents to be obtained by
authortscd dealers for various requirements of the Act. These documents are
incorporated in the Exchange Control Manual. Now Reserve Bank has advised
the authorised dealers to keep on record any information/documentation on the
basis of which the transaction was undertaken for verification byReserve Bank.
Authorised dealers are to devise their own formats for these. For some time to
come. banks will continue to use the forms prescribed by Reserve Bank earlier,

With regard to charging of commtsslon, quotation of rates. etc., the authorised
dealer should also comply with, the rules of Foreign Exchange Dealers Association
of Indla (FEDAf),

o Foreign Exchange Dealers' Association of India
FEDAl was established in 1958 as an, association of all authorised dealers In'

India. All au lhorised dealers, currently numbering over 70. are its members. It
has its headquarters at Murnbai and local offices at Bangalore, Kolkata, Cnennai
and New Delhi. The affairs of FEDAI are managed by a Managing Committee at the
Head Office and respective Local Cornmtttees a] local offices. The Committees are
represented equally by banks incorporated in India and outside India. ,The principal
functions of FEDAl are: .
(a) To frame rules for the conduct of foreign.exchange business in India. These

rules cover various aspects Itke hours of business, charges for foreign
exchange transactions; quotation of rates to customers, interbank dealings,
etc. All authorised dealers have given undertakings to the Reserve Bank
to abide by these rules. Provisions of FEDAI'rules have been considered
at appropriate places in the relevant chapters of this book.

(b) To coordinate with ReserveBank of India In proper administration If
exchange control. .., .~.. '.'

(c) To Circulate information likely to beof interest to its members. (Inforrnatlo 1
of internattonaltrade received from 'organisations like the International
Chamber of Commerce is passed tothe members. It also acts as a clearing

. house for exchange of information amongmernbers.) , I

Thus. FEDAl,provtdes, a vital link In the administrative set-up of foreign exchange
In India. It Is the ,mouthpiece of the authorised dealers. representing their views to
the Reserve Bank and other' International agencies,

, 0 Authorised Money Changers
. • • I

To provide Iaciltttes for encashrnent of foreign currency for tourists. etc ..
Reserve Bank has, granted limited ltcencesto certain established firms, hotels and
other organisations permitting them' to deal in foreign currency notes, coins and
travellers' cheques subject to dtrectroos issued to them from time to time. These
firms and organisations are called.'authcrlsed money changers'. An authorised
money changer may be a 'full-Dedged,money changer' or a 'restricted money changer'.
A full-fledged money changer is authorised 'to 'undertake both purchase and sale

, .
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transactions with the public, A restricted money changer is authorised only LO
purchase foreign currency notes, coins and travellers' cheques subject to till'
condition that all such collections are surrendered by him in turn to an authorlscd ,
dealer In foreign exchange, The current thinking of the Reserve Bank is to authorise
more establishments as authorised money changers in order to facilitate easy
conversion facilities, ;

4.4, ORGANISATION OF AN AUTHORISED'DEALER
foreign exchange is a highly specialised business and is, therefore, concentrated

in selected branches of the bank. In most banks, the decision-making is done at
the corporate level. The Foreign Exchange Department, also called the International
Banking Division or International Division, is headed by a senior execuuve of tile
. bank An Indepth knowledge of the rules and regulations of fortl@l exchange business
in particular and banking in general and high level of awareness of the happenings
in the international economic and political arena is expected from the Executive
heading the department, Since foreign exchange business requires quick decisions,
the Executive Is vested with enough powers to take decisions on most of the
situations that would arise in the dealings of the bank, Matters involving very large
amounts and those beyond the discretionary powers of the Executive arc referred
to the Chief Executive of the bank or its Board of Dtr ector s. ., .

EXPORTS
... Pre-shtpmenr Advances
t, ,POSL-shlpment Advances
• Export Guarantees
t Advlsl,nglConflrmlng
, -letters of credit .

t !<"acllltatll1gproject
exports

+ Bltls for collection

IMPORTS
Opening letters of crcdlt
Advance bills
BlIls [or collccnou
Import loans and
guarantees

•

EXCHANGE DEALINGS
• Rate computation
• Nostro/vostro Accounts
• Forward .con tracts
• Derivatives
• Exchal.,ge·'·posJ(Ion and

cover operauons '
Remittances

I

• Issue of DD,
M'!', T1', etc,

• Encaslunent of
cheques, DD, MT,
T'J~etc,

• Issue and encashmenr
of travellera' cheques.

• Sale and encashrnent of
foreign currency notes

• Non-resident .deposits '.

..
STATISTICS

• Submission ofreturns
• Collection of

credit Informa tJOIl

.'
Fig. 4;2. Functions 01a ForeIgn ExchangeDepartment
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While policy decisions are taken and foreign exchange resources are managed at
the corporate level. the actual dealing with the customers takes place at select
branches of the bank authorised to deal in foreign exchange. Suchbranches are
mostly concentrated in metropolitan cities and other places where either import
or export trade predominates or inflow of foreign remittances Is expected to be high.
These branches can. however. function only within the guidelines prescribed by the
head office. from lime to time, \

There may .also be an intermediary tier at the Zonal or Regional level. In order
to decentralise decision-making and reduce the problem of communication from
head office to branches spread over the length 'and breadth of the country. spectal
Departmentsor Cells have been set up at these levels. They perform some of the
functions like advising branches on the exchange rate to be quoted to customers,
maintenance of foreign exchange balances abroad. etc. ,.

Banks have also set up at selectmetropolttan centres special branches dealing
exclusively in foreign exchange. designated as Overseas Branches. Besides dealing
directly with customers engaged in foreign trade, they also take on the role of
special foreign exchange cells at national Zonal levels.

The Foreign Exchange Department at the Central/Zonal office or the Overseas
Branch is divided into-well-defined sections. each undertaking ~lspectaltsed activity.
E,1(:h section is further sub-divided into sub-sections or desks rendering specific
tasks. There is no uniformity among banks either in the allocation of the tasks or
in 1I1,C designations ofthe officers manntug the sections and sub-sections. Yet. an
attempt Is 111<lC1e below \0 delineate tile important functions performed by the foreign
exchange department of a bank. These functions are elaborated at appropriate
chapters in this book,
o Correspondent! Arrangement
--rhe sphere 01acuvttles 01a foreign exchange department extends over vast regions
and a number of countries. Il is notpossible for a bank to have branches in all
centres of the world. The difficulty is obviated QY banks by entering into
correspondent relationships. Under.this arrangement one bank acts as' an agent
01 the other in places where possible. Thus, an Indian bank may enter into
correspondent relattorishtp with an American bank, say Chasemanhattan Bank.·
The Indian bani, will utilise the services of Chasemanrhattan Bank for its
transactions in America .and also for all transactions designated in us dollars.

To facilitate the smooth Iuncuomng.ofthe arrangement. the Signatures of the
authortscd officials of the banks who will sign the documents and letters on
behalf of'the respective banks are. exchanged between the banks, Besides, where
the arrangement extends to drawmgof TTs or exchange of information through
I.c!cgram/t,clr,x, 'test code' to 'be used for authenticating the telecommunication
message is also agreed upon. .

Services. under Correspondent Relationship
The following are the services generally covered by correspondent arrangement
(a) Collecuon of bills, cheques. etc. .
(b] Issue of demand drafts. mail transfers. telegraphic transfers and traveller

cheques.
(e) Arrangement for reimbursement on letters of credit issued by the bank.
(d) Advising/Confirming and amending letters of credit. .
(e) Salc and purchase of foreign currencies.
(J7 Granttng/Ouaraureetng of loan and Overdrafts.
(g) Furnishing of credit information such-as report on business houses. market

reports. etc. . .' .
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The C'orrespondent relationship, also known as agency arrangement. provides
for other details like the schedule of charges, The arrangement is reciprocal:
Account Relationship
. For facilitating the functioning of' the arrangement. it is desirable that the bank
establishes account relationship also, Certain services like remittance facilities
require an account relationship between the banks. For other services also. it would
be beneficial if the bank opens an account with the other bank.

THe decision to open a bank account would depend upon the volume of
transactions and the direction of its noW,Where the transactions are few, opening
of a bank account may not be warranted. The maintenance of bank account abroad
involves maintaining some balance in the account. If the transactions involved are
few,it would be uneconomical to maintain balances in the account abroad on which
no interest is earned. FUrther, the 'accountwould be opened with the.bank in the
country in whose currency most of the transactions take place. As between a bank
in India and that In America. theIndian bank would open a dollar account with
the latter Since most of the transactions involved are designated in dollar. Most
transactions between Middle East and India representing remittance of funds by
Indians working inMiddle East are designated in Indian rupees. Therefore, Itwould
be preferable for the bank in Middle East to open a rupee account with the Indian
bank. '.'

Settlement .of transactions between the banks is easy.when there is accounting
relationship. For instance, let us assume that Indian Bank maintains an accoun t
with Bank of America InNew York, designated in US dollars. If Indian Bank issues
a demand draft on New York, the Bank of America will debit the account of Indian
Bank with H, when the demand draft is paid by it. If Bank of America issues a
demand draft. which would normally be in ·US dollars. itwould credit the account
of Indian Bank with it.

Settlement of transactions becomes circuitous when there is no account
relationship between the correspondent banks. For instance, Indian bank has
only a correspondent relationship with Royal Bank of Canada , i.e."without an
account relationship. If Indian Bank issues a demand draft-on Royal Bank of
Canada, it may authorise the Royal Bank to claim reimbursement from Bank
of America with which it has account relationship. Royal Bank of Canada, on
payment of the draft. would convert the amount in Canadian dollars into US
dollars at its rate of exchange and. claim payment from Bank of America. If Royal
Bank of Canada has an account with Chasernanhattan Bank, the Bank of America
would pay the dollars claimed by the Royal Bank of Canada to the credit of that
account, debiting the Indian bank's account for the value.
D Foreign Currency Accounts

To facilitate dealings in foreign exchange, a bank .in India may maintain
accounts with banks abroad. Similarly, some foreign banks may malntaln
accounts with banks in India. A brief description about these accounts 'is
necessary before we attempt to understand exchange de~lings,
Nostro Account

Nostro account is an .accountmamtained by a bank in India with a bank abroad.
For example, Indian Bank may maintain an,account with Grindlays Sank London.
Obviously. the account would be. in pound-sternng, Similarly, it may have a dollar
account with Bank ofArnertca, New York.While corresponding with the foreign bank,
~ndian Bank would r~fer its account with the Iorrner as nostro account, meaning
our account with you, SOt for Indian Bank nostro account means the bank account
it malntalns abroad in foreign currency. Allforelgn exchange transactions are routed
through .nostro accounts. For example, if the bank issues a demand draft on London
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payable in pound-sterling, it would draw on Grindlays Bank, London. When the
draft is presented in London. the Grindlays Bank will debit the Indian Bank's account
with it. Likewise. when a bill drawn on London is given to Indian Bank for purchase
or collection, ilwould send it for collection to Grindlays Bank, Grindlays Bank
would collect arid crerllt tile account of the Indian bank-with the proceeds.
Vostro Account
Aforeign bank may open rupee account With an Indian bank. WhUecorresponding

with the foreign bank maintaining an account with It, the Indian bank would refer
to the account as 'oostro account' meaning 'your account with us'. For example, a
hank in Middle East may open an account.with an Indian bank and draw drafts
on the account. On presentation of drafts, the Indian Bank would pay to the debit
of the foreign bank's account with it. For exchange control purposes' such accounts
are known as 'non-resident bank accounts.'. '
It should be noted that credit to a non-resident bank account 'amounts to

remittance of foreign currency from India to the country of the bank maintaining
the vostro accoun t. Similarly, debttto the,account amounts to inflow of foreign'
exchange from the country concerned into India. For instance. when an import
is made from Sri Lanka. the proceeds may be credited to the vostro account of
the Sri Lankan bank with the Indian Bank. But for crediting the vostro account.
the amount should have been remitted abroad, Bestdes, the balance in the
account can be uultsed to pay for any exports from India to that country. Thus
debiting or crediting of vostro accounts is subject to the rules and regulations;
governing remittance of foreign exchange.tnto and from India, I
Loro Account ,', I
, Peeples Bank, of India is having an account with Chasemanhattan Bank,
London. When the .Janata Bank 01. India likes to refer to this account whlle
corresponding with Chasernanhattan Bank. itwould refer to it as 'loro account'
meaning 'their account with you'. .

\

'.



5 Foreign Exchange Markets

A f.oreig.n exchange m.a..rk.e....t..i..S...·..a mar ket in which currencies are bOU. ghl
and sold. It is to be distinguished from a financial market where
currencies are borrowed and lent.

s.i. FEATURES OF EXCHANGE MARKET

o General Features
Location Foreign 'exchangemarket is described as an OTe (Over the counter)

market as there is no physical place where the participants meet to execute the
deals, as we see in the case of stock exchange. It is more an informal arrangement
among the banks and brokers operating in a financial centre purchasing and selling
currencies.iconnected to each other by tele-communtcauons like telex; telephone
and a satellite communication network, S\Vl IT, The term foreign exchange market
is used to refer to the wholesale segment ofthe market. where the dealings take
place among the banks. The retail segment refers to the dealings take place between
banks and their customers, The retail segment is situated at a large number of
places. They can be considered not as foreign exchange markets. but as the counters
_of such markets.. .

The leading foreign exchange market in India is Murnbai. Calcutta, Chennai and
Delhi are other centres accounting for bulkof the exchange dealings in India, The
policy of Reserve Bank has been to decentralise exchange operations and develop
more broad-based exchange markets, As a resul t of the efforts of Reserve Bank,
Cochtn, Bangalore, Ahmedabad and Goa have emerged as new centres of foreign
exchange market.
Size oj the Market Foreign exchange market is the largest ftnancial market

with a daily turnover of over USD 2 trillion. Foreign exchange markets were primarUy
developed to facilitate settlement of debts arising out of international trade. But
these markets have developed on their own so much so that a turnover of about 3
days In the foreign exchange market is equivalent to the magnitude of world trade
in goods and services. The largest foreign 'exchange market-Is London. followed by
New York, Tokyo, Zurich and Frankfurt. .

The business in foreign exchange markets in India has shown a steady increase
as a consequence of increase In the volume of foretgn trade of the country.
improvement in the comrnunlcatlonssysterns and greater access to the international
exchange mark,cts. Still the volume of.transacuons in these markets amounting to
about DSD 2 billion per day does not compare favourably with any well-developed
foreign exchange marketof international repute. The reasons are not far to seek.:
Rupee is.not an internationally traded currency and is not in great demand. Much
of the external trade of the country is designated in leading currencies of the world,
viz .• US dollar, pound-sterling, Eu~o;.Japanese yen and Swiss franc. Incidentally.
these are, the currencies that are traded actively In the foreign exchange market in
, India. , '. .

24 Hours Market The markets are situated throughoutthe dllferent time zones
of the globe in such a way tnatwhen one market Is cJosi,ng the other is beginning
its operations, Thus at any point.oftime onemarket or 'the other Is open. Therefore,
it is stated that foreign exchange market tsIuncnomng throughout 24 hours of lhe
day. However, a specific market will funct\on only during the business hours. Some
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of the.banks having truernauonal network and having Centralised control of funds
management may keep their foreign exchange department in the key centre open
throughout to keep up with developments at other centres during the it normal
working hours.

In India. the market is open for the. time the banks are open for their regular
banking business. No transactions take place on Saturdays.
efficiency Developments in communication have largely contributed to the

c!'nciency of t he market. The participants keep abreast of current happenings by
access to such services like Dow Jones .Tclcrate and Reuter. Any significant
development in any market is almost instantaneously received by the other market
situated at a far off place and thus has global impact. This makes the foreign
. exchange market very efficient as if U1efunctioning under one roof.

Currencies Traded In most markets; US dollar is the vehicle currency. viz ..
the currency used to denominate internattonal transactions. This is despite the
facL that wtth currencies like Euro and yen gaining larger share. the share of US
dollar in the total turnover is shrinking; ,

Physical Markets In few centres like Paris, and Brussels. foreign exchange
business takes place at a fixed place. such asthe local stock exchange huildings.
At.these physical markets. the banks meet and in U1epresence of the representative
of the- central bank and on the basis of bargains. fix rates for a number of major
currencies. This practice is called fixing. The rates thus fixed are used to execute
customer orders previously placed with the banks. An advantage claimed for this
procedure is that exchange rate for Commercial transactions y.rill be market
determined. not Influenced by anyone bank. However. it is observed that lhe large
banks attending such meetings with large commercial orders backing up. tend to
influence [he rates. .
-O::P-articipants

Tile participants in the (oreign exchange market comprise:
(i) corporales:
(UJ commercial banks;
(iii) exchange brokers: and
(iv) central-banks.
Corporates The business houses. international investors. and multinational

corporations may operate in the market tomeet their genuine trade or investment
requirements. They may also buy or sell currencies with a view to speculate or
trade in currencies to the extent permitted by the exchange control regulations, They
operate by placing orders with the commercial banks. The deals between banks
and their clients form the retail segment of forelf¥,1 exchange market. . .

In India. the Foreign Exchange Management Irossesston and Retention of Foreign
Currency) Regulations. 2000 permits retentton, OJ! resident. of foreign. currency up
to USD 2.000. Foreign Currency Management (Realisattcn, Repatrjatton and
Surrender of foreign Exchange) Regulations. 2000 requires a resident in, India who
receives foreign exchange: to surrenderIt to an authorised dealer: .
(a) within seven days of receipt in case of receipt by way of remuneration.

settlement of lawful obligations. Income on assets held abroad. inheritance ..
setuement or gift: and . .

(b) within ninety days i11 all other cases.
Any person who acquired Ioretgn exchange but could' not use it for the purpose

or for any other permitted purpose is required.to surrender the unutlltsed foreign
exchange to an authorised dealers within sixty days from the date of acquisition.
In case the foreign exchange was acquired for travel abroad. the unspent foreign
exchange should be surrendered wtthlrr ninety days from the date of return to India
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when the foreign exchange is in the form of foreign currency notes and coins and
within 180 days in case of travellers cheques,

Similarly. if a resident required foreign exchange for an approved purpose. he
should obtain from an authorised dealer,

Commercial Banks are the major players in the market. They buy and sell
currencies for their clients. They may also operate on their own. When a bank enters
a market to correct excess or: sale or purchase position in a foreign currency arising
from: its various deals with its customers" it is said to do a cover operation. Such
transactions constitute hardly 5% of the total transactions done by a large bank.
A major portion of the volume is accounted by trading in currencies ind ulged by
the bank to gain from exchange movements. For transactions involving large volumes.
banks may deal directly among themselves, For smaller transactions. the
.'intermediation of foreign exchange brokers may be sought.

Exchange brokers facilitate deal between banks. In the absence of exchange
brokers. banks have to contact each other for quotes. If there are 150 banks at a
centre. for-obtaining the best quote for a single currency, a dealer may have 'to
contact 149 banks, Exchange brokers ensure that the most favourable quotation
is obtained and at low costIn term's of time and money. The bank may leave with
the broker .the limit up to which and the rate at which it wishes to buy or sell the
foreign currency concerned. From the intends from other banks, the broker will be

[
able to match the requirements of both. The names of the counterpartles are revealed
to the, banks only when the deal Is acceptable to them, Till then anonymity is
maintained. Exchange brokers tend. to speclaltse in certain exolic currencies. but
they arsrrhandtealr major currencies:

. In India. banks-may deal dtrectly.or t)+rough recognised exchange brokers,
Accredited exchange brokers are permitted to contract exchange business on behalf
of authorised dealers. in foreign exchange cnly upon the understanding that they
will conform to the rates. rules and conditions laid down by the FEDAI. All
contracts .must bear the clause "Subjectto the .Rules and Regulations of the Foreign
Exchange Dealers' Association ofIndla''. .

Central Bank may intervene In the market to influence.the exchange rate and
change it from that would .result only from private supplies and demands. The
central bank may transact.In the market on Us own for the 'above purpose. Or. it
may do so on behalf of the government when it buys or sells bonds and settles
other transactions which may involve foreign exchange payments and receipts.' .

In India, authorised dealers have recourse to Reserve Bank.to sell/buy US dollars
f? the extent the latter is prepared to t.ransact in the CUfre.ncy at. tho e given point of
~e: Reserve Bank will not.ordtnartly-buy/sell any other 'currency Irorn/to authorised
pealers. The contract can beentered into on .anyWorking day of the dealing room
of Reserve Bank. No transactlonIs entered into on Saturdays; The value date for
spot as well as forward delivery .should be in conformity with the national and
international practice in this regard. . .. ..

Reserve Bank of India does not enter rnto the market in the ordinary course.
Where the exchange rates are moving in a detrimental way due to speculative forces,
the Reserve Bank may intervene in the market either directly or through the State
.Bank of India,

c::J S~ttlement ·ofTransactlona
Foreign exchange markets make extensive use of the latest developments in

telecommunications for transmitting as well settJin~ foreign' exchange transactions.
Banks use the exclusive network SWIFT to cornrn .inlcate messages and settle the
transactions at electronic clearing houses such as ·=HIPS at New York. '

·i
!



FOREIGN EXCHANGE Mi\l~KETS 63

S\\TIFT, SWIFT is a acronym for Society for Worldwide Interbank Financial
Telecomrnurucauons. aco-operative society owned by about 250 banks in Europe
and North America and registered as aco-operative society In Brussels. Belgium.
It Is a communications network for international ftnancial market transactions
linkil1g effectively more Ulan 25.000 financial institutions throughout the world who
have been allotted bank identnrer codes, The messages are transmitted from country
to country via central interconnected operating ,centres located in Brussels,
Amsterdam and Culpeper. Virginia, The member countries are connected to the
centres through regional processors in each country, The local banks. in each
country, reach the regional processors through the national net works.

The SWIFT system enables the member-banks to transact among themselves
quickly (i) international payments. (ti) Statements. and (iii) other messages
connected wlth tnternauonal banking, Transmtsslon of messages takes place within
seconds. and therefore, this method is econorrilcal as well as time sewing. Selected
banks in Iudia have become members of SW[FT. The regional processing centre is
situated' at Mumbai. . '

The SW1FT provides following. advantages for the local banking community:
1. Provides a reliable (time lested) method of sending and receiving messages

from a vast number of banks in a largenumber of locations around the world.
2', Reliabillty and accuracy is further enhancedby the built-in authentication

facilities. which has only to be exch!ngedWith each counterparty before they
can be activated or further communtcauons,

3. Message relay is Instantaneousenabltng ..the counterparty to respond
unrnenratcly if not prevented by time differences.

4. Access Is available to a vast number of banks globally for launching new
crossborder lnltiattves, . . .

5. Since communication in SWIFT is to be done using structure formats 'for
various types of.banktng transactions, the matter to be conveyed wtll be .very
clear and there will not be any ambiguity of any sort for the receiver to revert
for clarifications. This is mainly.because the formats are used all "over the
world on a standardised basis for conducting all types of banking transactions.
This makes the responses and execution very efficient at the receiving bank's
end thereby contributing immensely to quality service being provided to the
customers of both banks (sending and recervingl.. ' .'

6. Usage of SWIFT structure formats 'for message transmission to counterparties
will entail the generation of local banks' internal records using at least
minimum level of automation. This will accelerate the local. banks' internal
automation activities. since the maximum utilisation of SWIFT a significant
internal automation level is requited. ' ,

CHIPS CHIPS stands for CleartngHouse Interbank Payment System. It is an
electronic payment system owned by 12privale commercial banks constituting.the
New York Clearing House 'Associatton, CHIPS began its operations in 1971 and
has grown to be the world's largest paymentsystem. Foreign exchange and euro
clollar transacuons are settled through CHIPS: It provides the mechanism for
settlement every day ofpayment and receipts of numerous dollar transactions among
member-banks at New York. without the need for physical exchange of chequesl
funds for each such transaction, '

The functioning of CHIPS arrangement is explained below wtth an hypothetical
lransactton: Bank of India. maintaining a dollar account with Amex.Bank, New
York. sells USD 1 million to Canara Bank. maintaining dollar account with CitiBank.
Fig. 5.1 explains how settlement for the transaction ts done.- ,
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Fig. 5.1. Settlement of transaction through CHIPS
1. Bank ofIndia intimateAmexBank debits the accountof Bunk oank through

SWIFT to debit its account and transfer USD 1 million to CiUBank for credit
of current account of Canara Bank.

2. Amex Bank debits the account of Bank of India with USD 1 million and sends
the equivalent of electrontc cheque to CHIPS for crediting the account 01'
CltiBank. The transfer is effected the same day. .

3. Numerous such transactions are reported to CHIPS by member banks and
transfer effected at CHIPS. Byabout 4.30 p.rn. eastern time. the net position
of each member is arrived at and funds made available at Fedwlre for use by
the bank concerned by 6.00 p.m. eastern time.

4. CitiBank whtca-recelves-the c-redit Inumates Canara Bank through SWIFT.
'It may be. noted that settlement of transactions in the New YorI<foreign exchange

market takes place in two stages. First, clearance at--CHIPS·and arriving at the net
position for each bank. Second. transfer of Fedfunds for the net position. The real
balances are held by banks only with Federal Reserve Banks (Fedfunds) and the
transaction Is -complete only when Fedfunds are transferred. CHIPS helps in
expediting the reconciliation and reducing the number of entries that pass through
Fedwtre. .

CHAPS is an arrangement similar to CHIPS that exists in Landon. CHAPS
stands for ClearingHouse Automated Payment System.

Fedwire The transactions at New York foreign exchange market ultimately gel
settled through Fedwire. It is a communication network that links the computers
of about 7000 banks to the computers of Federal Reserve Banks. The Ferlwire funds
transfer system. operated by the Federal Reserve Bank, are used primarily for
domestic payments, bank to bank-and third party transfers such as interbank
overnight funds sales and purchases and settlement transactions. Corporate to
corporate payments can also be made-but they should be effected through banks.
Fed guarantees .settlement on all payments sent to receivers even if the sender fails.
5.2. TRANSACTIONS IN. INTERBANK MARKerS

We shall now discuss how exactly transactions take place in the interbank Ioretgn
exchange market, The exchange rates quoted by banks to their customers are based
on the rates prevalent in the Interbank market. QuotaUon Ofrates to the customers
is dealt with elaborately in the next part of thebook.

The big banks in the market are known as market makers, as they are willing to
buy or sell foreign currencies at the rates quoted by them up toany extent. Depending
upon Itsresources, a bankmay be a market maker in one or few major currencies.
When a banker approaches the market maker, it 'would not reveal its intention to
buy or sell the currency. This is done in order to get a fair price from the market'
maker. I
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o Two way Quotation
Typically, the quotation in the interbank market Is a two-wayquotation. Itmeans,

(Iw rate quoted by the market maker will indicate two prices. one at which it is
willing 10 buy the foreign currency. and the other at which it is willing to sell the
rorcigl1currency. For example. a Mumbai bank may quote its rate for US dollar as
under:

USD 1 = Rs. 48.1525/1650
More often, the rate would be quoted us 1525/1650 since the players in the

market arc expected to know the 'big number' i.e.. Rs. 48. In the given quotation,
- one rate is Rs. 48.1525 per dollar and the other rate is Rs. 48.1650 per dollar.
Direct ouotetton

It will be obvious, that the qucung bank will be willing to buy dollars at Rs.
48.1525 and sell dollars at Rs, 48.1650. Ifone dollar bought and sold, the bank
l1H1I<C.s (.1 gross profit of Rs. 0,0125, In a foreign exchange quotation, the foreign
currency is (he conunodlty that is being bought and sold. The exchange quotation
which gives the price for the foreign currencyIn terms of the domestic currency Is
known 88 direct quotation, In a dtrectquotauon, the quoting bank will apply the
rule: "Buy low:Sell high".
Indirect Quotation

There is another way of quoting ,in the foreign exchange market. The
Murnbat bank quote the rate for dollar as: .

RS.--IOO = USD 2.0762/0767
This type of quotation which gives the quantity of foreign currency per unit of

domesuc currency is known as indirect qU0tatton. In this case, the quoting bank
viii I receive USD 2.0767 per Rs. 100 while buying dollars and giveaway USD 2.0762
per Rs, 100 while selling dollars. In other words. he will apply U1e rule: "Buy high:
Sell low",

The buying rate is also known as the 'bidrate 'and the selling rate as the 'offer'
rate. The difference between these rates'Is the gross profit for the bank and Is known
as the 'spread'.
o Spot and Forward Transactions

The transacuons in U1einterbank, market may place for settlement
(a) on the same dayior
(b) two days later: or
(c) some claylate; say-after a month.
Where the agreement to buy and sen is agreed upon and executed onthe same

date: the transaction Is known as cash. or ready iransactioti. It is also known as
ualue' today. .' . .'. '

The transaction where the exchange of currencies takes place two days after: the
date of the contact is known as the spot trunsccrton. For instance. if the contract
is made on Monday, the delivery should take place on Wednesday, IfWednesday is
a holiday, the delivery will take place on the next day, i.e., Thursday. Rupee payment
is also made 011 the same day tile foreigncurrency is received.

The, transaction in which the exchange of currencies takes place at a spectfled
future date, subsequent to the spot date. Is known as eforuxird: transaction. The
forward transaction can be for deltvery.oae month or two months or three months.
etc. A forward contract for delivery one 'month means the exchange of currencies
will take place after one month from the date of contract. A forward €ontract for
delivery two months means the exchange of currencies will take place, after two
months and so on. "'
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o Forward Margin/Swap Points
Forward rate may be the same as the spot rate for the currency. T11enit is said

to be 'at par' with the spot rate. But this rarely happens. More often the Iorward
rate for a currency may be costlier or cheaper than its spot rate 1'11<;rate for a
currency may be costlier or cheaper than ,its spot rate. The difference between the
forward rate and the spot rate is known as the 'forward margin' or 'swap points'.
The forward margin may be either at 'premium' or at 'discount'. If the forward margin
Is at premium, the foreign currency will be 'costlier under forward rate than under
the spot rate. If the forward margin Is at discount, the foreign currency will be
cheaper for forward delivery than.for spot delivery.

Under direct quotation. premium is added to spot rate to arrive at the forward
rate. This is done for both purchase and sale transactions. Discount is deducted
from the spot rate to arrive at the forward fate.

SPOT RATE
(PURCHASE/SALE) .

\1/ \11

ADD DEDUCT
PREMIUM DISCOUNT

..... FOR\VARD ~RATE ./I _____

<;'/ (PURCHASE/SALE).
Fig, 5. 2 Calculation of Forward Rates under Direct Quotation

Cllnterpfetation of Interbank Quotations "
The market quotation for a currency consists of the spot rate and the forward

margin. The outright forward rate has to be calculated by loading the forward margin
. into the spotlKate. For instance. US dollar is quoted as under in the interbank
market on 25 January as under:. .

Spot USD 1 = RS,48.4000/4200
Spot/February 2000/2100

. Spot/March 3500/3600
The following potnts should be noted in Interpreting theabove quotation:'
(l) The first statement 1sthe spotrats for dollars. The quoting bank's buying

rate 1s Rs. 48.4000 and selling 'rate Is.Rs. 48.42~O': .
(li) The second and third statements are-forward m~g1ns for forward delivery

during the months ofFebru~ and Marchrespectively Spot/February rate is
valid for delivery end February, Spot/March rate is valid for delivery 'end March.

(iii) The margin is expressed in,points, r.e., 0.0001 of the currency. Therefore.
the forward marginfor February.Is 2q paise and 2fp:a!fje.

(iu) Wehave seen that under direot.quotaaon. the first rate in the spot quotation
is for buying andseeond.foreelkngthe foreign currency, Ccrresporidmgly in
the forward margin, the first rate relates to buying and the second to selling.
Taking Spot/February as an example; .the margin 0[20 parse is for purchase
and 21 paise is for sale of foreIgn currency.

, tv) Where theJorward marglnJor a motitr: tsgll.)en~n ascending order as in
the quotation above, it lr:tdicatesthat ttieforuxirdcurrencg is at premium.
The outrightjorward rates arrived at:by adding tiie foruiara. margin to
. the spot rates. ' ' ,

I
I
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The outright forward rates for dollar can be derived from the above quotation
as follows:

j'
. Buying ra.te Selling rate

Spot rate
Add: Premium
Forward rates,

February March
48.4000 • 48;4000
0,2000 \ 0.3$00
48.6000 ' 48.7500

February March
48.4200 48.4200
0.2100 0.3600

, 48.6300 48.7800

From the above calculation we arrive at the following outright rates:
Buying Selling

Spot delivery , . USD 1 ~ Rs.48.4000 48.4200
Forward delivery February 48.6000 48.q300
Forward delivery March 48.7500 48.7800
If ttie forusard currency is at discount, ituiouli: be indicc;.ted by quoting the

forward margin in the descenditiq order. Suppose that on 20u April, the quotation
Corpound-sterling in the interbank market is as follows: '

Spot GSP 1 = Rs. 73.4000/4300
Spot/May 3800/3600
Spot/June 5700/5400
Since the forward margin is in descending order (3800/3600), forward sterling

is at discount. The outright forward rates are calculated by deducting the related
discount from Ihe spot rate. This is shown below:

Bu_ylng tate. Selling rate

Spot rate
Less: Discount
Forward rate

May June,
-Rs, Rs. -
73.4000 73,4000
0,3800 ~UQQ

,73,0200 72.8300

May June
Rs. - Rs.

73.4300 73.4300
0.3600 0.5400

73,0700 72.89QQ
From the above calculations the outright rates for pound sterling can be restated

a.s follows: . , ,
,Buying Selling

GBP 1 = Rs.:73.4000 73,4300
73.0200 73.0700
72.8300 72.8900

Spot
Forward delivery May
Forward delivery june

Please remember: "
Forward margin in ascending order = premium; add to spot rate.
Forward 'margin in descending Order = discount; deduct from spot rate. '

Alternative Method of Quotation
III the international markets, the forward margin is quoted in number of months

from the date Of quotation, Earlier. in India too. the same method of quotation
was a~cpptecl. Under this method, the exchange rate for US dollar may be quoted
011 22 March as follows: "

Spot " USD 1 = Res.48.4525/4750
I month 2200/2300
2 men ths 4500/4600
In this case. the due date of the forward contract 1s calculated from the spot

date. Thus I month forward contr actwtll fall due on 24th April. If it is a holiday,
the contract will be due 011 the next working day. As an exception to this rule, if
the next day of such due date runs into the next.month, the due date Is advanced
Lo the preceding day and not the succeeding day.
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5.3. FACTORS DETERMINING FORWARD MARGIN .
We have already defined forward margin as the difference between the spot rate

and forward rate of a currency. making the forward currency cheaper or costlier as
compared to the spot currency. The difference in the rate of Interest prevailing at
different financial centres-Is a dominant factor deterrrnnlngforward margin. Other
factors that affect forward margin are demand and supply of currency, speculation
about spot 'rates and exchange controlregulanons.

(1)Rate of Interest The difference in the rate of interest prevailing at the- home
centre and the concerned.foreign centre determines the forward margin, If the rate
of interest at the foreign centre is higher than that prevailing at the home centre,
the forward margin would be at discount, Conversely, tf the rate of interest at the
foreign centre is lower than that at the home centre, the forward margin would be
at premium. This can be explained as follows : When the bank enters into a forward
sale contract with the customer. it arranges for delivery of the foreign currency on
the due date by keeping the funds in deposit at the foreign centre concerned. lfthe
interest rate is higher at the foreign centre concerned., the net gain to the bank is
passed on to the customer by offering the forward, rate al a discount. If the interest
rate is lower at the foreign centre, the bank suffers a net loss. and the loss is passed
on to the customer by quoting the forward rate at a premium.

ILLUSTRATION 'The spot rate for US dollar is Rs. 50, The rate of Infer est at Mumbaf is
8% p.a. and at New York It is 5% p.a. The bank has to quote 3 months selling rate to a
customer. Assuming that the operation is for .lJSD 10,00q and' the entire interest loss/
gain Is passed on to the customer, the fbrward rate can be calculated as under:

To meet the needs of the customer, the bank may buy spoT11S dorrars and -dt!poSit--·-
them in New York for 3 months so 'that it can deliver Dn due date tile required dollars,
The operations involved are ;:- -
Purchase dollar and Borrow in Mumbai to pay

invest for 3 months USD 10.000 for dollar at Rs. 50
Interest earned for Rs. 50 x 10,000
,3 months at 5% p.a. USD 125 Interest payable for

Receive after 3 months USD 10.125 3monthsat,8% Rs. 10,000
Pay after 3 months Rs. 5,10,000

The bank should be able to get Rs. 5.10,000 against USD 10,125, Therefore,
the rate quoted is : '

[(5,5,00,000

5.10.00::> :::Hs. 50.37
10.125 ..

Thus the forward premium is Re. 0.37'
This can also be calculated approximately by the following formula:

Spot rate x Forward period x Interest differential .Forward Margin = .--,---.--.--.-.~ ..--.-.-.-...-.-...----,-- ...
lOOx Time

50x 3x 3 ::: R O.3~
100 X 12 e..

If suitable conditions prevail in the market, the rate ·of interest would exert a
greater influence than any other factor and the forward rnaJ'gil) would tend to settle
at a rate where the gain/loss in the interest rate differential is fully compensated
by the forward margin. But. in practice, It is hard to find this and me forward
margin at any particular time is determined by other factors listed below,
. (2) Demand and Supply Forward margin is also determined by the demand
for: and the supply of foreign currency. If Ute demand for foreign currency is more
than its supply, forward rate would be atpremium. 'If the supply exceeds the
demand. the forward rate would be at discount. '
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Some or the investors who want to gain out of the interest rate may try to borrow
(1'0111 low interest centre and invest in high interest centre. For.example. the investor
may bOITOW at New York (at 6%) and invest at Murnbal (at 12%), In order to secure
his' positiou. hemay trv Lacover the transacuon in the forward market. Then, he
wiil ~ell spol dollar and -buy forward dollar, When many investors do this, the supply
of spot dollar increases pulling down the price: the demand for forward dollar
increases pushing up the price. Thus tile difference between spot and forward rates
wlclcris. The force of demand and supply may take the premium on forward even
beyond the llmit set by interest differential. Incidentally. it may also be stated that
the loss 011 accoun t of this premium may exceed the gain on account of interest
differential on the Investment. In that case; there is no point in carrying out the
plan of investment. .

(3) Speculation about Spot Rates Since the forward rates are based on spot
rates, any speculaucn about the movement of spot rates would Influence forward
rates also. [f the exchange dealers antictpate the spot rate to appreciate, the forward
rate would be quoted atpremium. Ifthey expect the spot rate to depreciate, the
forward rates would be quo led at a discount. These expectations about the spot
rates are based on a number of factors which are outlined in the annexure to this
chapter.

(4) Exchange Regula.tions Exchange control regulations may put some
conditions 011 the forward dealings and may obstruct the influence of the above

! ' factors on the forward inargln, Such restrtctions may be wtth respect to keeping of
balances abroad, borrowing overseas; etc. Intervention in the forward market by
the central bank may also done to influence the-forward margin.

Annexure-s.t :

FACTORS DETERMINING SPOT EXCHANGE RATES
It was seen in the' text of the chapter that the forward margin is primarily based

on the Interest dlfferentlal between the Iinanctal markets in the two countries
concerned, But then what deterrnmes.exchange rate in the spot market? The rate
of exchange in the market is the outcome of the combined effect of a multiple of
factors constantly at play.Not all U1e factors are equal in importance. Some factors,
especially the economic factors, are better guides in the long run. To understand
short-term changes. some other immediate factors may have to be looked into.
Besides, one factor whicf may exert a major-mfluence during a given pertod may
lose its importance after some time. An attempt 1.$.made here to delineate some of
the important factors that affect exchange rates:

(1) Balance of Payments Balanceof payments represents the demand for and
suppl:v of foreign exchange which ulttmatelydeterrnrne the value of the ,curren9Y. '
Exports. both visible and invisible. representthe supply side for foreign exchange.
imports. visible and invisible, create demand-tor foreign exchange. Put differently,
exports from U1ecountry create demand for the currency of the country in the foreign
exchange market. Theexporters would offer.tb the market the foreign Currencies
they have acquired and demand in exchange' the local currency. Conversely. imports
into the country Will increase the supply of the currency of the country in the foreIgn
exchange market. . .

When the balance of'.payments of a country is Continuously at deficit, it implies
that the demand for the currency of the. country is lesser than its supply. Therefore,
ils value in the market declines. If the balance of payments is surplus continuously,
it shows that the demand for Lhe currencym.the exchange market is higher than
Its supply and therefore tile currency gains in value. '
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(2) Inflation Inflation in the country would increase the domestic prices of the
commodities. Wit).1 increase in prices exports may dwindle because the price may
not be competitive. With the decrease in exports the demand for the currency would
also decline: this in turn would result in the decline of external value of the currency.
It 'may be noted that It is the relative.rate of inflation in the two countries that
cause changes in exchange rates. If. for Instance. both India and the USA experience
10% inflation, the exchange rate between rupee and dollarwill remain the same, If
inflation in India is 15% and in the USA it is 10%, the increase in prices would be
higher in India than it is in the USA, Therefore, the rupee Will depreciate in value
relative to US dollar.

Empirical studies have shown that inflation has a definite influence on the
exchange rates in the long run. The trend of exchange rates between two currencies
has tended to 'hover around the basic rate discounted for the inflation factor, The
actual rates have varIed from the trend only by a small margin which is acceptable,
However. this is true only where there is no drastic changes in the economy of the
country. New resources found may upset the trend, Also, in the short run, the rates
fluctuate widely from the trend set by the inflation rate. These fluctuations are
accounted for by causes other than inflation.

(3) Interest Rates The interest rate has a great influence on the short-term
movement of capital. When the interest rate ata centre rises. it attracts short
term funds from other centres. This would 1ncrease the demand for the currency
at the centre and hence its value. Raising of interest rate may be adopted.by a -
country due to tight money conditions or as a deliberate attempt to attract foreign
investment. Whatever be the intention. the effect of an increase in interest rate is
to strengthen the currency of the country through larger inflow of investment and
reduction in the outflow of Investmentsby the residcntsof the country.

Increase in interest rate will vary the exchange rate only when it is unilateral.
unaccompanied by similar change in other countries. It would also be effective if
the extent of increase in one country Is higher than that.tn the other. In case the
interest rates have increased by the same extent. it will have no effect on exchange
rates;

(4) Money'Supply An increase in money supply in the country will affect the
exchange rate through causing inflation in the country. It can also aITect the exchange
rate directly. . . ... .

An increase: m money supply in the country relative to its demand w1l1lead to
large-scale spending on foreign goods and purchase of foreign investments. Thus
the supply of the currency in the foreign exchange markets is increased and its
value declines. The downward pressure on the external value of the currency then
increases the cost of imports and so adds to.inflation. '.

The effect of money supply on exchange rate directly, is more immediate than its
effect through inflation. While in the long ru~. inflation seems to correlate exchange
rate vartatlons in a better' way. in' the short run exchange rates move more in
sy:mpathy with changes In money supply. ,1 '

One explanation of how changes 1,11moneysupply vary the exchange rate is this:
the total money'supply in the country represents the value of total commodities
and services in the country. Based ori this the outside world determines the external
value of the currency. If the money supply 1$ doubled, the currency will be valued
at half the previous value so .as tq keep the external value of ,the total money stock
of the rountry constant. ., . ' , . '

Another explanation offered is that the excess money supply flows out of the
country and directly exerts a pressure oh the exchange rate. The excess money
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created, to th e extent they are in exce~s of the domestic demand for mqney, will
flow out of the country. This will increase thesupply of the currency and pull down
its exchange rate. .
(5) National Income An Increase in nanonalmcorne reflects increase In the

income of the residents of the country. Thls.rncrease In the income increases the
demand for goods In the country, If there is underutilised production capacity in

, the country. this will lead to increase in production. There is a chance for growth
in exports too. But more often It takes time for the production to adjust to the
Increased income. Where U1eproductiondoes not increase in sympathy With income
risco it leads to increased imports and increased supply of the currency of the
country in the foreign exchange market. The.result 1s similar to that of inflation,
vtz .. decline in the value of the currency. Thus an increase In national income Will
lead to an increase in investment or in consumption. and accordingly. its effect on

, the exchange rate will change. Here again it is the relative increase in national
Incomes of the countries concerned that is t.obe considered and not the absolute
increase.

(6) Resource L)iscolJeries When the country ts able to discover key resources,
its currency gains in value. A good example can be the havoc played by Qil in exchange
rates, Wilen the supply of oil from major suppliers, such as Middle East, became
insecure. the demand for the currencies ofcountries self-sufflclept in oil arose.
Previous oil crisis favoured USA. Canada. UKand Norway and adversely affected
(he currencies of oil-importing countries like Japan- anQ_ger~~y .. Similarly.
discovery of oil by some countries helped their currencles to gain in value. The
discovery of North Sea oil byBrltaln helped pound-sterling to rise to ov~r-USD 2.40
Irom USD L,.60 in a couple of years, Canadian dollar also benefited from discoveries
0(011 and gas off the Canadian East Coast and the Arctic.

(7) Capital Movements There are many factors that influence movement of
capital from one country to another. Short-term movement of capital' may be
influenced by the offer of higher interest In a country. If interest rate in a country
rises due to Increase in bank rate or otherwise. there will be a flow of short-term
funds into the country and the exchangerate o(th~ currency will rise. Reverse will
happen in case of Iall in Interest rates. .

Bright investment climate and political stability may encourage portfolio
investments in the country. This leads to highe'r demand for the currency and
upward trend in its rate. Poor economic outlook may mean repatriation of the
investments leading to decreased demand and lower exchange value for the currency
or the country. '

Movement of capital tsalso caused by external borrowing and assistance. Large
scale external borrowing.wtll increase the supply of foreign exchange in the market.
This Will have a favourable effect on the exchange rate of the currency of the country.
When repatrtauon of principal and interest starts the rate may be adversely afTected.

(8) Political Factors 'Political stabilIty tnducesconftdence in the investors and
encourages capital inflow into the country this has the effect of strengthening the
currency of the country. On the other hand, where the political sttuattonlri the
country Is unstable. it make's the investors withdraw their investments. The outflow
of capital from the country would weaken the currency Any news about change in
the government or pouucalleaderslnp or about the poltctesof the government would
also have the effect of temporarily throwing ou~ of gear the smooth functioning of
exchange rate mechantsm.: . ,, ,
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The economic policies pursued by the Government, have a great Influence on the
exchange rates. The major instruments of achievmg the policies of the government
are the monetary policies and fiscal policies adopted. These policies affect all the 'l

factors thus far discussed, e.g .. inflation, interest, etc .. and hence: have an effect on
U1eexchange rates. .

The policy followed by the government depends upon the priorities it has allotted
to different economic objectives. Sometimes the objectives may require contradictory
policies to be followed. For instance. .if a country is faced with huge balance of
payments surplus and high rate of Inflation in the country. an attempt to contain
one may accentuate the other. Thus. lithe government desires to contain Inflation.
it will make the goods of the country more competitive in international markets
and encourage-more exports. This will further accentuate the balance or payments
surplus.

Another way in which the government may affect the exchange rate is through
its policy of maintaining the exchange rates; It may intervene in the market if the
market rate varies widely from the predetermined rate. Official lntervenuon will
have the effect of smoothening the rate.In a disorderly market. But. if the authorities
.attempt to counter the market's anticipation.and resist it by intervention, ultimately
more steep and sudden exchange rate changes can occur. if the intervention is
withdrawn. ... ..

The government may also enter into bilateral agreements with other countries.
in which case much of the transactions are settled outside the exchange market.
The other way of maintaining the rates is em agreement between the central banks

~_9ftwo countries to keep the exchange-rat~s of two currencies a...L.approxlmately .the
same level against each other.. .

(9) Psychological Pactors and $peculation In the short run, the exchange
rate is affected mostly by the views of the participants in the market about the
likely changes 1n the exchange rates, These expectations are based on many of the
factors listed above. Whenever there Is a .dtscrepancy between the previously held
expectation of a given factor and actual outcome of It, exchange rates will usually
be effected. For example, if the market expects the balance of payments of India to
be of the order ofRs. 2.0 billion surplus, but when the actual figures are announced,
it.Is Rs. ·1..3 billion, it will immediately have an effect of depressing the price. of
rupee temporarily. . . .
. The behaviour of the major partlclpant (market maker) in the market can affect

the exchange rate. The influence may make the rate move differently from that
determined by 'long-term economic forces. A large-SCale buying or selling by the major
participant would make others in 'the market to follow suit. This will have the effect
of accentuating the trend. .' .

Speculation exerts powerfulInfluence on exchange rates. sometimes aggravating
the trend set by other factors. A large-scale purchase qr sale of foreign exchange by.
speculators with expectation of fall or rise in exchange 'r-ates further accelerates '
the fall or rise. The speculation may take the form ofbull (purchasing heavily "(
expecting a rise inprice) or bear (selling heavily expecting a fall in price) campaigns.
It may also take the form of leads and lags which means changing the urne of
settlement.of debts with a.view to getting advantage of the change tn exchange rates.
Arbitrage operations undertaken. by the speculators to take advantage of differences
in two markets also cause movements in exchange rates in both markets till a level
rate is reached. . . \-
. (10) Technical and Market Factors Isolated large transactions ill the market
may upset the market's ability to balance the supply of and demand for the currency.
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The immediate effect will be wirle dtstoruori in the exchange rate. The situation
will continue till the amount is fully-absorbed in the market and normalcy is

t restored.
Similarly, some currencies arc subject to regular monthly or weekly cycles due

to the impact of large regular payments.' .
Thus, it would be seen that exchange rates are influenced by numerous factors.

Some of the factors arein terrelated while some are independent. Together, they I
decide the trend. At times. the short-term factors may take the exchange rates in I
opposite dirccuon to that set by long-term factors. At other times, the short-term
Iactors may accentuate the trend set by long-term factors. The efficiency of an
operator in the foreign exchange market depends upon isolating the influence of
these factors so that a correct judgment about thelikely Changes can be made .

.. ,

"

4.
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PART II-EXCHANGE ARITHMETIC

6 Ready Exchange Rates

I THE foreign exchange dealing of a bank with its customer ts known as
i . 'merchant business' and the exchange rate at which the transaction takes
I ' place is the 'merchant rate'. The merchant business in which the contract
'with the customer to buy or sell foreign exchange is agreed to and executed on the
same day is known as 'ready transaction' ortcash transaction'. As ill the case of
interbank transactions, a 'value next day'contract is deliverable on the next business
day and a 'spot contract' Is deliverable on the second succeeding business day
following the date of the contract. Most of the transactions with customers are on
ready basis, In practice, the terms 'ready' and 'spot' are used synonymously to
refer to transactions concluded and executed on the same day. We shall study
how ready rates for merchant business are calculated ir) 'India. At first. the concept
of exchange transactions which was discussed under exchange markets is repeated
here in the .perspective ofmerchant transactions to reorient and reinforce the
learning. ' .

6.1. FOREIGNEXCHANGETRANSACTIONS
Foreign exchange dealing is a business in which foreign currency is the

, coinmodity. It was seen earlier that foreign currency is not a legal tender, The US
dollar cannot be used for settlement of debts in India; nevertheless, it has value.

~

The value of US dollar is like the valueofany other commodity Therefore, the foreign
urrency can be conSl.'deredas. 0...1.e...·..c.0.. rnmodtty in foreign exchange dealings.
Purchase and Sale Traneactlons:

, ..
Any trading has two aspects-(i) purchase, and (iiJ sale. A trader has to pu.rchase

goods from his suppliers which he sells to hlscustomers. Likewise, the bank (which
is authorised to deal in foreign exchange) purchases as well as sells its commodity-
the foreign currency. .
Two points need be constantly kept in mind while talking of a foreign exchange
transaction :

(i) The transaction Is always talked of from the bank's point of view; and
(if) The item referred to is the foreign currency.

Therefore, when Vfesay a purchase, we imply that
(I) the bank has purchased; and
(i[) it has purchased foreign currency',

Similarly, when we say a sale, we imply that
(1) the bank has sold; and
(it) it has sold foreign currency.
In a purchase transaction the oarikacqutres foretqn currency and parts with

home currency.
In a sale transaction the bankparts withjoreign currency and acquires home

currency. '
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Foreign Exchange Transaction

Puryhase

Bank
I

Sale
I

Bank

Acquires foreign Parts with
currency home currency'

Acquires home
currency

Parts with
foreign currency

Fig. 6.1. Sale and purchase transactions
Fig. 6,1 summarises the explanation given above. This is further illustrated in

Example 6.1. '
EXAMPLE 6,1. Determine which of the following transactions constitute (0

purchase, and (ii) sale of foreign exchange:
[a) The bank issues a demand draft on London for GBP 100.
(b) Tile customer of the bank purchases a telegra.phic transfer -on New York

for GSP 500. "
(c) A traveller encashes at the bank a traveller cheque for GBP 50.
r d) The bank purchases a demand draft drawn on London for GBP 500.

Answer. (al aile! (b) sales: (e) and (d) purchases.
o Exchange Quotations

We have seen that exchange rates can be quoted in either of the two ways:
fa) direct quotaton and (b) indirect quotation. ,

-... The quotation in which exchange rate is expressed as the prlceper unit of foreign
currency in terms of the horne currency is known as 'Home Currency Quotation'
or 'Direct Quotation'. It may be noted that under direct quotation the humber of
units of foreign currency is kept constant and any change in the exchange rate will
be made by changing thevalue in terms of rupees. For instance, US dollar quoted
at Rs. 48 may be quoted at Rs. 46 or Rs. 49 as may be warranted.

The quotation In which the unit of home currency Is kept constant and the
exchange rate is expressed as so many units offoreign currency 1s known as 'Foreign
Currency Quotation' or 'Indirect Quotation' or simply 'Currency Quotatlon'. Under
indirect quotation, any change in exchange rate will be effected by changing the
number of units of foreign currency: For instance, the rate Rs. 100 = USD 2.2000
may become in due course USD 2.1545 or USp 2.2785, and so on.

The terms direct and indirect quotations' are in common use and shall be used
in this book. .
"The indirect quotation is used in London fqreign exchange market. In New York

and other foreign exchange markets mostly the direct method is in vogue, .
In India, Direct Quotation was prevalent tll11966. After devaluation of rupee in

1966, following the practice in London exchange market, indirect quotation was
adopted. Effective from 2nd August 1993, India has SWitched,over to direct method
or quotation. The change has been Introduced in order to simplify and establish
transparency in exchange rates .in India.,

Exchange Quotation
.' , ..

Direct
I

Variable Unit
I

Home Currency

\
Indirect

I
, Variable Unit

I
.Foreign Currency

Fig, 6.2. Direct and IndIrect Quotations
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Direct Ouotetton=- Buy Low; Sell High
The prime rnotive of 8J1ytrader is to make profit. He cams pr oft: by purcilasillg

the commodity at a lower price and selling it at a higher price. 111foreigll cxclwngc:
too, the banker buys the foreign currency at a lesser price and sells il ell a llightr
price. For instance, it may buy US dollar at Rs. 48 and sell at ns. 48.10.

Thus. in direct quotation as above, the principle adopted by the b.m k is to buy
at a lower price and sell at a higher price. This princ.ple ts suucd ill tlrcIor m or ,I
maxim: 'Buy Low; Sell High'.

Direct Quotation

BuyLow
I

Pay lesser units
of home currency

Fora fixed unit
of foreign currency

Sell High
I

Receive more units
of home currency

Fig. 6.3. DirectQuotation-Buy Low: Sell High.

Indirect'Quotation-Buy High,' Sell Low
Let us suppose the statement is to be with respect to the quantity that a trader

purchases and sells instead of the variation in price. For a fixed amount of
investment, he would acquire more units of the commodity when he purchases and
for the same amount he would part with lesser units of the commodity when he
sells. Taking the orange vendor as an example, i[ [or Rs. 100 he gels 50 oranges
from his supplier-and for the same amount of Rs. 100 he sells 40 oranges, he
would make profit.

The same principle can be applied to a foreign exchange quotation. In indirect
quotation, it Is the commodity of the trade, viz .• U1eforeign currency, which 1svarying
in accordance with the change in exchange rates. For a fixed unit of home currency
the bank would like to acquire more units of foreign currency whlle buying and
part with lesser units of foreign currency while selling. For example, [or Rs. 100.
the bank may quote a selling rate of.U$D 2.3000 and buying rate of USD 2.3100.
The difference between USD2.3100 and USO2.3000 is U1ebank's margin of profit.
The position is summed up In themaxlm-e-Bup .High; Sell Low. '

Indirect .Quotation

BuyHigh
I

.Acquire more
units of foreign

currency

For a fixed
uni.tof horne
currenty

Sell Low
I

Part with lesser
-7 . units of foreign

currency
. .

Fig. 6.4. Indirect Q1.1Qtatipn~Buy High: Sell Low.

6.2. BASIS FORMERCHANT RATES
Wheri the bank buys foreign exchange from the customer, it expects to sell the

same in the interbank-market at a better rate and thus make a profit out of the
deal.' In the interbank market, the bank will accept the rate as dictated by the
market. It can, therefore. sell foreign exchange in the market at the market buying
rate for the currency concerned. Thus the interbank buying rate forms the basis
for quotation of buying rate by the bank to its customer. .

Similarly, when the bank sells .foreign exchange to the customer, it meets the
commitment by purchasing the requiredforeign exchange from the interbank market.

I
. . . .,.

.-
i
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It can acquire foreign exchange from the mar.k~t at the mru:ket selling .rate. Therefore.
the interbank selling rate forms the basis (or quotation of selling rate to the
CtlS torner by the ban k. .. ' . ". . '.., ..

The inter/Jemierate 011 the basis oj whtch the bank quotes ltS merchant rate is
known as the base rate. ,.o Exchange Margin .

If Lhe bank quotes the base rate tothe customer, it makes no profit. ?n .the.
other hand. there are administrative costs involved. FUrther, the deal With the
customer takes place flrst, Only after acqui.ring or selling the foreign exchange frornJ
. to uvecostomcr. the bank goes to the .nterbank market to sell or acquire tile foreign,
exchange required Locover the deal with thecustomer. An hour ortwo might have
lapsed by thts lime. The exchange rates are fluctuating constantly and by the time
the deal with the market Is concluded,.the exchange rate might have turned adverse
to the bank. Therefore. sufftctcnt margin should be built into the rate to. cover the
aclm iuist ratlve cost. cover the exchange fluctuation and provide some profit on the
trunsacuon to the bank. This is done by loading exchange margin to the base rate .
The quantum of margin that is built into the rate is determined by the bank
concerned. keeping with the market trend.

[Up to 1995, the exchange margin included-In themerchant rates were prescribed
by Ff':PAL For the sake of information, the PEDAl prescribed margins are given
below:

I, TT Buying rate 0.025% to 0.080%
2, 8ills Buying rate ,0.125% to 0.150%
3, TT Sellirig rate 0.125% to 0.150%
4. [3111s selling rate 0.175% to 0.200%

(over TT'sellmgrate)
The exchange rates listed above arediscussed in the next section.]

o Fineness of Quotation
The exchange rate Is quoted upto 4 decimals in multiples of 0.0025. The

quotation is for one unit of foreign currency. except In the case of Japanese Yen,
fPdgial1 Franc, ltallan Lira. Indonesian Rupiah; Kenyan Shilling. Spanish Peseta and
currenctcs of ASian Clearing Union countries (Bangladesh Taka, Myanmar Kyat.
Irnnlan Riyal, Pakistani Rupee and Sri Lankan Rupee) where the quotation is per
100 units of the foreign currency concerned. Examples of valid quotations are:

USD 1 =Rs. 49.2350
GBP 1 =Rs. 73.3525
SUR I =Rs. 48.5000

JPY 100 =Rs. 39.6075
While computing the. merchant rates, the calculations can be made upto

flvc places of decnnal and finally rounded 6ff to the nearest multiple of 0.0025.
For example. If rate for US dollar works out to Rs. 49,12446 per dollar. it can
be rounded off to Rs. 49,1250. ..

Tile rupee amount paid to or received from a customer on account of exchange
transacuon should be rounded off to the nearest rupee, i.e., up to 49 paise should
be ignored and 50 lo 99 pa ise should be rounded oCf to higher rupee (Rule 7 of
rEDAl), .

6.3. PAINCIPALTYP,ESOF BUYINGHATES
. As already nOLed. in,a purchase trai1saction the bank acquires foreign exch~ge
(1'0111 the customer ane! pays him in [ndian rupees. Some of the purchase
Lransaclions result in lhebank acqUiring foreign exchange immediately, while some
involve delay in Lhe a~quis!tion of foreign exchange. For instance. if tl}e bank pays

.!
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a demand draft drawn on it by its correspondent bank, there is no delay because
the foreign correspondent bank would already have credited the nostro account of
the paying bank while issuing the dernanddraft. On the other hand, if the bank
purchases an 'On demand' bill from the customer. it has first to be sent to the
drawee's place for collection. The bill Willbe sent to the correspondent bank for
collection. The correspondent bank will present the bill to the drawee. The nostro
account of the bank with its correspondent bank will be credited only when the
drawee makes payment against the bill. Suppose this takes 25.days. The bank
will acquire foreign exchange onlyafter 25 days.

Depending upon the timeof realisation of foreign exchange by the bank, two types
of buYingrates are quoted in India. They are:

(i) 'IT Buying Rate, and
(ill Bill Buying Rate. ,

1.IT Buying Rate (IT Stands/for Telegraphip Transfer)
This, is the rate applied when the transaction does not Involve any delay in

realisation of the foreign exchange by the bank In other words, the nostro account
of the bank would already have been credited. The rate is calculated by deducting
from the interbank buying rate the exchange margin as determined by the bank.

Though the name Implies telegraphic transfer, it is not necessary that the proceeds
of the transaction are received by telegram: Any transaction where no delay is
involved in the bank acquiring the.foreign exchange will be done at the TT rate.
i Transa.ctions where TT rate is .applied are';
(u.Payment- of demand drafts, mall transfers, telegraphic transfers, etc. drawn

on the bank where bank'snostroaccount is already credited;
..~ (il) Foreign bills eollected. When .2, foretgn.btl! is taken for-collection, the bank

pays the exporter only when the importer pays for the bill and the bank's
nostro account abroad' is credited; .' .

(lUJ Cancellation of fore.ig.n.exchan...·ge....s~.l earlier. For instart.ce, the purchaser of a
bank draft drawn on New York rna later request the bank to cancel the draft
and refund the money to him. In s ch case, the bank Willapply the TI' buying
rate to determine the rupee amount payable to the customer,

The method of calculating IT buying rate 1S sown in Format 6.1. It Is assumed
. that the foreign exchange to be purchased Is US dollars.

j
1
i
.~
i;~
1

TT BuyiJ;lg Rate

Dollar/Rupee market spot buying rate
Less: Exchange margin.

IT Buying rate .
"Rounded off to nearest multiple of 0.0045.

= Rs .
Re .........

= Rs .

Format. 6.1. Calculation of IT BuyingRate.
Note: Wewill use the term 'Dollar/Rupee rate' to indicate so many rupees per

dollar. It is the dollar that is beingsold or bought.
EXAMPLE 6.2. On 15th September you receive a mail transfer [rom your NewYork

correspondent for USD 5,000 payable to your customer. Your accoun t with the
correspondent bank has been credited. with .the amount of the mail transfer in
reimbursemen t.

Assuming Rupee/US dollars are quoted in the local interbank market as under:
. .spot. USD 1= Rs. 49,2500/2700
Spot/October 2200/2300

Calculate the exchange rate and the Rupee amount payabJe to the customer
bearingin mind that- . .
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(i) Yourequire an exchange margin Or 0.080% to be loadedin the rate. and
(ii) Rupee equivalent should be nearest to the whole rupee. .
SOLUTION. The rate applicable is the TT buying rate. The rate quoted Lo the

customer will be based on the market buying rate of Rs. 49.2500
Dollar/Rupee market spot buying rate .: = Rs. 49.25000

Less: Exchange margin at 0.08% on Rs. 49.25000 ...,;Re. 0.03940
= Rs. 49.21060

Hounded off, the rate quoted to the customer would be Rs. 49 ..2100 per dollar.
Amount payable to-the customer for USD5,000 at the rate ofRs. 49.2100 per

dollar is Rs. 2.46.050.
, 2. Bill Buying Rate .

This is the rate to be applied when.a foreign bill is purchased. W11ena bill is
purchased. the rupee equtvalent of the bill value is paid to the exporter immediately
However. the proceeds will be realised by the bank after the bill is presented to the
drawee at the overseas centre. In the 'Caseof a usance bill. the proceeds will be.
realised on the due date of the bill which includes the transit period and the usance
period of the bill. .

If a sight bill on London Is purchased. the realisation will be after a period of
about 25 days (transit period). The bank WOuld'be able to dispose of the foreign
exchange only after this period. Therefore. the rate quoted to the customer would
be based not on the spot rate in the interbank. market. but on the interbank rate
for 25 days forward. Likewise. ifthe bill purchased is 30 days usance bill, then
the bill will realise after about 55 days (25 days transttplus 30 days usance bill,
period). Therefore. the bank would be able to dispose of foreign exchange only after
55 daysrthe rate to the customer would be based on the interbank rate for 55

...days forward. . . . ...
Two points need noting in loading.the-btlls buying rate with forward margin.

First. forward marzin is normally available for periods ofa calendar month and
not for 25 days.etc, Secondly, forwardmarginmay be at a premium or discount.
Premium is to be added. to the spot rate and discount should be deducted from it.
(See 'Forward Margin/Swap points' in the previous chapter.) While making
calculations. the bank \011see that th~ period for which forward margin is loaded
is beneficial to the bank.' .

Let us suppose that on 23rd .Januaryunterbank quotation for US dollar was as
under:

Spot usn 1= Rs. 49~5000/5200
Spot/January 2000/2100

/February 5000/5100
/March 7500/7600

The bank wants to calculate bill buying rate for a sight bill. T~e transit period'
is. say 25 days. The bill wlll fall due on 17th February. Apparently, the forward
rate relevant is Spo!JFebruary rate as tWs is valid for theentire month· of February.
However. it should be noted that forward dollar is at premium. The customer Will
be getLing more rupees per dollar under the forward rate than under the-spot rate.
As we have already seen, the forward premium represents the interest differential ..
The Spot/February forward premium includes Interest.dlfferenttal up to the last
day of February. As this benefit does.not fUllY accrue on 17th February. when the
bill is expected to mature. the bank will not concede premium upto this month. It
will concede premium only up to the lastcompleted month and base its ·billbuying
rate for dollar on the Spct/.January forward rate. [If the bank takes SpotJFebruary
forward prcmiurn. the base rate will be Rs.50.0000. By taking only Spot/January
premium. the bank offers only Rs. 49.7000 per dollar, which is beneficial to the
bank.l In case of a 30 days' usance bill submitted on the same date, the expected
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due date (called the notional due date) is 19th March. The bank will concede
premium 'only up to February. Thus, where thejoreign currency is at premium,
while calculating the bill bvying rate, 'the bank will round oj)' the transit and usance
periods to lower month. . ..

Let us assume that on lSth Aprtl-the.dollar is at discount and the quotation
in the interbank market is as under:

Spot USD 1 = Rs. 48.7500/8000
Spot/April 1300/1200

/May 3000/2900
/June 5500/5400

The bank is required to quote a rate for purchasing a sight bill on New York.
Transit period is 25 days. The bill will fall due 011 13th May. Since dollar is at
discount, forward dollar fetches lesser rupees than spot dollars. In other words.
longer the forward period involved. the bank Is able to get dotlar from the customer
at cheaper rate. Therefore. the bank will deduct discount up [0 May end wh ile
quoting for this bill. In case ora usance bill for 30 days. the due dale falls 011 l:2lll
June. The bank will base Itsrate to the customer on Spot/June forward rate. Here.
the due date of the bill is rounded off to the higher month, i.e. end of the month in
which It falls. Thus, where tneforeiqti currency is at discount, while calculating
the bill buying rate, the bank will round offthe transit and usance periods to higher
month .:
It may be worth reciting again the rule for loading forward margin in the bill

buying rate: For calculating bill buying rate, if the forward margin is at premium
round off the transit period and usance period to lower month; if the forward
rrrargin Is atdiscount. round off the forward margin to the higher month.

As notedunder IT buying rare. the bank would include exchange marg~in the
rate quoted to the customer whlle quoting for purchase of bills also. The marglu
may be slightly hlgher than that for TT buying rate.· ,
It should have Seen observed that there would be more than one bill rate, each

for a different periodof usance of the btll, The method of calculating bill buying
rate is tabulated in Format 6.2, assuming US dollar to be the foreign currency.

Bill Buying Rate
Dollar/Rupee market spot buying rate

Add: Forward premium
(Fortransit and usance; rounded off to lower month)

OR
Less: Forward discount

(For transit and usance: rounded off to higher month)

= Rs .

Less: Exchange margin
Bill buying rate"
"Rounded olf to the nearest multiple ojO.0025

:t Es ..
=. Rs .
- Rs. ''',,''
= Rs. I."t.t

.
Format 6.2: Calculation of Bill Buying Rate.

EXAMPLE 6.3. On 25th July, your customer has presented to you at sight
documents for. USD 1,00,000 under an irrevocable letter of credit. The letter of
credit provides for reimbursement bythe negotiating bank's own demand draft on
the openingbank at New York. . . ; .

Assuming Rupee/US dollars are quoted In the local interbank market as under:
Spot USD.l = Rs. 49.6525/6650
Spot/August 6000/5700

, Spot/September 1.000/0.9700
Spot/October 1.4000/3900
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Transit period for bill is 25 days. What rate will you quote to. your customer
provided you require an exchange margin of 0.15%7

Also calculate and show tJ1C amount in rupee payable to the customer.
SOLUTION The bank has to quote bill buying rate. The transit period is 25 days

and dollar is at discoun t. Therefore. 'the transit period win be rounded off to one
manth and the rate quoted will be based on one month forward buying rate (i.e ..
SpoVAugUSL)for dollar in the interbank market.

Dollar/Rupee market spot bu~ring rate
Less; Discount for one month

Dollar/Rupee one month forward buying rate
Less: Exchange margin at 0.15% on Rs. 49.0525

BlIl Buying rate= Rs. 48.97892

= Rs. 49.65250
- Re. O.60QQO
- Rs. 49.05250
- Re. 0.07358

The rate quoted to the customer would be RS.48.9800 per dollar. rounding off
to nearest multiple of 0.Od25.

The rupee amount payable to the' customer on purchase of the bill for USD
1.00:000 at Rs, 48.9800 per dollar is Rs. 48.98.000. .
Recovery Of Interest on Bills Purchased When the bank buys a bill from the

customer, it immediately pays him inIndian rupees. The bank is entitled to claim
interest Irorn the customer from the date ofpurchase of the bill till the bill is realised
and credited to U1C nostro account of the bank with correspondent bank abroad.

On the rupee value of the bill purchased, on the date of purchase itself. the bank
should collect separately, by debit to customer's account. the interest on the bill
up to Its anticipated clue date (called the 'notional due date') comprising:

U) the-normal transit period: and
(Ii) the usance 01 the bill.
Normal transtt period is the average period normally involved from the date of

negotiation/purchase of the bill till the receipt ofbtl! proceeds in the nostro account
of the bank. FEDAI prescribes a uniform period of 25 days as normal transit period
for all foreign currency bills, trrespective of the destination. (Earlier different normal

, transit periods were prescribed for countries in different continents.) As an
exception to the general rule. for bills drawn under letters of credit providing for
reimbursement claim by telecommunlcatlon, the normal transit period is 5 days.

In case of export usance bills where the due dates are calculated from the date
of shipment or date of bill of exchange 'etc.. no normal transit period is applicable
since tile actual clue date is known. '

The rate of in terest to be collected will be determined by the bank concerned
subject to the dtrectlvesof Reserve Bank in thls regard. In the examtnation. interest
shall be calculated at the rate given in the problem. 'Interest shall also be rounded
oJf to the nearest rupee. . '

Interest Is calculated by the formula:
Rupee val~..le,' of bill x Ra.teoflnterest x Number of days 'I

1'00 x ·365
For the bill In Example6.3, assuming anInterest rate of 10% p.a., the interest

recovered on purchase of the bill would be as follows: .
48.98.000x10 x 25

=; Rs, 33,548'
100 x 365 I

, Exchange Earner's ,Foreign CJJ,rreflcy Account" (EEFC) The exporter/
beneflclary of a foreign exchange remittance h(,l.sthe choice that he may retain upto'
5,0% of the value of the btll/rerntttance in foreign currency itself (upto 100 for
I . .' '...' ,
Status holder exporters arc those recognised as export houses, trading houses, et.c. as per the
I::X!111Policy.
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professionals, export oriented units, and status holder exporters 1 ) to be used by
him for making payment in foreign exchange for any approved purposes. Tile amount
so retained shall be credited to the Exchange Earner's Foreign Currency (EEF'C)
account of the exporter with the bank; Where a part of the bill value/remittance is
retained .ln foreign exchange, the exchange rate will be applied and the value
converted into rupees only for the balance amount. The EEFC account will be
credited with the amount retained only on realisatlon of the bill.

EXAMPL,E 6.4. On 8th September, an exporter tenders a demand bill [or USD
1,00,000 drawn on New York. The ruling rates for US dollars in the interbank
f'narket are as under:
I' Spot' , ' usn 1 == Rs. 49.3000/3500

Spot /Septernber 600017000
October 8000/9000
November 1.0000/1000

Transit period is 25 days. You require an exchange margin of 0.10%. Interest
on export finance Is 10% p.a. The customer opts to retain 15% of the proceeds in
US dollars. .

Youare required to compute:
(a) The r-ateat which the bill will be purchased by the bank;
(b) The rupee amount payable to the customer; and
(e) Interest to be recovered from him.
SOLUTIONI Since the currency is at premium, the transit period will be rounded

off to 'lower month (i.e., ni-lJ...andthe-Fate·to- the customer will be' based on spot
rates.

Dollar/Rupee market spot buying rate- = Rs. 4-9.30000
Less: Exchange margin at 0:10% on R$. 49.30000 - Re. 0.Q4,aaQ
. = Rs. 49.25070

Rounded off to the nearest multiple of 0.t)025, the rate quoted to the customer
would be Rs. 49.2600 per dollar., '

The customer's account willbe credited wttri the rupee equivalent of USD 85.000
being 85% of the value of the bill, At the rate 'of Rs. 49.2500 per dollar, the rupee
amount credited will be Rs.41',86,250. ' .'

Interest charged on Rs. 41,86,250 at 10% for 25 days: RS. 28.673.
EXAMPLE 6.5. On 26th August. an exporter tenders for purchase a bill payable

60 days from s,ight and drawn 'on New.Ycrk for USD 25,650. The Dollar/Rupee
rates in the interbank exchangemarket were .as under:
, Spot . USD',1 = Rs. 48.6525/6850

Spot/September 1500/1400
Spot/October' 2,800/2700
Spot/November . 4200/4100
Spot/December 5600/5500

(l) EXChangemargin of 0.10% is to be loaded.'
(U) Rate of interest Is 10% p.a. .
(iii) Fineness as per FEDAl'Rules:
ii») Out-of-pocket expenses Rs. 500,to be recovered,
,What will be the exchange rate to be quoted to the customer and the rupee amount

payable to him? . '
, SOLUTION, The notional du.e dateis (60+25) 85 daysfrom 26th August, I.e., 19th
November (~ote that transit period 0[25 days Is to be taken even if the question
1~.sllent.). Since the dollar Is at discount (forward marginin descending order)"
tms period wtll be rounded off to higher month, i.e., end November, and the rate
quoted will be based on SpotJNovember rate for US dollar in the interbank market.
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DollariRupee market spot buying rate
Less: Discount for Spot/November

== Rs. 48.65250
-- Re. 0.42000
= Rs. 48.23250

Less: Exchange margin at 0.10% on
Rs.48.2325 - Re. 0.04823

= Rs. 48.18427 :
the rate quoted would beRounded 0[[ to the nearest multiple of 0.002q,

Rs. 48.1850 per dollar. ...
Rupee amount payable on the billfor USD 25.650
at Rs. 48.1850 per dollar .

Less: Interest [or 85 days at 1Q% on
Rs. 12,35,945
Out of pocket expenses

Net 8.11'1Oltnt credited

= Rs. 12,35,945

2~,782
__ ,~50;:;.;0::;...._ _...:;:2;.;::..9282

12.06,663
6.4. PRINCIPAL T~PES OF SELLING RATES
. When a bank sells foreign exchange it receives Indian rupees from the customer

and parts with foreign currency. The s~ is effected by issuing a payment instrument
on the correspondent bank with which itmaintains the nostro account, Immediately
on sale. the bank buys the requisite foreign exchange from the market and gets its
nostro account credited with the amount so that when the payment instrument
issued by it is presented to the correspondent bank it can be honoured by debit to
the nostro account. Therefore, for all sales on ready/spot basis to the customer.
the-bank resorts to the interbank market lmmedJ.ately and the base rateis the

-rnteroatfl< spot selling rate. However. depending upon the work involved, viz.,
whether tJle sale involves h8J1dling of documents by the bank Or not. two types of
selling rates are quoted In India. They are: . --

(l) TT selling rate; and, "
(il) Bills selling rate.

1. ITSelling Rate '
This is the rate to be, used for.all transactlons that do not involve handling of

documents by U1e bank. .
Transncuons for which this rate is quoted are:
(i) Issue of demand drafts, mail transfers, telegraphic transfers, etc., other than

[or rettrcment of an import bill; and
(U) Cancellation of foreign exchange purchased earlier. For Instance, when an

export bill purchased earlrer is returned unpaid on its due date, the bank
will apply the TT selling rate [or thetransactton: .'

The TT selling rate is calculated 011 the basis of interbank selling rate. The-rate
to the customer is calculated by adding exchange margin to the interbank rate.

' .
. 2. Bills Seiling Rate . '

Tills rate Is to be used for all transactions Which involve handling ofdocuments
by the bank: for example. payment against import bills.

The bills selling rate is calculated by adding exchange margin to the 11 selling
rate. That means the exchange margin enters into the bills selling rate twtce.ionce
on the interbank rate and again on the TT sellingrate. '

The method of calculattnq selling rate is tabulated In Format 6.3. with US dollar
representing the foreign surrency.
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\
~eIHn~ Rates

(IT and Bills Selling)
Dollar/Rupee market spot selling rate = Rs .

Add: Exchange margin for IT selling rate + Rs ..
IT Selling Rate. = Rs .

Add: Exchange margin for Bills selling rate + Rs. . .
Bills Selling Rate .....'. = ,....,~

"Rounded off to 'nearest multiple ojO.0025 and quoted to customer.

= Rs. 49.38250
+ Re. 0.07407
= Rs. 49.45657

1Rounding ~ff to the neares..••..t mUltiPle.0.f..•G-.G025.-tlH~--Fate-EJ.Uoted-t0-thecustomer
ould be Rs: 49.4575 per dollar ...
The amount-payable by the customer for USD 25-;-000at Rs. 49-;4575 per-dollar

is Rs. 12,36,438.
EXAMPLE 6.7, On 12th February yourcustomer has received an import bJll for

-USD 10,000. He asks you to retire the bill to the debit of his account. Interbank
rate for dollar is:

Spot USD 1 = Rs. 48.7050/7200
Spot/March .. . .. 5000/4500
Yourequire an exchange margin of 0.15% forTT Sales and 0.20% for bills selling

rate. With what amount will you debit his-account?
SOLUTION The bank is to quote bills selling rate to the customer' based on market

selling rate, '
Dollar/Rupee market spot selling rate = Rs. 48.72000
Add: Exchange margin at 0.15% on Rs, 48.7200 for 1'1' selling + Re. 0;07308
TT selling rate = Rs. 48.79308
Add: Exchange margin at 0.20% on Rs. 48.7-9308 for Bills selling+ Re. 0,09759
Bills selling rate . = Rs. 48.$9067
Rounded off to the nearest multiple of 0.0025. the rate quoted would be

Rs. 48.8900 per dollar,
Customer's account would be debited for USD 10,000 at Rs. 48.8900 a dollar

with Rs. 4.88,900.
EXAMPLE 6.B. Youhad purchased an export bill for USD 1.00,000 at Rs 49.1600.

The b1llwas unpaid on presentation and your customer authorised you to debit
the bill amount to his account.

Assuming the US dollar was quoted in the interbank market as under:
Spot USD 1 = Rs. 48.9500/9700 and you require an exchange margin of 0.15%

to be loaded on the exchange rate, what.rate will you quote to your customer to
recover your advance against the bill? What will be the profit or loss to the exporter
on this transaction? .

Format 6.3. Calculation of IT and BillsSelllngHates.
..... . ~

EXAMPLE 6.6. Your customer requested you to issue a demand draft on NewYork
for USD 25,000. .
: Assuming the 6ngo~ngspot rates inthe localmarket for U,Sdollar are as under:
! Spot 1JSD 1 = Rs. 49.3575/3825
I 1month forward Rs. 49,7825/8250
Yourequire an exchange margin of 0.15%.
What rate Will you quote to'your customer and what is the rupee amount payable

by the customer?
, SOLUTION The bank has to quote its TT sellthg rate based on the market seJling

rate.
Dollar/Rupee market spot selling rate ... .'
Add: Exchange margin at 0.15% on Rs.49.3825
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SOLUTION The customer's account will be debited atthe TT sell~ng rate.
Dollar/Rupee interbank selling rate = Rs. 48.9700
. Add: Exchange margin at 0.15% oriRs. 48.9700 + Re. Q.0735

= Es. 49.0435

\.:

Rounded orr. the TT selling rate is Rs. 49.0425
Amount paid t.o U1C customer on purchase of the bill
Ior USD 1,00,000 at Rs. 49.1600 Hs. 49,16,000
Amount debited to his account on return ofb1l1 at Rs, 49.0425 Rs. 49,04,250
Profit to the customer .. . Rs. 11,750
EXAMPLE 6.9. You had negotiated 'at sight' bill under an irrevocable letter of credit

for USD 1.00.000 at Rs. 49.5200 and covered yourself by sale in the marketfor
one month forward .d.elivery at Rs. 49..540.....0. H.·...O.wev.er..Itwas fOU..nd later that teriS
of Lie had not been complied With and that you had to recover your advance fro 1
your customer and cover your sale in the interbank market at Rs·. 49.6000.

The Interbank rates for dollar were asunder:
Spot USD 1 = Rs. 49.5225/5275
One month Rs. 49.5800/5875

The merchant rates for dollar were as.follows:
rr USD 1 = R$. 49,4800 49;5600
One month Rs.49.5200 49.6200

(d.) At what rate will you cancel your purchase contract [rom the customer?
(bl Whal wlll be the rupee equivalent you Will recover from the customer? .
(el What Mil be the profit/loss to the customer on the transacti0ri?
SoLUTION, The purchase contract will be cancelled at one month forward IT selling

rate prevailing on the date of-cancellatton.auz.. RS.-,49.6200 H~may be noted that
the bank covers the cancellation by buying one month forward In the market.)

Amount paid to customer on purchase of bill ..
for USD 1,00,000 at Rs. 49.5200 Rs. 49,52,000
Amoun t recovered from cus tamer on cancellation
of contract at Rs. 49.6200 .
Loss to the customer on cancellation

Rs. 49.62.000
Rs. lO,QQO

• 1

6.5. SOME ASPECTS OF EXCHANGE QUOTATION

o Exchange rates.for non-trade transactions
The method of calculation of exchange rates .described in this chapter relates to

trade related transactions. Separate rates are quoted by banks for the' following
transactions: . . . . ,
(a) issue and encashrnent of foreign travellers cheques;
(b) purchase of personal cheques; .
(c) purchase of foreign currency notes and coins ..
The methods of calculating these rates are not discussed in this book

o Quoting Better/Best Rate .I
In the case of valued customershaving large foreign exchange dealings with the

bank or of importance to' the bank otheiivise, the bank may endeavour to quote a
better rate than Is normally quoted to the customers, Anyone or-a combination of
the following methods may be adopted to quote a better rate: .

'. '.,

(i) Roundingoffthe rate to the advantage of the customer instead of to the banker
or to the nearest multiple qfO.0025. That is, the rate may be rounded off to
higher multiple for buying and lower multiple for selling. -

(il) The exchange margin may be reduced to the minimum. ,
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(ill) The rate may be based on the cheapest market rate. Moreover, the cur rcn L
prevailing market rates maybe verified to sec if any favourable shift is there
and the rate maybe based on all-going market rutcx

[iu) Instead of rounding 0[[ the pr enuum/dtscounr to the wlio lc month,
propor nonate forward margin up to the exact due elate of the bill may be
conceded in favour of'the customer,

o Rounding off for Card Rates
For transactions of smaller value. say less than the equivalent of USD 1,000,

banks do not calculate the rates for each transaction separately. The rates calculated
at the beginning of the day are applied to all transactions taking place during the
day, unless the movement in the exchange rates In the market warrant otherwise.
These rates are known as "Card Rates". The card rates are quoted to the nearest
paise.

6.6. PROBLEMS FOR PRACTICE
PROBLEM 6.1 You receive an advice from your correspondent bank at New York to

whom you had sent an export bill [or USD 40.000 for collection that the bill has
been realised on 14th August and your nostro account with them has been credited
with USD 39.950 after deducing their charges.

On 14th August. US dollar was quoted imthe interbank market as under:
Spot .. USD 1 = Rs. 48.7500/7650 .
Spot/September \ . . 6000/6500 . _ _ _
On 18 August. when the realisation advice from the correspondent bank 'was

received by you. the rates for US dollar were as follows in the Interbank.market:
Spot . USD 1 = Rs. 48.685017000
SpoVSeptember 5500/6000
The transit period is. 25 days. Interest .on post-shipment finance is 10%.

Exchange Margin 0.08% on TT buying and 0.10% on Bills buying,
Please calculate the rateat which and the amount with which the account of the

export customer would be credited towards the export bill.
, . [Ans. Rs. 48.6450; Rs. 19,43,368]

PROBLEM 6.2 M/s ABC Exporters have presented to you documents for USD
48,573.56 under an irrevocable letter of credit which provides for TT reimbursement
of drawings thereunder. Assuming USD!1I'J'Ris being quoted in U1elocal inter-bank
.8S 49.4300/4500 and one month forward is at par, what will be the exchange rate
to be quoted to th'e customer andthe rupee amount payable' tohim bearing in mind
the following. .- , '.. .., . '

(l) Exchange margin of 0.10% is. to.be loaded;
(ll) Rate of interest: 10% p.a.: .. '
(lUJ Transit-period: 5 days; I •

(tv) Out-or-pocket expenses of Rs. 400 to be recovered? .
[Ans. Rs. 49.380b: Net ~mountcredited Rs. 23,94,876]

.PROBLEM 6.3 On 17th June. your customer tenders an export bill for usn 50,000
payable at sight .and drawn on ;New,York for purchase, Assuming US dollar Is
quoted in the interbank market as:' .. ". " '

Spot USD 1 = Rs. 48.7825/8000
Spot/July '4000/3700
August 6500/6200
September 9000/8700
What rate you will quote to the customer for 'the transacUonprovided you require

an exchange margin of 0.10%? .
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Also calculate the rupee amount-that would be credited to the account of the
exporter and the interest to be recovered from him at 10%. p.a.

(A)1s.Rs. 48.7350;Rs. 24.36.750; Rs. 16.690]
PROBLEM 6.4; Your customer has presented to you documents for USD '1.48.000

under an irrevocable letter of credit which provides for TT reimbursement for
drawings thereunder. Assuming USD/Re. is being quoted in the local interbank
as 49.3675/3750 and one month forward is atpar, what Will be the exchange rate
to be quoted to the customer and the rupeeamount payable to him bearing In mind
the following: ' I

r.ll Exchange margin of 0.08%.
(il) Transit period 5 days.
(ill) Rate of interest 10% p.a ..
(iv) Telex charges Rs. 300 to be recovered. and
(v) Ignore out-of-pocket expenses

IAns. Rs.49.3275; 'Net amount credited Rs. 72.90. 169J
PROBLEM 6.5. all 20th April. your customer presents to you 60 days sight

documents for USD 2.50.000. You nave been requested to purchase the bill.
Assuming US doJlars are quoted in the local interbank market as:

Spot USD·1 = Rs. 49.3525/3675
Spot/May 49.6525/6675
June 50.9525/9675
July 51.2525/2675
August 51.552515675

What rate will you quote to your customer provided you require an .exchange
margin.of O.10% bearing in mind the followingi- --
(a) Transit period for bill Is 25 days:
(bl Transit period and usance period interest at 10%p.a.: and
(el Interest on export finance to be calculated separately and recovered-from the

customer? '
Also calculate and show the amount in rupees payable to the customer and

interest payable by him separately.
The customer desires to retain 25% .tn his EEFC account.

[Ans. Rs. 50.9025: Rs;95.44.219: Rs. 2.22.2631
PROBLEM s.s. Your customer requested you to issue a demand draft on Colombo

for USD 10.000.
Assuming the ongoing spot rates In thelccal market for dollar are as under:
USD 1 = Rs. 49.2000/2125
Reserve Bank of India selling and buying rates for US dollar are as follows: ,
USD 1 = Rs. 49.2050/2100 ' .
You requirean exchange margin of 0.15%. '\
What rate will you quote to your customer?
Also calculate the .rupee amount payable by the customer.

[Ans. Rs. 49.2875: Rs. 4.92.875J
PROBLEM6.7. Your import customer has requested you to retire a bill drawn on

him for USD 50.000 received for collection. '
Assuming the ongoing interbank rates fot doUar are:
Spot USD 1 == R.s.A9.6725/6850
One month forward " Rs.49.3725/3900
Your correspondent.charges USD 100. You require an exchange margin of 0.15%

on IT selling and 0.2% on bill selling. " ' : .
Calculate the exchange rate and the rupee amount payable by your customer.

[Ans. Rs. 49.8600: Rs. 24.97.986J



7 Ready Rates Based on
Cross Rates

IT would have been observed that in the previous chapter although the
principles of calculation of exchange rates were discussed in general,
the Illustrations were confined to Us. dollar. That was so because the

calculation of exchange rates for foreign currencies other than U~ dollar ('other
currencies' in brief) Involves all the steps explained previously and something more.
The exchange rates for other currencies are quoted to customers based on the rates
[or the currency concerned prevailing in international foreign exchange markets like
Londori.Btngapore and Hongkong. These rates are available in terms of US dollar.
They have to be converted into rupee term~ before quoting to the customers. We
shall first examine how exchange rates are quoted in international markets and
then we shall see how these rates are used for quoting rates for currencies other
than ~S dollar in India. ' .

7.1. EXCHANGE QUOTATIONS IN INTERNATIONAL MARKETS
In international markets, barring few exceptions, all rates are quoted in terms

of US dollar. For instance, at Singapore Swiss franc rnaybe quoted at 1,54251
5440 and Japanese Yenat 104,67/70. This should be understood as:
. USD 1 = CHF 1,3425>-1.5440

USD 1 = jpy 104,6T- 104.70
In interpreting an international market quotation.2_wemay approach from either

the variable currency or the base currency, v!z., the dollar. For instance, we maytt,ke a transaction in which Swiss francs are. received in exchange for dollars as:
( ) purchase of Swiss francs agalnst Dollar ,'6r (b) sale of Dollar against Swiss
f' ancs. For the sake of uniformity we will aSSUITlethe base currency as the currency
being bought or sold. .

The quotation for Swiss franc is CHF 1;542Ei and CHF 1,5440 per Dollar. While
buying dollar the quoting bank would part With fewer francs per dollar and while
selling dollars would require as many francs as possible. Thus, CHF1.5425 is the
dollar buying rate and DEM 1.5440 is .the dollar selling rate. It may be observed
. that when viewed from dollar, the exchange quotation partakes the character of a
direct quotation and the maxim 'Buy low: Sell high' is applicable. Wewill denote
such rates as.Dollar/Foreign Currency Rates', implying thatdollar is being bought
or sold against foreign currency, .. '. .

Few currencies such as pound-sterling and Euro are quoted in variable units of
US dollar. They are quoted as so many US dollars perunit of foreign currency
concerned. Examples are:

GSP 1 = USD 1.4326/4348
EUR 1 = USD 0,9525/9548

The base currency here is the foreign currency. Taking Euro as example, the
quoting bank will buy that currency at l]SD 0.9525 and sen at USD 0.9548. We
Will Indicate such quotation as 'Foreign Currency/Dollar Rate', the quotation being.
for purchase or sale of foreign currency against dollars, -.
a Forward Margin/Swap Points

Dollar/ForeIgn Currency QUotation
i At Singapore market dollar may be quoted against Deutsche mark and French franc
.at follows : -... ..•.. .
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SwLss Franc Japanese Yen
Spot 1.5425/40 104.67/70
I month forward 50/60· 17/16
2 months forward . 70/80 30/29
The forward margin (also called swap margm or swap points) is quoted in

terms of points, A paint is the last decimal place in the exchange quotation. Thus,
in a [our digit quotation. a point Is 0.000 l. Ina. two decimal quotation. it is 0.01"

As against S\VIss franc. the forward margin for dollar is CHF 0.0050/0.0060.
Since the order in which the forward .rnargin is ascending. forward dollar is at
premium. Premium is added to the spot rate to arrive at theforward rates, both
in respect of purchase and sale transactions.

Based on U1edata given above, the forward rates for dollar against Swiss francs
are arrived at as follows:

Dollar Dollar
Buying Selling

1month forward CHF ·1.5475 1.5500
2 months forward CHF 1:5495 1.5520
As against japanese Yen, the forward dollar is at a discount. (Note that the

forward margin Is in descending or der.) Discount is deductedJrom the spot rate
to arrive at tiieforusard rate, both forbuying and selling. .

The forward rates for dollar against Japanese yen. based on the data already
given, are as follows:

1 month forward
2 months forward

Dollar:
Buyin.g

JPY 104.50
JPV 104.37

Dollar
Selling
-1-04-;-54
104.41

F~relgnCu.rrencylDollar Quotation
Let us assume the folloWing exchange rates are' prevarling;

.Pound Sterling Euro
Spot 1.4326148 0.9525/35
. 1month forward 50/53 65/62
2 months forward 90/93 84/82
Against dollar, theforward pound-sterllng is at premium. Premium should be

added to the spot rate to arrive at the forward rate',
Thus the forward rates for pound-sterling are as follows:

.Pound SterlirJ.g. Pound Sterling
. Buying Selling,

1month forward usn 1.4376 i.4401
21nonths forward USD 1.'4416 1.4441
Forward Euro is at discount, since the .forward margin is quoted in the

descending order. Discount should be.deducted from the spot rate to arrtve at the
forward rate.

Based on the data given, forward rates for Euro can be arrived at as follows:
• Euro Euro

Buying Selling
1 month forward USD 0.9460 0.9473
2 months forward USD 0.944i 0.9453

7,2. CROSS RATES AND CHAIN RULE
Let us now see how exchange rates are calculated in India based on quotations

in international markets.
. In India, buying rates are calculated on theassumptlonthat the foreign exchange
acquired is disposed of abroad in the international market and the proceeds realised
in US dollars. The US dollars thus acquired would be sold in the local interbank

, ,
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market to realise the rupee. For exsmpl«. 11the benk purchased a CHF J O. 000 bill
it is assumed that it Willsell the SWiss francs at the Singapore market and acquire
US dollars there. The US dollars arc then sold in the interbank market againsl
Indian rupee. . . .

The bank would get the rate for US dollars in terms of Indian rupees in .India.
This would be the interbank rate for US dollars. It would also get the rate for US
dollars in terms of SwiSSfranc at the Singapore market. The bank has to quote
the rate to the customerfor SwiSSfranc in terms of Indian rupees.
. The fixing of rate' of exchange between the foreign currency and Indian rupee
through the medium of some other currency is done by a.method known as 'Chain
Rule'. The rate thus obtained is the 'cross rate' between these currencies. For
.example, let us assume that in the Interbank market dollar is quoted at Rs, 49.50
and at Singapore market-the dollar is quoted at CHF 1.8000. With this Information.
the rate of exchange of Swiss franc In terms of rupees may be calculated as follows:

? Rs. := CHF 1 '" (1)
if CHF 1.8000 = USD 1 (2)

and USD 1 ;;::Rs. 49.50 (3)
It should be noted that the currency which appears as the second Item (rlgh [

hand side) in the first equation appears as first item (left-hand side) in the next
equation. Thus franc appears on the right-hand side in the first equation and left
hand side in the second equation. US dollar which appears on the right-hand stele
in the second equation appears on the left-hand side in the third equation.

The rate of exchange between Indian rupee and Swiss franc can be calculated by
dividing the product of the right-hand side by the product of the left-hand side.

49.50 x 1x 1 = Rs. 27.5'0
1.8000

Itwould be lmmedlately seen that-the above calculation involves simply dividing
the rupee-dollar rate by the dollar-mark rate.

In respect of currencies quoted Indirectly against US dollar. e.q., Euro and
Sterling. the foreign currency/rupee rate is calculated by multiplying the dollar/rupee
rate and foreign currency/dollar rate. This :is illustrated numerically below.

Rupee/dollar is 49.50 and Euro/dollar is 0.9568. Rupee/Eur o rate can be
calculated thus: .;

? Rs. = Eur 1
Eur 1 = USD 0.9568
USD 1 = Rs.49.50

q x 0.9568 x 49.50 = Rs. 47.3616
1 x I

7.3. CALCULATION OF READY RATES
Calculation of ready rates for Euro and Pound-sterling is studied in the next'

section. Here we discuss calculation of ready rates for other currencies. -
Cl Buying Ra~es

Let us call the currencytether than US dollar) for which the exchange rate Is to
.be calc~lated as the 'foreign currency'. $uppose a customer tenders a foreign
currency b1llfor purchase by the bank. We. have seen in.the last chapter that When
the customer tenders a dollar bill, the bank disposes of the dollar acquired from
.~e customer in the interbank market at the market buYing rate and therefore the
m~erbank buying rate for dollar forms the basis for quoting dollar buying rate to
the customer. In the case of a foreign currency being tendered by the customer. the
bank should first get foreign currency converted to US dollar In the international
market. In other words, .it ha~. to buy dollars In the illterna.tional market against
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foreign currency. The bank can do so at the market selling rate for dollar. Therefore.
the merchant rate for U1e foreign currency would be calculated-by crossing the dollar
selling rate against the foreign currency in the international market and dollar
buying rate against rupee in the interbank market. The method of calculating ready
rates thus is tabulated below.

TT Buying Rate
Dollar/Rupee market spot bUying rate

Less: Exchange Margin
TT buying rate for dollar
Dollar/Forelgr, Currency market spot sellingrate
11Tbuying rate for foreign Currency = (1 j divided by (2)
'iRounaea o.1!to nearest multiple oj 0.0025

= Rs. ''"'
- Rs. " ..
= Rs. ".. ... ( 1)
= FC.... ...(2)
= Rs.....•

Format 7.1 (a). Calculation of'T'T buying rates based on cross rates.
"

Bill Buying Rate
Dollar/Rupee market spot buying rate Rs .....

Add: Forward premium (for transit and usance
periods; rounded off to lower month)

OR ,
Less: Forward discount (for transit and usance

. periods; rounded off to higher month) ± Rs ......
= Rs. .,,,.

Less: EXChangemargin - Rs... ".
Bill buying rate for dollar = Rs .. :... ... ( 1)
foreign currencylDollar market spot selling rate = FC ......

Add: Forward premium (for transit and usance periods:
rounded off to higher month) .

OR
Less: Forward discount (for transit and usance periods;

rounded off to lower month) ± FC. " ...
= FC ... ". ...(2)

Bill buying rate for foreign currency e (1) Dtvided by (2)
"Rounded off to nearest multiple qJO.0025;

= R's *

Format 7.1 (b) •.'Calculatlon ofbill buying rates based on cross rates.
EXAMPLE 7.1. You Issued a demand draft on Montreal for Canadian dollar 50,000

at CAD 1 = Rs. 34.4850. However. after a few days the purchaser of'.the draft
requested you to cancelit and repay the.rupeeequivalent to him. . .'

Assuming the Canadian dollars were quotedin the Singapore Foreign Exchange
market as under: . . .

USD 1 = CAD 1.4541/4561
and In the interbank market USD 1 = Rs. 49.5275/5350, how much the customer
will gain or lose on cancellation o['thfdraft? ~xchange margin on IT buying is
0.08%.

SOLUTION. The bank cancels the demand draft atT'T buying rate.
us Dollar/Rupee market buying rate ..~. = Rs,

Less: Exchange margin atO.08% onRs. 49.5275 - Re.
. = Rs.

USdollar/Canadian dollar market selling rate = CAD
Canadian dollar TI' buying rate (49.4'879+1.4$'61) = Rs.
Rounded off. the rate applicable is Rs, 33.9875
Amount patd by the customer on purchase of DO for CAD 50.000
at Rs. 34.4850· ... . =' Rs. 17.24.250

I49.5275
0.0396

49.4879
1.4561

33.9866
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Amount received by the customer on cancellation of DO for CAD 50.000
at Rs. 33'.9875 Rs, 16,99,375
Loss to the customer Rs. 24,875
EXAMPLE 7.2. An exporter received an advance remittance of Danish Kroner

1.00,000 by way of Telegraphtc Transfer. He likes to retain 15% of the remittance
in foreign currency, .

In the interbank market dollar was quoted at:
Spot USD 1 = Rs. 42,3500/3600
1 month forward 1100/1200
At Singapore market, Danish Kroner was quoted as under:
Spot ' USD I = DKR 7,9220/9280
1month forward 40/45
The bank requires an exchange margin of 0,08%. What rate will be quoted to

the customer? What is the rupee amount payable to him?
SOLUTION. The bank has to quoteTT buyingrate to the customer,
Dollar/Rupee spot buying rate . ::: Rs. 49,35000

Less. Exchange margin at 0,08%
on Rs. 42,35000 - Re. . 0.03948

IT buying rate for dollar :;: -Rs: -. 49.31052
Dollar/Kroner spot selling rate. = DKR 7.92800
IT buying rate [or Kroner > (49.31052 -:-7.92800) ::: Rs. 6.2.198
Rounded off to the nearest multiple of 0.0025, the rate quoted to the customer

would be Rs .•6.2200 per kroner. ' , . '"
'Amount paid to customer for DRR85,000 at.Rs.,6.2200 1s~. 5,28,700.

, ,_ EXAMPLE 7.3. Your export customer requests you to quote him a rate for purchase
of a Singapore Dollars 1,00,000., ': , '. '

Assuming US dollar quotedIn the interbank marketas.under:
Spot USD 1= Rs. 49.5500/5600.
1 month forward , 49.3500/3600
2 months forward 49.0500/0600
3 months forward " ~ 48,7600/7700'
and Singapore dollars are quotedIn Singapore marketas under:
Spot USD 1 :::SOD 1.8220/~3.40
1month forward '0.0040/0.0045
2 months forward ,'0.0060/0.00135
,3 months forward ','0.0080/0.0085
What will be the rate quoted to the customer? Also calculate the rupee amount

payable to him and the interest to be recoyered.' ,
Notes :
(1) Transit period is 25 days.
(2) Exchange margin to be Included In the rate is 0;10%.
(3) Interest to be recovered, at 10%: ': '
SOLUTION. The bank has to quote bill buying rate to the customer. _,.
Dollar Is at discount against rupee. Since this is a buytngrate, the transit period

will be rounded off to the higher month and one month forward dollar/rupee buying
rate will' be taken.' ' , . ' " '

Dollar/Rupee one month forward buying rate ,- Rs. 49.35000
Less: Exchangemargin atO.l0% . ,

on Rs. 49.35QQ . ' '. Re. Q.Q4j:3p
Bill buying rate for dollar ", ',' ::: Rs. 49.30065
US dollar Is.at premium against Singapore dollar. Since this is a selling rate,

the transit period will be rounded off to the higher month and one month forward
,US dollar/Singapore dollar selling rate will be taken.

.:: .
)
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US dollar/Singapore dollar spot selling rate = SOD 1.8,340
Add: Premium for one month +.. SOD 0,0045

= SOD 1,8385
8111buying rate for Singapore dollar (49,30065 + 1.8385) = Rs, 26,8157
Rounded off to the nearest multiple o(O.0025~.the rate quoted to the customer

would be RI. 26.8150 per Singapore dollar, :. .. ... .
Amount payable to customer on purchase of billfor SOO1.00.000 at Rs, 26.8150

a dollar ts Rs. 26.81,500.
Interest to be recovered at 10% for 25 days on Rs..26.81.500 is Rs, 18.366.
EXAMPLE 7.4. Your customer has requested you to purchase a 30 days Sight bill

for SWiss Francs 5.00.000. .'
. Assuming RupeelUS dollars are quoted in the local interbank market as under:
Spot . USD 1== Rs. 49.2800/2875
One month. forward 1700/1750
1Wo months forward 3500/3550
Three months forward • 5500/5550
and SWiss Francs are quoted In Singapore market as under:
Spot \ USD 1 = CHF 1.4250/4375
One month forward 50/55
Two months forward 105/110 .
Three months forward 155/160
What rate will you quote to your customer provided you require an exchange

margin of 0, 10% bearing in mind the following:"
(i) Transit period for btlls > 25 days, .
(it) Rate of interest = 10% p.a., and ..
(iii) Commission on export bill is,Rs. 500? ... ; .
A1$o show the net amount payable to the customer. Rupee amount to be quoted

nearest to the whole rupee. ... •
SoLtrrION.The usance of the bill and transit period come to55 days. In the Dollar/

Rupee leg. forward dollar is at premium; In thls.case. since dollar buytng rate Is
reckoned. 55 days will be rounded off to Lower period. viz .• one month,

Dollar/rupee market spot buying rate = Rs. 49.28000
Add: Premium for one month + Re. 0,17000

== Rs. 49.45000
Less: Exchange margin at 0,10%

on Rs, 49.4.500 - ' Re. 0,04945
Bill buying rate for .dollar = Rs. 49.40055
In the Dollar/Swiss francs quote dollar is at premium in this case since dollar

selllng rate is taken 55 days Will be rounded off to higher period. t.e.. 2 months.
Dollar/franc (market) spot selling rate .. ..::: CHF 1.4375 .

Add: Premium for two months + CHF 0,0110,
, = CHF 1.4485

[3111buying rate for Swiss Franc (49.40055 +104485 ) = Rs. 34.1046
Hounded 'off to the nearest multiple of 9.0025, the rate quoted to the customer

would be Rs, 34.1050 per Swiss franc. . .
Amount payable to customer for CHF' 5.00.000 at Rs. 34,1050 per franc is

Rs, 1,70,5.2,500. "
Interest recoverable at 10% for 55 days on Rs. 1.70,52,500 is Rs. 2.56.955.
Net amount credited to customer's account:
Value of blll

Less: Interest
Commission
Net amount. credited

Rs, 1.70,52.500
Rs, 2.56,955
Rs. 500 Rs, 2,57.459

Rs, . 1.67.95.045
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CJ Selling Rates ,
When the bank sells foreign exchange (other than dollar) LO the customer, il has

to acquire the required. foreign currency in -the international market by selling the
equivalent US dollars. The bank can sell US dollars in the international market at
the market buying rate for US dollars against the foreign currency concerned. US
dollars required to effect this sale have to be acquired in: the interbank market at
the market selling rate. Therefore. in calculatirig the merchant selling rate for foreign
currency. the relevant rates are dollar buying rate against the foreign currency
concerned in the international market-and-dollar selling rate against rupee in the
Interbank market. . .. .

Selling Rates

Format 7.1 (c). Calc~lat1ono[se1l1ngrates based on cross rates.
EXAMPLE 7.5 .••On 17th July USDollar is quoted in the interbank market as

follows: .
, Spot ., USD 1 .
Spot/July

IAugust ,
At Singapore, Malaysian Rmgits are quoted as follows:
Spot USD 1 .'" = MYH3.80J 2/59
1 month 24/26
2 months 48/50
The bank requires exchange margin of 0,10% on TT .selling and 0.15% on bills

selling.
(i) Mr. Y.K. Kapoor requests for a bank draft [or MYR.5.000.
(Ul M/s Hlghtech Ltd. desire to retire animport bill for MYR 15,000,
Calculate the exchange rate to be quoted by the bank in each of the above cases.
SOLUTION. First we calculate the selling rate for US dollar.
Dollar/Rupee market spot selling rate = Rs.

Add: Exchange margin at 0.10% on Rs.48.6100 + Rs.
IT Selling Rate for Dollar = Rs.

Add: Exchange margin at 0.15% on Rs.48.6586 + Rs..
Bill Selling Rate for Dollar , = Rs.
(ll ITSelling Raie jor Malaysian Ringit

Dollar/Rupee TT Selling rate Rs. 48.6586
Dollar/Rlnglt Spot buying rate, MYR 3.8012
Rlngit/Rupee TT selling rate (48.6586 + 3,8012) = Rs. 12.8009
Roundingoff to the nearest multiple of 0.00251 the bank will quote's rate
of Rs. 12:8000 for issue of demand 'draft.

(ii) Bill Selling,RateJor Malaysian Rlnglt
Dollar/Rupee 1;3111Selling rate Rs. 48.7316
, Dollar/Rlnglt Spot buying rate MYR 3.8012
Ringtt/Rupee Bill selling rate (48.7316 -+- 3.8012) = Rs. 12.8201'
Rounding off to the nearest multlple of 0,0025, the bank will quote a rate
of Rs. 12.8200 for retiring the import bill.

= Rs.48.6025/610.o
500/600

1500/1600

Dollar/Rupee market spot selling rate = Rs ..
. Add: Exchange margin for Tf sellin~ + Rs ,
IT Selling rate for dollar = Rs. "." ... (1)

Add: Exchange margin for bill selling + Rs ......
Bills selling rate for dollar :;::Rs,.... . .. (2)
Dollar/Foreign Currency. market buYing rate = FC .." ... (3)
IT selling rate for foreign currency = (1) divided by (3) = [(s, .v.,."
Bills selling rate for foreign currency ;:: (2) divided by (3) ;:: Rs, .... ,"
"Rounded off to nearest multLpfeojO.00'r25 and quoted to the customer.

48.6100
0,b48(2

48.6586
00730

48."'i"sT6
. .~

I

1,
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7.4. CALCULATION OF READY RATES FOR EURO AND STERLING
It has been noted earlier U18t in respect of Euro and Sterling, the exchange rate

is quoted in terms of"US dollars per unit of the currencyconcerned. Thus it is a
foreign currency/Dollar rate. We also Interpreted the rates from the standpoint of
buying or sellillg Euro. Thus when a bank buys Euro [rom tts customer, it would
scl: tile Euro in the international market at the market buying rate. The USD
obtalned from the deal is sold in the interbank market at the market buying rate
for dollar to obtain rupees. Thus the relevant rates to be crossed for quoting to

• the customer are bUying rate for Euro in the international market and buying rate
for dollar In the interbank market.
. Similarly. for quoUng selling rate to the customer, the bank crosses the Euro selling
rate ill the InternaUonal market and dollar sellingrate in the interbank market.

Formats 7.1 (a) to (c) given earlier for calculation of ready rates based on cross
rates have to be modified for calculattngready.rares for Euro and sterling. The
modlfled tables are given [IS Formats 7.2 (a) tole). Please. note carefully the changes
with respect Lotile rounding off of forward margin In respect of bill buying rates.

.' TT Buying Rate ..

Format 7.2 (al. Calculation of IT buying rate~ for Euro/Pourid Sterling.

Dollar/Rupee market spot buying rate = Rs ;.
Less; Exchange Margin - Rs .

'IT bttying rate for dollar = Rs, 'HI'

Foreign Currency/Dollar market spot buying rate , == USD :
TT buying rate for Foreign Currency = (1)mult1plied by (2) = Rs *
"Rounded off to nearest multiple of 0.0025...::..

...(1)

... (2) .

Bill 'Buying Rate
Dollar/Rupee market spot buying rate ..

Add: Forward premium (for transit and usance
periods: rounded ofTto lower month),

. 0R
Less: forward discount (for transitand usance

periods: rounded off to higner month)

Rs.....

::!: as. "'11

= Rs .. :...
Less: Exchange niafgin - Rs; '!II!

Blll buying rate for dollar = Rs." ..
foreign currencylDollar market spot buying rate = USD .....

Add: Forward premium (for transit and usance periods:
rounded offto lower month)

OR
Less; Forward discount (for transitand usance periods:

rounded off.to higher month) , ::t

Bill buying rate for foreign currency = ;0') multiplied by (2) =
"Rounded off to nearest multiple of O.OO~5. .

...(1)

USD "
USD ..
Rs .

..;(2

rormat 7.2 (bi. Calculation of bnl.buytng rates for Euro/Pound Sterling. '.
Dollar/Rupee market spot selling rate ,~,
. Add: EXChange margin for IT SeJUl~g
TT Selling rate for dollar .

Add: Exchange margtri for bill selling

= Rs.. ,...
+ Es. "II'

= Rs. \... I ... ( 1)
+ Rs. " ...
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.Bills selling rate [or dollar = Rs..... ... (2)
Foreign Currency/Dollar market selling rate ,- .!.LSD.... . .. (3)
IT selling rate for foreign currency = (1) muluplled by (3) = Rs, .. , •
Bills selling rate for foreign currency = (2) multiplied by (~))= Ba, ..
*Rounded off to nearest multiple 0[0.0025 and quoted to the customer.

Fermat 7.2 tel. Calculation of selling rates for Euro/Pound Sterling.
EXAMPLE 7.6. An exporter in Export Processing Zone tenders for negotiation a

30 days' bill for Euro 25,000 drawn .under a letter of credit. 50% of the value of
the bill is required to be retained in foreign exchange.

Assuming:
(aJ In the interbank market the rates for US dollar were as follows:

Spot USD I = . Rs. 49.3225/3750
1month forward 5000/5500
2 months forward 8500/9000

. 3 months forward 11000/1 1500
(b) EurO'was quoted in Singapore as follows:

Spot
1month forward
2 months forward
3 months forward

Required computing: .
(aJ The exchange rate quoted to the customer for the above transaction;
(b 1 The rupee amount payableto him; and
(c)-Interest to be recovered on the transaction.
Notes. :
(i) Transit period 25 days.
CU.) Interest for post-shtpmentcredit ts 10%.
(iii) Exchange margin required is 0.1%.
(it)) Exchange rate to be quoted nearest to the decimal as per FEDAI Rules,
. SOLUTION. The bank has to quote 30 days'rblll buying rate for Euro. The transit

and usance involve 55 days.
In the dollar/rupee quote, dollar is at premium (forward margin in ascending

order). The transit and usance period will be rounded off to the lower month and
one month forward buying rate for dollar will be taken.

Dollar/rupee market spot bUyil1.grate = Rs. 49,32250
Add: Premium for one month + Re. 0.50000'. . . = Rs. 49.82250
Less: EX9hange margin at O.tO% on Rs. 49.8225 - Re. 0.04982

. EUl buying rate for dollar '. '. . == Rs. 49,77268
In the Euro/Dollar quote, Euro is a.t discount (forward margin m descending

order). The transit and usance period will be.rounded off to the higher month.
. Euro/dollar market spotbuying fate: .' .,... usn 0.9665

•Less: Discount for. two months ,... USD Q,0090'
. . . ". - . USD 0,9515.

Bill buying rate for Etiro(49.77268 x ~9575) , = Rs. 47.6573
Rounded off to the nearest multtpleof 0.0,025, the rate' quoted to the customer

would be Rs. 47.6575 per Euro. '. : ... .
Amount paid to customer for EUTo 12,500 at Rs. 47.6575 an Euro is Rs.

5.95,719. " . . .' . . .
Interest recovered on Rs. 5,95,719 at 10% for 55 days is as. 8,977.
EXAMPLE 7.7. Euro IS quoted In Singapore 'as under:
Spot .: EUR 1 = USD 0.9725/850
1month forward 0.0050/0.0075

USD 1 = EUR 0.96651683
60/50
90/80

140/130
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In the interbank market, US dollar.Is quoted as under:
Spot , USD 1 = Rs.49.1250/1375
1 month forward 6000/6100
You are required to load an exchange marginofO, 15% in the exchange rate for

11 selling and 0.20% for bill selling.. .. . ..,. . . I
(a) A Shipping Company has asked you to quote y.o.'ur. spot 11 sellrng rate for

a freight. remittance ofEUH -1.50.000 to Frankfurt.
(b.) Another customer requires you to-retire an import bill drawn on him for

Euro 12.000, . , '
What raters) will you quote to your customers? ,
N:B.: Exchange raters) inclusive of exchangemargin should be quoted as per

PEDAl Rules.
SOLUTION.
Dollar/rupee market spot selling rate

Add: Exchange margin at 0,15% on Rs. 49.13750
TT selling rate for dollar

Add: Exchange margin at 0.2Q%
on Rs, 49.21121 = Re. 0.09842

Bill sell!ng rate for dollar = Rs. 49.30963
Euro/Dollar market spot selling rate. = USD 0.9850 '
(a) TT seiling rate for Euro (49.21121 x 0.9850) = Rs, 48.4730
Rounded off to the nearest multiple of 0.0025. the rate quoted to the shipping

company for Issue of DQ 1sRs. 49.4725 an Euro.
(b) Bills selling rate for Euro (49.30963 x 0.9850). = Rs . .48.5670
Rounded off to the nearest multiple of 0.0025, the rate quoted to the import

customer Is Rs. 48.5675. '

= Rs, ,}9.13750.
+ Re. 0.07371
= Rs. 49.21121

7.5. -PROSLEMS FOR PRACTICE
PROBLEM 7.1 Your export customer has requested you to purchase an export bill

for Swiss francs 200.000 drawn at sight. .... ,
Assuming SwiSS franc is quoted at.Singapore market as under:
Spot USD 1 = CHF 1,4900/4960
One 1110nU1forward · 30/25
Two men ths forward 60/55
US dollar Is quoted IIi the interbank market at:
Spot USD 1 = Rs, 49,2050/2150
One 111onU1forward. 2500/2650
Two months forward 4500/4700
You are required to quote to the customer the exchange rate for the transaction.
Notes:
(1') Youare required to load an exchange margin of 0.10% in the rate.
(ill Interest at 10% per annum Tor normal transit period of 25 days to be

recovered from the customer separately. Indicate theinterest amount .due
from tile customer. fAns. Rs.'32.BS75; Rs. 65,71,500: Rs.45,010J

PROBLEM 7.2 On 20th May. your customer tenders a 30 days sight bill drawn
Linder a letter of creditIn his favour opened-by your Singapore branch. The bill Is
for Singapore Dollars 1.00.000 drawn on Hongkong. The customer desires to rctaln
25% of'the proceeds ofthe bill in foreign exchange.

Assuming Singapore dollars are quoted in Singapore market as under: . .... .
Spot ' 1.)'SD.1= SOD 1.6210/6240
1 month forward ' . 42/40
2 months forward 63/60
3 months forward . 84/80.
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US dollars are quoted in interbank market as under: '
Spot " ", USD 1 ::.=

Spot/June
Spot/July
Spot/Augusf
What rate Will you quote to your customer?
Yourequire an exchange.margin of 0.10%:
Transit period is 25 days.
Interest-on post-shipment finance is 10%.
Also calculate the rupee amount payable to the customer and interest to be

.recovered from him. [Ans. Rs. 30.3600; Rs. 22.77,000: Rs. 34,311 }
PROBLEM 7.3,. On 27th June, you are requested by your export customer to

negotiate a 60 days' DA bill on Frankfurt forEuro 1.Oq~OpO.
At Singapore exchange market. Euro is quoted as follows: ,
Spot EUR 1 = USD 0.9727/9759
1month forward , 40/45
2 months forward 80/90
3 months forward 120/135
4 months forward 1601180
At the Interbank market US dollar is quoted as follows:
Spot USD 1 :;::
Spot/July
Spot/August
Spot/September
-spot/October
Interest ~riod is 25 days,
Interest on export bills is 10% per annum.
Exchange margin required is 0.10%.
Required to calculate: , " ,
(a) The rate of exchange quoted to the customer for the transaction:
(b) The rupee amount payable to.the customer: and
(e) Interest to be recovered from him. '

fAns. Rs.' 47.8725: Rs. 47.87;250: Rs. 1,11 ,484J
PROBLEM 7.4 A valued constituent of your bank wants to remit CHF2,OQ,OOO.

The spot interbank levels .are:
USD/INR 49.3550/3650 and USD/CHF1.5028/48.
Calculate the rupee amount to be recovered from the customer taking into

.account:
(i) Exchange margin. of 0.10%. "

. ,(to Out-of-pocket expenses of'Rs. 200., lAns. Rs. 3,2:8150; Rs. 65.63,200J
PROBLEM 7.5 You,are required to issue a draft for SWiss francs 50,000 towards

freight remittance. " ,,", ". ," ,
Assuming Swiss francs are quoted in Singapore market' as under:
. Spot ' . USD 1 = CHF 1.4685/4720
'I month forward 50/60
2 months forward 90/100 "
3months forward ,130/140
and that US dollars are quoted in the interbank market as under: '
Spot USD 1 = Rs. 49.2575/2650
1month forward 1200/1300
2 months forward 2400/26'00
'3 months forward '. ' 3600/3900
and that you require an exchange margin of 0.10%, calculate the rupee amount

payable by the customer for' the draft, [Ans. Rs. 33.5825: Rs. 16,79,125}

Rs. 49.4525/4600
1100/1000
2200/2100
3300/3200

INR 49.2725/2850
1550/1500
2600/2500
4100/4000
6200/6000
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'PROBLEM 7.6 You receive a bill for collection drawn on your customer for Swiss
Irancs 1.00.000. You are required by the drawee to make remittance against the
bill by debit to his account with you. .

Assuming the exchange rates are as given in Problem 7.5 and you require an
exchange margin of 0.15%. calculate the amountby which the customer's account
will be debited. {Ans. Rs. 33.6325,' Rs. 33,63,250j

"

\

..'

-'. '.
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Forward Exchange
. ;

Contracts,
.exporter in India contracts to sell to a firm in London machinery at a
rice orGEP 10,000. Before agreemg to this price ..the exporter calculates
is cost of production. adds a reasonable margin for profit and satisfies

that the proceeds of GBP 10.000 would cover this amount. He bases his calculations
on the exchange tate prevailing as on the date of his quotation. For example, if the
exchange rate On the date is Rs. 70 per sterling pound. he expects to receive
Rs, 7,OO,O()0on execution of the contract. .

The exchange rate is not stable:' it is changing every day. By the time the exporter
executes his contract and his b1111srealised; which may be .after a lapse of 3 months
or six months. the rate of exchange might have turned adverse for him. For example.
if the rate prevailing on the date thehill is realised or purchased by his banker is
Rs. 65. he.would receive only Rs. 6,50',000' as against his estimate of Rs. 7.00.000.
Thus he may have to bear a shortfall of Rs. 50.000. True. the rate may turn
favourable to him and bring him unexpected proms. But the fact remains that lhe
amount that he would receive on execution of the contract remains uncertain.

This uncertainty about the rate that-would prevail on a future dale is known as
the 'exchange risk'. For the exporter. the exchange risk is that the foreign currency
in which the transaction is designated may depreciate in future and may bring less
than the expected realisation in local currency terms,

The importer too.Iaces.exchange rtsk.wher, the transaction is designated ln a
foreign cu~rency. The risk is that the foreign currency may appreciate In'value and
he may be compelled to pay+n local currency .arr-amount htgher than that was
originally contemplated. Importers generally make -arrangements for loans for
payment for the imports. If the foreign currency appreciates subsequent to the
arrangement of the loan. the importer may find that the resources are not sufflcient
to meet the Importer bill putting him in a difficult sttuatlcn.

8.1. FEATURES OF A FORWARD EXCHANGE CONTRACT
Forward exchange contract 1sa device which can afford adequate protection to

an importer or an exporter against exchange risk. Under a forward exchange
contract a banker and a customer or another banker enter into a contract to buy
or sell a fixed amount of foreign. currency on a specified future date at a
predetermined rate of exchange. Our exporter, for instance, instead of groping ill
the dark or making a wild guess about what the future rate would be, enters into
a contract with his banker immediately. He agrees to .sell foreign exchange of
specified amount and currency at aspecifled future date. The banker on his part
agrees to buy this at a speclfled rate of exchange. The exporter is thus assured of
his price in the local currency. In our example ..the exporter may enter into a forward
contract with the bank for 3 months delivery at Rs. 49.50. This rate, as on the
date of contract. is known as 3 months forward rate. When the exporter submits
his bill under the contract, the banker would purchase it at the rate of Rs. 49.50
.irrespective of the spot rate then prevalllng. . '
. When rupee was devaluated by about 18% in July 1991, many importers found
that their Iiabtltttes had increased overnight.The devaluation of the rupee had the
effect of appreciation of foreign currency in terms of rupees. The importers who
hadbookt;d forward contracts to cover.thetr jmports werea happy lot.
(J Date of Delivery .

According' to Rule 7 ofFEDAI, aforwardcontract' is deliverable at a future date,
duration of the contract beingcomputed from the spot value date of the transaction.
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Thus. If C1 ,3 months forward contract Is booked on 12th February. the period of
two months should commence from 14th February and the forward contract will
fall due on 14th April.

Date of delivery under forward contracts Will be:
(i) 111 case of bills/documents negotiated. purchased or discounted: date of

negotiation/purchase/discount and payment of rupees to customer.
(ii) In case of bills/documents sent for collection: date of payment of rupees to

the customer on realisation.
(lii) In case of rettrement/crystantsattorr' of import bills/documents: the date

of retirement Or crystallisation of liabilitY. whichever is earlier.
D Fixed and Option Forward Contracts

Tneforuiard contract under which the delivery ojJoretgn exchange should. take
place on a specifledjuture date is known as jlxedjorward contract', For instance,
If on 5lh March a customer enters Into a three months forward contract With his
bank to sell GBP 10,000. It means the customer would be presenbngabtll or any
other Instrument on 7th June to the bank for GSP 10.000, He cannot deliver foreign
exchange prior to or later than the determined date. .

We saw that forward exchange Is a.devtce by which the customer tries. to cover
the exchange risk. The purpose will be defeated if he is unable to deliver foreign
exchange exactlyon the due date. In real situations. it is not possible for any exporter
(0 determine in advance the precise date on which he will be tendering export
.dccuments. __Besides internal factors relating to production. many other .external
factors also dectde the date on which he Is able to complete shipment and present
documen+s te the bank. At the-most. the exporter can only estimate the probable
dale around which he would be able to complete his commitment. .

With a view to eliminating the difficult yin fixing the exact date for delivery of
foreign exchange, the customer may ...be given a choice of delivering the foreign
exchange during a given period of days. Anarranqement whereby the customer
can sell or buyjrol71 the bankjorelgnexchan.ge On any day during a gh)enperlo{i
oj lime at a predetermined rate oj exciianqe is known as 'optiot: Forward
Contract'. The rate atwhtch the deaf takes place; is the option forward rate, For
example. on 15th September a customer enters. into two months forward sale
contract WiU1 the bankwith option over November. It means.the customer can sell
foreign exchange to the bank on any day between 1st November and see.November.
The period from 1st to 30th Novernberts known as the 'Option Period':

'. . , ~. .
Rules Regarding Option Forward Contracts (Rule rot FEDAI)

I. The option period of delivery 'should notexceed one month, Examples of
valid option periods are 3rd J.anuary to 1,Oth January; 18th January to
17th February; LstApril to 30th April.

2. As between a bank and a customertheoption is that of the customer. So
the bank cannot force the customer todeltver foreign exchange on any specific
date. Ills up to the customer tochoose any date within the option period. I

8;2. EXCHANGE CONTROL REGULATIONS. . I
. . . ... . ..• .. ... I

While booking forward contracts for customers, banks are required -to observe
that the exchange control regulations are .cornplted with. Foreign EXChange
Management (Foreign Exchange Dertvattve Contracts) Regulations, 2000 govern

. . ',' "-.'

• In case or an Import bl,lI·recelved under Ii letterof.credlt, If the customer does not pay within
ten days. his liability Willbe crystallised. t.e.. converted Into Indian rupees. on the tenth day of
receipt of documents by the bank.

'~....
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forward exchange contracts 111India. Schedule 1 to the Regulations provides that <.i
person resident with an authorised dealer in India to hedge ?11 exposure to exchange
risk in respect of a transaction [or which sale and/or purchase of foreign exchange
is permitted under Foreign Exchange Management Act subject LO certain terms :.rnd
conditions. The terms andconditionsrelate to booking, cancellation. rebooking etc.
of forward exchange contracts. Those relating to booking of forward contracts are
givenbelow: .

(a) The authorised dealer, through verification of documentary evidence. should
be satisfied about the genuinenessof the underlying exposure.

(b) The maturity of the hedge should not exceed the maturity of the underlying
transaction.

(c) The currency of hedge and tenor are left·to the choice of the customer.
(d) Where the exact amount of the underlying transaction is not ascertainable,

the contract can be booked on tile basis of a reasonable estimate.
(e) Foreign currency loans/bonds will"be eligible for hedge only after final

approvalis accorded by the Reserve Bank,where SLICh approval is necessary.
(/) In caseof Global DeposltoryReceipts (GDRs)of.,the issue price should have

been finalised. .
(g ) ~ubstltut1on of contracts for hedgIng trade transactions may be permitted

by an authorised dealer on being satisfied with the circumstances under
which such substitution has become necessary.

The operational aspects of the above conditions .ar....e..-ej·iSGl:1SSedb(.}lGw:
f • ., ' ' , .

,1. Forward contracts can be booked for resident customers who are exposed
to exchange risk inrespect of genuine. transactions .permitted under curren r
regulations. , . " ' '

2. Before entering into a .forward contract. it should be ensured that the
· customer is, in fact, exposed to exchange risk in aperrnltted currency in
the underlying transaction. The choice of the currency in which the forward
contract is entered into is' left to the customer. The implication of this
provision is that the forward contract need not be booked in the same
currency as that of the underlying transaction. Thus a customer who has
an export order for .JapaneseYen .1 rnllllop may book any of the following
forward contracts: '.
(a) Forward purchase (by the bank) of Yenagainst Indian rupees.
(b) Forward purchase (by the banklof U'Sdollar against Indian rupees.
(e) Forward purchase (by the bank) of YenagamstU'S dollar.
(d) Forward purchase (bythe bank) of Mark against US dollar. .
Any contract other than Yenagainst Indian rupee will keep the customer
open on t.he other leg of the transaction. which will be. done at the spot
rate. For example. under (b) when .the bill is tendered. it will be converted
into US dollar at the forward rate' and the equivalent US dollar will be
converted into Indian rupees at the spot rate.

3. While booking forward contracts, irrespective of the underlying transaction
being a current account transaction or a capital account transaction, the
bank should verify suitable documents to ensure-the authenticity and the
amount of the permitted currency ort.he undertytngtransaction. The amount.
date and number of the forward contract should be marked on Stich
documents under the stamp and Signature of the bank in order to ensure
that mor~ than one forward contract is not booked in respect of the same

~.

• For detatls of CDRs. please refer to Chapter 31.



FORWARD eXCHANCr: CONTRACTS 103

uncierlytng trans.a.etion. COp. ies. of the. documents so marked should bel'
retained by the bank for its record.

4. Forwar c comr'acts may be' booked for exporters/importers. without
prod~ction of documents. up to the average of past three years export/
rmpot t turnover. However. at.any polnt of time. the outstanding contracts
shall not exceed. 25% of eligible limit. subject to a cap of USD 100 mllllon.l

5. Forward contract may be booked for the whole or part amount of th~
underlying transaction. Or dtnartly the maturity of the forward contract
should match that.of the underlying transaction. Thus in case of exports.
t1~ematurity of the forward contract should match with the due date of the
bill exp:cted lobe drawn under the relevant export order. Contracts may.
however. be booked for shorter maturtties with a view to reducing costs to
the customer. '

6. The b~nk may permit the customer to substitute an import/export order
unde: a forwa~d contract .pr~videc:l it is satisfied after verifying the
documentary evidence that a genuine exposure to the extent of the amount
. of uie original forward contract subsists 'under the substituted order;

B.3.BOOKING OF FORWARD CONT~ACrS' .
The stages Involved in booking and utilisation of a forward contract may be

summarised as under:
1.. The transaction of booking of forward contract Is initiated With the customer

enqutrtrrg'nf hts barrk the rate arwhlch the required forward currency is
available. Before _Q.1lOtinga rate the bank. should get details about (0 the
cu rrcncy, {i i l the period of forward cover. tncluding the particulars of option.
and (iii) the nature and tenor of the instrument. For instance. when the
customer says simply 'dollar'; the bank should ascertain whether it Is US
dollar or Canadian dollar or. Australian dollar. Similarly, If it Is a bill
transaction. it should be ascertained whether it is sight bill or 30 days
blll, etc. In the case of usance bills. whether the due date is calculated from
sighl or from the date of bill of lading. Differences on these counts would
vary the rate applicable. '

2. The branch may not be red withforward rates of all currencies by the Dealing
Room. Even for major currencies forward rates for standard delivery periods
may only be available at the branchdfthe rate [or the currency. and/or
delivery pertodts not available. the branch.should contact the Pealing Room
over phone or telex and obtain the rate ...

3. If the rate quoted by U1e bank.is acceptable to the customer. he is required
to submit an application to the bank along with documentary evidence to
support the appltcatton, such as the sale contract.

4. After vertflcation of the application and the documentary evidence submitted.
the bank prepares a 'Forward Exchange Contract'.

5, While preparing the contract. the tollowmg potnts are to be noted:
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FORWARDEXCHANGECONTRACT.
N. FC/KRT/6/20xy
From To

Forex Bank Ltd.
Bangalore M~ Branch

Date 7-2-20xy

Exim India Ltd.
9, Sankey Road,
Bangalore-l

Weconfirm having boughtfromyou,forelgti· exchange asunder:
Tenor . . Delivery 'Currency Rate. Rupee

Perlod . Valu~ Equivalent
Sight . 8-3-2000 to US s US $ Rs.
Bill 7-4-2000 1,00,000 49.50 49,50,000

(Subject to rules and regulations' ofthe Foreign Exchange Dealers' Associatlo .
of India.) Please sign and return to' us the 'enclosed confirmation.

. For Forex Bank Ltd.,
M.A. Nager
Manager

Record of Delivery
Date oj Currency
Delivery Amount

US $
60,000
40,000

Currency
Balan.ce
US $
40,000

Nil

Rupee
Balance

Rs.
19,80,000

. Nil

Rupee
Equivalent

Rs, .
29.70.000
19,80',000

23-3-20xy
28-3-20xy

Fig. 8.1. Specimen of a Forward Exchange Contract.
I . _. •

(a-) The branch may give a-serial number to the contract, sothat further
reference to it becomes easy. "

(b) Contracts must state 'the first and last dates of delivery. It ts not
permlssible to,state in contracts' 'delivery one week' or "delivery one
month' or 'delivery three months forward'. etc.

(e) When more than one rate for bills With different deliveries are mentioned,
the contract must state the amount arid delivery against each rate.

(d) Nousance option may be stated in any contract forthe purchase of bills.
That Is, the contract should not give option to the customer to tender
sight bill or in the alternative 30 days' -bill, etc. It can be either sight b1ll
or a usance btllof a specified usance as mentioned in the contract.

(e') The first portion of the contract is relevant for booktng of the contract.
The second portion is used for recording deliveries under the contract.

if) The contract should be complete in all respects.
6. The number of copies of the contract prepared will depend upon ·the

requirements of the.bank. The origtnal of the contract duly stgned by the
bank, along with the duplicate, is sent.to the customer. The duplicate signed
by the customer is returned to the bank for Its records. ' .

7. •The detB;il,sof the contract are entered In a Forward Contract Register. The
register also provides for recording of details of documentary evidence
verifled. .

8. The documents areverlfled and marked with the bank stamp and Signature
of the bank offlctal, after entering the particulars of the forward contract
booked. It is returned to the customer.

9; The due date of the contract should be dtarised in a register and followed
up on the duedate, .

10. Charges for booking the forward contract as prescribed by the bank
concerned is recovered from the customer.

11. Whenthe customer deliversforeign exchange on the due date. the transaction.
Is done at the rate agreed. .
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8.4. CALCULATION OF FIXED FORWARD RAtES
The method of calculation of forward rates is Similar to thatfor ready rates.

The only difference is that in the case of forward rates, the forward margin that is
included In U1e rate will be for forward period as well. That is, the forward discount
or the forward premium .tricluded in the buying rate will be not only for the transit
period and usance, but also for the forward period, For instance. If the bank buys
a 30 days: sigh t bill for 2 months forward. the total forward discount will be for
(30 days usance + 25 days transit + 2 months forward, rounded off to higher
111on lh) 4 IllOll ths. . ,

For seiling rates, forward margin Is not considered while calculating ready rates.
In the case of forward rates. the forward margin for the forward period will be
included. In other respects. the calculation is same as that of ready rates.

The meLhod of calculation of forward rates is shown below. It may be seen that
the formats arc extensions of Formats 6, I to 6.3 in Chapter 6. Separate format
for TT buying is not given since the method is same as that for bill buying rate.
For TT buying rate. forward margin Will be included onlyfor forward period.

Forward BuYing Rate forDollar

I

Dollar/Rupee marketspot buying rate' = Rs .....
Add: Forward premium (for forward pertod, transit

period and usance period: rounded off to lower
month) ,

OR
Less: Forward discount (for Iorwardpertod. transit

period and usance period: rounded cJ'ftto~higher
month) :t Rs .. ".

= Rs .
- Es ..
= Rs .''''

Less :Exchange Margin
Forward buying rate for dollar.. '

"Roundeci off to nearest multiple 0[0.0005.
... (1

Format 8.1. Calculation' ofForward Buying Rate for Dollar. I
~------------~~~~~Fo~rw~,-a~rd~'~~,s-e~ll~in~g~'·.~~.--e~~~----------------I.,

Dollar/Rupee marketspot selling rate , .... "
, Add: Forward premium (for forwardpertodl

.' OR
Less: Forward discount (for forward period)

= Rs.... ,

± Rs .= Rs ,
Add: Exchange Margin to TT selling rate + Rs .
Forward 11 selling rate for dollar = Rs •
Add: Exchange Margin for selling rate' + Es .. ,"
Forward bills selling rate for dollar. = Rs..,i,.·

'Roundec: Off to nearest multiple oj,o;0025 when quoted to customer.

...(1

...(2

Format 8';2" Calculation of Forward SellingRatefor Dollar.
EXAMPLE8.1. From the' following inf6rh1aUph you are required to calculate fa)

ready bill buytng 'rate, (p) 2 months forward buying rate for demand bill, (e) ready
rate for 60 days usance bill, and (d) 2'months forward buying rate for 60 days
usance bill.

Interbank rate US dollar
Spot '
Irnonth
2 months
3 months
4 months

USD 1 =, Rs. 48.6000/6075,
3500/3600
5500/5600
8500/8600

1.15QO/l.1600
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5 months 1.3500/1,3600
6 months 1.5500/1.6600
Transit period is 25 days. AU forward .ratcs are for fixed delivery. Exchange

margin is 0.10%
SOLUTION.
(a) Ready buying rate

Dollar/Rupeemarket spot buying rate = Rs. 48.60000
Less: Exchange margin at 0.10% on Rs. 48.6000 - He. 0.04860

, , = Rs. 48_55140
Rounded off to nearest multiple of 0.0025, the rate quoted for ready bill buying
is Rs. 48.5525. . .

. (b) 2 months forward buying rate'
Dollar/Rupee (market) spotbuytng rate = Rs. 48.60000
Add: Forward premium [or.2 months
(Transit period 25 days and forward period
2 months. rounded off to lower month) + Re. 0.55000

= Rs. 49.15000
Less :Exchange margin at 0.10%
on Rs. 49.1500 - He. 0.04915

. = Rs. 49.10085
Rounded off. the rate quoted for 2 months forward purchase of dollar bill is
Rs.49.1000. ' ..

(e) Ready rate for 60 days usance bill
Dollar/Rupee (rnarket) spot buying rate
Add: Forward premium for2 months=-
(Transit period 25 days .and forward period
2 months. rounded off to lower month)

= Rs. 48.60000

+ Re. 0.55000
;:; Rs. 49.15000

Less: EXChangemargin at 0.10% 0[1Rs.49,1500 - Re. 0.04915
'.. = Rs. 49.10085

Rounded off. the rate quoted for' ready purchase of 60 days usance dollar
bill is Rs. 40.1000.

(d) 2 months forward rate for 6() days bill
Dollar/Rupee (market) spot buying rate
Add: Forward premium for 4 months

(Transit period 25 days and forward period
. 2 months, rounded off to lower month)'

= .Rs. 48.60000

+ Re. 1.15doo
- Rs. 49.75000
- Re. 0.04975
= Rs. 49.7Q025

Rounded off. the rate quoted for 2 months forward purchase of 60 days
usancedollar bill is Rs..49~7000. ' .
•Note: Compare (b), (e) and (d) to understand clearly-the difference between.

I ready and forward rates...· . , '.. . . " .
. EXAMPLE 8.2. Assuming the dataIn Exhmple 8.1, calculate (a) 1month forward

TT selling rate. and (b) 3 months forward bill selling rate. Exchange margin required
is 0.15% for IT selling and 0.20% for blltsellmg. '

SOLUTION.' .
Ca) 1month forward TT selluig rate

Dollar/Rupee. (market) spot selling rate'
Add: 1 month forward premi';lm

Add: Exchange margin at 0.15%
on Rs.48.9675

I • '.

Less :Exchange margin at 0.10% on Rs. 49.7500

. I

= Rs, 48.60750
+ Re. 0.36000
= Rs. 48.96750

+ Re. 0.07345
= Rs. 49,04095,
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Rouncled off to nearest multiple of'().002S, the one month forward TT selling
rate [or dollar is Rs. 49.0400. "

(b') 3 months forward bill selling rate .. .
Dollar/Rupee (market) spot sellIng rate = Rs. 48.60750

Add: Forward premium Ior 3 months + Re. 0.86QOO
= Rs. 49.46750

Add: Exchange margin far TT selltng.at 0.15%
011 Rs. 49.4675 ,,' i ' '. + Re.

= RSi

, '

0.07420
49.54170

Add: Exchange margin for bills selling at 0.20%
on Rs. 49.5417 . + Re. 0,69908

= Rs. 49.64078
Rounded orr. 3 months forward bill selling rate for dollar is Rs. 49.6400.

B.S, CALCULATION OPTION FORWARD RATES .
Under an option forward contract the customer has the freedom to deliver the

Iorctgn exchange all any day during the option perlod. The bank should quote a
single exchange rate valid for the entire option period.,

Suppose that lhe following rates prevail for US dollar on 17th February:
Buying Selling
. Rs. Rs.

SpOL 49.45 49.50
Spot/March 0.05 0.06 pm
Spot/April 0,08 0.09 pm '" _
Spot/May . 0.11 0.12 pm

fa) In respect of purchase transacuon. theforward premium for delivery-March
is 5 paise and for delivery April is 8 paise. We have already seen that
normally forward margin Is to compensate the interest differential. The
additional premium of 3 paise [or April over that for March-represents the
interest differential for one month. Ifacustorner requires forward purchase
rate for fixed delivery 30th April. the bank would concede him the premium
lip to April end. and quote him the rate of Rs. 49.53 per dollar. On the
other hand. tf the customer wants to dehver foreign exchange on 1st April,
he is not entitled to the premium for April. The forward premium for April
beginning would be U1esame as thatfor March end. The bank will therefore
quote him a rate of Rs. 49.50, Inclusive of premium up to March. Suppose
the customerrequires the bank to book a forward purchase contract delivery
April. Il 111(,<1I1S. the customer can deliver foretgr; exchange on any day during
April. t.e .. lstApril to 30th April. but the, bank should quote a 'single rate
which would be.applicable to any of.these days. The bank would play safe
ancl quote the rate of Rs. 49.50 (r.e .• the rate for March) fer an option
forward con tract with option to the customer over the entire Aprtl,

IlIIWy he argued on behalf of the customer that the option forward rate
quoted Lo him ts based on the interbank option forward rate. The bank
would cover itself by entering into a forward sale with the market with option
of delivery 1st to 30th April. in which case the premium of 8 paise Is
available to it.

It may be noted that as between two banks, the option' of delivery under
a forward contract rests with the buying bank. If the customer deltvers
foreign exchange on l st Aprtl.rthe bankhas to pay rupees to the customer
immediately. In case the counterparty (buyer) in the cover deal chooses to
require delivery' on 30th Aprtl.. the bank has to either.keep 'the dollars
received form the customer WiUl itselfor invest it for one month. Dollar is
at premium because the cost of dollar funds is lower than that of rupee
funds. For one month. even if the dollar Is Invested, the bank would be
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losing on the interest differential which has to be compensated by offering
lower premium to the customer. .

Fnorn the above discussion. we may deduce the following rule: For
purchase transactions quote premium for the earliest deuueru.

(b) [n a saJe transaction with delivery enure April.. the earliest dale is 1st Ap,ril,
and latest date is 'SOthApril. In case of fixed forward contracts. the selllJ1g
rate applicable would be Rs. 49.q6 on 1st April and Rs. 49.59 on 30th
April. While quoting a rate for option forward contract. the bank would
like to 'assume the worse situation of the customer requiring delivery on
SOth April and quote the rate ofRs 49,59. It is too obvious to mention
that if the bank quotes Rs. 49.56 .and the customer chooses delivery on
30th April the bank would be put to loss,
Therefore.jorsale transactionsquoie premlumJor latest delivery.
Let us take the case of a currency at discount. Assume that Euro is' quoted
on 17tl1 February as under: \ '

Buying Selling
Rs. Rs.

Spot . 46.25 46.30
Spot/March 0.11' 0.09 dis,
Spot/April 0.20 0.18 dis
Spot/May 0.29 0.27 dis

(c) For a fixed forward contract with -deltvery 011 1st April the rates quoted
would be Rs. 46.14 (Rs. 46.25-Re.:0.ll). For a contract due on .30th April.
the rate quoted would beRs, 46.05 (Rs, 46.25~Re. 0.20). When required
to quote for a forward contractwithopuon over entire Aprrr;-me bank would
quote a rate of Rs ..46.05. The' assumption is that the customer may not
deliver till that date. .. . . .

Hencc,jor purchase traTl$actlonBquote discount for latest delivery,
(d) In case the bank is selling. again It-has to choose between the rates for two

dates-earliest. corresponding to April first or .March end (Rs, 46.21) or
latest, terminating.with April end.Ilcs. 46.12). With the option lying with
the customer, the bank would choose the saIer course .of quoting March
end rate. i.e .. Rs. 46.21.. .

Thusjor sale transactions quote:'cuscounifor earliest delivery.
The above rule can be represented ina tabular form as under:

Forward margin
Transacfron .'

Premium .. , . Discount
PUrchase Earliest delivery .Latest Delivery
Sale Latest delivery . 'Earliest Delivery

. ..... . ,'" ..

Fig~ 8;1. Rule for appllcation for forward margin. .'
. EXAMPLE B.3. Your export-customer requests you on 15th July to book a foreign
exchange contract deliverySeptember covering 30,days sight bill on NewYork under
an irrevocable letter of credit for USD 65.0QO. .

Assuming US dollars are quotedln the local interbank market as under:
Spot USD 1 = Rs. 49.5675/5750
Spot/duly 800/900
Spot/August 170011800
Spot/September 2250/2325,
Spot/October 3200/3300
Spot/November 4100/4200
Spot/December 5150/5250

, . ,
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Whal rate will you quote to your customer bearing in mind the following factors:
Exchange margin 0.10%: Transit period 25 days?

SOLUTION. Dollar is at premium. The .rule is to take the earliest delivery. The,
option to tile customer is over September, Taking earliest delivery. the date of delivery
will be taken as 1st September. The usance of the bill 30 days and transit period
ofZ5 days will work out to 24th October as the probable date of the bank acquiring
foretgn exchange. This will be rounded off to the lower month. and the rate to the
customer wlll be based on SpoUSeptember buyingrate in the Interbank ~arket.

Oollar/Rupee spot interbank buying rate ..•. . = Rs. 49.56750
Add: Premium for September + Re. 0.22500

. = Rs. 49.79250
Less: Exchange margin at O.to% on Rs, 49.7925 - Re. 0.04979

= Rs. 49.74271
Rounded off, tile rate quoted to the customer would be.Rs. 49.7425. .
EXAMPLE 8.4. An import-customer of Your bank wishes to book a forward contract

with you on 2nd August. 1999 fOF sale to him of USD 1.50.000 delivery full
November 1999.· .

The spot rates on 2nd' August. 1999 are USD/Rs, 49.3700/3800 and the swap
points are;

USD/Re.
Spot/August 0300/0400
Spot/September 1100/1300
SpoVOctober 1900/2200
Spot/November 2700/3100 '
Spot/December 3500/40.QQ
Calculate the rates to be quoted to the customer keeping an exchange margin of

5 paise, fineness of quotations as per PEDro-Rules.
SOLUTION. The rate to the customer wUlbe based on Spot/November rate in the

market. .
Dollar/Rupee spot selling rate ,

, Add: Premium for Spot/November
= Rs. 49.3800
+ Re. O.31QQ
= Rs. 49.6900

Add: Exchange margin + Re. Q,050Q
{ = Rs. 49,7400

The selling rate of US dollar delivery full November is Rs. 49.7400 per dollar.
8.S. PROBLEMS FOR 'PRACTICE

PapBLEM 8.1. On 30th April. your customer. requests you to book a forward
contract for fixed. delivery two months for USD 50.000 towards an export bill
payable at sight and to be drawn on NewYork.. ..

Assuming US dollar Is quoted in the interbank market at:
Spot ' USD 1 = Rs. 49.4325/4375
Spot/May 2000/2100
SpoVJune 3000/3100
Spot/July . 4000/4100
W11atrate will you quote to the customer ror the transaction provided the transit

period Is 25 days and you require an exchange margin 0[0.1 O%?
Also calculate the rupee amount that would be credited to the account of. the

exporter on tender of the bill. , fAns. Rs49.6825; Rs. 24,84,125]
PROBLEM 8.2. On 15May. your customer requests you to book a forward purchase

contract lor USD 2.50.000 with option to the customer over July towards advance
remittance expected by him. .

£ '
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Assuming Rupee/US dollars quoted inthe local interbank .market as:
Spot USD 1 =Rs. 49.3525/3600
Spot/June 1800/1900
Spot/July 2800/2900
Spot/August 3800/3900
Spot/September ..' . 4:800/4900
What rate will you quote to your customer provided you require an exchange

margin of 0.08% on TT buying and 0.10% onbill buying?' fAns. Rs. 49.4925J
PROBLEM' B..3. Your Import-customer has requested you on 15th October to book

C1. forward contract for one month with option to the customer over November to
retire USD bill for 50.000 expected by him.

Assuming the on-going interbank rates for Dollar are:
Spot . USD 1 = Rs. 49.5675/5725
Spot/October . 1800/1900
Spot/November 2000/2100
You require an exchange 0[0.10% on IT selling and 0.15% on bill selling.
Calculate the exchange rate quoted to the customer and the rupee amount payable

by him 011 the contract. fAns. 1<5. 49.9075: Rs. 24,96,375/

l

L
".

I.

I .
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9 Forward Exchange Rates
Based on Cross Rates

IN Chapter 7 we saw that calculation of spot rates for currencies other than
US dollar is based on the principle of crossing the dollar/rupee rate with

, rclevan ( foreign cur r ency/dollar rate; The same prInciple !s applied for
calculation of forward rat'es also for other currencies. At first. we illustrate the
method of calculaung rates. for currencies expressed in dollar/foreign currency terms
in the international markets. Thereafter. the method of calculating rates for Euro
.and Pound sterling. which are expressed in dollars terms in the international market
is explained.

9.1. CALCULATION OF FORWARD RATES FOR OTHER CURRENCIE~
The method of calculating forward rates.for currencies expressed in Dollar/Foreign

currency terms is tabulated below:
Forward Buying Rate for Other Currencies

Dollar/Rupee market spot buying rate = Rs. " ..
Add: Forward premium (for forward period, transit

period and usance period : rounded off to lower
111011[11)

OR
Less :Forward discount (for forward period, transit

period and usance period:
rounded off to higher month) :t Rs,,, ..

= R~4"
- Rs. " ..
= Rs...... *
= PC~,..

". ( 1
Less ..Exchange Margin

Forward buying rate for dollar ..
Dollar/Forctgn currency market spot sellmgrate

Add: Forward premium (for Iorwardperlod, transit
period and usance period : rounded off to higher
men th)

. OR
Less: Forward discount (for Iorwardpertod, transit

period and usance period: rounded off to
lower month)

Forward buying rate for foreign currency
= (1) divided by . .... .

"Rounded qffto nearest multiple oJO~0025when
quoted to customer.

::t: FQ, "I' .
= Fe " ..... ".( 2

= Rs, "t, 00,(2

;., .
Format 9. L Calculation of forward Buying Rate for other currencies,

Forward Selling Rate for Other Currencies
= Rs, .t,. I

I
± Rs. Z"O'"

= Rs, ....
+ R~. I····
= Rs. * " .( 1,'111

+ RQ. 10.0.

Dollar/Rupee market spot seiling rate ...
Add: Forward premium (for Iorward-pertod)

OR
Less: Forward discount (for forward period)

, Add,' Exchange Margin to IT selling rate
Forward TT selling rate for dollar

Add: Exchange Margin [or selling rate
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= Rs *
= Fe .

... (2Forward bills selling rate for dollar
Dollar/foreign' currency spot buying rate

Add: Forward premium (for forward period)
, OR

Less: Forward discoun t (for forward period) ... Fe "
= Fe . ... (3

Forward 1'1' selling rate for foreign currency
= (1) divided by , = Rs .... .." ... (3

Forward bill selling rate for foreign currency
= (2) divided by = Rs. "".. .. .(3

"Rounded oJf to nearest multiple oj 0.0025 when quoted to customer,
Format 9.2. Calculation of.Forward Selling Rate.

EXAMPLE 9.1. Your exporter-customer has.requested you to book a fixed date rr
forward contract for Swiss Francs 5,,00,000 in respect of an export bill due for
payment 180 days from the date of the contract. Assuming you cover yourself by
sale of Swiss Francs in London market for the corresponding delivery date when
the exchange rates for Swiss Francs were as under:

Spot USD 1 = CHF1.6120/6165
One month . 60/58
Three months 165/160
Slx months .' 330/320
and US"dollars are quoted in the localinterbank market as under:
Spot , ' USD 1 = Rs. 48.4025/4175,
One month forward 48,6550/6725
Three -months forward 48.8550/8750.
SiXmonths forward ".' 49.,2550/2800
Calculate the exchange rate and the rupee amount payable to the customer bearing

inmind the following: '
(0 An exchange margin of 0:08% isrequired.
(ii)' Rupee equivalent to be nearestto the whole rupee.

SOLUTION. The bank has to quoteforward IT buying rate for Franc with fixed
delivery 180 days from the date of contract.:

Dollar/Rupee six months forward buying.rate
Less: Exchange margin at 0.08% on Rs, 49.255'0

Forward buying rate for dollar ' ' :' ..
Dollar/Franc spot selling rate '

Less: Discountfor 6'months

- Rs.
- Re.
._ Rs.

,- CHF
,'_ ,CHF
='CHF

49.2550
0,0394

49,2156
1.6165
Q,Q320
1,58M:?

,Forward 'IT buying rate for Franc
, (49.2156 + 1.5845, i :

Rounded off the rate quoted would be Rs. 31.0600
per Swiss Franc. "',,. , ,
Amount payable on realisation of the, bill for CHF 5,00,000: at Rs. 31.0600 ,._
is Rs. 1,55,30,000. " ,

EXAMPLE 9.2. On .16th July. your export-customer .requestsyou to book a forward
contract for fixed delivery 2 months in respect of a 30 days bill for Australian Dollar
40,000, ,

US dollars were quoted in the interbank market as' under:
Spot' ,: USD 1,'= 48.6850/7275
Spot/August 4000/4200
Spot/September 7500/7700
Spot/October 1,0500/1.0700
Spot/November" 1.4000/1.4200

= Rs,
,.

31.0607,

.1

\'

I
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At Singapore market. Australian Doliars were. quoted as follows:
Spot· USD 1 = AUD 1.9130/9140
One month . 112/102
1Wo months 202/192
Three months . 300/295
'Four months 385/378
Transit period is 25 days. Exchange margin Is 0.10%. Calculate the rate to be

quoted to the customer. '
SoLtfnON. Considering the forward perlod of 2 months. usance 30 days and transit

period of 25 days, the bill is expected to realise on 12th November. US dollar is at
premium against Indian rupee. Therefore, the period will be rounded off to end October.

Dollar/Rupee spot buying rate = Rs. 48.68500
Add: PremlurnIor October + Rs. 1.05009

, = Rs. 49.73500
Less: Exchange margin at 0.10% on Rs. 49.7350 - Re. 0.04974

= Rs. 49.68526
Against Australian dollar, the US dol~ar is at discount. Since the selling rate is

betngconstdered, the forward margin will be taken for three months rounding off
the forward period of 2 months, usance 30 days and transit period 25 days to the
lower month. . .

US Dollar/Australian Dollar spot selling rate = AUD 1.9140
.. Less: Discount for, 3 months - AU D 0.0295

= AVD 1: 8845
Forward buying rate for Australian dollar

= Rs. 26.3652
(49.68526+ 1..8845).

Rounded off, the J:§lte quoted would be Rs. 26.3650.
EXAMPLE 9.S. Your tmporter-customer has requested you to book a forward

exchange contract for Swedish Kroner 35.00.0 for fixed delivery 6th Month.
Assuming Swedish Kroners are quoted in Singapore foreign exchange market

against US dollars as under:
Spot USD 1 = SEK 6.0700/0750
3 months forward 950/1050
6months forward . 2300/2500
and the US dollars are quoted in the local interbank exchange market as under:
Spot USD 1 = Rs. 48.7000/8500
~~months forward 1.8000/1.6000
6 months forward 3.7000/3.5000
What rate will you quote to your customer. beartng in mind that your exchange

margin is 0)5% for TLselltng and 0.2% fat btllsselling? ,
SOLtrTIO!ll. . .

Dollar/Rupee spot selling rate
Less: Discount [or 6 months

Add: Exchange margin at 0.15% for TT selling on
Rs. 45.35(')0

Add: Exchange margin at 0.20% for Bill selling on
Rs.45.4180.

Forward bill sclllngrate for dollar
Dollar/Kroner spot buying rate

Add: Premium [or six months

= Rs.
- Rs.
= Rs..

48.8500 .
3.500Q.

45.3500

Forward bills selling fate for Kroner (45.5008 ..;.6.3000)
Rounded off. the rate quoted is Rs. 7.2225 per Kroner,

+ Re. Q.Q6SQ
= Rs. 45.4180

+ Re. Q,Q~QS'
= Rs. ~~,QQaS
= SEK 6.0700 .
+ SEK Q,2~QQ
= SEK 6.~QQQ·._ Rs . 7.~236
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EXAMPLE 9.4. An importer-customer of your bank wishes to book a forward
contract with youon 2nd Augustfor sale tohim of sao 5.00.000 delivery on 30U1
September. '" " '

The spot rates on 2nd August are USD~s, 49.3700/3800 and USD/SOD 1.7058/
68 and the swap points are: .

.USD/Rs.
Spot/August 030010400
Spot/September 1100/1300
Spot/October 1900/2200
Spot/November , 2700/3 roo
.Spot/December 3500/4000.

Calculate the rates to be quoted to.the customer keeping an exchange margin of
5 paise. Fineness of quotations as per FEDN. Rules., .
. SOLUTION. The customer requires the rate for Ilxed.rlate delivery on sou.

September. The rate quoted to him will be based on Spot/September rate of US

Idollar/Rupee and second month forward rate for US dollar/Singapore dollar.
, USDollar/Rupee spot selling rate' .,'. . .. = -Rs. 49.3800
I Add; Forward premiumfor delivery September + Re. 0.1300

. '- Rs. 49.5100"

Add: Exchange margin + Re. O.OROO
Forward' selling rate for US dollar. = Rs. 49,5600
US Dollar/Singapore Dollar spot buying rate = SOD 1.7058

Add: Forward premium for 2nd month + SaD 0.0096
,'= SOD 1.7154
;:: Rs. 28,8912

USD/saD
1st month forward
2nd month forward
3rd month.forward

48/49
~6/97

138/140

Forward selling rate for Mark (49.5600 -;-1.7154)
Rounded off'-the.rate quoted Is-Rs. 28.8900.
EXA,MPLE 9.5. Your export-customerrequests you on 4thApril to book a forward

contract of CAD 85.000 for delivery customer's option June.
Assuming you cover your purchase of Canadian dollars in Singapore market and

the USD-CADare quoted as under: . . .
Spot USD 1 = CAD 1.5625/5635
. 1month 30/25
2 mon ths 60/55
,3 months 80175
and the Rupee-US dollar are quoted in the interbank market.as under:
Spot usn 1 .= .Rs. 49.4875/4975
Spot/May . 1100/1200

June 2200/2300
J.u1y 3300/3400

What rate will you quote to your customer bearing in mind that an exchange
margin of 0.10% has to be loaded in the exchange rate? What will be the rupee
amount payable to the customer? .

SOLUTION. US Dollar Is at premium against rupee. So earliest delivery will be
taken (1st June) and the customer will be quoted on the basts of Spot/May buying' -
rate for dollar in the interbank market.

USDollar/Rupee spot buying.rate = Rs. 49.4875
Add: Premium for May + Re. 0.1100·

" = Rs. 49.5975
. Less: Exchange margin ato. 10% on Rs, 49.5915 - Re. Q,Q4ste

Forward buy1ng rate for US dollar. = Rs. 4~!5479
US;'dol1ar rs .EJ.t. discount against Canadrandollar, SInce sel11ngrate Is reckoned

earliest delivery. date will be considered, which ts 1st June and falls between nrsr .
and second month. Rounding off to the earlier month. the customer rate will be
ba~ed on -onemonth USdollar/Canadian dollar rate at Singapore market.
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US dollar/Canadian dollar spot selling rate
Less: Discount for one month

= ~AD
-CAD
= CAD

1.5635
0.0025
1.5610

- Rs. 49.4876 .,"
+ Re. 0.4600
= Rs. 49 ..9475

Less: Exchange margin at o. ~·O%on Rs. 49.9475 - Re. 0,0499
Forward buying rate for US dollar ... ' .= Rs. 49.8976
US dollar is at premium ag~inst,Singapore dollar. Since selling rate 1s to be

considered, taking latest delivery of3:lst July. the blll ts expected to realise on 20th
September. which faUs; in the fifth month from 5th May. The forward rate to the
customer will be calculated based on :5months forward US dollar/Singapore dollar:
rate. . '
:US dollar/Singapore dollar spot selli{lg rate = SGD 1.4078,
, Add: Premium for 5 months" ", + SOD 0,0235

= SOD 1.4513
Forward buying rate for Sing. dollar

(49.8976 + 1.4313) , . ,= Rs. 34.8617
The rate quoted to the customer 1-8,Rs. 34.8625 per Singapore dollar.
EXMtPLE 9.7. Your Import-customer requests you on 20th February to book a

forward exchange contract for Japanese Yen 2 million delivery April.
Assuming US dollars are quoted tnSmgapore market against Japanese yen as

under:

Forward buying rate for Canadian dollar
(49.54,79+ 1.5610) = Rs. ·31.7411.

Rounded off. the rate quoted is Rs. 31.7400 per Canadian dollar.
Rupee amount payable to U1ecustomer for CAD 85.000 ts Rs, 26.97.900.

EXAMPLE 9.6. Your customer requests on 8th May to.book a forward contract to
cover an export bill for Singapore Dollars 1.00,000 drawn on Singapore and payable
.10 days after sight. with option to him over.the month of July.

The following rates prevail in the interbank market for US dollars:
Spot USD 1 = Rs.49.4875/4925
SpoVMc.1Y 1600/1700

June 3100/3200
July 4600/4700
August 6100/6200
September 7600/7700
October 9100/9200

At Singapore market, Singapore Dollar is quoted at:
Spot USD 1 = SOD 1.400;4/4078
. 1 month forward 70/75
2 months forward 1'10/115
3 months forward 1501155
4 months forward 190/195
5 months forward 230/235
6-months forward 270/275
Transit period Is 25 days. Exchange margin required is 0.10%.
What rate will you quote to your customer? .
SOLUTION. US Dollar is at premium agamstrupee. Earliest delivery under the

forward contract is on 1st July. Usance perio.·...·.d. 0...·[30 days..' and' tr. ansit pe.riod of 2~
days. add up to 55 days making 2QtP August the due date of the bill. This will b
rounded off to the lower month and the exchange rate to the customer will be base
on Spot/July rate for US dollar 111 the interbank market.

US Dollar/Rupee spot buying rate. '
Add: Premium for July

""".
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Spot
,1month forward
2 months forward
3 months forward
4 months forward
5 months forward
6 months forward
and US dollar in the local interbank market 8S:
Spot ' USD 1 = Rs. 49.2575/2625
Spot/March 875/900
April 1200/1300
May 1900/2000
JlU1e 2500/2600
.July 3200/3125
August .' 3725/3800
What rate will you quote to your customer bearing Inmind that you are required

to keep an exchange margin of 0.15% on TT selling and 0.20% on bills selling?
SOLUTION. Against rupee dollar is. quoted at premium, Since this Is a sale

transaction. late delivery will be taken. The forward rate to the customer will be

I
based on Spot/April sell.i.ng.f. ate in the Interbank market.

Dollar/Rupee spot selling rate = Rs. 49.2625
Add: Premium forApril + Re. 0.1300

= Rs. 49.3925
- Add;_Exchange margin for TT selling,at 0.15% on

Rs. 49.3925 + Re.
Forward TI-selling rate for dollar- = Rs.

Add: Exchange margin for bills selling at 0.20% on
Rs. 49.4668, + Re. ,0.0989

Forward bills selling rate.for dollar' = Rs. 49.5655
, Against Yen, Dollar is quoted at discount. Since tile buying rate is reckoned for

this leg of the transaction. the latest delivery date of 31st April will be taken. This
faJls under third month from 20th February ..

Dollar/rea spot buying rate .
, Less: Discount for 3 months

USD 1 = JP'x' 117.5840/5950
100/95

200/195
300/295
400/395
500/495
600/595

0.0741
49.4666

.
Forward bills selling rate for Yen

- [ 49.5655 ]117.5540 x 100 = Rs. 41.1640

Rounded off, the rate quoted would be Rs. 41.16'50 per 100 yen.
9.2. CALCULATION OF FORWARDRATES FOR EUROAND STERLING

= JPY 117.5840
- JPY 0,0300
= JPY 117,5540

,
The steps involved in the calculation of forward rates for currencies expressed

in terms of so many units orus dollar are tabulated below
ForWard Buying Rate for Euro/Sterling

Dollar/Rupee market spot buying rate , ", = Rs.....
, Add: Forward premium (for forward period. transit

period and usance period: rounded off to lowermonth) ,., • '.,~, '
OR,..., "

Less :Forward discount (for forward.period, transit
period and usance period: rounded off to higher
month) . " , ::t Rs. "II

= Rs .....
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. J~S..I:;:Exchange Margin
forward buying rate [or dollar

Foreign currcncy/Dollar market spot buyingrate
, Add: Forward premium (for. forward period. transit

period and usance period: rounded off to lower
month)

OR
Less :Forward discount (for forwardperiod, transit

period and usance period: rounded off to
higher month)

- Rs .
= Rs ..
= USD .

... ( 1)

.
± Usp. '"
= uSo ....

Forward buying rate for foreign currency ,
= (1) multiplied by (2) .' = Rs .....

"Rounded. 'Off to nearest multiple 010.0025 umetiquotea to customer.

...(2)

, Format 9.3. Calculationof ForwardBllYlng Rate for Euro/Sterltng,

_--- ...;~...;o...:...rw...:......:...ar....:;d;_S:::..e:.;;l:.;;li.::n~g,...:;.R.:.:;;a;..:,.te:::...:.;;fo.:.:;;r...;:E::.;,u;;:.:r...;o:..:;/s:..:;t.;;;;er:..:;l.:.:;;in~g:,,_"""""'_...._ I. '::
Dollar/Rupee market spot selling rate = Rs .....

Add: Forward premium (for Jorwardpertod)
OR

Less: Forward discount (for forward period) ± Rs ..
= Rs .

Add: Exchange Margin to TTsellingrate + Rs. " .
Forward TT selling rate for dollar = Rs. ...( 1)

~dd : Exchange-Margin for selling rate + Rs m

Forward bills selling rate for dollar = Rs. ...(2)
Foreign currency/Dollar spot selling rate = USD ..

Add: Forward premium (for forward period)
OR

Less: Forward, discount (for forwardperiod) ± USD "'"
= USD '''" ... (3)

Forward TT selling rate for foreign currency
::: (1) multiplied by (3) .' = Rs ........

Forward bill selling rate for Ioretgrr currency= (2lmultipliedby(3l .... . = Rs ..... •
•Rounded q[f to' nearest multiple o,{O.0025 when guoted to customer.

Format 9.4. Calculation ofForward Selling Rate. .
EXAMPl..E 9.S. On 18th July, an export-customer seeks forward cover for Euro

100.000. with option to him over the month of September,' covering an export b1ll .
on Frankfurt with 30 days usance. ....' ,

The Interbank rates for US dollar were as follows:
Spot USD 1 = Rs.48.6325/6400
Spot /July 500/600

IAugust 1500/1600
/Scptember 2800/2900
IOctober 4200/4300
/Novernber 6300/6400
/December 850.0/8600

EUr0 is quoted in the Singapore Market as under:
Spot . Euro 1 = USp 0.9815/865 ,
1 month 20/21
2 months 40/41,
3 months 60/61
4 months 80/81
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5 months 100/101
6 months 120/121
Transit period is 25 days. The bank requires an exchange margin 0[0,10%,
Calculate the rate to be quoted to the customer,
SOLUTION. Dollar is at premium against rupee, Hence the earliest dale of option

will be taken. The notional due date falls on 25th October. Premium up Lo
September will be conceded ..

Dollar/rupee market spot buying rate = Rs. 48,6325
Add: 'Premium for September + Re. 0,2800

, .' = Rs. 48.9125
, Less: Exchange margri at 0.10% on Rs.48.9125 Re. 10,Q489

Forward bill buyingrate for dollar '.', = Rs. 48,8636
Euro is alsoat premium at Singapore market. Taking the earliest date of option.

the notional due date is 25th October, This' date falls between third and fourth
months from the date of the contract: Rounded off to earlier month, premium for
3 months will be taken. '. .

Euro/dollar market spot buying rate' , - USD
Add: 3 months premium _ + USD

Euro/dollar 3 months forward buying rate. = USD
Euro/rupee forward bill buying rate

(Rs.48.8636xO.9875) . ,- Rs. 48.2528
Rounding off to the nearest multiple of 0.0025. the' rate quoted would be

Rs.48.2525 per Euro. ~-'"" .. .
_ EXAMPLE 9.9. Assumtngthe exch.an~ rates g~venin Example 9.8. calculate the

forward IT selling rate for' Euro With option to 'the customer over the month of
October. The bank requires an exchange margin of 0.15%.

SoLUTION. The dollar is at premium .agatnstrupee. Since this is a sale transaction,

/

latest date of delivery will b.e..··taken and premium up to October included in the
rate to the customer. . . . . . ,

..... Dollar/rupee market spot selling rate '. == Rs. 48.6400
Add: Premium for October. . + .Re. 0,4300

• ..' . •... • .i .' . . = Rs.. 49.0700
Add: Exchange margin at 0.15% on Rs.49.0700 ':-. Re. 0,0736

I
Forward bill selling rate for dollar. .;. '. ':;: Rs. 49,1436

, Euro 1s also atprernlum, Lastdate of delivery is October 31st. which falls under
the fourth month from date ofcontract, .'. " .

Euro/dollar market spotselling rate ~ USD 10.9865
Add: 4 months premium + USD O,0081

Euro/doliar 4 months forward selling rate ::::;USD 0.9946
,Euro/rupee forward bill selling rate

(Rs.49.1436XO.9946) . '., :;:: Rs. 48.8782
Rounding off to the nearest multiple of 0:0025. the rate quoted would be

Rs.48.8775 per Euro.
9:3. PROBLEMS FOR PRACTICE

0.9815
0,0060
0,9875

PROBLEM 9.1. On 23rd September, your export-customer has requested you to
book a forward purchase contract for Swiss Franc 2.00:.000 with option to the
customer over November.

Assuming Swiss Francs is quoted at Singapore market as under:
Spot' USD 1 = CHF 1.4900-1.4910
One month forward . 0,0030-0.0025 '
Twomonths forward 0.0060-0.0055
Three months forward 0,0090-0.0085
Four months forward 0,0120-0.0115
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US dollar is quoted in the interbank marketas under:
Spot '.'USD 1 = Rs. 49.6025/6100
Spot/October 2000/2100
Spot/November 4000/4100
Spot/December 6000/61oo
Spot/January 8000/8'100
You are required to quote to the customer the exchange rate for the transaction.
Notes:
(l) you are required to load an exchange margin 0[,0.10% in the rate.
(ii) Transit period is 25 days.. ..... (Ans.Rs. 33.4925)
PROBLEM 9.2. On 15thMay. your customer approaches you with a request to

.book a forward contract for Singapore Dollars 1.00,000 in respect of a 30 days
sight bill which he expects to draw under a letter ofcredit in his favour' opened by
your Singapore branch during the third weekof July. .

Assuming Singapore dollars are quoted in Singapore market as under:
Spot . . S'OD 1 = SOD 1.6210/6222
1 month forward. '" 42/40
2 months forward 63/60
. 3 months forward 84/80
4months forward 105/100
5 months forward 126/120
US dollars are quoted.in interbank-market as under:
Spot . usn 1 == Rs. 49.4500/4575 .
Delivery July 49.2500/2575

_Peliv~A~gust 49.0500/0575
Delivery'September 48.8500/8575
Delivery-October 48.6500/65.25
Delivery November .. 48.4500/4575
You are required to quote the rate to the customer for a suitable forward period.
You require an exchange margin of Q.1U%. .
Transit period Is 25 days.
Also calculate the rupee amount payable to the-customer,

, .: fAns. Rs ..30.3000; Rs. 30,30;000}
PROBLEM9.3. On 7th January, you are requested by your import-customer to book

a forward contract for Singapore dollar .1.00,000With option to him over March,
At Singapore exchange market, Singapore dollar 1s quoted as follows: '
Spot . . " USD 1= SOD 1.6300/6350
1 month forward 40/45
2 months forward 80/90'
3 months forward 120/135
4 months forward 160/180
At the interbank market, US dollars is quoted as follows:
Spot USD = 1Rs. 49.4825/4875
Spot/January 1550/1600
$potJFebruary 2550/2600
Spot/March 3550/3600
SpoVApril . 4550/4600
Transit period Is 25 days. .
Exchange margin required is 0.08%on 'IT buytng, 0.10% on bill buying,' 0.10%

on TT selling and 0.15% on bill selling.
Required to calculate: '.
(a) The rate of exchange quoted tothe customer for the transactions; and
(b) The rupee amount payable by the customer. .

. . {An...".Rs. 30.5825; Rs. 30.58.250]
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PROBLEM 9.4. On 2nd August, your Import-customer approached you for booking
a forward contract for sterling pounds 50.000. Delivery will be taken by him on
3rd October.

On 2nd August, market is as under:
1 USD = Rs.'49.3625/775 1Stg.Pound = USD 1.5138/48

1st month 1025/1350 37/33
2nd'monUl 2000/2725 63/59
3rd month 322q/4050 90/83
Calculate the rupeeamount payable by the customer on due date taking into

consideration:
, (i) The direct quotation system .

. ,(liJ An.exchange rparginofO.15%ls required by you and exchange rates to be
quoted nearest to two decimals in multiples of 1 paisa.

(iii) Ignore out-of-pocket expe~ses. [Ans. Rs. 075.0300; Rs. 37,51 ,500J
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10 Interbank Deals

INrErWANf< deals refer to.purchase and sale of for.e.ignex.change between the
banks. In other words, it refers to the foreign exchange dealings of a bank In
. the Interbank market. ,

10.1. COVER DEALS
Purchase and sale of foreign currency in the market undertaken to acquire or

dispose of foreign exchange required 'or acquired as a consequence of its dealings
with Its customers is known as the 'cover deal'. The purpose of cover deal is to
insure the bank against any fluctuatlon in the exchange rates,

We have seen that in quoting a rate to the customer the bank, is guided by the
Interbank rate to which It adds or deducts Us margin, and arrives at the rate it
quotes to the customer. For example. tfIt is buying dollar from the customer spot.
It takes interbank buying rate. deducts Its exchange margin and quotes the rate.
This exercise is done on the assumption that immediately on purchase from the
customer the bank would sell the foreign exchange to interbank market at market
buying rate,

Since the foreign currency is a peculiar commodity with wide fluctuations in price.
the bank woulcllike to sell immediately whatever it purchases and whenever it sells
it goes to the market and makes an immediate pur.chase to meet its commitment.
In other words. the bank.would.like.to keep its stock of foreign exchange near zero.
The main reason for this is that the bank wants to reduce the exchange risk it
faces to the mlnlrnum. Otherwise-any adversechange-trr-the rates-would- affect its
profits.

It the case of spot deals Ole transaction is quite simple. If the bank has purchased
USD 10,000. It would endeavour to find another customer to whom it can sell this.
If It succeeds, the profit would be the maximum because both buying and selling
rates are determined ,by the bank and the. margin between the rates is the
maximum. If It, cannot Ilnd another customer, it sells in the interbank market where
lhe rate is determined by the market condttlons. The margin is narrower here. ,

EXAMPLE 10.1. Yourdealer in the 'DealingRoom' sells through an exchange broker
In the local market USD 5.00.000 delivery spot in cover of a telegraphic transfer
Irom abroad. .. .

Calculate the rupee amount receivable from.this sale assuming thatRupec/US
dollar rates are quoted 'in the local market as under:

Spot USP 1;: Rs. 48;8000/8500
Brokerage 0,01% ..
SOL,UTION, The bank, sells at the market buyingrate of Rs. 48.8000.
Rupee amount received on sale of USD 5,OO,qooo at .
Rs. 48.8000 ' . = Rs, 2,44,00,000·
Brokerage payable atCtO1% R~3';. 2.440
Net amount receivable on the deal' = Rs. 2.43.97.560
EXAMPLE 10,2. You sbld Euro 10,00,000 value spot to your customer at Rs,

48,3300 and covered yourself in London market on the same day when the exchange
rates were as under: .

Spot EURi= USD0.9875/890
Local interbank market rates for US dollars were:
Spot . USD 1 ':::Rs. ~8,7000/8500
Calculate the CO'Jet rate and ascertain the profitOr loss tnthe transaction. Ignore

brokerage, on the interbank transaction. .
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SOLUTION. The bank covers itself by buying Euro (or selling dollars) from the
London market at market buyingrates for dollar. Tile requisite dollar is acquired
in the local interbank market at the market selling rate for dollar against rupee.

Dollar/Rupee selling rate = Rs. 48.8500
Euro/Dollar selling rate . _. USD 0.9890
Euro/Rupee cross rate (48.8500 x 0.9890) = Rs. 48.31265-
Euro is sold to customer at Rs. 48.33000
The sale is covered at Rs. 48.31265
Profit per Euro sold . ... '.. = Re. Q,Q 1735
Profit on Eur 10.00.000 at Re; 0.01735 per Euro = Rs. 17,350.
"'Note: This rate has not been rounded ~offbecause no transaction is done at

this rate but is calculated only to arrive at the profit.

10.2. TRADING
Trading refers to purchase and sale of foreign exchange i11 the market other than .

to cover bank's transactions with the customers. The purpose may be to gain on
the expected changes in exchange rates. ". '

E~LE 10;3. Your forex dealer had entered into a Cross currency deal and had
sold USD 5.00,000 against SwiSSFrancs at USD 1 = CHF 1.4400 for spot delivery.
However, later during the day, the market became volatile and the dealer in
compliance with his top management's guidelines had to square up the position
bypurchasing usn 5,00,000, against CHF at.the on-going rate. Assuming the spot
rates are as under:

USD 1 = INR 49.4300/4500
and USD1 = CHF,1.4440/4450
What will be the gain or loss i.rr1Iie. transaction? Your answer should be in rupees.

Ignorebrokerage. . ... (IlB Nov-.1995; Adapted)
SOLlJTlON. To square its position the bank can purchase US dollars against SWiss

francs at the market selling rate of CHF1.4450 per dollar... .
CHF acquired on sale ofUSD 5,00,000 at CHF1.44do == CHF 7,20,000
CHF,paid on purchase ofUSD 5,00,000 at CHF 1.4450 ::::'CHF 7.22.500
Loss on combined deal InMarks' .. .:::: CHF ·2.500 ,
In terms of rupees the loss 'would be th~ rupee outlay required to acquire CHF

2.500 from the market. The bank can sell USD and acquire CHF at the market
USD buying rate of CHF 1.4440. The reqmstte USD it can acquire in the market
at the market selling rate of Rs., 49.4500. The Franc/Rupee cross rate is
(49.4500 + 1.4440) Rs. 34.2452.' . :: ... .. .

Loss on the transac~on 11) rupeea= Rs. 34.2452 x 2,500 = Rs. 85,613.
10.3.: FUNDING OF NOSTRO ACCOUNT
\ Funding of nostro account of th,ebank is done .by realisation of foreign exchange
in the relevant currency purchased by the bank. If.sales 'exceedpurchases to avoid
overdraft in the nostro account, the bank 'Would purchase .the requisite foreign

. exchange in the interbank market and arrange for its credit to the nostro account.
, ~ Some of the foreign banks who Ipa1nta1n~,nostroaccounts with the bank may

und the account by arranging remittance. through some, other bank. Or the foreign
ank concerned may request-the Indian bank to credit its rupee account and in

compensation credit the accountof'tne lndtan.bank With It.When required to quote
a rate for this transaction, the banklnIndta would quote the rate at which it could
dispose of the foreign exchange in India, viz .., the market buying rate. Exchange
margin may not be taken (or such transactions.

EXAMPLE 10.4. Your roreign correspondent'wants to purchase 20million rupees
, against USD for fundingtheir account with you. Assuming that the .nterbank rates
are 49.4250/4350. what would be the rate you would quote tc them? Ignore
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exchange margin. brokerage. etc. If the deal Is' struck, what would be the amount I
of US dollars that would.be credited to your account? (lIB Nov. 1995: Adapted) ,

.SOLUTION. The bank Will buy US dollars from the foreign correspondent at the
dollar buying rate ofRs. 49.4250. Its nostro account would be credited with:

USD 2,00,00,000 ,.,'
49.4250 = usn 404,653.52.

10.4. SWAP DEALS
A 'swap.deal' is a transaction in which the bank buys and sells the specified

foreign currency simultaneously for different maturities. Thus a swap deal may
. involve: , ,

(i) simultaneous purchase of spot and sale of forward or vice uersa; or
(il) SIInUltaneo,us purchase and Sale,', path forward but for. different maturities.

For Instance, the bank may buy one month forward and sell two months
forward. Such a deal is known as 'forward to forward swap'.

The term swap wtll be used rather Ioosely.m the chapters on Cancellation, and
Extenston of Forward Conttacts. To be precise, a deal should fulfil the following
conditions to be called a 'swap deal:

(i) .There should be simultaneous buying and selling of the same foreign currency'
of same value for different maturities: and .'

(fi) The deal should have-been concluded With the distinct understanding between
'the banks that it is a swap deal.

A swap deal is done in the market.at a difference from the ordinary-deals. In
the ordinary deals. the following factors enter into the rates:

(l) The difference between the buying and"Selliri!frates; and
(ii) The fo..rnard margin, i.e., the premium Or discount.
In a swap deal, the first factor is ignored and both buying and selling are done

at the same rate. Only the forward, margin enters Into the deal as the swap
diflerence. The nature of a swap deal tsexpfained below with an example.
Illu.stration. Followingrates are ruling in the market for US dollars:

Spot Rs. 42.~800/3000
3 months forward 7000/7200
PN,Bank sells to UCO Bank USD 2 million delivery 3 months. This is an outright

forward sale deal for t.he PN Bank. ueo Bank may accept the deal at Rs. 49.9800
being Its three months forward buying rate. PN Bank alsobuys spot usn 2 million
from Dena Bank. It is a spot purchase, deal for PN Bank. Dena Bank .may accept
the deal at its spot selling rate Of Rs. 49.30QO. In the above case, the purchase
and sale are with different banks and there are two separate contracts.

In a swap deal, both purchase and sale are 'done with the same bank. and they
constitute two legs of the same contract. In the above case. if PN Bank decides to
do both buying and selling from and to ueo Bank and the latter agrees. it results
In swap deals for both Danks; PN Bank buys spot and sells forward and ueo
Bank sells and buys forward. '" ' ,

If PN Bank approaches UCO Bank to quote-Its swap rate for spot to 3 months,
UCO Bank may quote the rate as 700017200. This means the forward rate in the
swap deal Is at a premium over the spot rate .at 70 paise for purchase and 72
paise for sale. If the swap is for the UC;:O B.a.nk(q\i.Oting bank) to buy spot and sell
forward. the swap difference Is premium 0[72 paise. If the swap is forthe quoting
bank to sell spotand buy forward, the swap difference is premium of70 paise. In
our case. If UCO Bank is required to buy forward against spot sale. premium of
70 paise Is applicable. .

In a swap deal. It does not really matter as to what is spot rate. What is
important Is the swap difference which determines the quantum of net receipt of
payment for tile bank as a result of the combined deal. But the spot rate decides
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the 'total value in rupees that either of the banks has to deploy till receipt of forward
proceeds on the due date, Therefore, it is expected that the spot rate is the spot
rate ruling in the market Normally, the,btiyingor selling rate is taken depending
upon whether the spot side is respectively a sale or purchase to the market-maker.
The practice is also to take the average a/the buying and selling rates. However, it
Is of little consequence whether the purchase or selling or middle rate is taken as
the spot rate. In our caseeither Rs, 49.2800 or Rs. 49.3000 can be the spot rate.
Whatever be the spot rate' taken, the forward rate will be quoted by adding the
agreed premium. If UCO Bank takes'Rs, 49.2800 as U1espot rate, then the forward
rate will be Rs. 49.9800. .' .
D Need for Swap Deals
. Some of the cases where swap deal may become necessary are described below:
(1) When the bank enters into a forward deal for a. large amount with the

customer and cannot find a suitable forward cover dealIn themarket, recourse
to swap 'deal may become necessary, for example; .the bank has bought two
months forward from a customer Hongkong dollars 1.5 million. If the bank
is unable to find a buyer in the market for two months forward for the
currency, it cannot wait till it finds one.because the rate maychange adversely.
To cover the exchange risk, it will sell-spot in the market. Let us say that the
market rate is Rs. 6.82-6.86 spot and 2 months forward discount is 3 APIs.
The bank would have quoted a rate something less than Rs. 6.79. say Rs.
6.78. The bank sells spot LO the market at the market buying rate of Rs.
6.82. . . .
The position of the bank is:

(iJ Spotsale HKD 1.5million at Rs.-6.82; and •
(il) Forward purchase HKD1.5 million at Rs. 6.78.

The above deals' cover the exchange risk for the bank. Butthe spot sale would
result in an overdraftIn the bank's account maintained abroad. Therefore,
the bank has to make spot 'purchase to fund the account. The next day, the
bank carries out a swap buying spot 'and selling forward. If in the meanwhile.
the rate has moved to Rs. 6.80-6.84 and the forward margin is 3 paise
discount, the bank would be able to buy spot at Rs. 6;80 and sell forward at
Rs.6.77.

Itmay be noted that under the swap deal the movement of the spot rate
does not affect the bank. If the bank could have found cover in the market
for forward on the date of purchase from the customer, it could have sold
two months forward to the market at the market buying rate of Rs. 6.79.
HaVing purchased from the customer at Rs. 6.78, the proflt to the bank would
have been 1 paisa per dollar. Under the swap deal too, the combined effect of
all the four transactions results in a profit of 1 paisa per dollar to the bankas under: .

Purchases
Rs.
6.78
6.80
13.56

The net difference is 1paisa in favour of tile bank.
Had the bank waited for the next day, it could have sold forward at the

market buying rate of'Rs. 6.77. The net result would be a loss of 1 paisa per
dollar to the bank.

(2) Swap may be needed when early delivery or extension 01 forward contracts is
effected at the request of the customers. Please see chapters on Execution of
Forward Contracts and Extension of Forward Contracts.

Forward
Spot

Saies
Rs.
6.82
6.77
13,59

Spot
Forward
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(3) Swap may be carried out to adjust cash position in a cutrency. This is
explained later in the chapter on Exchange Dealings.

(4) Swap may also be carried out when the bank is overbought for certain
maturtues and oversold for certain.other maturities in a currency.

o Swap and Deposit/Investment
Let us suppose that the bank sells USD 10,000 three months forward. Instead

01covering its postuon by a forward purchase, the bank may buy from the market
spot dollar and keep the amount In depcsttwtth a bank in New York. The deposit
wtll be for a period of three months. On maturity, the deposit will be utilised to
.I!lCeL its forward sale commitment. Such a transaction is known as 'swap and
deposit'. The bank may resort to this method if the interest rate at New York is
sufficiently 11igher than that prevailing in U1e local market.

If instead of keeping the amount in deposlt with a New Yorl, bank, in the above
case. the spot dollar purchased is invested In some other securities, the transaction
is known as 'swap and investment'. ,

EXAMPI..E 10.5. A bank docs a swapof USD 1.00,000 selling spot and buying.
two months forward. US dollar is quoted locally at Rs. 49.1900/2200. Twomonths
forward is quoted at 30 p. above spot rate. Interest in Bombay Is 12% p.a. Interest
In New Yori.. Is 6% p.a, Brokerage on swap deal is 1.5 paise per Rs. 100. Indicate
the gain/loss made by the bank on the .swap.

SOLliTTON. The bank sells spot to the market at the market buymg rate of Rs.
49,1900. Since it is a swap deal. it canbuy forward at 30 paise above Rs. 49.1900.
i.e.. Rs. 49.4900. The brokerage is payable at 0.75 paise per Rs. 100 for each leg
of the deal. . _... ...

(al Amount obtained on sale of USD1.00.000 at
Rs. 49.1900 .
Less: Brokerage at 0.75 paise p~r Rs. 100

Interest earned em Rs. 49,18,631 at 12%
for 2 1l10nU1S • + Rs. 98,373
Total amount .receiyable == Rs. 50.17.004

(b) On spot sale, the bank's account wfllbe.overdrawn at New York to the extent
. of USD 1,00.000 on which it has to paytnterestat the rate of 6% .
.Interest on USD 1.00,000 af6%for 2 months = USD 1.000
Therefore, t11C total.amount it has to buy to adjust .
the overdraft = USD 1.01,000
Amount the bank has to pay on purchase of .
U'SD 1.01 ,QOO at -Rs,. 49.4900, -, = Rs. 49,98,490
Add:'Brokerage atO.75 paise per Rs, 100 . + Rs. ,375
Total amount payable = Rs. 49,,98,865

(c) Amount recetvable .on sale = Rs. 50.17;004
Am-ount payable on purchase = Rs, _'49.98,865'
Prout to the bank·· \ = Rs. 18.139,

In practice, forward purchase could.be forUSD 1.00.000. Interest ofUSD ,1.000
has to be purchased spot on maturity, .

, ,

= Rs. 49.1-9tf}QO
Rs. . 369

= Rs. 49,18,631

10.5. ARBITRAGEOPERATIONS
If perfect conditions: prevail in the market, the exchange rate for a currency-should

be the same In all centres, For example, if US dollar isquoted a~ Rs. ~9.4000 in
Mumbat, It should be. quoted at the same rate of Rs. 49.4000 at New York. But
under imperfect conditions prevailing; the rates iiIdifferent centres may be different.
Thus at New York Indian rupees may be quoted at Rs. 49.4800 per dollar. In such
a case. Itwould be advantageous Ior a bank.m Mumbat to buy US dollars locally
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and arrange to sell them 'at New York. Assuming the operation to involve Rs. 10
lakhs, the': profit made by the bank would be: '

At Murnbai US dollars purchased for Rs. 10,00.000 atRs. 49.4000 would be
('10.00,000 + 49.4000) USD 20.242.91.
Amount in rupees realised on sellingUSD 20,242.91at NewYork at Rs. 49.4800

would beRs. 10.01.619. '. '
Therefore. the gross profit made by the bank on the transacuon is Rs. 1.619.

The net profit would be after deducting cable charges. etc.. incurred [or the
transaction.' .

The purchase and sale ofaforelgn currency in different centres to take advantage
of the rate differential is known as 'arbitrage operations'.

When the arbitrage operation involves only two currencies. as in our illustration.
it is known as 'simple' or 'direct' arbitrage ..

Sometimes the rate differennal maymvolve more than lWO currencies. For example.
letus say that these rates are prevailing:

Mumbai on NewYork Rs, 49.4000,
NewYork'on London' ; USD 1.5100
Mumbai on London. Rs,74,6150
Based on quotation for dollar in Mumbai and for sterling in NewYork. the,sterling

rate in Murnbal should be Rs. 74,5956 while the prevailing rate is Rs. 74,6150.
The bank can buy dollar locally and utilise it in NewYork to acquire sterling there.
The sterling thus purchased may be dtsposed of locally, Let us say the transaction .
. is undertaken for Rs. 10.00,000, .' . .

1, The bank buys dollars forRs, ·10.0Q,000 at Mumbai. Amount realised in
dollars is (10,00,000 -+- 49.4000) USD 20;242,91.

2, The bank sells USD 20,241.91at New York and acquiI"eSf)ound sterling.
Amount realised in pound sterling at OSD 1,5100 per pound is (20,241.9.1+
1.5100) GBP 13,405,90.

3, The bank sells GBP 13,405,90 at Bombay at Rs. 74.6150 and realises
Rs. 10.00.281.

Therefore. the gross profit on the combined transacUon is Rs. 281.'
Such an arbitrage operation which involves more than two currencies is known

as 'compound' or 'Indtrect.arbttrage. •.• ~ ,
EXAMPLE 10.6, You. as a.foretgn exchange dealer ofyour bank, are informed that

your bank has sold a T.T. on Copenhagen for Danish Kroner 1.000,000 at the rate
of Danish Kroner 1 = Rs. 6.S150.You arerequired to cover the transaction through
London or NeWYorkwhichever course offers you a more profitable rate. The rates
on that date are as under: ..

Mumbai - London ~..Rs. 74.3000 74.3200
Mumbai -- NewYork . Rs. 49.2500 49.262,5
London .......Copenhagen DKK 11,4200 11,4350
NewYo~k- Copenhagen . DKK 7.5670 , 7,5840

. Will you .cover the transaction through London or New York and what will be
the exchange profit on the transactionyIgnore brokerageat all centres.

SOLUTION, Amount realised on selling Danish Kroner' 10';00,000 at Rs. 6,5J.50
pet Kroner = Rs. 65.15.000. . '. .
Cover at London .

Bai1k buys Danish Kroner at 'Lon~6n a{ the market selling rate. Pound sterling
. required for' the purchase (10;00,000'+ '11:42000) =,GBP 87.565,67. .

Bank buys locally CBP 87.565.67for the.above purchase at the market selling
rate ofRs. 74.3200. The rupee cost = Rs"65.07.88L .:

Profit (Rs. 65,15.000 -Rs, 65.07,,881) ='.Rs.7.119,
Cover at New York ". , , , ' ..,. .,

Bank buys Kroners at NewYorkat the market selling rate, Dollars required for
the purchase (10,00,0'00 + 7.5670) = USD'1.32.152,77 ". , .-
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Sank buys locally USD 1,32,152.77 for tile above purchase at the market selling
rate of Rs. 49.2620. The rupee cost = Rs. 65.10",176. Profit (Rs. 65,15;000. - Rs.
65,10.176) = Rs. 4.824. . .

The transaction would be covered through London which gets the maximum profit
of Rs. 7,119.

EXAMPLE 10.7. Your bank's London office has surplus funds to the extent of USD
5,OQ.000 for a period of 3 months. The cost ofthe funds to the bank is 4% p.a. It
proposes to invest these funds in London. New York or Frankfurt and obtain the
best yield. without arty exchange risk to 'the bank. The followtng rates-of interest
are available at the three centres for investment of domestic funds thereat for a
period of 3 months:

London 5% p.a.
NewYork 8% p.a.
Frankfurt 3% p.a. ,

The market rates in London for US dollars and Euro are as under:
London on New York

Spot
l month
2 months
3 months

London on Frankfurt
Spot 1.8260/90
1 month 60/55
2 mon U1S 95/90
3 months 145/140 .

At which centre will the investment be made and what will be· the net gain (to _00

the nearest poundr to the bank on the funds~ .
SOLUTION. '
Cost of funds at 4% p.a. for 3 months
(on GSP 5.00.000)
Amount invested

(al Investment in London
Interest earned on GBP 5,00,000
at 5% p.a. for 3 months
Less: Cost of funds
Net Yield on investment

ib 1 lnvestment in New York
The bank buys US dollars at the spot rate and invests the funds in New
York. It also enters into a three months forward contract selling this amount
together with Interest thereon. ~ .
The bunk buys US dollars for.GBP 5,00.000 at the market selling rate of
usn 1.5350.· .
Amount realised in US dollars = USD 7,67,500
Interest earned on USO 7.67.500 .
at 8% for 3 months + USD 15.350
Total amount available at.the .end
of three months . .' ..= USO 7.82.850

This amount the bank.sells to the market at the market three monthsforward
buying 'rate of usn 1.5475 (USO J.5390 .+ 0.0085). . . ..
Amountrealised in pound sterling
(7.82,850 + 1..5475)
Less: Amount to be repaid
Net Yield

\

1.5350/90
15/18
30/35
80/85

= GEP'
= OSP
= GBP

= GBP
- GBP
= GBP

== GBP
= GBP
== GBP

I /

5,000
5.00,000
5.05.000

6,250
5.00Q
,1.250

5,05,880
5.05.000

880
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(e) Investment in Frankfurt
The bank buys Euro for GBP 5,00,000 at the market spoL selling rate of EUR
1.8260.
Amount realised in Euro = EUH 9.13.000
Interest at 3% p.a. for 3 mouths on
EUR9,13,000 = Eun 6847
Total amount available at the end of 3 months = EUR ~! 19.847
This amount the bank sells to the market at the market 3 months forward
buying rate of EUR 1.8150 (1.8290:- 0:0140).
Amount realised in pound sterling ,
(9,19,847 -:- 1.8150) , = GBP 5.06.803
Amount to be repaid = '.OBP 5.05,000
Net yield ., = GBP' , 1.803
'Investment will be made in Frankfurt where highest pet yield of GBP 1,803
Is obtained. .

10.6. PROBLEMS FOR PRACTICE··
PRoBLEM10.1. Your forexdealer had entered into a cross-currency deal in the

interbank market and bought CHF 5.00;00() against USD at USD 1 = CHF' 1.5150
for spot delivery. However. the market turned volatile and therefore he squared up
his position by disposing of Swiss Francs against US dollars at the on-going market
rates. , ' ,

Assuming S. Francs were quoted Inthe market as under:
Spot USD 1= CHFl.5250/5300
,One month forward ' 1,5200/5250' ,
and if spot USD 1 =-Rs. 49.6300/6450 in the local interbank market. what

will be the gain or loss in the transaction? ,
Youranswer should be to the nearestrupee. (Ans,LossRs. 1,60.632)

I
PROBLEM 10.2. US dollars are quoted in Mumbat at Rs.49.6eSO/6925 and'Re.

0.4000 premium on 3 months forward. A banker swaps U$D 1.00.000 selling spot
and buying forward. Interest in Murnbal is 12% and in New York 8% p.a. The
./Ibrokerage is Rs. 2.000 p.er.USD 1 m.llHon.'W.. 'hatIs the PT.,ontor loss made by the
bank on the transaction? , ' ,'," ,(Ans. Profit Rs.4,825)

PROBLEM 10.3. 'You had sold USD 1,00,000 in the interbank market at
Rs. 49.5025 in cover of an inward TT reported by your branch in India. However.
it was detected that the transactton was erroneously reported twice and you are,
therefore, required to cancel your sale;, ' ,

Assuming that dollar was quoted in the lcca) interbankmarket as under:
Spot USDJ = 49.6500/6575,
One month forward 1200/1500
What will be the loss or gain to the Bank.bearing in mind you are required to

pay brokerage of one paisa.per Rs. 100 and telex charge of Rs. 300?
, . (Arts. Loss Rs. 17,092)

·PROBLEM'·'lO.4. ABN·Amro BaI1;k, Amsterdam, wants to purchase 15 millIon ..
rupees against US dollars for funding their Nostro account Assuming the interbank
rates are 49.3625/3700, what would be the rate you would quote to the foreign
hank? Ignore exchange margin, brokerage etc. If the deal is struck. what would be
the US dollar amount that would be credited 'to your Nostro account'? '

(IlB, May 1995:Rates updated)
" , (Ans..US!) 3.03,874.40)

PROBLEM 10.5. On 6th August, a bank from Frankfurt rnatntatntng a Nostro
Account with you contracted you on telex for funding their account with Rs. 15
million for value spot. Le.. 8th August, against US dollars. Assuming the on-going
interbank market on 6th August to be 49.3675/3750 per US dollar. what rate would
you quote to your correspondent bank?

\'
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WhaL would be the US Dollar amount that-would be/credited to your Nostro
Account. if the deal is concluded at the said rate?

No exchange margin is to be loaded.
Ignore telex charges, (lIB, Nov. 1993: Ad;apt~d)

..' . (US/) 3,0:3.843.62)
PROBLEM 10.6. Your exchange dealer has all overnight.oversold position in us

dollars 3 million at Rs, 49,6400, The following deals were done by him on the
next day:

Rate
Rs.

USD .10.00.000 @·49.6450
USD 15.00.000 @ 49.65
USD s.oo.ooo . @ 49.6375

Find out his position inDollars after; these deals andhis profit or loss. Ignore
brokerage and telex charges, .....,. (lIB Sept. 1994: Rates updated)

. . . v.. (Ans. Loss Rs. 18,750)
PROBLEM 10.7. You sold Japanese Yen 5.00,00,000 value spot to your customer

at yPY 100 = INR 41.9000. You then covered yourself by buying Japanese Yen
5.00.00,000 against. US dollars in Singaporean the same day for value spot when
the exchange rates were as. under: ..

Spot r.JSD 1 = JPY 117.92/97
Local interbank USD 1 :; INR 49.3675/3725 .
Calculate the profit or loss in the transaction in rupees.

. (lIB, May 1995: Rates updated)
I (Ans. Profit Rs.15,257)

PROBT..EM 10.8. YOllsold Japanese Yerf6.00;00,000 (Sixty million) to your import
customer at JPY 100 = Rs. 41.3000 Youhfd bought JP¥ 10 milTfOffat Rs. 41 ;0500
and balance against USD when rates were USD 1 = 117.61/111.68 JP¥ and local
interbank market USD 1 =: INR 48:610bi6175.

Calculate the profit or loss in rupees., (lIB. June 1996: Rates updated)
'. . .'. (Ans. Profit Rs. 6,052)

PROBLEM 10.9. YOll.sold atIo A.M., (:JSD 10;00;000 agaiIlstCHF at USD 1 = CHF
1.4500 ..Later at 3 P.M .. you reversed the transaction against CHF at on-going rate:

USD 1 = Rs. 49:4200/4400 .'
, USD 1 = CHFI A5/4510 . .

How much would be gam/loss in rupees? (IIB. June 1996; rates updated)
; (Ans. Loss Rs.-34,097)

Purchase

:::.:.,



11 Execution of Forward Contract

By definition, the t. ime an.d am.. ount 0. f.foreign exchange to be delivered are
predetermined under a forward contract and the customer Is bound by

. this agreement. So. theoretically: there should not be any variation and
on the due date of the forward contract the customer will either deliver or take
delivery of the flxed sum of foreign exchange agreed upon, But. in practice, quite
often the delivery under a forward contactmay take place before or after the due
date. or delivery of foreign exchange may not take place at all. The bank generally
agrees to these variations provided the customer agrees to bear the loss, if any.
that the bank may have to sustain on account of the variation.

, Let us ,I10W analyse the possibilities of the fate of'a forward contract. The
foreign exchange may be delivered on the due date as per the forward contract.
Or. the delivery may take place earlier or later than the due date.
Alternatively. the customer may request cancellation of the contract. This
request for cancellation may be made on the due date. before the due date or
biter than the due date. Yet another alternative is that the customer may
request postponement of the date of delivery under the forward contract. This
request for postponement may be made on the due date. earlier than the due
date or after the due date. ,

The various possibilities are summarised in the form of a chart below:

Delivery ,Cancellation Extension

r-----·-·--
I
I

--------,
I I
I I

Due dates Early Late
Fig..1LIF.Execllt1on pf Forward Contract

From Fig. 11.1. it is clear that a forward contract may end up in any of the
following ways:

1.Delivery on the due date.
2. Early delivery.
,3. Late delivery..
4. Cancellation On the due date. . "

-In case oropuon contracts, due date refers to any date durlng the opuon period,- .
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5. Early cancellation.
6. Late cancellation.
7. Extension 011 the due date.
~. Early exteuston.
9. Late extension.
Rule 8 of PEDAl governing this subject stipulates that the request [or dellvery.

cancellation or extension of the forward contract should be made by the customer
on or before its maturity date. A forward contract which remains unutilised after
the due dale becomes an overdue contractThis chapter deals with delivery on or
before the due dale, Other variations are discussed in the next chapter,

11,', DELIVERY ON DUE DATE
This is the situalion envisaged when the forward contract was entered into, When

the foreign exchange is delivered on the due date, the rate applied for the transaction
would be the rate originally agreed. irrespective of the spot rate prevailing,

EXAMPLE 11.1. The bank had entered into a contract of forward purchase of Swiss
Francs 10,000 with a customer at the rate of Rs. 32.5000. On the due date. the
spot rate Is Rs. 32,7600/8200. Stale the amount that will be credited to the account
of the customer on purchase of the bill.

SOLUTION. The bank would apply the rate of Rs. 32.5000 as originally agreed for
purchase of the bUI. The amount credited to the account would be Rs. 3,,25,000.

EXAMPLE 11.2. On l st March. the bank enters into a forward contract for
2 1110nU1S for selling USD at Rs. 48;6600. On 1st May. the contract is put through
in retirement of a bill for USD 1,000 drawn on the customer, On this date, the
spot rates are Rs, 49,3100/5600, Calculate the amount that would be debited to
U1e account of the customer.

SoLUTION. Tile banJ, would apply (he rate origlnally agreed upon. i.e .. Rs. 48.6600·'
and debit the account of the customer with Rs. 48,660.

11.2. EARLY DELIVERY
When a customer requests early delivery ofa forward contract. i.e.. delivery before

its due elate. the bank m.ay accede to the request provided the customer agrees to
bear the loss. if any. that may accrue to the bank. ... . ..

When the bank entered into a forward sale contract with a customer, it would
have covered its pcsttlon by entering tntoa forward purchase contract 'With the
market for the same .amount and for a matching period. For example. suppose the
bank has agreed.on 1st April to seU,USD 10.000 to the customer delivery June at
the rate of Rs, 49.1400. Theoretically. on the same day, I.e. on 1st Aprtl, a forward
purchase would be made by the bankwiththe.market forUSD 10,000 due June.
The idea is that during June when the contract matures. the bank can realise the
purchase contract and sell it to the 'customer, Suppose further that the customer
requests that the COtltr:a.ct be executed. on...1stM.ay itself.. The b.an..\ k would e.xecule
the cont.ract at the ori~1al rate agreed.upon ...viz .• Rs. 49.1400 and recover separate y
any loss that it may suffer, Let us study how' the loss is computed. .

On 1st May the bank can sell US'dollars to the customer by buying it from the
market at the spot rate prevailing. aut the bank has already entered into a forward
purchase contract with the market-due June and Ithas to meet its comm1tmeI1!t.
Therefore. on 1st May; the bank would enter into another forward sale.contrapt
with the market due June and thus be able to dispose of the US dollars when
received under the forward purchase contract. . .

The various operations involved may be summarised thus:

\
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With Customer With Market

1st April (al Sell forward due June. (b) Buy forward due June,
1st May (cl' Sell in execution of (al (d) Buy spot to

accomplish (c)
(e) Sell forward due

June, to dispose of
U1eproceeds of (b)

1st June lfJ Receivedelivery
under (b)

(g 1 Deliver proceeds of
U) in execution of (el

On 1st May, the bank makes a spot purchase and forward sale of the same
urrency for the same value. The dlfference between the rate at which U1ecurrency
; purchased and sold in a swapdeal Is the swap difference.
The swap difference may be a 'swap loss' or 'swap gain' depending upon the rates

.revailmg in the market. Ifthe bank buys high and sells low, the difference is swap
rss recoverable from the customer. If the bank buys low and sells high, the
.ifference is the swap gain payable to.the customer.
On lst May. the bank receives rupees from the customer on sale of foreign

xchange to him. It.pays rupees to the market for the spot purchase made. If the
mount paid exceeds the amount received, the difference represents outlay of funds.
aterest on-outlay of funds is-recoverable from the customer from the date of early
elivery to the original due date at a rate not lower than the prime lending rate of
.1ebank concerned" --
If the amount received exceeds the amount paid, the difference:represents inflow

f funds. At its discretion, the bank-may pay interest to the customer on inflow qf
inds at the appropriate rate applicable "forterm deposits [or the period [or which
te funds remained with it. '
Charges for early delivery will comprise of:
(a) Swap difference;

I ,

(b) Interest on outlay of funds; and , r
In addltton. at Its dtscreuon. the bank.may ~vy some processing charges. .
.Important Note In the deal with its customer the bank is the 'market maker'
nd the transaction 1s talked of as 'pufchaSt1"pr 'sale' from-the bank's point of
lew. When the 'bank deals with the market, ttts assumed that the market is the
narket maker'. Tuerefore. the market rates are interpreted with the market 'buyin~
,('selling' the foreign exchange, The bank can 'Quy at the market selling rate and
.ell at the market buying rate. .'.. '..
, EXAMPLE 11.3. The bank entered into an agro¢ementwith, its customer on 15th
v1~~ch,for a forward purchase contraetfor S9D 4,000 delivery 1st July, at the
'ate of Rs. ,28;1400 per 'dollar covering itself bya forward sale at Rs. 28.1600. On
l5th April, the customer 'requests the bank to purchase a bill for.S.OD 4,000 under
his contract. Calculate the amount that would .be paid to the customer assuminghe followihg rates in the interbank market on ·loth April: .
/Spot ' SGD.1 = Rs.28.).o25/1075
IDeiivery'July .. ,.. 28.(3475/6550. o.
Interest on outlay of funds at .12%and Inflow.of funds at 7~.. .: .
SoLUTION. On isu, April the bank would purchase form the customer SOD 4,000

it the rate agreed upon, viz., Rs. 28.1400. Charges for early delivery will be deblte~
:0 the account of the customer. . ..~
The bank sells to the market SOD 4~OOOreceived from .the customer at the

market buying rate of Rs. 28.1025: it buys from the market delivery July at the
market selling rate of Rs. 28.6550 to meettts commitment.

I '
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(o) Swap dUference :
Bank sells at
It buys at
Swap loss per mark is
Swap loss for SOD 4.000 is Rs. 2.210.

(b1 Interest on outlay ojjunds :
On 15th April. the bank sells to market at
It buys from customer at .
Outlay of funds per mark
Outlay of funds for SGO 4.000 is Rs. 150.
Interest on outlay of funds onRs. 150 for 77 days (15th April to 1st July)
at 12% p.a. is Rs. 4.

(e) Chargesjor early delivery:
Swap loss
Interest on outlay of funds

Rs. 2.210
Rs. • 4
Rs. 2.214

The customer's account will be ~red1ted towards proceeds of the bill for SOD
4.000 at Rs. 28. 1400per dollar. with Rs. 1.12.560. . '

His account will be debited with early delivery charges of Rs, 2,214. . '
EXAMPLE 11.4. The bank had agreed on 20~hFebruary that it w1l1sell on 20th

April to the customer USD 10.000' at Rs: 49.5700. On the same day, the bank
covered Its posiuon by buying forward from the marketdue 20th April at the rate
of Rs. 49.5550. On 20th March, the eustcrner approaches the bank to sell USD
10.000 under the forward contract earlier entered into. The rates prevailing in the
interbank market on this date are: .

Spot Rs. 49.4725/4800
Apr-II Rs: 49.2550/2625
Interest on outlay of funds aT12%:·and on inflow of funds at 7%.
What is the amount that would be recovered from the customer on the

transaction?
SOLUTION. The bank would sell Dollars to the customer at the rate agreed under

theforward contract. In addition, the loss to the bank on early delivery would be
received from him. .

On 20th March. the bank buys from.the r11arl<etUSD 10,000 at the market selling
rate of Rs. 49.4800 to enable it to 'sell this amount to the customer, The bank
sells one month forward to dispose of the receipt under the original forward contract.
This It does at the market buying rate of Rs: 49.2550.

(a) Swap dffference : .
Bank sells at
It buys at
Swap loss per dollar is
Swap loss for U~D 10,000 is Rs. 2,250.

(b) Interest on outlay oJJunds,'
On 20th March, U7e bank se!1s to customer at
It buys spot from market at
Inflow of funds per dollar . .. .
Inflow of funds for USD 9.000 Is Rs. '810.
Interest on Rs. 810 at 7% p.a, for one month is Rs. 5.

(el Ctiarqes for early delivery:
Swap loss Rs. .2.25,°5.,
Less: Interest on inflowof funds Rs. _
Nel charge [or early delivery .. . . Rs. .2.245

The account of the customer would be debited with Rs. 4.95.700· for ,the forward
contract value ancI with Rs. 2,245 towards early delivery charges.

+ Rs.
Hs.
Re.

+ ,Rs.
- Rs.
= Re.

,

+ Rs.
- Rs.
- Re:

+ Rs.
- Rs.

.+ Re.

133,
i
i

28.1025.
28.6550
0.5525

28.1025
....2.§.J..±QQ

0.0375

49.2550
.49:4800 '
"0.2250

49.5700
49,4800 .
0.0900

I



12 Cancellatton/Extenston
of Forward Contract

.', , I
E customer may approach the bank "for cancellation when the underlying
transaction becomes Infructrious, or for any other reason he wishes not
o execute the forward contract. If the underlying transaction is likely to

take place on a day subsequent to the maturity of the forward contract already
booked, he may seek extension in the due date of the contract. Such requests for
cancellation or extension can be made by the customer on or before the maturity
ofthe forward contract. .
I .
12.1. CANCELLATION ON DUE DATE

Whena joruicrd purchase contract.is cancelled on the due. date, it is taken that

~

he,bank purchases at the ra,'te Original,.ly agree,d ..andsells the same back to the
ustomer at the ready "IT rate. The dtfference'between these two rates ts recovered
rom/paid to the customer. If the purchase rate under the original forward coz;tract
is higher than the ready IT selling.rate. the difference is payable to the customer.
If it Is lower, the difference is recoverable from:the customer. The amoun ts involved
in purchase and sale of foreign currency are not passed through the customer's
account. Only the difference Is recovered/paid by way of debit/credit to the customer's
account. .'

-, .Irrtrre same-way. when «forusara sale contract is cancelled it Is treated as if tile
banksells at the rate origillaJ]y agreed and b~ys back at the ready T.T, buying rate.
The difference between these two rates is recovered from/paid to the customer.

EXAMPLE 12.1. On 15th January, you booked a forward sale contract [or USD
2,50.000 for your Import customer delivery 15th February at Rs. 49.3450. On the
due date, the customer requests cancellation of the contract.
.Assuming US dollars were quoted in the local interbank exchange market as

under on the' date of cancellation: .'
,Spot usn 1 = Rs. '49.2900/2975
Spot/March 3000/3100
Spot/April 6000/61 ~O'
Exchange margin required by you is 0.10%. ,
What willbethe cancellation charges payable by the customer, if any?
SOLUTION.The sale contract Will be cancelled at the ready TT,buying rate.
Dollar/Rupee market spot buying rate , = Rs. 49.2900

Less: Exchange margin at 0.10% - Re. 0.0493
TT buying rate for dollar = Rs. 49.2407

Rounded off, the rate applicable is Rs. 49.2400.
Dollar sold to customer at Rs, 49.3450
Now bought from him at Rs. 49.2400
Net amount payable by customer per dollar Re, 0.1050

At Re. 0.1050 per dollar. for USD2,50.000 the customer has to pay Rs, 26.250.
~LE 12.2. Youhad booked a forward purchase contract for US dollars 50,000 "

delivery 20th November at Rs. 49.2500. However, the customer advised you o~ the
due date that the buyer of the underlying transaction had cancelled the order 'and
that you should. cancel the forward exchange contract.

Assuming US dollars were quoted in the local interbank market as under:
Spot· usn1Rs. 49.6125/6200
Spot/December . ',' 3400/3600 ,
What will be the cancellation charges: if any. payable by or to the customer?

Excharige margin.required Is 0.10%
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SOLUTION, The contract will be cancelled at the IT selling rate.
Dollar/Rupee market spot selling rate = Rs.

Add: Exchange margin at O.10% + Re.
= Rs,

49.6200
0.Q4S6

49.6696,
Rounded off. the TT selli'ng rate fordollar is
Rs. 49.6700.
Dollar sold to customer (at 1'1' selling rate) at Rs. 49:6700
Dollar bought from him under forward contract at ,Rs. 49.2500
Exchange difference payable to customer per dollar Re. 0.4200

At Re. 0.4200 per dollar. exchange difference payable to customer for usn 50,000
- " is Rs. 21,000. ,

The customer will be paid Rs. 21 .ooo on cancellation of the forward contract.

12.2. EARL.YCANCELLATION
rfaJorward purchase contract is required to be cancelled by the customer earlier

than the due date it.would be cancelled at the forward selling rate prevailing on
the date of cancellation. the due date of this sale contract to synchronise with the
due date of the original forward purchase contract. ' ;'

For example, assume that on 12thSepte.rnber a three months' forward purchase
contractIs entered Into with a customer for USD 10,000. The due date of the
contract is 12th December. On 12thNovember, the customer comes to the bank
and requires cancellation of the forward contract. The contract will be cancelled by
the bank selling back to the customer USDIO,OOO at Its Forward TT selling rate
for one month. The dtfferencebetween the rate under the original forward purchase
contract and forward-IT selling rate applied on the date of cancellation is payable/
receivable by.the customer, ..... '

IfaJorward sale contract Is cancelled earlier' than me due date, the cancellation
would be done at theforward purchase rate prevailing on that date with due date
to fallon the due date of the original forward sale contract. I

EXAMPLE 12.3. A customer with whom the bank had entered into a 3 months
forward purchase contract for Sw.Fcs 10,000 at the rate of Rs. 27.2500 comes to
the bank after two months and requests cancellation of the contract. On this,clater
the rate prevailing are: .. .

Spot CHF 1 ::;:i.\s. 27,3000/3500
1month forward 27.4500/5200
(All merchant rates.)
What Is the Ioss/gatnto'the customer oncancellatton?
SOLUTION. The contract would be cancelled atthe 1month forward sale rate.of

Rs.27.52, ..
Franc bought from customer.under drig1naJ .
forward contract at Rs. 27.2500
It Is sold to hlm on cancellation at \ Rs. 27,5200.
Net amount payable by customer per franc Re. Q,2700.
At Re. 0.27 per Franc, theloss to the customer on eHF 10.000 is Rs. 2,700.
EXAMPLE 12.4. Your.trnport customer reqceeted you to sell to him DKKRs.

12.50,000 six months forward T,T;,.tomeet a.paymentdue under in irrevocable
letter or credit. You covered yourself ~ .Singa.~.oreand: quoted to your customer Rs.
6.2700. However. it transplredon the follOVlinSdaythat the relative Im:pprt was
covered under a Gover~menHo-Governtnentagreement and Danish Kroners were
not remittable abroad through a commercial bank. You were, therefore, required
to cancel the forward exchange contract With a minimum cost to the customer ..In
the meanwhile US dollar had strengthened andDanish Kroner was quoted Inthe
international market as under:· . .
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USD 1 = DKR8.2800/2900
290/270
900/850

Spot
3 months forward
6 months forward
Local interbank marketfor 6 months forward
USD 1= Rs. 49.6800/6925
Exchange margin is 0.10%.
What will be the cancellation charges payable by the customer?
SOLUTION. The contract would be cancelled by buying six months forward Irom

the customer at the prevailing rates. The difference between the rate at which the
contract was originally fixed and at which it is cancelled would be recovered Ir oni
the customer. .

Dollar/Rupee six months-forward buying rate
Less: Exchange margin at 0.10%:

= Rs.
- Re.
= Rs.
= DKR
- DKR
= DKR

Kroner forward buying rate (49.6303 -:-8.2050) = Rs.
Rounded 0[[, the rate applicable is Rs. 6.0500 .
per Kroner. '
Kroners sold to customerunder original
contract at ..
And bought from him under cancellation
contract at- .-----, -, -Rs. 6.0500

. Difference payable by customer per Kroner Re. 0.2200
Cancellation charges payableby customer for DRR 12.50.000 at Re. 0.2200 per

Kroner is Rs. 2.75.000.

DollariKroner market spot selling rate
Less: Discount for six months' .

-Rs.

49.6800
0.0497

49,680:3
8.2900
0.0850
8.2050
6.0488

6.2700

12.3. EXTENSIONON DUE DATE'
An exporter finds that he is notable to"export on the due date but expects to do

so in about two months. An importer Is unabJe to gay on the due date but Is
confident of maklng payment a month later.In both these cases. they may approach
their bank with which they have entered Into forward contracts to postpone the
due date of the contract. Such postponement of the dateof delivery under a forward
contract is known as the extension of.forward contract.

When a forward contract is sought to be extended. it shall be cancelled and
rebooked for the new delivery period atthe prevalhngexchange rates.

FEDAl has clarified that itwould.not 'be necessary to load exchange margins
when both the cancellation and re-booktng of forward contracts are undertaken
sirnultanequsly. However, it is observed that banks do include margin for
cancellation and rebooking as in any othercase, . .

EXAMPI.E 12.6. Youhad booked a forward purchase contract for USD 2.qO.OOO
, at Rs. ,49.5200 covering a TTremittance',a:gainst a btll for collection and covered
yourself in the Iocal Interbank market at ~s_ 49.5650" 'However, on the maturlty..
date your customer requested you to extend contract by one month ..,

Assuming the on-going market rates forl]S dollars are as under:
Spbt . . ~SD 1 = Rs'.49.6925/7075 .
One month forward, \ 600/700
Twomonths forward 900/1000
Three months forward •. ~, 1200/1300,
What will be the extension charges payable by your customer bearing in mind

that you require an exchange margin of 0;.08% for TT buying and 0.,10% for TT.
selling? '.
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SOLUTION. Tile forward purchase contract will be cancelled at the TT selling rate.
Interbank spot selling rate for US dollar" = Rs. 49.707.5
Add: Exchange margin at 0,10% on
Rs.49.7075

Rounded off, the TT selling rate is Rs.49.7575
Dollar bought from customer under original
contract at
It is sold to him under the cancellation
contract at
Exchange d tfference per dollar. payable
by customer . Re. 0.2375
Exchange difference for USD 2,00.0()O is Rs.47.500 which will be recovered
as cancellalion charges from the customer.
The bank will book a fresh forward purchase contract for the customer:
Spot buying rate for dollar in interbank market

= Rs. 49.6925
+ Re. 0.0600
= Rs. 49.7525

Less: f!:xchange margin at 0.08% on Rs.49.7525 - Rs. 0.Q398
Forward 1'T buying rate for Dollar = Rs. 49.7127
On extension. Rs. 47,500 will be recovered as cancellation charges from
tile customer and the fresh contracrwlll be booked at Rs.49.7125.

EXAMPLE 12.6. Your export customer has booked with you a Swiss Francs
L.D_Q,OOOIorward sele (I.e .. your purchasejexchange contract delivery 31st August
at Rs. 32.5200. However. on 30th August. he informed you that it has not been
posstble to deltver the Swiss Francs-as anticipated payment had-net come from
Zurich. 'rou were. therefore, requested to extend the contract for delivery 30th
September.

Assuming that Swiss Francs were quoted in Singapore market as under:
Spot· . USD 1 = Sw. Fcs. 1.5315/5330
One month forward 140/130
Two months forward 287/270
Three 1110l1U1S forward 415/405
and US Dollars were quoted in U1elocal interbank market as under:
Spot. USD 1 = Rs.A9.4225/4375
One mon th 1200/1100
Two months 2700/2500
Three months 4500/4300
What will the extension charges. if any payable by.the customer?'
Exchange margin 0.10% on buying as well asselling,
SOLUTION.
Cancellation

First, the contract Will be cancelled at tile IT selling rate.
Dollar/Rupee. spot selling rate ,. = Rs.
Add: Exchange 'margin at 0.010% + Rs.
TT selling rate for dollar = Rs.
Dollar/Franc spot buyingrate ;;; .CHF
Franc/Rupee cross rate (49.4869/1.5315) = Rs.
Rounded off. the rate is Rs. 32.3125.
Bank buys Franc under origihai contract at Rs. 32.5200
It sells Franc under cancellation contract at Rs. 32,3125
Exchange difference per Franc payable by customer Re. 0.2Q75
Exchange difference [or CHF 1,00,000 is Rs.20,750 payable by customer
as cancellation charges.

+ Rs.
= Rs.

Rs.

Rs.

Add: One month premium

0.0497
49.7572

49.5200

49.7575

49.4375
0,0494

49,4869.
; 1.5315 ..
·32.3127
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Rebooking
Fresh purchase contract will be-booked for delivery 30th September.
Dollar/Rupee spot buying rate = Rs. 49.4225
Less: Discount for one month - Re. 0.1200

= Rs. 49.3025
Less: Exchange margin at 0.10% Rs. Q.04~

= Rs. 49.2532
Dollar/Franc spot selling rate.. = Rs, 1.5330
Less: Discount for onemonth Re. 0.0130

= Rs _L.5..2.QQ .
Franc/Rupee cross rate (Rs.' 49.2532/1.5200) = Rs. 32.4034
The rate quoted would be Rs. 32.4025.:. .

. The forward contract would be extended at Rs. 32.4025 per Franc, after
recovering cancellation charges of Rs. 40,750.

12.4. EARLY,EXTENSION

49.6425
0.0496

49.6921

49.6500
49,6925
. Q,0425
213.

Rs.
Rs.
Rs.

49.6300
0.0496

. 49,5804
Rounded off, the rate quoted will be Rs.49.5800.

(e) Summary ,
The bank will recover RS.213 from the customer and rebook the contract at
Rs. 4d.5800 per dollar.

.,.
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12.5. OVERQUE FORWARD CONTR'ACTS

As we have already seen. the customer has the right to uWise or cancel or extend
the forward contract on or before its due date. No such right exists after the expiry
of the con tract.

PEDAl Rule 8 provides that a forward contract which remains overdue without
any. instructions from the customer concerned on or before lts due date, shall on
the 15th day from the date of maturity be automatically cancelled by the bank.
The customer remains liable for the exchange difference arising therefrom. but if it
results in profit it need not be passed on to the customer. In case of delivery
subsequent to automatic cancellation, the appropriate current rate prevailing on
such delivery shall be applied. '
Q'Automatic Cancellation

The charge involved In cancellation ofan overdue forward contract by the bank
unilaterally is better explained by an rlhistratlon. . ,

EXAMPLE 12.8. On 1st January, the bank enters into a forward purchase contract
with an export customer for USD 10,000 due' onIst March at an exchange rate of
R$. 49.6000and coversIts position in the market at Rs. 49.6500

The.customer defaults to execute the contract on the due date. On 16th March,
the bank cancels the contract unilaterally. ".' .

The followtng were the exchange rates prevalent; .
On 1st March Interbank rr;rates usn 1 = Rs. 49.7500/7600

1month forward Rs. 49.9500/9600
Merchant 1'1' rates usn 1 = Rs. 49.6700/9000

On 16thMarch Interbank TT'rates usn 1 = Rs. 49.7000/7100
MeFCHant~TTratea;___· 'usoi = Rs, 49.6400/7800

Interest on outlay of funds is 12% p..a.,
Calculate the charges payabteby the customer on-cancellation. _
EXPLANATION. On 1st January when th~ bank makes a forward purchase from

the customer al Rs. 49.6000. it covers its posiuon by entering into a forward sale
contract in the market at Rs. 49.6500.

Due to default by the customer on the due date-the bank enters into fresh spot
contract with the market to meet its commitment under the cover contract at the
market selling rate of Rs. 49.7600. Moreover. since the contract is not cancelled
by the' customer, the amount remains in':the exchange POSition of the bank and to .
square its position the bank may enter into forward sale contract with the market
for short period. say 15 days at the market one month forward buying rate of Rs.
49,9500 .. .. . .. .... ..... _.

On"1'6th Man.:nwhen the bank'carice!s" the contract, it removes the contract with
the 'lus.tomer from the exchange position. It al$Obuysspot from the market at Rs.
49.7100 and executes the forward sale.contract With the market at Rs. 49;9500.
The transactions involved may be tabulated.as below:

.With Customer '.With Market
1st Jan (a) Forward purchase" date

lst March at Rs.49.6000
(b)' Forward sale due Ist,

March at Rs, 49.6500
1st March Default (c) Spot purchase at

Rs.49.7600
(d) Deliver under (b)

.(eJ Forward sale at Rs. 49.9500
16th March' {[J Contract at Rs. 49,7800 (g) Buy spot at Rs. 49,7+00

, (h) Deliver under (e)
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(il On the, 15th day from maturity, an overdue forward purchase contract will
be cancelled by the bank by selling back to the customer the relevant foreign
currency at the TT selling rate. The .cancellations would be done at the
merchant rates rather than the interbank rates, If the exchange difference
arising from such cancellation is payable by the customer. it shall be recovered
Iorrn him, If the exchange difference is favourable to the customer. it is
forfeited. ',', ,

(U) 'On 1st March. the bank madea.spot purchase (cjand forward sale (e). The
difference between (c) and (ells the.swap loss/gain, This swap loss is also
payable by the customer to the bank. Swap gain, if any. is not payable to the
customer ..

(iii 1 On ·lstMarch, the bank made a spot purchase tc) and delivered Lo the market
under (b). The difference between (c) and (b) may be outlay/Inflow of funds.
Tlllsettlementthe bank is.entitled to interest on outlay offunds, if any.

The charge [or automatic cancellation would be:
(i) Exchange difference. '
(il) Swaploss: and
(iii J Interest on outlay of funds.
SOLUTION.
(u) Exchange d![ference:

The forward purchase contract would be cancelled at the merchant 1''1' selling
rate on the date of cancellation. The rate applicable is Rs. 49.7800.
Bank purchased dollar under original contract at Rs. 49.6000
It sells dollar under cancellation contract at -- --R~'";--- -49,7BOO-
Exchange difference per dollar payable, by customer Re. 0,1800
Exchange difference Tor USD 10.000 payable by customer is Rs. 1,800.

(b 1Swap difference :
On 1st March. the bank does a swap of buying spot at Rs. 49.7600 and
selling forward at Rs. 49.9500. Since it buys low and sells high. there Is no
swap loss.

tcilnterest on'outlay oJJunds.·
On 1st March, the contracts executed are purchase at Rs. 49.7600 and sale
at Rs. 49.6500~ Outlay of funds per dollar is Re. 0.11. For USD 10,000 the
bank is out of funds by Rs. 1;100 from 1st March to 15th March when the
contract is cancelled. On this amount; the bank is entitled to recover interest
at 12%.
Interest on Rs. 1.100 at 12% fot IS days is Rs. S.

(d) Charges on cancellation: .
Exchange difference Rs. 1.800

" Interest.on outlay of funds ' Rs. _~
Total charges on cancellation Rs. 1.805

oCustomer's request . _. .
Before an overdue forward contract is cancelled by the bank, the customer may'

request for its execution or cancellation or extension. Such a request is dealt with
on the same principle as that for automatic cancellation.

EXAMPLE 12.9.An import customer booked a forward contract with the bank on
10th April for USD 20,000 due 10th June Oat Rs. 49.4000. The bank covered its
position in the market at Rs. 4_9.2800.

The exchange rates for dollar In the interbank market on 10th June and 20th
June were: ..
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10th June·
USD 1 == Rs.48.8000/8200

48.920019500
49,0500/0960
49.3000/3500
49,6000/6600

20th June
48.680017200
48.8000/8500
48.9300/9900
49. 1800/2500
49.4800/5600

Spot
Spot/June

July
August
September

Exchange margin 0.10%.
Interest on outlay of funds 12%.
How will the bank reacllf the customer requests on 20th June:
(i) Lacancel tile contract.
(til to execu te the can tract, or

,(itt) to extend the contract wi th due date to fall on 10th August.
SOLUTION. (l) Cancellation '
(a) Exchange difference

The forward sale contract will be cancelled at the spot IT purchase rate of
the bank Cor dollar prevailing on the date of cancellation.
Dollar/Rupee market spot buying rate == . Rs.
Less: Exchange margin at 0.10% - Re.

= Rs,
Rounded off. the rate applicable is Rs. 48.6325
8.1111<sells dollar under the original contract at
It buys dollar under the cancellation contract at
Exchange difference per dollar payable by customer
Exchange dlffcrence for USD 20.000 is Rs. 15.300.

(b) Swap Loss
On 1OLb .June, the bank does a swap 6f:spot sale of dollar at the market
buying rate of Rs. 48.8000 and forwardpurchase Tor June at.the market,
selTll'igrate of Rs. 48.9500.
Bani, buys at
It sells al
Swap loss per dollar
Swap loss [or USD20.000 is Rs. 3.000.

(c) Interest on outlay cf'funds
On 10th April. the bank receives delivery under the cover contract at Rs .:
49.2800 and sells spot a.t Rs,,42.8000.
Bank buys at· ...
It sells at
Ou tlay per dollar . . .
Outlay for USD 20;0'00 is Rs. 9.600.
Interest on Rs. 9.600at 12% for 10 days is Rs. 32 ..

rdl Charqes for cancellation ..
Exchange difference . Rs.
Swap loss Rs.
Interest on outlay of funds Rs,
Total Charges ." . Rs.

.(ti) Execution oj contract , .
Cancellation Charges <)fRs~ 18.332 as computed above will be recovered. The
. contract will be executed at the spot.T'I' selltng.rate calculated as follows:
Dollar/Rupee mterbank spot sellmg.rate . . == Rs. 48.7200
Add: Exchange margin at 0.10%·· + Re. 0,0487

. = Rs, 48.7687
Rounding off. the rate applicable ls Rs. 48.7675.

Rs.
Rs.
Re.

Rs.
Rs.
Re.

Rs.
Rs.
Re.

.'

,

48.6800
Q.0487

-A.6·6313

49.4000
48,6325
0,7675

48.9500
48,8000
O,150Q

49.2800
48,8QQO
0.4800

15,300
3.000

32
18.3S2
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(iii ) Extension of contract
Cancellation charges of Rs. 18.332 as computed abovewill be recovered.
The contract will be extended at the current rate.
Dollar/Rupee market forward selling rate
[or August
Add: Exchange margin at 010%

= Rs. 49.2500
+ Re, _~0492
= Rs. 49,2992

The exchange rate applied for the extended contract is Rs. 49.3000,
12.6. ROLL·OVER FORWARD CONTRACT

In respect of transactions like deferred payment imports/exports, repayment or
instalment and interest on foreign currency loans, the customer may require long
term forward cover, i.e., for periodsbeyond six months, If suitable cover ls available
in 'the market. the bank may book forward contract for long terms, More often, the
cover is made available on roll-over basis. That is. the initial contract may be made
for a pertcd of six months,' and, thereafter. as each deferred instalment is delivered.
outstanding balance of forward contract maybe extended for further periods of six
months each. .

The rules relating to and Charges for cancellation/extension of long-term forward
contracts are the same as those for other forward contracts.
12.7. EXCHANGECONTROL REGULATIONS
The general provision is that forward contracts involving rupee as one of the

currencies, once cancelled shallnot be rebboked althoughthey can be rotlee-over--v-
at ongoing rates on or before rnaturtty The restriction on cancellation and rebooklng ,.
of forward contracts is subject to the following-relaxations: , ._--:

1. For;ward contracts covering export transactions which may be cancelled, :1
.rebooked or rolled over at ongoing rates. , ~
A forward contract booked for exports'.may be cancelled if sodesired by the i(
customer. The exposure can again be 'covered by the customer with the same ~
or another bank. Banks will have to ensure that; a genuine exposure to the ~
-extent of the amount of the forward contract In respect of a permissible . ~ "
, transaction continues to exist: ' ,.,. . " , ' . ~.'

2. The facility of cancellation and rebJoking of forward contracts 1sextended to ~
transactions other than exports, subject to the condition that total forward ~
contracts covering import/non-trade transactions rebooked shall not exceed ~ ,
the total of the unhedged exposures (alling duewithin one year (April- March). .~

For monitoring t!le Iimlt, 'Authorised Dealersmay obtain suitable i '
declaration from the customer about the contracts rebooked with other banks. . i

3. A forward contract cancelled with one:authorised dealer can be rebooked with 1
another dealer subject to the following conditions: ' ,. '~
• the SWitchIs warranted by competitive rates on offer. termination of banking I.

relationship with "the authorised .dealer with whom the contract was t
originally booked; etc., .., ',. f,' ,

• the. cancellation and rebooking are done simultaneously on the maturity j
date ot the contract; .' '. ". ' , ' ~ ~
the responstblltty of ensurlngthat. the original contract has been cancelled l
rests with the (iuthorise'd dealer who' undertakes rebooktng of the contract. 1
. .' .. ,~:

12.8. PROBLEMS FOR PR~CTICE ~,.
PaoB'LEM '12.1. You have booked a forward sale contract for USD 1.50,000 at

.Rs. 49.5?Ob covering a IT remittance against a bill for collecuon received by you.
You' covered yourselfin the local interbahk .market at Rs. 49.4525. However, on

the maturity date, the bill was not yet realised arid your customer req uested you
to cancel We contract. . ...'... .
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."

Assuming that ongoing' market rate for US dollar were as under:
Spot usn 1 == Rs. 49.3,525/3750
One rnon th forward 2400/2600
TWo months forward 4200/4500
You.requtre an exchange margin of O~08%.What-will be the cancellation charges

payable by your customer? [Arts, Ctiarqesfor cancellation Rs. 31, 125J
PROBLEM 12.2. You had entered Intoa long-term forward sale contract for USD

2.00.00.000 (TWenty million US dollars) atRs. 49.4000 in' cover of a deferred
payment import of machinery and equipment. The payment was required to be
made in len half yearly instalments of USD 20,00,000 TIwo milllon US dollars)
.each.

The import customer finding extension charges, payable at the time of each
extension. to be heavy, decided to cancel the contract. Hence after remittance of the
fourth instalment you were requested ,to' cancel the outstanding amount of.USD
12 million. The forward contract was cancelled on the basts of ongoing marketrates
for US dollars in the local interbank market rates ...

Assuming:
Spot USD 1 7"'" Rs. 49,6525/6650
One month forward 2000/2200
TWo'rnon ths forward 4000/4200
Three months forward 6000/6200
Six months forward 1.2000/2200
What will be the rate at which the forward contract will be cancelled ifyoll require

an exchange margin of 0.10%?
What will be the exchange difference payable to or by-the cusEomer?-

tAns. Customer wlll be paid Rs. 24,30,900]
PROBLEM 12.3. You had booked a forward purchase 1'1' covering an export bill

for Norwegian Kroner 5,00.000 at Rs. 6:4000 due 25th April and covered yourself
[or same delivery in the local interbank market at Rs. 6.4200. However. on 25th
March the exporter sought cancellation of the contract as the tenor of the bill is
changed. ...

Assuming the Norwegian Kroners were quoted against US dollars in Singapore
market as under:

SpoL USD 1 = NOK 7.6075/6125
One month forward 90195
1Wo months forward 155/1 70
Three months forward .. 2~5/260
and in the local Interbank market USdoll9I~ were quoted as under:
Spot USD 1 = Rs. 49.5825/5900
Spot/Aprll 100/200

!May 300/400
/June 600/700

What will be the cancellation charges, if any, payable by the customer, bearing
in mind that you require an exchange marginofO.lO%?

[Ans. Cp.ncellationcharges Rs. 60,000]
PROBLEM 12.4. On 2nd August, an import customer ofyour bank requested you

to book a forward contract for J. Yen 50 mtllion, when market was as under.
Delivery required September.

USD/Rc 49.3875/950
Spot/August + :3/ +6 ,
Spot/September + 5/ + 10

USDJPY
Spot/August
Spot/September

114.20/30
00/01
09/03
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However, on 31st August, customer wants to cancel the same contract. Market
on 31 st August is as under: .

USD/Re. 49.3925/75 USD JPY 115.38/45'
Calculate the amount to be recovered/paid to the customer on account of

cancellation, taking into account 0.15% margin to be loaded. .
[Ar1f.~ancellation charges Rs. 3.43. 750J

,.

..,
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PART III-RISK MANAGEMENT

13 Exchange Dealings-

W IIf~N the foreign currency denominated assets and liabilities are held, by
the banks or the business concern, two lypes ofrisks are faced. Firstly,
the risk that the exchange rates may vary and the change may affect the

cash flows/proftts. This Is known as exchange risk, Secondly, the Interest rate may
vary aile! j( may affect the cost of holding the.foreign currency assets and lrabtltties.
This is known as interest rate risk: The present chapter discussesexchange risk
managerncut by banks. Exchange risk management by business concerns and
interest rate risk management are dealt with In subsequent chapters. .'3,'. DEALING POSITION
Foreign exchange is such a sensitive commodity and subject to wide
fluctuations in price that the bank which deals in it would like .to keep the
balance always near zero, The bank would endeavour to find a suitable
buyer whenever it purchases so as.to dispose of the foreign exchange acquired
and ·be free 'from exchange risk, Ltkewtse, whenever it sells it tries to cover
Its position by a corresponding purchase, But, in practice, it is not possible'
to match purchase and sale for each transaction. So the bank tries to match
the total purchases ofthe day to the day's total sales. This is done for eac'h._
foreign currency separately, .' ,
If the amount of sales and purchases.cof a particular foreign currency 1-s-
equal. the position ofthe bank in.that currency is said to be 'square',

If the purchases exceed sales, then the bank is said to be in 'overbough~'
or 'long' position, . , '. '. . , . I

If the sales exceed purchases, Jhen the bank is said to be in 'oversold' or
'short' position. .' '.'

The bank's endeavour would. be to .keep its position square. If it is in
overbought or oversold. position, it.ts exposing itself to exchange risk, i

'There are two aspects of maintenance of dealing positions. One is the
total of purchase or sale or commitment of the bank to purchase or sell,
irrespective of the fact whether actual delivery has taken place or not. This
is known as the exchange posttton, The .other is the actual balance in the
bank's account With its' correspondent abroad, as a result of the purchase or
sale made by the. bank, Thts is known asthe cash position,

.: ,o Exchange Position· .
Exchange position Is the' net balanfe .ofthe aggregate purchases and sales
made by the bank in particular currency, This is thus an overall position of
the bank In a particular currency, All purchases and sales whether-spot or
forward are included. in computing the exchange positton. All transactions
for which the bank has agreed for a firm rate .with the counterparty are
entered into. the exchange positron when this commitment is made, I
Therefore, In the case of forward contracts, they will enter into th,e exchange .
position on the date the contract With the customer is concluded. The actual
date of delivery is not considered here. All purchases add to the balance and
.all sales reduce the balance, . . .

The exchange position is worked out every day so as to ascertain the positton of
the bank in that particular currency, Based on the position arrived at. remedial
measures as are needed may be taken. For example, if the bank finds that it is

._
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oversold to the extent of USD 25"OOO.Jt may arrange to buy this amount from the
interbank market. Whether this purchase will be spot or forward will depend upon
the cash position, If the bank has commitment to deliver foreign exchange soon.
but It has no sufficient balance In the nostro account abroad, it may purchase spot.
If the bank has no immediate requtremenrof.Ioreign exchange, it may buy it forward,

Examples of sources for the bank for purchase of foreign currency are:
(i) .Payment of DD, MT, IT, travellers cheques, etc,

(if) Purchase of bllls.
(iii) Purchase of other Instrumentslike cheques.
(iu) forward purchase contracts (entered in the posiuon on the date of contracu.
(u) Realisation of bills-sent for collection. .

'(vi) Purchase in Jnterbanlvlnternauonal.markcts.
Examples of avenues of sale are:
(l) Issue of DO, MT, TT. travellerscheques. etc.
(iiJ Payment of bills drawn on customers.
(ill) Forward sale contract (entered in the position on the date of contract).
(iu ) Sale to inter bank/in ternattonal mar kets.

Exchange position is also. known as 'dealing position'.
(J Cash Posltlon

Cash postttor, Is the balance outstandmgtn the bank's nostro account abroad.
The stock of foreign currency is held by the bank in the form of balances with
correspondent bank in the foreign centre concerned, All foreign exchange dealings
of the bank are routed through these nostro accounts, For example, an Indian bank
will have an account with Bank of Amertca.in New Yor-k.If the bank is requested,
to issue a demand draft in US dollars, it will issue the draft on Bank of America.
NewYork..On presentation at New York the bank's account with Bank of America
will be debited. Likewise, when the' bank purchases a bi1l1n US dollars, it will be
sent for collection to Bank ofAmerica. Alternatively. the bill may be sent to another
bank in the USA.with instructions to remit proceeds to the credit of bank's account
with Bank of America. In either case,' the proceeds or.the bill are credited, on
realisation, to the bank's account with Bank of America. The purchase of foreign
exchange by the bank in India increases the balance and sale of foreign exchange
reduces the balances in the bank's account WIthits correspondent bank abroad.

The balance in the nostro account is kept in a current account which does not
earn any interest for the bank. Therefore, keeping idle balances in the account would
be wastage of foreign resources of the bank. On the 0ther hand, if tnsufflcient balance
is kept :11) the account, deliveries that take: place may render the account to be
overdrawn for which the bank has to pay interest. The endeavour of the bank would.
therefore, be to keep just adequate balance ;inthe account to meet the obligations
as and. when they arise. A careful scrutiny.of the transactions entered into during
the day and those outstanding should be made to ascertain the probable amount
.that' may be kept in the nostro accountsuchthat it Is enough. to meet the obligations
without keeping excess balance.' . .
Exchange and Cash Positions Oempsrea ,.

The exchange position and cash positionmay now be compared. The exchange
position Is concerned with the overallpositron of the bank with respect to a
particularcurr-ency Transactions enter Into the exchange position on thedate of
purchase/sale or on the date the bank cQl'rlmits itself topurchase/een. quoting a
firm rate, . '.
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Comparison of Exchange P()~ition and, Cash Position

... Transaction Exchange Position Cash Posltlon
Purchase Sale Credit Debit

1. Opening Balance (overbought) ...j .. I '" " ,

2. 0pcning Balance (oversold) .J
3. Opening Balance (credit) ..J, , '..
4. Openillg Balance (debit) ,j.

"

5. Issue or TT ._J ._J

6. Issue of DDIMT .J
7. DDfMT issued cncashed abroad ..J

8, Nostro account debited for bills under an L/G ...j

9. SelIc to customer for bllls received tinder L(C ..J

10. Forwa rei sale con tract boo ked ..J . ,..
11. Delivery LInder forward sale contract booked

earlier ...j
12. Canccllatlou of forward purchase contract booked

earlier .J
I~3.Encashmcnt of '1'1' .-J. ._J

14. Encaslunent of DD/MT
(If reimbursement not provided) ...j---- ..J

:;" 15. Encashmcnt of DD/MT
(if rcunbursement not provided) ._J

16. Encashment of DD/MT
(011 provtsion of reimbursement) • .-J.'

17. ForeIgn bill purchascd/ncgottatcd .-J

18. Realtsatlon of foreIgn 0111 purchased/negotiated .,j
19. Foreign bill taken for collection ..
2.0. Realtsauou of foreign bill taken [or collecucn .-J ..J
21. Forward purchase contract booked .,j

22. Delivery under forward purchase (TTl contract
booked carller .-J

23. Realtsauon of proceeds of forward purchase
(bills) contract y

24. Cancellation of salecontract booked earlier :oJ.

25. Closing Balance (overbought) .,j

20. Closing Balance (oversold) ..J

27. Closing Balance (credit) '.. ..J

28. Closing Balance (de.blt) Y
Fig. 13.1. Comparison of Exchange and Cash POsitions



The cash position is concerned with the exact date on which the bank's overseas
account is debited/credited, For example. a bill purchased by the bank will enter
into exchange position on.the date ofpurchase. but will be taken into account in
the cash position only on the date it is realised and credited hy the correspondent
bank. Likewise, a forward sale contract enters into the exchange position on the
date of contract itself, butwill find a place in the cash position only on the date it
is debited by the correspondent bank.

While the exchange position enables the bank to remain square and avoid
exchange risk. the cash position enables it to keep just adequate funds at the foreign
centre to meet its commitments as andwhen they arise without running into deficits
or keeping excess funds unnecessarily and suffering consequent loss of interest.
Itmay be observed that steps takento correct an imbalance in exchange poslUon

mayor may not affect cash position, For instance, if the bank has overbought
position and corrects it by selling forward, It-would not affect the cash position,
On the other hand. steps taken to correct balance in cashpcsltlon would affect
the exchange position, FOrinstance, if the bank has overdrawn position in the nostro
account it may correct the situation by buying TT in the market. Assuming that
the exchange position was square pr,eviou~lYithe purchase will make the position
overbought. The bank will. therefore, correct the resultant imbalance in the exchange
position by selling forward. Thus. we may say that correction of an imbalance in
the cash position normally requires a swap deal. buying spot and selling forward,
or vice versa,

EXAMPLE 13.1. Youare a-dealer for your bank and find 'that when youopen your
bOOKSon the 20th November, your combined position in US dollars is overbought
USn. 20,000 while your dollar account in New York. as at 19th November is
overdrawn USD 1.30,000. During the day, you receive advices from your branches
in respect of the following transactions undertaken bythem: .
! . Documentary DDs purchased on 19th November . USD 25,OOQ

TIs issued on 20tllNovember(of which USD 20,000 is a
delivery under a forward contract booked
on 1st Sept.) .....
'IT dated 15th November from NewYork paid
on 19th November . .

Forward contracts booked on 19th November
Bills selling for del1very-6 months, (Import bills
under LC)
'IT Purchase-delivery 1 month
Purchase of 30 days sight bill--deliv~ry 3 months

Forward contracts cancelled on 20th November
'IT purchase due on that day.. . USD 15,000
In addition, you have effected dellveries under the follOwing
interbank contracts due on 20th November .
'IT sale USD 50;000
'IT purchase. USD 20,000
(l) What would be your combined dollar POSitiOI,lafter taking the above

transactions into account, and
(il) What steps would you take to square your position while, at the same

time, ensuring that your dollar account in New York is kept in sufficient
'funds to meet your immediate cash commitments and leave a credit
balance of USD 10,OOO?(Iris not, otherwise, necessary to match your
cover purchases/sales with the actual delivery period or any of the
transactions given above.) ..
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USD 50,000

USD 10,000

USD 37,000
USD 12,000
USD 10,000

,~,'.,'
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SOLUTION.

IiJ Exchange Position (combined dollar posit[on)
. .... ,Purchases

USD
70,000
25,000

Sales,
USD

Balance bid (Overbought)
Docurnen tary DDs purchased
TTs issued (excludingUSD :-tO,OOO under
forward contract),
IT paid
forward sale-delivery 6 months
forward Purchase-c-dellvery 1 month
Forward Purchase-delivery 3 months
Forward purchase contract cancelled

10.000

12.000
10,000

1.27.000

30,000

37,000

, .
Balance c/d (Overbought)

(iO Cash Position

_l5_.Q_Q_Q
82,000
45.000

_L_2..7~
Cr.

USD
Dr.

USD
1.30,000
50,000
50,000

Balance bid (Overdrawn)
TT Issued
TT sale
IT purchase 20,000

20,000
.'2.10.000
·'2.30,000

,Thus. to m-eet the immediate requtrements at New York and leave a balanc-e-of
USD 10,000. the bank will buy TT ob New York for USD 2,20,000. Thts will
Increase the already .overbought position ofUSD 45.000 to USO 2,65,000. This
amount w1ll be sold forward, by the bank to square its position.

EXAMPLE 13.2. A dealer has the [o:!lowing.dealtng position' in Frankfurt.' What
must he do to make If square? . '

Hts account in Frankfurt is overdrawn DEM3,75,OOO.He has purchased cheques
which are in course of post and not yet credited to his account totalling DEM
3.28.000. He has forward contracts outstanding as follows:

Sales DEM 1,63.86,000
Purchases . OEM 1.46,06,-250 •
He has issued drafts not yet presented for payment for DEM 12,20.080. He has

long bills purchased in hand not due-for DEM28.85.640
SOLUTION. . ... •

Balance c/d (Overdrawn)
2.3Q.000

Balance (Overdrawn)
Cheques purchased
Sales
Purchases
DDs Issued
Bills purchased

.:Purchases
. DEM

3,28.000

1146.06;250

Sales'
DEryl

3,75,000·

1.63,86,000

,
28.85,640

1,78.19,890
Balance (Overdrawn) . L6LleQ

. ..··1.79.$1.080.
The bank has oversold posttion ofDEM 1,61,190. Itwnl buy thIs amount (may

be the nearest amount of DEM 1,60.000 because it will have to buy in the interbank
market where the deals are 'in round sums) to make its position square.

12,20.080

1.79.81,Q80
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EXAMPLE 13.3. Youas a dealer havethe following posiUon in pound-sterling:
Opening balance in Barclays Bank Iryternntional

London GB? 20,000 OlD
Opening currency'posiuon overbought 5,000
Purchased a telegraphic transfer 50,000
Issued a draft on London . 20,000
TT remittance outward 25,000
Purchased bills on London 75,000
Forward sales 75,000
Export bills realised 45.000

What steps would you take 1Jyou are required to maintain a credit balance of
GBp ,10,000in nostro account and square your exchange position?

SOLUTION•
.([) Exchdnge Position

. .

Opening balance-over bought
Purchase of IT
Issue of draft
Issue of 11
Purchase of bills on London
Forward sales

Purchases
OBP

5.000
20,000

Sales
GBP

20.000
·2E .•OOO

75.000

T3B~605
75,000

1,20,000
10.000

1.30,000

",_,.

Closing baiance-c-overoougtir

(ii) Cash Position
Cr.

GBP
Dr.

GBP
20,000

'25,000

Opening balance-Dr.
Purchase of TT
Issue·ofTT
Realisation of export bills

50.000

45.000
50.00Q
95,QQQ

To maintain a balance orGBP 10,000 in nostro account, the bank should sell
spot OBP 40,000, This would resultIn an exchange position of OSP oversold. To
square the position, the bank has to buy OBP 30,000 for forward delivery. .

[Export bills realised have been taken only in Cash Position because they would
have been entered in Exchange Position on the date of purchase of bills.]

13.2. ACCOUNTING AND REPORTING

45,000
95.000

Closing balance=-Cr,

ClMirror Account
It may be recalled that nostro account is the account in foreign currency

maintained abroad. The dealings between the bankswould be in the currency in
which the account is maintained. If Indian bank maintains a dollar account-with
Bank. of America, the latter would be.debitlng or crediting.the account of Indian
bank in US::dollar. The bank in India, in its' books, should maintain the accounts
in Indian rupees, for the purposes ofaccotinting in India. Therefore. the bank in
India. in its ledger provides for recording the nostro account transactions in two
currencies:· .

•
,1,.-".
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(a) The foreign currency concerned. This is useful to ascertain the actual balance
kept abroad and Loreconcile the balance in the account as per the ledger
with the statement received from the foreign bank.

(b) Ind ian rupees. This column Is written with the actual amount received or
paid in Indian rupees by the bank on each transaction.

As we shall see presen tly. the above.. a.r.f.ang..emen.t a.Iso helps in ascertaining I
periodically the profit or loss made on exchange dealings by the bank. '

The .account of the foreign bank as maintained in the bank books in India Is
!<110Wll as the 'mirror' account or 'shadow' account. The name is derived from the
fact that it is an exact replica of the entries in the nostro account, but on the
Opposite side, just as we see reflections in a mirror. When the bank makes purchase
.of foreign currency the nostro accountwill be credited by the foreign bank. When
it makes sale. it will result in a debit in the nostro account. In the mirror account,
the purchase will be debited and sale Will be credited.
, The mirror account can be better understood when it is compared with the cash
hook maintained by customers of the bank. In the books of the bank, deposits
Into the bank are entered as credits and Withdrawals are entered as debits. In the
books of the customer, deposits Into the bank are debits and Withdrawals are
credits. Statement of nostro account received from the foreign bank is the pass
book, While the mirror account is Similar to the cash book maintained by the
customer,

a Value Date
The concept of value date is of greattmportance in exchange dealings. The foreign

exchange transactions are undertaken on the principle of valuer compensee or 'value
compensated'. That is. exchange of currencies take place on the same day so that
neuher -of the parties to the transaction suffers interest loss. Thus, in a spot
uansacuon entered tnto on Monaay, the delivery should take place on Wednesday,
The delivery of forelgn currency by the seller and payment in the local currency
should take place on the same day. If the selling bank delays and effects delivery
only on Friday, it is liable to pay to the bUying bank overdue interest for two' days.

The concept of value date is also used in reckoning the exact date on which the
account maintaining bank parts with funds. 'For example, Jet us suppose that a
Middle East bank maintains a rupee account wtth' an Indian bank at Mumbai. A
draft issued by the Middle East bank Is paid by Bangalore branch or the Indian
bank on 12·l0-199x. The advice ofpayment is received by the bank's Mumbat
branch on 16-1.O·19g~·on which day it debits the nostro account of the Middle'
East bank. Though the account is debited on 16,-lO-19,9x, it wtll be valued dated
12-1 O-199~, t.e., the balance will be 'reckoned as if the debit was made on 12-10-
199x.

Q Exchange ProflVLos~ .
The efficiency, or otherwise. ofthe dealingsection is ultimately reflected in, th~

profits that it gene.rates,to me bank. TherefOf.e•.ascertaintng the profit arising f. ro
foreign exchange dealings is a useful-exercise to be undertaken periodically. Thi
exercise also serves as 'a good control over the operations of the foreign exchange
department. . ... .'

As the purpose ..of ascertaining th~ profits of exchange dealing differs from thy
accounting requlremerits. the periodicity at.whlch they are ascertained need not
agree with tile accounting periods. Th~ profit of exchange dealings' may be computed
monthly, quarterly orhalf yearly, depending upon the needs of thebank concerned
and the infrastructure available. .

............

\



""" Mirror Account (Fo~USdollars)i •

,
·USDollar Rupee' . ,I_," . iDate Particulars Rate

Dr. Cr. Balance Dr. Cr. Balance
200x ,. USD USD USD Rs. Rs. Rs. Rs.

Jun30 To Balance bid
,

20,000 20',OOODr. 48.50 '9,70,000 9.70,OOODr.
Ju12 To FBP 151 of Delhi' branch 6,000 26,pOODr. 48.47 2,90,820 12,60,820Dr.

'5 By Bill under LC 141 of Mumbai 10,000 I6,OOODr. 48.68 4,86.800 7.74,020Dr.
6 By OD issued by Chennai ; 2,000 'I4,OOODr. 48.64 97,280 6,76.740Dr._' .
10 TOIT on Kochi 51000 I9,000Dr. 48.45 2,42,250 s, 18.990Dr.
14 To FBN of Tnvandrurn 10,000 29,OOODr. 48.55 4,85.500 I4,04.490Dr.
18 .By IT on New York . ~ 25,000 4,OOODr. 48.60 ' 12,15,000 1.89.490Dr

:1'0 riD ~'onKblk~tta: . : .:.~'., '. ', " ,25 8,000' 12,OOODr. 48.50 3.88,000 5,77,490Dr.
25 ByImport bill ,on Banga1or~ , 7,000 I 5,OOODr. 48.55 3.39,850 2,37.640Dr
31 To P '& L AI c·(Exchange profit) 5.360 2.43.000Dr
31 By Balance' c/d ,5.000 ... 48.60 2.43,000
, ,

' . ", ".' .,.

,Fig. 13,,2. Determination of EXChange Profit
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The main source or ascertaining the profits of the exchang~ dealing Is tile mirr?r
account maintained in respect of nostro accounts abroad. I'he rupee column in
lhe mtrr or account is fH\edin at the actual rates at which the purchase or sale is
made. The f\nal balance \n the account-is valued at.the interoank rate. If t.he account
shows a debit balance. It indicates an' overbought position. It is valued at the rate
at which the bank can dispose it of {n the market. t.e.. the market buying rate.
The balance in the account (rupee column) after valuing the.closing balance in the
above manner is the proftt/loss made in the dealing. The method of ascertaining
profits from the mirror account is illustrated in.Fig. 13.2.

The main source ofascertatning tile profits of the exchange dealing is the mirror
account matntalned in respect of nostno accounts abroad. The rupee column in
.the mirror account is filled in at the actual rates at which the purchase or sale is
made. The final balance in the account i~valued at the interbank rate. If the account
shows a debit balance it indtcates an-overbought position. It is valued at the rate
at which the bank can dispose it of in themarket, t.e .. the ma.rket buying rate.
The balance in the account (rupee column) after valuing the closing balance In the
above manner is the profit/loss made in the dealing. The method of ascertaining
profits from the.mtrror account Is iHustrated in Fig. 13.2.

The method described is an over-sirripltfted account of profit ascertainment The
nostro account Includes onlythose transactions for which deltveries have actually
taken place. The calculation of exchange profit should also include the forward deals
for which delivery has not yet taken place. In addition, the pipeline transactions
(transactions done at the branches. but notyetreported to the dealing room) should
also be considered. The forward transactions should be reduced to the spot rates
by eliminating U1eforward margin.
OR Returns

All fo-reTgnexchange transactions, i.e .. all purchases and sales. made by an
aLl thortsed dealer are reported to Reserve Bank in H. Returns. R Returns serve two
important purposes:

(i) They are the principal source for compilation. of the balance of payments
data of the country. They are utilised Ior preparing certain very valuable
data relating to the external trade and payments of the country.

(il) They serve as a means of post facto scrutiny In Reserve Bank to ensure
that authorised dealers have exercised correctly the powers delegated to them
under general or spectflc authority.

for the purpose of submtssion of R Returns offices and branches of authorised
dealers are classified into three categories:

Category A: Those maintaining independent foreign currency accounts in their
own names, .

Category B: Those not matntaintng independent foreign currency accounts but
having powers of operating on accounts malntalned by Category A.

Category C: All others. They handle foreign exchange transactions through
Category A or 8.' . .. ..' . • .

R Returns are required to be submitted by branches/offices falling under Category
A or 8.

R Returns should be submitted twice a month, at close of business as on the
. 15th and Ihe last day of the month. If theconcerned day is a holiday. the return
should De submitted as at close of business on the preceding working day. The
returns should be sent as to reach Reserve Bank within seven days from the close
of reporting period. . ..... ..

For each currency there are two R Returns=-R Return (Nostro) and R Return
(Vostro l, .

Each R Return contains details of purchase and sales of the currency under
specific classtflcauon. Manyof me documents/statements to be submitted to Reserve
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Bank are submitted as annexures to the. R Return. Some of the Important
documents/statements accompanying R Return are:

(i) • Remittance from Al and A2togetherwith enclosures.
(U) R Supplementary Return along with duplicates of GRIPP forms.
(iii) Supplementary statement of purchases of foreign exchange and debits to

non-resident bank accounts (other than exports) of equivalent of USD
50,000 and above. . .'

(it)) Exchange control copies of import ltcences which have been fully uullsed/
expired. . . .

(u) Fully.utilised exchange permits of Reserve Bank.

13.:3.,FOREX RISKMANAGEMENT
.: The Dealing Room is rightly identified as a profit centre for a bank. In these
days of reducing spread betweeri·the lending and borrowing rates, banks have to
look to other sources to improve thetr.bottom lines. Foreign exchange Is one area
where the potential is vast. The progressive liberalisation being introduced in the
Indian foreign exchange market has tmprovedthe .scopefordealers to show their .
skills and earn for their banks. But ..atthe Same time. it.may not be forgotten that
any scope for profits is associated with the risks of losing. It is more so in the
case of foreign exchange dealing where the vagaries of U1emarket can play havoc.
Unbridled enthusiasm has to be monitored so that the bankdoes not expose itself
to unduly huge risks.
Risk in Forex Dealing _

The following are the major rtsks in foreign exchange dealings:
(a) Open Posltion Risk;-
(b) Cash Balance Risk,
(e) Maturity Mismatches Risk.
(d) Credit Risk,
(e) Country rusk ..
(j) Overtrading Risk,
(g) Fraud Risk, and
(h) Operational Risks

1. Open Position Risk
The openposition risk or the positionrisk refers to U1e risk of change in exchange

rates affecting the overbought or oversold position in foreign currency held by a
bank. Hence, this can also be called the rate risk. The rtsk can be avoided by
keeping the position in foreign exchange square. The open position in a foreign
currency becomes inevitable for the following reasons:

(a) The dealing room may not obtain reports of all purchases of Ioreign
currencies made by branches-on the same day. Each bank has few dealing
rooms mainly in metropolitan centres. The dealings with Lhecustomers
are executed by the branches of the bank spread over the entire country ..
The branches are required to inform to the dealing room concerned
immedrately over telecomrnunlcatlon whenever a purchase or sale exceeding
a limit, say equivalent of usn l,OOa·takes place. Deals for smaller values
will be tafen into account by the dealtng room when the reports are received
through mail on a later date. Under this system. imbalance may arise
because:
(i) Smaller purchases and sales are not taken into account.
(U) When ,commullication system fails. even larger deals may also not be

reported immediately; and .. . .
(iii) There maybe wrong reporung or failure to report by branches.
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(b) The imbalance may be because the bank is not able to carry out the cover
operation in the interbank market. This may be due to fact that counter
party for the tenor and volume as required by the bank may not be available .

. Moreover. operations 111 the interbank are done in round sums. which
necessarily leaves odd amounts in U1eexchange position uncovered.

(e) Sometimes the imbalance is deliberate. The dealer may foresee that the
foreign currency concerned may strengthen. In that case. he would try to
keep <J!1 overbought position: when the currency strengthens he can' sell at
a profltable rate. Conversely. when the expectation is that the foreign
currency will weaken. he will acquire an oversold position; he can acquire
the currency later at a cheaper rate and thus make a profit.

There is, however; a limit up to which the bank can keep 'open' position. If the
bank keeps a large open position and its expectation about the movement of the
currency falls. the result would be disastrous.
Internal Control The apprectatton of the various rtsks involved in exchange

dcaltngs has led to adoption of certain controls by the banks. Each bank fixes a
'day-light limU' or 'tntra-dai; limit' [or each currency. This Is the limit up to which
the dealer can deal himself without reference to higher authorities. For instance. a
bank may fix the daylight limit for US dollar as USD 5 million. That means the
dealer can purchase and sell dollars so long as the balance outstanding at any time
during the day is not exceeding USD 5 million. In addition. the bank also flxes an
'overnight limit', i.e .. the extent to which the currency position can be kept open
at the end of the day. Normally. the overnight l1rrHtwould be much less than the
daylight limit. While the daylight ltrnttensures that the bank does not acquire very
~e pcsiuon in.the currency which It.rnayflnd it difficult to cover in the market ..
the overnight position putsa ceiling 0[1 pTeexchange rtsk to the bank. Apart from
the abovetlmlts all individual-currencies. the bank would also place a'aggregate
limit on the foreign exchange posttton [or all the currencies put together. Thtswould
be smaller than the total.of individual overnight limit for each currency.
. Cut Loss Limit .Thfs limit is .fix:e~to restrtct loss due to adverse movement
in the exchange rates, The cut loss lunttfor dollar may be flxed at 5 parse. Suppose
the dealer holds overbought position. of USD 1 million at a cost of Rs. 48.86 per
dollar, If the market rate, for dollar moves down to less than Rs. 48.81. he should'
immediately square his posiuon so that the loss can be restricted to 5 paise per
dollar or Rs. 50.000. Otherwise, the continuous decline in dollar rate would result
In larger losses. The ltmtt may be flxed withreference to the absolute amoupt of
loss. In that case. if the exposure is higherin value. the per. dollar difference may
be reduced. to see that the absolute 10S815 not.exceedtng, say, Rs. 50.000.

Exchange Control Regulation The Exchange Control Manual stipulates that
the authorised dealers should fix cpen.posittcnItmtts in each currency in accordance
with the guldeltnes issued by Reserve Bank. Before laying down such limits,
authorised dealers should .get them approved by Reserve Bank. Net overrught position
In the rupee should not exceed the ltrnlt laId· down by Reserve Bank from time to
lime: According to the gul,delines, the banks. should maintain on an on ..going basis
Tier I capital (t.e .. paid-Up capital ..statutory reserves and other disclosed. free
reserves at 5% of. the open postttonItmtt approved by Reserve Bank. Further, in
general. overallopen ,position ltrnit should have a reasonable relation to the capital
of the bank,
2. Cash Balance Risk

Cash balance refers to actual balances maintained in the nostro accounts at the
end of each day. Balances in nostro accounts do not earn interest; while any overdraft
involves payment of interest. The endeavour should, therefore, be ~ keep the
mh11mW11 required balance in the nostro accounts. However. perfection on this count ...1
ts not possible. Depending upon the requirement for a single currency more than
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'one nostro account 'may be maintafried. 'Each of these accounts is operated by a
large number ofbranches. Communication delays from branches to the dealer or
from U-Leforeignbank to the dealer may result in distortions, The banks endeavour
to obtain the statement of accounts, from foreign banks on a dally basis through
telecommunication and monitor closely the balances in nostro accounts,
Reconciliation of balances of nostro accounts almost 011 a continue-us basis also
helps in this regard,

Exchange Control Regulation The Exchange Control permlts authorised dealers
to maintain, with overseas correspondents, upto levels approved by the top
mangement. They are free to manage the surplus in these accounts through overnight
placements/investments with overseas branches and corr esondents subject to
adherence to the gap limits approved by Reserve Bank,
Authorised dealers are required to regularly reconcile the balances in nostro

accounts, No entry above USD 10,000 each should remain unreconciled beyond
six months.
3. Maturity Mismatches Risk

This risk arises on account of the maturity period of purchase and sale contracts
in a foreign currency not coinciding or matching. The oash flows from purchases

, and sales mismatch therebyleaving a gap at the end of each period. Therefore. this
risk is also known as liquidity risk or gap risk.

Mismatches in position may arise out of the following reasons:
(i) Under forward contracts. the customers may exercise their option on any

day during the month which may.not match with.the OptiC1.1under U1ecover
contract with the market with maturity towards the month end.

(U) .Non-availability ofmatchtng forward cover-in-the market for thevolume-end
maturity desired.

(iii) Small value of merchant contracts may not aggregate to the round sums
for which cover contracts are available, '

(iu) In the interbank contracts. the buyer bank may pick up the contract all
any day during the option period. , "

(u) Mismatch may deliberately created to mlntmiseswap costs or to take
advantage of changes in interest dlfferentlal or the large swings in the
demand for spot and near forward currencies.

The mismatch can be corrected by undertaking a suitable swap. The risk Involved
is that the cost of swap may turn out to be higher than that provided [or.

Internal Control At monthlyIntervals the purchases and sales are aggregated
maturity-Wise and the net balance arrived at.The followinggap limits are prescribed:

(a) Amonthly gap limit for each currency. This Is called the individual gap limit.
(b) 1\ cumulative gap ltmtt.for all matunties for each currency which would be

less than the total of monthly gap limits. "
(c) Cumulative gap limit forall currencies put together which would De less

than the total of cumulative gap limH for all currencies. '
1't1aturfty Liinit Apart from the above:' the bank may also fix the maximum ..

'period upto which forward covercan be offered to the customer. This depends upon
the maximum maturity for which cover will.be available In the market.

Exchange Ccontrol Regulat,ions It Issnpulated that the authorised dealers
should. as far as possible; avotdoutnght forward or swap transactions which result
in maturity mismatches which are in excessof their aggregate gap' limit. (Aggregate
gap limit is defined as the sum total of the gaps in, each currency arrived at by
adding gaps in each month ignoring the pJ~s or minus sign, In other words. it is
the gross gap for all the monthsput together; 'In the cumulative gap limit mentroned
above. monthly gaps are added considering ,the plus and minus Signs. It is the net
gap cumulatively for all months.) . ',." ,



· ----------~-~----~--, .
\

EXCHANGE DEALINGS 157

4. Credit Risk
Credit risk is the risk of failure of the counterparty to the contract. Credit risk

is classified into (a) contract risk, and (b) clean risk.
Contract Risk arises when the failure of the counterparty is known to 'the bank

before, It execu tes its part of the contract. Here the bank also refrains from the
contract. The loss to the bank Is the loss arising out of exchange rate difference
that may arise when the bank has to.cover the gap arising from failure of the
contrac t. '

CleanRisk Arises when the bank has executed the contract..but the counter-
party does not. The loss to the bank in this case is not only the exchange difference,
-but tile entire amount already deployed. This arises. because. due to time zone
differences between different centres ..one currency is paid before the other is
received. "

Internal Control The risk Is controlled by fixing counterparty limits, both for
banks.and merchant customers. Limits are fixed onthe aggregate outstanding
commitments and separatelyfor the amountof funds to be settled on a single day.
S.Country Risk

Also known as 'sovereign risk' or 't.ransfer risk', country risk relates to the ability
and willingness of a country to service its exter nalItabtltties. It refers to the
possibility that the government as well other borrowers of a particular country may
be unable to fulfil their obligations under foreign exchange transactions due to
reasons which (Ire beyond the usual credit rtsks. For example, an importer might
helvepaid for the import. but due to moratorium Imposed by the government. the
amount may nOfbe rep-alflated: C c·· -c,

Internal Control The.country risk analysis is made by t~king into account
the socio-economrc and political situation of.the country and a limit for exposure
for that country is fixed.
6. Overtrading Risk

A bank runs the risk of overtrading tf the volume of transactions indulged by it
is beyond Its administrative and financlal capactty In the anxiety to earn large
profits. the dealer or the bank may take up large deals, which a normal prudent
bank would have avoided. The deals may take speculative tendencies leading to huge
losses, Viewed from another angle. other operators in the market would find that
the counter-party ltrntt for the bank is exceeded and quote. further transactions at
higher premiums. Expenses may increase at.a.faster rate.than theearntngs, There
is. therefore, a need to restrict the dealings to prl.1.d'erlllimits: C •

Internal Control The tendency to overtrading is controlled by fixing the
following limits: ..

(a) A limit on the total value of all outstanding forward contracts; and
(b) A limit on the daily transaction value.for all currencies together (turnover

lJmiL).· .

7.Fraud Risk
Frauds may be indulgecl in by the dealers or by other operational staff for personal

gains or to conceal a gem.tine mistake committed earlier. Frauds may take the form
of dealing for one's own benefit withoutputting them through the bank ;accounts',
uf\de.rta\<;\ng unnecessary deals to pass on brokerage for a kick bac~. snartng
benefits by q~lOting unduly better rates .to some banks and cusjomer s. etc. The
losses from such fraudulent deals can be substantial.

Tnternal control; It Is imperative that dealers-be well supervised, honest and
well trained. Proper selection and proper traming therefore play an important role.
The following procedural measures aretaken (0 avoid frauds:
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(a) Separation of dealing from back-up and accounting functions,
(b) On-going auditing.' rrionttortng of positions, etc .. to ensure compliance with

procedures, .
(e) Regular follow-up of deal slips and contract confirmations,
(d) Regular reconciliation of nostro balances and prompt follow-up of

unreconciled items. .
(e) Scrutiny of branch reports and pipe-line transactions .
. (j) Maintenance of up-to-date records of currency position, exchange position

and counterparty registers, etc,.
8. Operational Risks
These risks include inadvertent mistakes in the rates. amounts and

counterparties.of deals, misdirection of funds, etc. The reasons may be human
, errors or administrative inadequacies. The deals are done over telecornmuntcauon
and mistakes may be found only when the written confirmations 'arc received later.
But reversing such mistakes may Involve exchange rate and interest IossesIor U1.e
bank. If nostro reconciliation .Is.notproper. the mistakes may remain. undetected
for long periods. By the time they are found out. the relevant records may.not be
available any more. .. .'.' . .. .. .
.Internal control. The internal control iheasures are same as that for preventing

frauds. . .. . .. .oMeasure of Value at Risk (VAR)
One aspect of exposure to volatile assets like foreign exchange, .shares .aoo

derivatives is the total outlay of funds required. The other and more important
aspect is the losses Ilkely-arise due to volatality in prices, For instance, if a bank
has an open position of usn 1 million acquired at an average cost of Rs.43 per
dollar, the total funds outlay would be Rs.,43 crores. Supposing the exchange rate
is likely to vary by 50 paise perdollar, the-value at risk isRs',.50 lakhs. It means

I that the loss likely to arise to the bank for holding dollar balance of usn 1million
is Rs. 50 lakhs. , ' .. . ., '

The loss that is likely to arise due to holding of a volatile asset is known as the
value at risk. The likely change in 'prices ate calculated statistically. based on the
trend observed in the past. FEDAI has come.out With qVARmodel in respect of
foreign exchange exposure for use by its member banks. The salient features of
the model are as follows: . ' , ..•

1. A 'data base was built by initially from 8th June) 995 to 28th June 1996
as regards 1month. 3 months and (3 months forward rates.

2. Using Lotus spread sheet. overnight variations in .swap rates were worked
for 1month, 3 months and 6 months. ' ..

3. Standard deviation of overnight variations in .swap rates was calculated.
In other words, variation in swaprates in paise terms for every dollar was
calculated. This is the volanlity for' the relevant periods,

4. The resultant.flgure was multiplied by 2 to achtleve 95% level of confidence. _
Since we reckon only lossesvstattsttcally this effectively gives 97.5% level
of confidence. This means that there Is only 2.5~o'chance of actual losses
exceeding the VAR arrived at.": .." .. ,

5, Using the above parameters, FEDAI calculated VAR at Rs.IO.39lakhs per
usn 1 million. The caculatlonsare updated every day and communicated
to banks. Banks are to mlultiply each day's aggregate gap by the figures
furnished by F'EDAI.

"
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ANNEXURE 13.1

RBI'S GUIDELINES FOR INTERNAL CONTROL OVER
FOREIGN EXCHANGE,E3USINESS OF THE BANKS

ORGANISATION OF THE DEALING DEPARTMENT

'.

General
Foreign exchange dealing is a hlghly.specialtsed function and has to be. performed

, by well-trained personnel. Typically, a Dealing Department should consist of dealers,
and back office staff who are responsible for the follow-up ofthe deals made by
the dealers, The need for effective control Over the dealing operations is of great I
importance as possibilities exist for manipulation of exchange rates, dealing/'
posttlon, mismatches etc. '",' ,
Segregation

The supreme principle of operational procedures in the area of trading activities
is the clear functional separation of Dealing; .Bank.Offtce (Processing and Control),
Accounting and Reconclllation, ; , I

In respect of banks which trade actively and offer the whole range of derivative
products dealing activities may be segregated as under:

(1) Front Office DeahngRocrn
(2) Mid-Office Risk Management: Accounting Policies and

Mzmagement.I nforrnationSystem
Settlement. Reconciliation, Accounting.
'\ --_

(3) Back Office
Selection and Trading of Dealers, ' ,

Heavy responstbtlltyrests upon the ..-dealers as the manner of handling the Inter
bank foreign exchange business of the bank can make all the difference to the bank
and Its customers. Adequate care therefore needs to be exercised while selecting
and grooming the dealers. Managements should provide opportunities to the dealing
room staff to get continuously updated on: global 'market trends in forex and
derivatives trading and'rtsk control. , ,', "

Whlle drafting personnel from other banks or organisations as .dealers their
antecedents should be carefully verified from the standpoint of integrity.

,"
Electronle Data ProceSSing (EDP)

The data precessing systems used.must be.appropriate to the nature and volume
of activities and programmed to ensure functional separation. Access rules for
performing distinct functions should be deflned Jn detail and drawn up 'by persons
unconnected wiLh the dealing activity,,' ,

Where data Is recorded direct in an EDP system, it must be ensured that dealers
are enabled to enter transactions solely through identification. The trading date,
time and and transaction sertal number must be entered automatically by the system
which must 'be Impossible for the dealer to alter. If the dealer deviates from the
speciflecl norms when entering transaction data, this must be approved in each
case by an otttctat not connected wtththe dealing office, Deals concluded after the
back office has closed recording for the day (late deals 1 are to be marked as such
and included In that day's position, A late deal slip must be passed immediately
to an offlcla' unconnected with the dealer. ', i I

1 Source: RBI
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Duties of the Dealers
The dealer has to operate in the interbank market according to the guidelines

laid down by the Management. Ideally, deal~rs,rnay confer before work s tar ts , on
the trend in the overnight market In the light of the 'newsbag' and the bank's own
business and arrive at tentative conelustori valid for the day, It is essential that
efficient communication channels be provided [or dealers to facilitate consultations
with designated authoriUes.
Dealing Procedure

The dealers should have no accounting work of any kind to perform, as they
should at all times concentrateonthe market by maintaining contact with other
banks, brokers, as well as banks abroad. Deals struck should be recorded on
printed 'Deal Slips'. The deal slips should indicate the name of the broker (if any),
and the counter party bank, currency, amount, lime, rate and due date, under
authentication of the dealer. The deal slips should be passed on wtthout delay to
the back office for further processing. Banks are free to devise the format of the
slips. In an automated system, separate deal slips are not required.
Voice Recording

Experience has shown that recourseto taped conversation proves invaluable to
the speedy resolution of differences. It is, therefore. desirable to introduce voice
recorders in the dealing rooms. The types may be preserved for at least two months
and where a dispute has been raised. until the issue is resolved, Access to ll~!:_
equipment and tapes should be subject to strict control.

I
Rotation of Dealers·· _._ ---

Dealers should not be kept for too. longon dealing. duties, a period of Ilve to
seven years being considered reasonable [or effecting a change. Further; a system
of an annual compulsory two-week (orlonger) break should be introduced so that
no dealer remains at thejobcontlnucusly
Code of Conduct

Dealers should furnish an undertaking to conform to the Code of Conduct
prescribed by FEDAI. ..

Accounting Department
The AccountingDepartment should ensure the following: . .
(a) Confirmation of contracts Is obtained for all deals from counter party bank

and duly verified Jor correctness and in no case. the dealers sign the
confirmation. (In regard to Cash/Torn/Spot contracts, confirmation may not
be insisted upon. if the amounts thereof have been received in the nostro
accounts)

(b) Discrepancies noticed are .rectified on the same day.
(c) In respect of computer generated deal confirmation slips, which arc not

signed. banks issuin,g such confirmation execute an stamped agreement In
favour of the counterparty banks assuming' responsibilities [or errors/
omissions.· ,

(d) The evaluation of foreign exchange pzoflts and losses are undertaken at the
end of each month notwithstandrng the pracuce of passing accounting
entries at quarterly, or longer rests. .

(e) A statement of true currency post tlonis submitted to the Managemen t after
reckoning the effect of all transactions in the pipeline on the last Friday of
each month. .

(f) THe Position and Funds Regist~rs are continually updated on the basis of
deal slips and the report of businessflowtng in from the branches, to assist

f .' ' .. , .
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the efficient transmission of information to the dealing room and the
Management.

rgl Rate-Scan reports are preparedat least thrice a day (viz, at opening hours.
afternoon and closing hours) and deals at wide variance with the on-going
market rates are enquired-Into,

Profit budgeting
The bank should make a realistic assessment taking into account the cost of

infrastructure of the dealing room and-reckon it for the annual profit planning.

DEALINGTHROUGHEXCHANGEBROKERS

.Exchange Brokers-Prohibitions
Exchange brokers being intermediaries. areprohibitedfrom acting as principals

and maintaining position in foreign currencies. Banks should. therefore, refrain
from doing anything which may result In the broker takIng over the function of the
dealers, .

Deals through Br9ker-Confirmation
Broker's notes should be received promptly before the close ofbusiness on the

day on which the deals are concluded and exceptionally before the opening hours
of the succeeding day. These should be checked and reconciled the same d~y.
Nomination of Brokers

Nomination or brokers [or deals not done through their medium Is not permitted.
Broker's Panels _ .._-_

As a general rule. authorised dealers should not d iscr Irnina tc b~~~en recognised
broker's for business offered at competitive terms. Ideally. at least 5/6 brokers
should be em panelled and the panel should be revised periodically, taking into
account the nature and volume of business done through the brokers, their market
reputation. credit worthiness etc. .

Complaints
Any complaint from any source against.dealers must be promptly Investigated,
Sertous complaints alleging acceptarice by thedealers of gifts and other favours

(or any other gratification) should be put up toapproprlate authorities for necessary
action. All such cases should be reported to the Central Officeof ~he Exchange
Control Department and tile Department of Bankmg Operations and'Development
of the Reserve Bank of India. indicating the nature ofaction taken.
Payment 01Brokerag'e Claims '. , .

The Accounting Department should maintain a broker-Wise record showing
details of the exchange .dealing made by the dealers, The staff of the dealing
department should (lot have anythmgto do with the scrutiny, passing or payment
of brokerage claims. . . .

. .
Bfokerage Statements '.
A 'monthly statement showing broker-wise payments together with a statement

for the preceding twetvemontns should be PUlUP to the management. Changes in
the panel of brokers may also be indicated 11t the report. .. .

Malpr~ctlces by Bro!,tersl
.Complaints relating to malpractices by, brokers should be promptly brought to

the notice bf the Foreign,' Exchange Dealer's Assoetation ofIndta and the Exchange
Control Department of Reserve Bank of India ..Central Office.. ,

\
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RISK CONTROL AND RISK MANAGEMENT

Introduction
In the wake of the major relaxation in Exchange Control Regulations and the

freedom given ~Qauthorised dealers to offer new forex products, a fresh focus on
risks rather than on products seems appropriate. Greater emphasis, therefore, will
have to be laid on recognising and managmg.rtsk in its entirety rather than each
component thereof. ,
Requirements of the system

The risk control and risk management system must be designated in accordance
with 'the scale, complexity and risk content of-the trading activities being conducted
or envisaged.
Responsibilities of the Senior Management

Transactions in different hedging products (forward and derivatives) have to be
closely overseen by senior management. To begin with, the policies in this regard
should be clearly laid down and cOlltrolprocesses guiding the activities put in place.
The policies should detail the type and nature pf the activity authorised, articulate
the risk tolerance of the bank tbrougl:l comprehensive risk limits, and require regular
risk position and performance reportingwithih the following broad parameters
which should be subject to periodical review: : ...

(a) the business strategies on which 'trading in the individual product groups
.is based. ,I •

(b) the markets in whichtradingis allowed, -
(c) the nature, scope, legal framework and documentation of trading acttvtties,
(dl, the llst of counterparties with' whom trade may be:conducted,
.(e) .the procedures for measuring, analysing, monitoring and.managing the risk .
. (f) .ceilings for risk positions according to the type of:business or risk

organisational unitorportfolio, ' ,; . ...
(g) the procedure for reacting to (1) any overshooting of the limits and (11) the

extreme market developments, . ,'.... ' ....
. (h) the functions and responsibilities of individual members of staff and work

units, , ' . .
(1) internal accounting and external/internal reporting,
(j) staffing and techntcalequipment, .. j . ,~

(k) the internal control and monitoring system,
(1) the maintenance of confldentiallty in respect of trades. ,

I It is essential that there must be,a ~lt.ten aClrnowledgement. of these guidelines
from the members of the staff confirming that they have .noted the relevant
instruction applicable to.them. ' ;. . . . ... ..
'The hank should have an effective process of evaluation and review of the risks

Involved in various trading activities undertaken by the dealers -.in respect of all
hedging products. Some of these risks are discussed below:. . .. .
Cledit Risk ' . .. .. .
....Credit risk (pre-settlement and ~etqementli~ the risk: o,floss due to inability
o . unwtllmgness of the counterparty to meet. its obligaUon~.This risk. can be
effectivelymanaged through fudrig of counter panty'ltmns, appropriate measurement
of exposures. ongoing credit evaluation. and.rnonttortng, and following SOUI1d
operating procedures.' ' :. ' ..

(a) Pre-setttement Risk:
Pre-settlement Risk ts the risk of loss due to counterparty defaulting on a contract

during the life of a transaction. This' exposure is also referred.to as tile replacement

• I

'\..
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Icost. The level of this exposure varies.through thelue of the hedging product and'
is known with certainty onlyat the time of default. A key tool for effectivemanagement
of thls risk is the fixation of exposure. limits on counterparties.
(b) Settlement Risk

Settlement risk is the risk of loss a]lSingwhen abankperforms on its obligation
undera contract prior to the counterparty does so. This risk frequently arisen in
international transactions because oftlme zone difference. The failure to perform
maybe due to operational breakdown ..counterparty default or Iegal tmpedlments.
Banks should. therefore, monitor and'.control 'settlement risk very effectively.
~iquldlty Risk ..
Liquidity risk is the risk that a bank will be unable to meet its funding

requirements or execute a transactions at a reasonable price.
Market liquidity risk Is the risk of abank notbetng able to exit to offset p'osition

quickly at reasonable price. ..
Gap Risk/Interest Rate Risk

These are risks Owingto adverse movements in implied interest rate~ or actual
Interest rate differentials that arise through transactions tnvolvtngforeign currency
deposits, forward contracts, currency-swaps. forward rate agreements. forward
delta' equivalent of currency option trades. and through numerous other currency
and Interest rate derivatives. .
Legal Risk

In addttlon to the foregoing risks. there is legal risk which exists in allkindsof" .
social markets. It Is probably more so in foreign exchange and interest rates in__ \
their inherent volatUlty.It is. therefore. extremely important that banks as also to .
corporates dealing in .these products take such steps as would sufficiently protect
them from the legal standpoint. . .',.".( ",,:, .

The surest way to do so is to Insist on exchange of Internationally accepted master
Agreements between the parties to be supported ,by other relevant documentation.
Operational Risk ,

The data processing system used must be appropriate to the nature and volume
trading activities. Awritten contlngency plan has to ensure, among other things,
that in the event ofa breakdown of the equipment, back-upfacilitles can be deployed
at a short notice.
The Risk M~nagamentPrecess

Banks should have a comprehensive and accurate risk measurement procedure
covering both trading and' non-trading acuvtttes. This procedure should enable the
management to assess exposures on a consolidated basis. It should be easily
understood by the dealers back officestaff. senior management and the Board of
Directors. Such a procedure will assrsts in limiting and monitoring risk taking
activities at all levels.·.' .
Limiting Risks

Global limits should be set up for the bank's local interbank bustness as well
as Its transactions in the. overseas market. The limit system should be consistent
with the bank's overall, risk management process and the adequacy of its capital
to undertake such activities. At present. the open exchange position llmtr and the
Gap limits [or maturity mismatches fixed by each bank require approval of the
Reserve Bank. .

Management has to set an upper limit for. losses. bearing in mind the bank's
capital and earnings performance. Based on the risk control analysis and the upper
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limit for losses, a system of risk-curbing limits is to be set up which should be
related both to credit risks and to market price risks. Overall limits are to be set
and approved by the management for each category of risks. .

Appropriate value-at-risk models need to be developed for quanufying the extent
of market risk for a given level of confidence. For credit risk management. the
nominal exposures should be monitored on a real-time basts. However, [or
managing pre-settlement risk. the nominal.exposures need to be converted into
actual credit exposures by applying a suitable conversion factor. The banks may
for the sake of operational convenienee, use only asmall number of conversion
factors. each of a broad group to transactions. For settlement risk, the nominal
exposure is equal to actual credit risk. I

The bank should ensure thatevery dealer is advised promptly of the limit allocated
to hlrn. ':.. .

All deals done should be accounted for against the corresponding limits. All the
individual positions are to be aggregated into overall rrsk.posttlons at the closing
of business each day with a view to ensuring that the total so recorded does not
exceed the overnight limit authorised by the management/RBI.
IThe limits when exceeded should be promptly reported to appropriate senior
:rnanagement and got approved. In' the Indian context, plpeltne transaction and
loperations in foreign currency notes could significantly distort tile exchange position
given the large spread of branches. Sanks 'should. therefore; have an adequate
control system which significantly reduces such distortions. . '
Reporting

A timely, accurate and comprehensive management information system should
be in place. The monitoring and reporting should be undertaken by officials-who
are not directly concerned with the trading.actlvities. Exposures and profit and
loss statement should be submitted to the senior management. In times of volatile
market condtttons, such reports should be submitted more.frequently so that the
sen-lor.management is fully apprised of the level of activities and the risk involved.
Documentation and Record Keeping

Banks may enter into the following M~ster agreements With counterparty banks
and with clients for the products as defined' below:.· .
(a) Spot and Forward Foreign - International Foreign Exchange

.Exchange . Master Agreement (IFEMA)
(b) Foreign Exchange Options - International Currency Options Market

Agreement (lCOM)· .
(c) All other .mcluding - International Swap Dealers Association
. . Derlvauves Master Agreement (lSDA) .
Banks should also obtain board resolution from their corporate clients

specincally authorising their offiCials to deal and execute contract (including
derivatives). . . . ' ..

While the documents stated above areto be In force till altered by mutua! consent .
. banks should obtain speclflcconflrmatlon foreach transaction which shoulddetail
the terms of the contract such as amount, rate ..value dateetc, duly Signed by the 't.

authorised signatories. . . :; '. .
Bank should also establish processes (chekl1sts. tickler rues, etc) to ensure proper

documentatlon to support these transactions and to monitor and control receipt
of the documents. ,.
Preservation ot-Becords

Subject to the existing statutory r~h~ntion periods and provtslons, all business,
control and monitoring records for the-current year and at least for the past year
should be preserved.



r:XCHANGE DEXElNds
EVALUATION OF FOREIGN EXCHANGE,PROFITS AND LOSSES

Methods of Evaluation
The Union Standard Accounting Procedure for evaluation of profit/loss of foreign

exchange transactions drawn up by PEDAl and approved by the RBI should be
strictly adhered to and valuation undertaken at least at the end of each month and
on U1ebalance sheet date,

The evaluation should disclose the actual profit/loss under different heads such
as exchange trading. Interest income. commlssion/s etc.
RECONCILIATION OF NOSTRO BALANCES

.~,

'Importance of Reconciliation
Reconcillatlon of Nostro Account is an essential control function and is intended

to ensure that every transaction undertaken by the bank in its Nostro account has
been correctly executed ..

The basic records for reconciliation are the bank statement which should be
received at last weekly end, the Mirror account, Reconciliationmust be done choosing
the same date for Mirror. accoun ts and foreign. bank statement. -Actlcn OIl
unreconctled Items must be taken on an on·gomgbasts and any delay in. this regard
wlll render reconciliation more difficult. particularly, because the correspondent
banks/branches abroad .employ computerised accounting system and mtcro-fllmtng
procedure. Back references quite often also involve additional costs apart from
further avoidable delay. .

To minimise the number of unreccnctled items, it is the practice of banks to'
put through transaction in suspense accountsuch as E~ort bills purchased, Export
bills discounted. Drafts/Tr avellers cheques issued, Advance bills received. Inward
buts/drafts etc. As a.Iurther measure for stmpliflcation, some-banks have permitted
more branches to matntain independent Nostro account with different)
correspondent banks ..While it is advisable for banks with a large network to adopt
both measures. the management at.each officemaintaining Nostro account should
be required to exercise the requisite control over reconciliation and the suspense
account.

The records of reconciliation .mustbe .held under safe custody and preserved
for a sufflclently long period for reference.

It should be ensured that no set-off of debit and creditItems has been made/
any un reconciled item wrt tten otT or appropriated to profit and loss except in terms
of the authortsatlon In the Exchange.ControlManual or the prior approval of the
Control. . . . '. . .
Management Control. .,
.Amonthly report should be submitted by.Reconctltanon Department' indicating

the progress made in reconciliation of.Nostro.account balances highlighting special
features such as large unreconciled items. age-Wisegrouping of items etc.
MANAGEMENT OF RISKS ARISING INRUPEE: (VOSTRO) ACCOUNT

,.', . .
Control over Vostro account too covers various aspects, viz., funds flow into the

account, observance of disctpltne in credit lii1¢sextended to the correspondent bank,
concealed over-drafttand recovery of interest thereagainst), apart fro~ periodical
evaluation of credit risks; '. •

&nk should assess their credit r.isks periodically say, at least once in twelve
months vts-a-vts their corresponderitbanks whether or not they maintain Rupee
accounts. .' . . ,
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The credit risks arising form drawings on branches can be immeasurable unless
proper control is exercised over .the flow of the paid draft etc. to the Account
maintaining office from the drawee branches, Such risks can be minimised by
adoption of one .or more of the followingmeasures.

(1) Reduction in the number of branches on.whom drafts etc. can be drawn.
(ii) Imposition of suitable limits for drawing or for aggregateduring a day.
(iii) Securing draft etc. Issused advlces from the correspondent. ,
(tv) Decentralisation of Vostro account by opening subsidiary or independent

accounts at other important offices,
(v) Arrangements for advice over telex/telephone of large payments by paying

branches.
(vi) Prompt value-dating.

Special Aspects for Vostro Account M(:mitoring
The Exchange Control regulations require close monitoring of funds flow in

Vostro account with a view to averting hot money flows on the one hand and
speculative dealing in the Rupee on the other. Apart from this, the accounts should
be monitored for quickly identifying sudden changes in volume of operations,
changes in the nature of operations, etc. So that discreet enquiries can be made
about the causes for the changes. Any unusually large operations (whether credits
or debits) in mactive orthe less acttve Vostro account should be promptly looked
into to ensure that they are genuine operations.
Con1irmation of Balances

It is an essential feature of customer. service to the overseas banks maintaining
Vostro account to send out-certificates of balance and obtain confirmation thereof
perlcdlcally It should be ensured that the confirmation duly signed by the authorised
signatory of the bank are received in time and are kept on record.
CONTROL OVER MISCELLANEOUS'ASPECTS OF DEALINGOPERATIONS

Dealing Hours
The dealing hours will ordinarily be the recognised working hours of the bank

at the respective centres. But if dealers are required to work longer hours it is
essential that the Managements lay down the extended working hours.
Substitution of Names of Banks In Interbank Contracts, '

Substitution' of one bank by another in interbank contracts by brokers is not a
recognised practice as broker operate on, the specific instructions of the dealers
and not vice versa. Substitution is thereforeiprohtbtted., '
Auditing

Internal Audit •
The nature and scope of internal audit varies widely between .banks. However, '

its work will generally be designed-to ensure-that established.procedure are adhered
to and are operating effectively.Thus, an important part of its work will be to review
the adequacy and timeliness ofI<eymanagement reports, such as those relating to
limit excesses, and maturity periods. andto ensure that appropriate action is
initiated in response to this tnformatson. Other tasks of the internal audit
department will include statutory and regulatory compliance reviews. data processing
control reviews and bank office efficiency.reviews. For the internal audit function
to be beneflctal. it ts essential that its reports are submitted promptly to Senior
management. ..

",
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The officers drafted for audit should have the requisite expertise, knowledge and
experlence. .
system Audit

Special audit of .the Dealing Room and the system in operation should be
conducted at least once in a year. Typically,the areas tested during this audit should
include the following . . . .,. ,. .•..

OJ Dealing-room procedure to ensure .that all deals .executed are promptly
captured by the accounting system. ..

(ii) Reconciliation of foreign exchange postttons between the dealers record and
the accounting system. .

(i iI) Reviewof incoming deal confirmations.
(tv) FUll scrutiny of sample deals; .
Compliance with the minimum requirements is to be checked at .Irregular,

appropriate intervals by the auditors; the main audit areas listed below should
be subjected to a risk-oriented audit once a year:

(l) limit system .
(il) deterrntnation and reconciliation of positions and results
(iii) changes in the EDP systems ..
(tv) completeness. correctness and timeliness of the internal reporting system.
(v) functional separation ,,'.
(vu degree to whtch'transactions are in the line with market conditions.
(vtt) confirmations and counter-conftrrnattons:



14 Futures and Options

MAAT fro.m the tra d..1.t..1..0.ns aI r. 0...•...1.c.·.·. of buying and Selling.foreign currencies onpot and forward basis, foreign exchange markets offer also other
strumentsltke options..futures and swaps. Alongwith forward contracts.

these .new instruments arecalledjinancial derivatives as their value is derived
from the value of some other underlying financial contract or asset. Of these .new
instruments. currency futures and options are designed basically to afford protecuon
froin exchange risk. The salient features of these two instruments are discussed
in this chapter, Swaps and interest rate futures are used for protection against
interest rate risk. They are discussed-in a subsequent chapter. '

14.1. CURRENCY FUTURES
A futures contract is a form of forward contract in that it conveys the right to

purchase or sell a specified quantity ofa foreign currency at a fixed exchange rate
on a specified future date. Whereas in a forward contract the quantum of foreign
currency and the due date are determined by the customer, In a futures contract
these are standardised. While forward contract can be entered into by a person
with any bank at any place, the futures' contract can be entered 1nto only with the
flnanclal futures exchanges. Thus, a futures contract may be defined as an
agreement entered into with triespectfiea futures exchange to buy or sell a
standard amount cf'foretqti.currencij at a specified price for delivery on a specified
future date. " .-
o Features
, 'I The salient features of a futures contract. which also distinguish it from forward
contract. are as follows: " " ' , '
, Futures Exchanges A forward contract can be entered into with any bank,

land hence termed an over-the-counter product. A futures contact' can be traded only
on a recognised futures exchange. There areover 50 futures 'exchanges spread over
I the world. The Important among-them are the International Monetary Market (IMM)
- part of Chicago Mercantile Exchange, an? London' Intematfonal Financial Futures
Exchange (LIFFE).Futures trading began at I~M of ChicagoBoard of Trade in 1972,
which continues to be the leading futures market of the world. '

Size Of Contract The size of the transaction is standardised. For instance, at
LIFFE, the contract in sterling can be only in multiples orGSP 62,500 and that in
Deutsche mark in multiples of DEM 125,000. Snntlarly, at Chicago Mercantile
Exchange, the standard slze of a futures contractIs GBP'62,500, (Canadian dollar)
CAD100,000, DE'M 125,000, FRF 2,50,000, JPY 12.,5000.000 and so onThese
figures represent thevalue of one futures. In all futures contracts, the stated currency
is the foreign currency.that is being bought or sold against US dollar.

Deliuery Dates The due dates of the contracts fall on a specified day in specified
months in a year. generally on quarterly basts. For Instance at Chicago exchange,
the specified months are March, June, Sep~ember and December and the delivery
date is third Wednesday of the respective month. The month during which a contract
expires is referred to as the spot month. All trading stop two business days prior
to the delivery date to enable the participants deliver the currencies, as in the case
of spot market. '
Price Mouement$ The price for the futures is quoted as-so many units 0[' US

dollar per unit of foreign currency. The value of the futures will be the price per
unit of foreign currency multiplied by the size of the contract. For instance. the

,.,
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Mark futures may be bought at a price of USD 0.58. Since the standard size of
marks futures is OEM 125.000. its value is USD 0.58 x 125.000 = USD 72,500.

The exchange may Itx the minimum size of price rnovements, called tick. For
instance. the tick maybe USD 0.0001 for Mark. which amounts to a tick value of
USD 12.50 per contract of DEM 125.000. The exchange may als,? fix the ma.xiI?lUTI
intra-day movements of.the price. If the price varies beyond the limit prescribed.
as compared to the closing price of the previous day. the trading may be suspended
to assess the situation. 'The exchangemay permit further trading after the margin
accounts are properly adjusted.

Trading by Members Buyers or sellers of futures contracts place orders with
exchange brokers or exchange members. These order:s are communicated to the

" 'floor of the futures exchange. The price for a given number of contracts will be
negotiated by open outcry in the tracling pit. Thedeal is struck when someone iSI

willing to buy and some other is wtllh)g to sell at the agreed price. The price keeps!
. changing depending upon the demand and supply. For each contract. there is onel
person who buys the futures (or takes a long posttton) and another who sells (or
takes a short postuon), The number of outstanding two-sided contracts at any given
time gives the open interest. ,. '

Dealing with Clearing House Although twomembers conclude a deal betweery
themselves. one buying and the other selling, the clearing house of the futures
exchange is interposed between the deals and both the deals are with tile clearing
house only. Thus the member who buys the futures has to accept delivery from the
clearing house and the member who sells has to deliver the foreign exchange to the
clearing house. This arrangement safeguards the interests of the members against
the failure of the counterpart)'. , ,

Margins As stated above. the clearing house assumes the counterparty risk
hi t~1efutures contract.Jn order to.ensure theirllquidity and thereby safety for the
clearing house, the members are required to keep with the clearing house margin
rangfng from 2.5% to 10%of the contracts outstanding in their names, in the form
of cash. treasury bills or letters ot.credit. The margin that is required to be deposited
at the time of entertnginto the contract-is the initialmargin. Another level of'margtn,
lesser than the tnttial margin. Is also.prescribed which is known as the maintenance
margln. Themargtn money will be adjusted (t,e. balance reduced or Increased)
with the change in the current valueof futures. If the margin money-Is reduced
below the maintenance level. the member i~expected to bring in addlttonal amount
and restore the margin at least to the Intttal.Ievel, '

Marking to Market, As noted above, although the contracts are to Q.e delivered.
on the due date, the value of each outstandingcontractus determined every day by
reference to the closing quotation and, any excess or shortage is adjusted In the
margin account of the concerned member, This process ofrevaluing tPe contract
based on the ruling price for futures-is known ~s,marking to market. By marking
the contract to market and adjusting the margin money accounts, the dearing house
ensures the. continued ltquidity of the members and minimise for Itself'. the
counterparty risk. "

EXAMPLE. For a futures contract in Canadian dollar, the initial margtn arid
~ maintenance margin prescribed by the exchange are t]SD 4.000 and USD 3.:000

respectively. Acontract is concluded at a price of USD,O.75. The settlement price
in the exchange at the end of four subsequent days are as follows: ", ,

Day 1 . USb 0.745
Day 2 USD 0.730
Day 3 USD0.740
Day 4 USD 0.755

At the end of each day. the margin accounts of both the buye~ and the seller
will be adjusted based on the settlement price for the day. Where the margin goes
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below the maintenance level, the buyer/seller.will be requiredtoreimburse to bring
the balance to the initial level. If the margin is more than the.initial level, the member
[concerned is free to withdrawthe.excess r The.adjustments to be made in U1emargin
imoney. of buyer and seller Is tabulated below: .
I .Opening Price: .USD0.750 . Contract Value: USD 75,000

Particulars ,Pay 1
USD

0.740 0.755
74,000 75,500

Margin Money Account oj Buyer:
1. ·Openlngbalance
2. 'Amount-adjusted for change in

.value ofcontract
3. Adjusted balance
4.' Amount deposited/withdrawn
Closing Balance
Margin Money Account oj SeUer:
1. Opening balance
2. Amount adjusted for change in

value of contract " 500 1.500 -1.000 -1,500
3. Adlust.~d balance ._...... 4,500 5,500 3.000 1,500
4. Amount deposited/withdrawn -500 -1.500 2.500
Closlng-Batance 4~0(J0 4.000 3.000 - 4.000

The buyer of futures contract gains by an Increase In the value of the contract.
His margin accountIs increased by thts value. Correspondingly, the seller loses
and his margin account is reduced by the value. This Is only a notional' gain/loss
because the contract has to be settled at the ruling price for the contract. The gain!
loss on the margin accountwill be compensated by the loss/gain in the value of the
contract. This Is .explamed.tn the nextparagraph. .

On the date of settlement. the buyer pays the price for the contract at the ruling
rate for the fututes which wtll be same as the spot rate. In our example, if the
spot rate for Canadian dollar on settlement date Is USD n.BO, he would pay USD
80,000 and take delivery of CAD 100,000. It may appear that he has paid USD
5,000 higher than contracted price. But the fact is that. over the period of existence
of the contract, lithe amounts deposited and withdrawn from the margin account
on various. dates due to marking to market are reckoned, It will be seen that there
Is a net surplus of USD 5,000 inthe margin account. which will be paid by the
clearlng'house to the buyer. Thus the net price amounts to ·the same as the contract
price. However. the cash flows in the form of margin moneys withdrawn and
deposited on different dates involve interest element. To the extent the Interest was
a net receipt or payment will add to or reduce the cost of hedging with futures. -
Liquidity One salient feature of futures that commends it as an hedging

instrument Is its Itquldlty The buyer' of the future need not hold it tIll maturity.
On any intermediary date he can sell to another and wind up his position with the
exchange. Similarly a seller can enter into a purchase deal before the due date and
square 'his position. In fact It is for this reason that futures. is sometimes described
as a bet on the future price of the currency,' .rather than an obnganon to buy the
currency. Most of the futures contracts are. not delivered on the due da.te, but
extinguished by counterdeals. As the delivery date approaches. the open interest
(number of outstanding two-sided contracts) falls steeply. .

Settlement Price
Contract Value

.0.745
74.500

.4..000

..,500
3,500

3..500

4.000

Day 2
USD
0.730
73.000

3.500

-1.500
2.000
2,000
4,00.0

4.000

Day 3 Day 4
USD USD

4.000 4.000

1.000
5.000
-1.000
4.000

1.500
5.500
-1.500
4.000

4.000 3.000

.(.
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Delillery If the contract is held up to the due 'date. 'itwill be settled by exchange
of currencies. .

o Futures in India
The current exchange control regulations do not permit futures trading in

currencies in India, '

, ,
, .. f.

14.2. OPTIONS
An option confers on the buyer the eligibility to buy or sell a sum of foreign

currency at a pre-determined rate on a future date. without investing him with an
obligation to do so. On the due date. the buyer of the option may 'elect to buy/sell

. " as per his entitlement or he may choose tolet it go unused. Either of the decision
is binding on the seller. who has no such discretion.

Essentially, an option contract serves the stmllar purpose as a forward exchange
contract. utz .. to Ilrrn up the future payment/recetptm a foreign currency with regard
to exchange rate In terms of the localcurrency The difference between the forward
contract and the optton contract is that. underthe forward contract; the customer
Is expected to deliver/receive the foreign exchange on the due date at the forward
rate irrespective of the spot rate prevailing. Under an option con.tract. on the due
date. the customer can 'make a reassessment of the situation and seek either
execution of the contract OF Its non-execution as may be advantageous to him.
o Features of Option Contracts

Parties There are two parties to an option contract - the option buyer and
.the option seller. Option buyer is the holder of the right under the contract either
to buy or sell one specific currency agamstanother specific currency. Normally it
would-be-the exporter or-importer or the corporate-treasurer who would be buying
the option from the option seller, Option seller. also known as, the writer oj the
option. is the one who makes the rlght'aVailableto the buyer. He should deliver or
accept delivery of the currency concerned when-the right is exercised by the option
buyer. Normally the writer of the option will .be the bank which provides this
instrument to its customers. The seller of the option, is always at a disadvantageous
position because the buyer will exercise his' right only if the prevatltng exchange
rate is favourable to htrn. This alscmeans that the rate is unfavourable to the .
seller .
. Call and Put Optiot:ts A contract under.which the option buyer has theright
to purchase the specified currency is the call optioti. A contract conferring the right
to the buyer to sell the speclfled currency is the put option. Generally the US dollar
is the base currency and the other currency of the contract is the foreign currency
that is being bought or sold. For instance,tq: adollar/yen call option.ithe buyer
acquires the tight buy yen against dollar, Similarly. in a dollar/markput option.
the buyer acquires the right to sell mark against dollar.
Pretnium The consideration for the seller to offer the right to the buyer is the

. premium. Thus prerruum i~.the fee. payable by the buyer of the option to the seller
at the time of entering: into the 'contract The premium paid Is notrefundable.
whet-her the buyer-ultimately exercises his right or not.

Strike Price The exchange rate-at which the currencies are agreed to be
exchanged under the contract is the strike price. The market price for option Is
not a single price. Varying prices maybe quoted ..each at a different premnrm.vl'he
premium charged would, vary according to the market perception about the future
exchange rate for the currency. For Instance, thequotation and premium for option
in the market for Deutsche mark for.delivery inMarsh may be quoted as follows:

, :

,
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Strike price (Quotation)
in Cents

Premium in Cents
Call Put

65
6(j
67
68
69
70

0.10
0.15
0.20
0.23
0.24
0.25

0.30
0.25
0.22
0.20
0.19
0.18

Abuyer of call option may buy mark at USD 0.65 by paying a premium of US
0.001 per mark. Or. he may opt for USDO~68at a premium of US0.0023. and so
on. The strike price and premium agreed between the buyer and seller will be
applicable for the contract.

Maturity The date on which the contract expires is the maturity date.
Execution Based on the period when the buyer can exercise his right' under

the contract, options are classtfled into tvvo types, uiz., American option and
European option. UnderanAmerican option, the option buyer can exercise his
right on any date during the currency of the contract, r.e., any date on or before the
maturitydate. Under an Europeanoption.siv: buyer can exercise his right only on
its maturity date. Since the ffr~t type of option Means higher risk for the seller,
the premium charged would vary accordingly.
CJ Types of Instruments

Three type.s....ruoptions.are.avarlabte.They are:
( i) f)TC options
(ll J Exchange Traded-Opuons
(lit) .Options on Futures
Over-the-counter (OTC)Options are available with Individual banks. They are

tailor-made to the requirements of-the buyer with regard to the maturity, price and
size of the contract. The buyer of the option. bears the counterparty risk, t.e., the
risk that the seller of the option, the bank-may fall to fulfllits obligation under the
contract. Normally this type of options is confined to contract of large volumes and
between big players. Since this Is non-standard variety the.prernt urn charged may
also be higher. . ,. . .
, Exchange traded Options are physi~al'currencyoptibnS traded at an organised

exchange. That is. Similar to the.o'rcopttcn, the buyer.acquires the right to buy
or sell the foreign currency but for standard maturities and in standard amounts.
Thus it Is akin to futures contracts and traded on t.he exchange. The. contract is
with the clearing house of the exchange and.hence the counterparty risk is minimised.
. OptionS on futur:es gives tile buyer of the option the r,ight to buy/sell spectflc
number of futures on specified exchange. Depending upon .the strike price prevailing
the' buyer may exercise htsoptton or forgo it. If the buyer of a call option exercises
.his option, he will receive a long-future contract in the currency. That Is. he will
become the buyer of the future contract in 'the exchange. 'Then the future contract-
will be,subject-to other regulations like margin. marking tomarket, etc.

ClExecution of Contracts '. ... ' .-. .. . '.
Whether the buyer W11~exerctsehts righf under the.contract depends upon the

spot price for the currency prevailing on thedue date of the: contract. Based on the
prevailing 'spot price, the option contract may be .considered (a) In-the-
money, (b) Out-of-the money. or(c) At-the..money. .

In-the-money Options An option Is In-the-money when it would be
.advantageous for the holder oftheoption to exercise his right. Thus. a call option
is in-the-money if on the maturity date the spot price for the currency belng bought
Is higher than the strike price 'under the option contract. For instance. let us say

4", Ii.
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that the strike price under the contract is USD 0.65 per mark and in the market
spot price for mark is USD 0.67. It would beadvantageous for the buyer of the
option to exercise his option and obtain marks at lJSD 0.65 and thereby save USD
0.02 'per mark. A put option. on the other hand, is in-the-market, if at maturtty
the spot price for the underlying currencyIs cheaper than the strike price under
the contract. The dlfference between the option price and the spot price at maturity,
which is In favour of the buyer is known as the· intrinsic value of the option.

Out-of-the Money An option Is out-of-the money, if it is not advantageous for
the buyer to exercise his right. A call. option is out-of- the market if the spot price
for the currency bought under opttonts-lower than the strike price agreed under
the contract, A put option is out-of-the-money on the maturity date, where the spot

- price for the currency sold is higher tharnthe strike price under the option contract.
When .the option is out-of-the money, the buyer does not exercise his right and the
seller stands to gain by the premium he received under the contract.
At-the~money. An option contract ts at-the-money when the strtke price is equal

to the spot rate for the currency concerned on the due date of the contract. Itmakes
no dlfference to either of the parties whether the buyer exercises hts option or not.
Q Use of Options

AIl exporter who expects to execute the contract and receive foreign exchange after
six months may enter into a 'put option' for six months which entitles him to sell
the foreign currency on maturtty at an-agreed.predetermtned price (strike price). If
on maturity, the spot price for the currency is more favourable to the exporter he
may choose not to exercise his right of selling under the contract..He can instead

. - seIUnJ:he market a_LUTespot rate. • ....
Similarly, an importer may enter into. a 'call option' entitling him to buy the foreign

cLlrrency-on a futuredate. ,'_ . .
OptJon contract is useful especially incovering exchange risk undercontlngent

conditions like when the company enters into a bid, The exchange risk will arise
only if the contract is awarded and foreign currency exposure arises. Oilier methods
of hedging. such as forward contracts, will prove costly if the contract is not awarded
and forward booked has to be cancelled,
CJ Option Contracts in India

In india banks are allowed to write cross-currency options, after obtaining general .
permission from Reserve Bank and subject tothe.followtngccnditions: .'

(a) Options should be sold to customers only to cover their genuine exposures.
(b) Options should be written on a fully covered basts.j.e., the bank should

buy from the overs~as branchlbankltnternatio:q.ally. recognised/approved
option exchanges; an identical optronfor the same amount. strike.price and
maturity date as the one sold to its customer. Option posttlone should not
be left open" . .. . .. •. .. . .

(e) Option premiums may be paid to the Overseas sellers foropttons bought
by the bank who. in turn, may charge the premium to the customer by
keeping a spread. Premiums may be paid and received in foreign currency.

(d) Options written and options purchased should be marked to market at
suitable periods, so as to coincide with the dates on which evaluation of
foreign exchange positions is done.

(e) Appropriate accounting entries should be passed for options purchased and
sold as well as premiums received and paid so that option exposures
appear in the .accounts as a contingent item. .,

(f) Limits should be .set for customer exposures. counter-party limits for
options purchased should also be latd down.
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It may be noted that only cross-currency are permitted. That Is. both the
currencies involved are foreign currencies, e.q., US dollar against deutsche mark.
Options in a foreign currency agrunst Indian rupee is not permitted.

Option contracts have not been used widely in India for the following reasons:
(i) Most of the exposures of the Importers and exporters are in US dollars

and non-availability of dollar-rupee option is a great drawback. The cross
currency option provides only partialcover against. exchange risk.

(iO Banks can write option only by covering themselves fully in the international
markets. To the premium charged by Internattonal banks. they have to add
their charges. This makes the instrument costly for the users.

ClR~ngeForwards .
Effective from September 19, 1996, corporates are allowed to freely book and

cancel options. Authorised dealers havebeen.perrnttted to offer risk reduction and
cost-effective strategies such as 'rangeforwards' and 'ratio range forwards' to their
customers. Both products, which are basically cornbmatlons of options, help the

~

ustomer get a hedge on a cost-effective basis; . , . .
Ranqe forusards involve Simulta.n.fOU....S bU.)lingand s.eUiI1gofcall or put options.

or example, if an exporter expects to receive ,uSD 1 million in 6 months' time
and decides to receive it as yen and his break even is 105 yen per dollar, he may
buy a usn put/yen option o.fusn 1·::: Yenl05. (That Is, he can sell dollar to the
bank at this rate.) For buying the put option,' the exporter pays a premium of say
USD 50,000. This is the cost of the optton.ilf the dollar appreciates and on the
due date. the rate Is USD 1 = Yen 120;-he wlll-rrot-cxerctse theoptton and prefer
to receive the higher value in yen. at the spot r~~~._Onthe 'other hang,if the yen
appreciates and the rate on the due date is USD 1 = Yen 100, he will exercise the
option.

Suppose the exporter wishes to reduce. the cost of opUon and is Willing to limit
his, gains from possible appreciation ofdollar. As an exporter he can write (r.e.,
sell) a USD call/yen option to his bank for usn 1 mtllton. say' at a strike price of
USD 1 = 110. Under this contract. the bank has the opttonto buy USD 1million
at ·the end of the sixth month. The' customer can collect premium from the bank

. offering this option. If the premium .recelved is USD 40,000, the net cost of both
the options is USD 10.000 as against the previous cost of USD 50,000. If the option
is written at the same premium as that paid on the put option, the cost to the
exporter will be zero.

Let us say the exchange rate on the. due date is USD 1 = Yen 120. The exporter
will not exercise his option. But the bank will exercise its option to buy dollars at
Yen 110. The customer Will receive Yen110 milllon from the bank for the expert
proceeds. On the other hand, if the exchange rate turns out to be Yen 100, the
exporter will exercise his option and require .the .bank to pay his Yen 105 mtlllon
against the remittance. It would not be advantageous for the bank to exercise its
call option at this price. Thus under the range option. the exporter gets protection
from exchange fluctuation in the range: of Yen:105-110. He protects himself against
dollar falling in value.below this range: at.the same time, he forgoes the opportunity
of gaining from the dollar appreciating beyondthts range. Thus, as against a simple
option, in a range option. the cost of hedging can be reduced. but the potential of

I
gaining is also lin;l.i ted. ..'

Ratio rangeJorwards is a more flexible variation of the range forwards. It is a
combination of simple straight forward option .and range forward options. The main
difference is that the amounts 'of the OPUOIl bought and sold are different. The
ratio of the two amounts can be so chosen as to bring down the net payment of
premium even to zero.

L



15 Exchange Risk:
Transaction Exposure

,.

AN en terprtse engaged in export/trnpor.•.t. tr. ade will be affected by the change
in the rate of exchange between the domestic currency and the currency in
which the transaction is designated. For instance, an Indian company which

exported to Prance ready-made garments when the Euro was quoted at Rs, 46.00
per Euro will suffer a loss if the Euro depreciates to Rs. 45.00 per Euro by the
lime the export proceeds are realised.

An international company which has a subsidiary abroad has the assets and
liabilities of such subsidiary denomihated in the local currency concerned, r.e.,
the currency of the country where the subsidiary is situated. The overall financial
posruon of the parent COmpany would be affected by any change in the exchange
rate between the domestic currency of t.he parent company and the currency of the
country where the subsidiary is situated. '

In both the cases mentioned above. it Is essential that the business concern
keeps track of the extent to which its funds are mvolved/exposed to .the risk of
exchange rate f1uctuatlons and the extent of loss/gain that Is likely to arise on account
of the fluctuation in exchange rates.·· . .

15.1. I¥1EANINGAND CLASSIFICATION

o Exchange Exposure and Exchang~ Risk'
. .'

. Exchange exposure .:is defined as the extent to which transactions, assets and
liabilities ofan enterprise-are denorrilnated in currencies other than the reporting
currency ofthe enterprtse.ttself. Thereportmg currency. is normally the national
currency of the parent company. Exposure' arises 'because the enterprise
denominates transactions ina forelgn.currency or it operates in a foreign market.
The exposure is measured, by the value of the assets and liabilities or transactions
denominated in foreign currency. '. .
.Exchange risk is defined as the net potential gains Or losses which cap arise

from exchange rate changes to the foreign exchange exposure of an enterprise, It is
possible that an adverse exchange rate movement may turn an otherwise profitable
deal into a loss. For instance, if an export deal.is struck with a profit margin of
10%. and meanwhile the foreign currency in which the deal .is denomiiiated
depreciates by 15%. the result would be a loss of about 5%. It is also possible
that the unexpected movement +n the exchange rate is favourable and bring Windfall
profits. The concept of exchange risk-covers both the possibilities. . '
Difference between Exposure and Risk.'

'It would be evident from the defiriit1~ns given above that exposure relates to
the total value of assets; ltabtltttes orcash flows of an enterprise denominated in
foreign currency, while exchange risk relates to. the excess or shortfall in the cash
!lows or value of assets 'or liabilitiesJikely to.artse on account of exchange rate
fluctuations. Thus exposure relatesto the-absolute value of an asset or l1ab1l1ty
involved, and the risk.relates to the' changes in the value. It is the exposure that
leads to risk, through exchange rate changes. However, it is observed that the term
exposure is used in practice to refer to risk also. .

,
o Types of Exposures

Three types of exchange exposure are recognised:
( i) Transaction or conversion exposure
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\(r, rranslatfon or accounting exposure
(it i) Operating or economic exposure
!he nature of each of the above measures Is shown in Fig. IS .1.
fransaction exposure is discussed in this chapter. The other two exposures arc

considered in the next chapter.
15.2. TRANSACTION EXPOSURE

Transaction exposure deals with changes In cash flows that result from existing
contractual obligations .. It refers to the risk associated with the change in the
exchange rate between the time an enterprise initiates a transaction and settles it.
For example, an exporter may quote a price ofUSD 10,000 based on exchange rate
of Rs, 38 per dollar. He hopes to receive Rs. '3.80,000 on executing the order. If
the contract is executed. say, after three months, and the exchange rate rules at
Rs. 34 per dollar, the exporter will receiveonly Rs. 3,40,000 short of his expeetauons
by Rs. 40,000, ,True, the rate may turn .favourable and the exporter may gain also,
However, the-fact remains that the .amount that will be received may not be the
same as the amount originally anticlpated. It Is this uncertain ty abouL the amoun t
to be received on conversion that leads to .the transaction exposure.The galn or
loss that arises on account of exchange rate fluctuations when the foreign currency
denominated transaction is settled and converted into the domestic currency is
known as the transaction exposure, Since the gain or loss arises on converting
the foreign currency 1ntodomestic currency it is also known as conversion exposure.

The transactions exposure arises whenever the enterprise has foreign currency
:denominated receivables payables, may be artstng.aut oi.aale. or__purchaseor
.borrowing or investment. The obllgattons cf payment or receipt is entered into by
the company before a change in the exchange rate , but settled after-the change. The - .
·extent of exposure would include all unsettledpayables and receivables for which
commitments have been made by the enterprise; e.q., unexecuted customer's orders.

The transaction losses or gains are absorbed in the profit and loss account for
the year coricerned, and thus affect the profit of the enterprise. For this reason it
is believed that managing the transaction exposure is all that is required for
exposuremanagement. But this Is a narrower view, as other aspects of e~posure
also affect the prospects and valuation of the company and should be given the
conslderatton due to them, .

15.3. MANAGING TRANSACTION EXPOSURE
" ' . ' . . , ~.

The objective of-a company inmanaging its transaction exposure is to avoid losses
that may occur due to exchange rate fluctuations, At the same time, to the extent
possible, it should not forgo likely gains from favourable changes in exchange rates.
A company which wants to play safe 'and avoid totally the risk may go in for hedging
each of its exposure. On the other end of.the scale is a company which takes active,
interest in the s,tuqy of the' rate movements ,Iventures to speculate and accordingly
devises strategies to gain out of the exchange rate movements. Cases are not wanting
where a manufacturing company made hug~profits from foreign exchange
operations, sufflctent enough to make upthe losses made en 'its main activity and
post respectable net profit. It is also true thata largernumber of companies met
their doomsday due to their perceptions on exchange movements proving wrong.

The exchange control regulations do·not allow free-rein tei' companies in indlato
indulge in unlimited speculative activities in the foreign exchange market. For most,
companies in India, man\aglng forctitl e.xch.nae exposure 'has been to decide, on
hedging or keeping the position uncovered. A f~re~ exchange. exposure is hedged
or covered, when the company takes certain steps to insulate '~tselffr.Omtile exchange
rate movements, The basic Idea tn-hedgmgts to create a position in the foreign
currency in the direction opposite to the one that exists so that ultimately the
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balance becomes zero. Thus. the loss incurred from one position due to exchange
rate change is offset or counterbalanced by a profit earned on the opposite posiUon
on account of the same exchange rate change. Followingare the methods by which
the transaction exposure can be hedged (external hedging methods):

(i) Forward contract hedge
(ii) Moneymarket hedge
(ili)- Options
(iv)' Futures .

. The ether method of managing transaction exposure is to avoid such exposure.
In the following cases, transaction 'exposure is avoided by the company (internal
hedging methods): . .

(i) Exposure netting
(ii) Currency invoicing
(iii) Foreign currency account
'(tv) Leading and lagging ,

o External Hedge

1.Fqrward Contract Hedge
Forward contract has been most wideJyused form of hedging exchange rate risk.

In a forward contract. the compariy arranges for disposing the foreign currency or
acquire the foreign currency at a' future date, When it islikely to be received or
paid by it, at a predetermined exchange rate. TflUS. an exporter who has receivable
in US Dollar maturity after 6 rronths can sell thts amount to his bank u_~.9~~_a
forward contract. On maturity. when the receivable realises this can be sold to the
bank at the f-orward rate agreed. trrespecuve of the spot tate prevailing. Simi-lar-ly,
a company which has a payable in foreign currency may buy foreign currency from
the bank and thus determine in advance its cost In.rupees.

As we have already seen. the forward tate for a currency may be quoted at a
rate above or below the spot rate. In either case, the hedger knows in advance the,
'amount thatwill be realised or payable in domestic currency instead of keep guessing
what the future exchangerate will, be. " '" ','. '.' .

One measure of cost ofhedglng throughforward contracts is the forward premiwn
or discount. which represents the difference between the 'Spot rate prevailing and
the forward rate. For an exporter. the foreign currency at-discount results in cost
ofhedging and when at premium results in negative cost-This is because, the foreign
currency' at premium brings him 'more domestic currency. and at discount lesser
domesticcurrency. For an importer forward premium results in positive cost and
forward discount negative cost. This measure of cost of hedging is useful in policy
decision,' ' ': ,
Another measure of cost of hedging. Which is considered as the true cost of

hedging. is the opportunity cost. This Is difference between the forward rate booked
arid the actual spot rate prevailing on thedate of execution of the contract. In an
efflcient market. the forward rate is expected to reflect the spot rate likely to prevail
at.the specified future rate. Therefore, the cost of forward contract 'should be zero.'
However. in practice. there exist'some difference betweenthese two rates and thus
the cost of forward arises. It may be noted that this m,easure of cost of forward
contract can, be arrived at only on the. maturity when. the forward contract is
.executed. Only then we can know the 'spot-rate prevatllng. At the time of entering
into the forward contract. the cost ofhedgmg remains unascertainable. At the most,
one can estimate the spot rate likely to prevail on the due date; and the probable
cost of hedging can be worked out to aid decision-making.

.;'

.'
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2. Money Market Hedge,
This is also known as spot market hedge. Under this method, the company which

has an exposure in a foreign currency, covers it by borrowing or Investing the
concerned currency in the money market and square its position on the due date.
For instance, let us say that an importerhas to pay USD 1,00,000 after s1X months.
The exchange rate of US Dollar is quoted as follows: '

Spot Rs. 48
6 months forward Rs.49
If he wants to hedge through forward market, he can book forward contract at '

Rs. 49. in which case on due date the cash outflow wtllbe Rs. 491akhs.
The other way. he 'can cover his positton is to purchase dollar immediately in

. the spot market and invest it in money market: The value of dollars" invested will
be so decided that together with the Interest earned. the amount received from the
investment at the end of six months will be USD LOO.OOO. Assuming an interest
of 6% on the Investment, 'the principal required to be invested can be calculated as
follows:

,1.03 x = USD 1.00,00p·
. x = 97.087.38

(. On USD 1. interest for 6 months 'is USD 0.03. Therefore, the amount at the
end of 6 months is USD 1.03,) .

At the end of six months. the investment of USD 97,087.38 will become USD
1.00.000 which can be used to pay for-the import. .
For buying USD 97.0'87,98 immediately, thecompany has to pay Rs. 46,60,194

at lhe spot 'rate of Rs. 48 per dollar. Either, the importer borrows this amount in
the money market, paying interest or deploys his own funds, in which case,
opportunity interest Is Involved. Assummg.the interest-for-rupee- funds-fs-lO%.
the.amount requires, to repay the borrowing after six months will be:

Principal ~, -. \ Rs. 46,60,T9Lt-- -- .
Interest at 10% [or 6 months Rs. 2.30.097 ..... ",.,-

Rs. 48.90.291
By covering through money market-the company ends up with a cash outflow of

Rs. 48.90.291 as agamstRs, 49 lakhs Under.forward contract. It may be observed
that the prtnclples behind forward market hedge and money market hedge are,
similar. Forward rnargm 15 expected to reflect-the Interest differential between' the
centres of tile two currencies involved. \¥here theforward. margin truly reflects the
interest differential. the cash outflow under both the methods should be the same.
However. in the short' run, the forward margin may differ from the interest
differential. The hedger can decide between the two methods depending upon I'"
whichever method involved lower cash outflow or higher cash inflow,
3. Hedging with Options '

Option gives the buyer a right, butnot au obligation to buy or sell a specified
amount of foreign currency on a specified future date. The disadvantage under
forward contract is that the hedger cannot take advantage of any favourable changes
in the exchange rate movement. For instance, an exporter who booked a forward
contract for dollars at Rs. 38.00 has to accept the same rate for dollars wheri he
delivers foreign exchange to his bank. trrespective of.the spot rate prevailmg, If the
spot rate on the date of delivery is Rs. 40, yet ,Qle forward contract will.be executed
at Rs, 38. The hedger, therefore. inours an <opportunity loss of'Rs. 2 per dollar
under the forward contract. Option contract provides an opportunity to, thehedger
not only to cover this exposure, but also to gain from "my favourable change in
exchange rate. In the situation just narrated.uf the exporter had booked option
contract aLRs. 38 per dollar. he would prefer 'not to exercise the option. In that
case. he can obtain from tile bank Rs.40 pet dollar at the spot rate. Thus, option
contract helps the hedger to avoid the loss and at the same time enjoy the gains.
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I ! B~t option contract is not available without any cost. Premium is paid up-front
,and IS not recoverable whether the option Is exercised or not. Therefore, the cost
iinvolved are (il the premium paid and (U) Interest on the premium paid till the
'execuuon of the contract. Therefore, when the movement in 'exchange rate was as
anticipated, and the option is exercised: the gain earned is less than that under
forward contract by the amount of premium .paid.
It is. therefore, suggested that where the exposure is definite and the direction

which the exchange rate movement is goingto take can also be anticipated with
reasonable certainty, forward contrac.t would be a better choice of hedging, as it
does not cost anything to book aforward contract, Option contract is preferable
under the following circumstances:

(i) Where the likelihood of the exposure becoming a reality Is uncertain, For
instance, where a company bids in a global tender denominated in foreign
currency, the exposure wiU arise only when its bid is accepted and it is
offered the contract. At the time of bidding itself. the company can book an
option contract. If the contract is not awarded, the option can be allowed
to expire. The option car- be utilised if the contract is awarded and the
exchange rate moves adversely ,

(il) Where the exposure is certain. but the direction the exchange rate will
take is uncertain. '

4. Hedging wi~hFutures
Due to intense competition in the futures market, currency futures are available

With this margin. They may prove to be a good tool for hedging where large exposure
is involved and is expected to mature near the due date of.the futures contracts,
However, as compared to the fleXibility available under forward contract. futures
do not commend themselves hedging device in many cases. In case of small
exposures, hedging may not be suitable because of the standard size of the contract,
Even if large exposure is there, due to the standard size of futures contracts a
position of the exposure may remain uncovered, Transactions occur and fall due
throughout the year, whereas futures contracts mature only at specified dates in
each quarter. Of.course. the futures may be sold when required but this may entail
exchange loss. . \

In View of the above factors. futures is not a favoured as hedging tool. Moreover, '
futures are not available in India at present.

, 0 \nternal Hedge

1.Exp,osureNetting , '.,' . '
If a compariy has both receivables andpayables in a foreign currency, it need

not 'hedge its receivables and payables.separately but do so only for the net position.
For instance. if an Indian company has receivables. of USD 5 mllllon and payables
of USD 4 million, the net exposure is of USD 1million, The technique of exposure
netting involves managing the size of receivables and payables in a foreign currency
in such a way that they match or nearly match each other. This makes the company
remain unaffected by any change in the' exchange rate of the foreign currency
concerned. The gain in receivables Is offset by loss In payables, and ~lce uersa, ,
In a company with multi-currency transactions. exposure netting can take,

different dimenS1ons. The currencies are grouped into two (l) those whose value 1s
l1kely to appreciate. and (ll) those whose value Is likely to,depreciate. The exposure
due to receivables in a currency which tsIlkely to appreciate may.be offset by a
payable in another currency which ts also likely to appreciate. For instance, .let us
say that. both US dollars and Deutsche ~ark are expected to appreciate. The
company has receivables 'of usn5 million. It can manage its exposure by having
equivalent amount as payable 11}mark. Slmllarly, the; company's receivables in a
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currency likely to depreciate may be offset by its payables in another currency which
is likely to depreciate. Another way of netting is to have near equal amount of
receivables In two cur renctes=- one likely. to appreciate and the other likely to
depreciate. . ,

Netting can be practised by multinationalcompanies which have the leverage of
manipulating the currencies in which the, receivables and payables can be
designated. After netting. other hedging techniques like forward cover may be
adopted for the net position to get total cover,
2. Denomination In Loca! Currency

The exchange risk can be totally avoided if the transaction is denominated in
local currency. In such a case, the exchange .nsk will be borne by the -other party to
the transaction. For instance, if exports from.Indta are invoiced in Indian rupees,
the obligation of the Importer Is to pay a fixed sum of rupees. The exporter is not
affected by any movement in exchangerate. The Importer, on the other hand, will
be bearing the exchange risk entlr ely.He may have to pay more in terms of the
currency of his country if that currency depredates (or rupee appreciates). Similarly,
If an import Into India is denominated in Indian rupees, the importer Is free from
exchange rtsk, but it is borne fully by the exporter abroad.

Invotctng In local currency depends upon-the relative bargaining capacity of the
Importer and exporter and the status of the currency.concerned in the international
market. It may be noted that most of the foreign trade of India is denominated in
foreign currency, especially in currencies like US, dollars, Pound sterling. Deutsche
mark and Japanese yen. Denomination in rupeeswas found in trade With countries
with which India had entered into bilateral trade agreements. '

Denomination of the transaction In the CU.' rrency of the importer or the export~:i'
puts the other party at a disadvantage. To strike a balance the transaction may
be invoiced parUy in the currency of the-exporter's COW1try and 'partly i.nthe currency
of the importer's country. Such a measureresultsonly.tn sharing of the exchange
losses between the two .parties, It does notcompletelyavoid the exchange risk.
Similarly. denominating the transacttontn a thlrdcurrency. which is relatively stable
(e.g. export from India to Indonesia Is denominated neither in rupees nor in rupiah,
but in US dollars) will only result in spreading.the exchange risk between parties.
It. may be too naive to expect that the company which succeeds in getting the
transaction denominated in local currency will gain fully. The .other party to the
transaction Is also aware of the foreign 'exchange trends and would like. to build
sufltclent cushion into the price for the exchangerate fluctuation. For instance, the
exporter from USA may offer his product at USD 1 per piece, when the spot rate
is Rs. 40. If the sentiment is that rupee ts.gotng to -deprectate and the quotation is'
required In rupees, he ,WUl quote a prtce higher-than Rs. 40, to provide for exchange
fluctuation. More appropriately the US exporter may base his price on the forward
rate for rupee for the expected pertod.of sale and coverhis position In-the forward
market, In such a sttuatton. the Indtan importer may not gain by insisting on I
quotation In Indian rupees. . '. '.' .: ,
·3, Foreign Currency Accounts ./

, To a trader who engage's in both exports and imports or to a manufacturer
exporter who imports Sizeable portion of raw.materials/components, the exchange
risk can be minimised if,an 'account is rriamtained abroad, in the currency of trade,
through which all transactions caq be routed. The arrangement has .a dual
advantage for the trader: :

(i) Since exports can pay for imports. he.is exposed to 'exchange risk only for
the net balance.' .

,
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(ill In normal course, the bank w111' apply buyfng rate for exports and selling
rate for imports, with the usual spread between the rates towards margin,
The loss ,of exchange in.convertlng from foreign currency into local currency
is avoided.

In India under the Exchange Earners Foreign Currency (EEFC) account scheme,
the beneflctary of an inward remittance ts entitled to retatn in foreign currency up
to 50% of the remittance received. The balance in this account can be used by the
account holder for all purpose permitted in the exchange control manual, including
for imports. Thus, the loss of exchange in conversion can be.avoided,

Reserve Bank of India permits exporters with good track record and net exchange
earning of not less than Rs. 4 crores, to maintain foreign currency accounts abroad
subject to certain terms and conditions. The benefit is similar to that under EEFC
account.
4. Leads andLags , ' :
"Exporters and importers' keep making estimates as to whether the currency will

weaken (devalued) or strengthen (revalued) in future. According to -these
expectations, they may like to hasten or postpone the time of receipt or payment of
foreign currency. This timing of payment of'foretgn currency depending upon the
expectation of its change invalue is .known as 'leads and lags'.

When the foreign currency Is expected to be devalued, the exporter would press
,.for 'payment earher than the normal. This Isbecause if he receives payment in foreign
currency after devaluation, the.amount he.receives in rupee terms will be less. On
the other hand, when the eurrencyIs expected to be revalued, the importer who
has to pay lD foreign currency would settle the debt earlier than the normal.date.
Thereby, he would be paying less in terms of rupees when compared to the amount

I
he will have to pay after the exp.ected revaluation materla1.ises. In both the cases.
the exporter/importer is said to 'lead' the payment. .

When the foreign currency is expected to be revalued, the exporters would like
to delay the payments. Nor would. they book forward contracts. If they receive
payment 'after the revaluation, ~thevalue in terms of rupees would be higher.
Conversely, when the foreign currency is expected to be devalued, the Importers
would like to delay the payment so.that they may pay less in rupee terms" this
postponing the payment Isknown as 'lag'... , '.' ' ,

When the foreign currency is faclng the threat of devaluation, the exporters would
secure early payment while importers woUfd.delay their payments. Therefore, there
is an increase in supply and decrease in demand for the foreign currency. This will
further aggravate the forcesweakentng the currency. If the currency faces imminent
revaluation, exporters .postpone payments while importers hasten their payments.
The .result Is that the forces at work in strengthening the. currency are further
strengthened. Thus, the effect of 'leads and lags' is to further aggravate the forces
causing change in the exchange rate' of the currency. ',' '.
I As per the exchange control regulations. in India" payments for exports 'and ,
imports should be completed within six months from-the .date of shipment.
Therefore, the period up to which the exporters and importers can indulge in 'leads
land lags' is restricted to six months." ';, " ' . '
I '
I

......



16 Exchange Risk : Translation
and Economic Exposures

TINSACTION exposure was di,scussed in,th,. e pr.evtous chapter. Wecover transla
on and economic exposures in the present chapter. At present, translation
xposure has only diluted effect on Indian companies. Economic exposure

is least understood and hence nat properly guarded against.

16.1. TRANSLATION EXPOSURE
Translation exposure artses .when an enterprise has assets or liabilities

denominated in foreign currency, and these have to be shown in books of accounts
in thedomestic currency. Actual conversion ofcurrencies does not take place. For
the purpose of accounting, thevalue oftheassetsand liabilities denominated in
foreign currency have to be translated to thatof the domestic currency, and hence
this exposure. It is also 'known as accourutriq exposure as it relates only to book
values, and does' not involve cash flows as in the case of economic exposure.
Accounting exposure arises when the enterprise has subsidiaries abroad. In many'
countries such multtnattonalcornpantes are required to consolidate the assets and
ltabiltttes of the subsidiaries with those of th'e parent company and present
consolidated Iinanclal statements. The subsidiary of the company is a separate
enttty With its O\VI1 assets and liabilities', managing its own cash flows and operating
in a foreign country. However, when the parent company prepares its final accounts.
the assets and liabilities of the subsidiary company are notionally merged with its
own and presented as a consolidated statement so that the readers may have an
overall picture of the enterprise.

For restatement of the values of the assets and liabilities and cash flows of the
subsidtary in the demesne currency. the concern may apply either the historic or
the current rate of exchange between the foreign currency concerned and the domestic
currency. By historic rate Is meant the.exchange rate prevalent on the date the asset
was acquired or liability was incurred. The same rate of exchange will be applied
throughout the life of the asset/habtltty, Current rate refers to the rate of exchange
prevalent on the balance-sheet date. If current rate is applied. the value of the asset!
llabtllty keeps changing in every balance-sheet.

Translation exposure Is defined as .the likely increase or decrease in the parent
company's net worth caused by a change in exchange rates since last trarislation.
This arises when an asset or liability is valued at the current rate. No exposure
arises in respect of assets/11abUitles valued at historical rate, as they are not affected
by exchange rate differences, Translation .exposure is measured as the net of the
foreign currency denominated assets. and Itabtltttes valued at current rates of
exchange. If the exposed assets exceed the exposed liabilities, the concern has a
'positive' or 'long' or 'asset' translation exposure, and the exposure Is equivalent
to the net value. If the' exposed ltabtltttesexceed the exposed assets and results in

r. 'negative' or 'short' or 'Itabtllttes' translation exposure to the extent of the 'net
difference.

Translation loss or gam is. measured by thedttlerence between the value of assets
and ltabthttes at the historic rate and currentrate. A company which has a posttive
exposure wtll have translation gains if the current rate for the foreign currency is
higher than the historic rate. In the same situation. a company With negative
exposure will post translation loss, The position will be reversed if the, currency
rate for foreign currency is lesser than its historic rate of exchange.

The translation gain/loss is shown as a separate component of the shareholders,
equity in the balance-sheet. They do not affect the current earnings of.the company.'
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o Methods of Translation
There are principally four methods in use In decidingwhether an asset/a liabUity

should be translated or historical or current-rate of exchange:
(il Current/Nan-current Method Under this method, the assets and liabil1ties

of the substdtary are classified into current and non-current categories. Current
assets and liabilities are valued at current rate and non-current assets and liabilities
at historical rates.

(ii) Monetary/Non-monetary Method Monetary assets and liabilities are those
Involving a claim to receive or an obltgatton to pay a fixed sum of'forelgn currency
units. Examples of monetary assets are debtors and cash. Monetary liabilities
include short and long term borrowings. Under this method, monetary assets and
·liabiliUesare valued at current rates. Non-monetary items like inventory, furniture,
long-term investments are translated at historical rates.

(iii) Temporal Method This Is similar to monetary/non-monetary inflow with
the difference In respect of inventories and investments. Under this method, the
inventory and investments are translated at current and investment rate if they
are valued at the market price. . .

In all the above methods. the income and payments of the subsidiaries are
translated at average rate of foreign currency for the reporting period. However,items
of expenses based on assets carried at historical rate e.g., depreciation, are
translated at historical rates. . .

(iv)· Current Rates Under this method all assets. liabilities, income and
expenses are translated.at. current rates of exchange.

Exchange rate applie~under different methods is tabulated in Fig. 16.2.
AsseULlablllty 'Current Current! Monetary/ Temporal

Rate Non-curretii Non-motte-
tary

Assets
Current Assets

Cash
Receivables
. Inventory (atcost) ..
.Inventory (at market vlaue)

Non-current Assets
Investments (at cost)
Investments (at market
value)

Ftxed Assets
Other Assets

Liabilities
. Current Liabilities Current Current Current Current
Term Liabilities Current .Historic Current Current

Current Current Current. Current
Current . Current Current Current
Current .Current Historic Htstortc
Current Current Historic Current

Current Historic Historic Historic

Current .Historic Historic Current
Current Historic Histortc Hlstorlc
Current Historic Htstorlc .Historict

r~ Flg.16.2. Methods of translation '
A numerical example to provide .better .iriSigh·t into the effect. of the different

methods of translation Is provided in Fig.t6.3. .. .:
Thejollowing pOints.may be noted··in. in.terpreting Fig.16.3. . ...
The first portion of the table shows the changes in the values of the balance

sheet items under different translation methods,
Only items other than shareholders equity are translated. The 'shareholders

equity is the difference between assets and outside liabilities, ;..
The second portion of the table shows the Items.subject to accounting exposure,

These are the items translated at current rate.
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The exchange differences is 10 cents ~per GBP.The translation loss/gain is
obtained by multiplying the accounting exposure of the exchange difference.
It may be observed that the translation gain/loss equals the change in the

shareholders equity, as compared' with its historic cost. At historic cost,
shareholders is USD 480, Under current rate method. it is USD 450. representing
a translation loss of USD 30. Similar is the case with other methods.
o Translation Exposure for Indian Companies

At present, .the Indian Companies Act does not require consolidation of the
accounts of the foreign subsidiaries with those of the parent company. Holding
companies in India are appending in their annual reports. the Ilnanclal statements
of the subsldlarles in the domestic currency of the country where the subsidiary is
situated. The proposed amendment to the Companies Act may bring the provisions
in India in line with international practice. ,

Theproblern of forelgn currency translation arises to an indian company in tile
following cases:

(il translation of flnancial statements of foreign branches of parent entity, and
(ii) translation of liabilities Incurred or assets acquired in foreign currency, e.g.

foreign currency loan availed. where repayment is to be made in the same
foreign currency.

The Accounting Standard II, issued by the.Accounting Standards Board of India.
which came into effect from 1,4.1995 deals W1~accounting.for the eITeetsof changes

_,_inJ:he Foreign Exchange Rate. Broadly, the standard requires the monetary items
translated at the current rate, and non-monetary items at historical rates. In case _

,-of borrowings in ior-eign currency, they are first translated as-the rates existing on
the date 'of the transaction. On the balance-sheet, the loan as well as the fixed assets
financed by them may be .increased or decreased if the rupee has meanwhile
depreciated/appreciated. Depreciation should be translated at the rates used for
translating the respective asset. The implication can be seen from the following
example,

EXAMPLE. Company A acquires machinery for USD 1,00.000 on seller's credit
for 3 years, On the date of purchase. the dollar is quoted ,at Rs. 35. The asset is
debited with Rs. 35,00,000 and the loan already is credited with Rs, 35,00,000,
At the end of the year, when the Balance-sheet is prepared the dollar has appreciated
to Rs. 3'9, The fixed asset would be debited further with Rs. 4,00,000 and the
loan account credited with similar amount. The depreciation at 10%will amount
to Rs. 3.90.000,.an increase of Rs. 40.000 over that chargeable at the rate prevalent
on the date the asset was acquired. The declared profit of the company would be
less by Rs,.40,OOOnot constdertng the effect of tax,
el Conversion to Transaction Exposure, . " .

A foreign currency loan repayable after a period exceeding the next balance-sheet
date gives rise to translatton exposure at the time of preparation of the balance ..
sheet This has been explained above, At the time of repaymentof-the loan, where -
the foreign currency for repayment is acquired by utilising the local resources at
the current exchange rate. adist~!t10n in the cash flow rnayoccur, due to change
in the e~change rate. Thus, the translation exposure gets converted into transaction
exposure.
16.2. MANAGING TRANSLATION Exposu'Re

The main technique used to manage.thetranslauon exposure is known as balance
sheet hedge. Some of the techniques used ttl,managing transaction exposure 'are
utilised here also. They include: forward cover, leading and lagging. and .exposure
Inettlng", ,." . ," ',. !~'



Translation of Balance-sheet of British Subsidiary ofa US Company ,
Historic Rate:Gap 1 =: USD 1.60 CurrentRate GSP 1 = 150 (Figures in ffi-illiol1.S)

Balance _. Transiated. Balance·sheet EXPosure
Sheet CR- CINC' MINM' TEMP' CR" CINC' MINM* TEMP

\sSets: GSP USD USD USD USD G8P i GSP OSP GBP
:::ash 100 150 150 150 150 100 100 100 100
~ceivable$ . 300 450 450 450 450 300 300 300 300
'nventorytfvlarket ~~e) , 500 750 750 800 750 500 500 -- sao
n~estments (Market' hlue) 200 300 320 320 300 200 -- -- 200
"ixed Assets I

400 600 640 640 640 400 -- .- _.
Dther Assets 100 150 160 160 160 100 -- -- -.

" ,1600 2400 2470 ,2520 2450 . 1600 900 400 rioo" ,,' -. .', "

~iabilitle.s:
:::urrent Liabilities 700 1050 1050 1050 1050 700 700 700 700
Ierrn Liabilities 60b 900 960 900 900 600 -- 600 600
Shareholders' Equity 300 450 460 570 500

1600 2400 2470 2520 2450 1300 700 1300 1300
Accounting Exposure (In GBP) 300 200 (900) (200)
translation gain (or 'oss).(fn US D) (30) (20) +90 +20

'CR=Current Rate; P/NC=Current/No,n-current; M/NM=Monetary/Non-monetary; TEMP=Temporal)

Fig.la.3. A Balance-sheet translated

,_
oc...
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1.Balance-sheet Hedge'
Balance-sheet hedge consist'S in bringing.about a balance between the exposed

assets and liabilities. so thatthe net exposure is zero. If the exposed assets are
more than the exposed liabilities, the exposure can be made zero by increasing the
liab11ityin the functional currency of the subsidiary unit without a corresponding
increase In the asset. Theamount ofadjustment needed will depend upon the
method of translation adopted. To continue our example. the exposure of the US
company is OSP 200 million under current/non-current method. When this method
of translation is adopted, the liability of the British subsidiary should be increased
by GBP 200 million, or its assets should be reduced by thls amount. This can be
done by borrowing GSP 200 million. This will increase the liability. but the ~sset
will also increase by the same amount.To avoid increase in the asset, this amount
should be Irnmedlately converted into dollars' and transferred to the paren t company
as dlvrdend or repayment of intra-company debt. Alternating the company can
convert its cash into dollar and remit them to the parent company.'
2. Exposure Netting

0'·;'

The .technlque is similar to the one adopted under transaction exposure. A
multinational company may see to it that. the positive exposure 1l1, a foreign currency
due to incorporation of the balance-sheet of~ subsidiary may to offset by the negative
exposure in the same or Similarly placed currency (i.e. having the likelihood of
appreciation or depreciation. arising from Mother subsidiary
3. Leading and-Lagging --_.

A company with a positive transaction exposurehas to increase the exposed
liabilities or decreasethe exposed -assets.'-:r'his can be done "by expediting-fue
reallsatlon of assets. (leading) or delaying-the payment- ofIiabllltles (lagging).
Leading and lagging is possible in the case of inter-subsidiary accounts receivable
and payable. Delaying or expediting these payments and receipts brings the desired
effect. When this is adopted for receivables ,or payables of outside concerns, the
additional cost in the form of discount to be offered on receivables for early payment,
Fd interest to be paid on lat.e paym~nt()fpa~.ables ShO~ld.al~.Obe considered.
14. Forward Contract , .: '. ' "

Forward contract is a method adopted tominfrntse thetr~nslatfon loss arising
out of translation exposure. A company.witha positive exposure will sell forward
the exposed currency to fall'due on the next balance-sheet date. The gain (or loss)
arising from the exposure will be offset by the.Ioss (or gain) 911the forward contract.
when executed using spot market. A company with a negative exposure wlll buy
forward the currency to get the same result. Aforward contract undertaken to cover

, translation exposure, however, results in a transaction exposure, as the cash flows
depend on the spot rate to prevail on the due date. ;
5. Other Methods

Transfer pricing and swaps are other methods of managing translation exposure.
16.3. ECONOMIC EXPOSURE
.Economic or operating exposure relates to the effectof unexpected exchange rates

on the .future operating cash flows of the company. In financial management, a firm
is valued by the net present value of the future, cash flows. A change in the exchange
rate may bring about changes in the cash flows of the company directly by affecUng
its revenues and costs and indirectly ,byaffecting Its competitiveness by the action
of its consumers and competitors. As a result. the net present value may differ
from the one anticipated.
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The economic exposure is less clearly perceived but has wider ramiflcatton with

far reaching effects than the accounting exposure. Accounting exposure is more
readlly seen and provided for. Economic exposure is insidious, more difficult to
measure, and more dlfftcult to manage.

As the economic exposure involves not only the action of the comp~y, but that
of competitors and consumers also. it is also known as competitive exposure or
strategic exposure.

Tounderstand the concept of economic exposure let us take the case of an Indian
company exporting textiles to USA. Depreciation In the value of rupee against dollar
Willgenerallyhave the effectofrnaktng exports cheaper in dollar terms. The exports'
are expected to increase and bring, more cash inflows. On the other hand.

, appreciation of rupee wllI have the elfect oLmaking exports costlier, bring down
exports and reduce cash inflows. Even though the dollar/rupee exchange rate may
not change. the company may face economic exposure when changes take place in
the exchange rate of the' competitors; To continue the example of Indian textiles
the exports from India, suffered because of depreciation in the currencies of other
countries who were exporting textiles to,USA. In the absence of corresponding
depreciation of rupee, Indian exports became costlier.
o Unexpected Changes in ExchangE{Rates

In economiC exposure. we talk.of unexpectedchanges in exchange rates because
the expected changes are reflected in the marketquotatronsm the form of forward,
margin and is taken note of by the cornparuesIn budgeting for the future, a company
with foreign exchange exposure will base Itscalculations on the forward rates and
not on the spot rates. Theretcre. it is only the unexpected movements in exchange
rates that.affect the cash flows anticipated.
o Real lis Nornlna! Exchange F1_ateC~ange,

Real exchange rate between two currencies.is the nominal exchange rate adjusted
for difference in the inflation rate In the. countries concerned. If the purchasing power
parity (PPPl holds. the currency of the countries with higher inflation will depreciate
in nominal terms. but the relative purchasing' power of the currencies will remain
the same. In other words, ~hereal exchange rate will not change. .

If'the real exchange rate remains static; even though there is a change in the
nominal exchange rate. the cash flows ofthe company will not be affected. This is
because the relative purchasing powers ofthe currencies remain the same. There
Is no change In the competitiveness of the product due to price variations.

In reality, lt is seen that the PPP holds only in the long run. In the.short run,
the exchange rates tend to vary in real terms giVingrise to economic exposure. '

A Jess obvious fact. is that the nominal exchange rate remain unchanged when
lhe real exchange rate has changed. This may, be the, case under fixed exchange
rate system where the exchange rate Is artiflctruly kept constant. Despite"there being
no change in exchange rate. the domestic currency has increased/decreased in terms
of purchasing power relative to the foreign Gtlr~el1cy.,This wUI have an effect on the
cash flows or the company. ..... ,.

" I .,'"o Impact on Cash Flows
Economic exposure operates through it,s effects on the future cash flows of the

company. The major source of cash 'inflowis the sales·revenue. Costs and fmancial
charges constitute the-cash outflows. . .

Cash Inflows' A company may find itself in any of the Situations selling
exclusively in foreign market selling partly in 16caJ market and partly in foreign
market selling in the local market only. . . . .' .:

Let us say that rupee appreciates Inrelation to dollars. In the case of the cornpany :
~elIingexclusively in the foreignmarket. the effectwould be that its product becomes .
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costlier and the exports may fall lithe company revises its price in dollar terms toImaintain the rupee realisation. Ithas to retain its market. the company may have
; to retain its price in dollar terms. In both the cases, the' cash inflow will fall. In
; either case, it is assumed that the demand for. the product is price-elastic. If the
company faces no competition and Itsproduct is price-inelastic, the company can
raise the price of the product and still retain its market. In that case. the exchange
rate, change will have no etTecton the cash inflow ofthe company.
In case rupee depreciates, again the elasticity of demand and competition for

the product will determine whether the Company can .take advantage of the
depreciation and increase its inflows. If the demand is prtce-elasttc, and in the
absence of competitor reaction, the company can retain the same price in dollar
terms and .increase the profit in rupee terms. Or, it can lower its price slightly,
and try to increase its sales volume. However, more often the compelitors react by
reducing their prices; In such a situation. the company have to lower its prices
too, and the advantage gained may be lost. Moreover, the consumers are also aware
of the depreciation of the rupee and may bargain for reduction in prices.

Let us take the case of a company which has both domestic and foreign market
for its products. There is competition from other manufacturers in both the market.
If the rupee appreciates, as seen already, the demand for the product in the foreign
market may fall. In the domestic market. imports become cheaper and the customer
may move to imported goods. Thus, in either market. the .apprectauon of rupee Is
likely to affect adversely the company's sales. However. since we are consldertng
the real exchange rate_change~_tb.~arm-sedation 9f rupee means more purchasing
power in the hands of the consumers-in India, The higher purchasing power may
encourage higher demand for-all-products- in-the country, Including.that of .our
company. Therefore. the appreciation of rupee may result ill higher domestic sales,
The increase in domestic sales may partially or fully offset the decline in demand
abroad. . .
, A company engaged only in domestic marketing may feel itself fully insulated
against exchange rate fluctuations. But the fact is that appreciation of the domes lie
currency may encourage imports into the country and then the company may suffer
low demand. ,. . .' ,

CaSh Outflows The impact of real exchange rate change on the cash outflows
depends on: . I,. . ,

.( i) sources of tnputs-e-domesttc and foreign
(ii) supplier reaction . ',.
(iii) government reaction .

. If the company is dependent on foreign 'Sources, partly or fully, for its inputs,
the impact of exchange fate Is immediately felt: If the local currency depreciates
the cost of inputs increases, involving high,er cash outflows. Unless the company
can pass on the increase in costs to the buyers in the form of increase in sales
price, the net effect will be decline in the profits of the company. An appreciation of
the currency will have the opposite effect oflowering the costs. ..

A company dependent on domestic resources is also bound to be affected by a
change in the exchange rate. Depreciation or the domestic currency generally leads
to inflation in the country, with consequent increase in wages and cost of other
resources. ;'
. A multinational company which has production facilities in more than one country
willhave the flextblltty of shlfting its procurement or production base from' the
country whose,currency is appreciated to other places. Thus, they can better manage
the .economtc exposure. ,. \ .

Let us say that the company is importing the raw materials, and the supplier is
supplying to buyers inmore than one country. If the domestic currency depreciates,

. and the invoicing is done in that currency, the supplier will get less value for his
'. .

"
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product than before. The supplier may divert his sales to other buyers unless the
company offers high price, . .. '

Real exchange rate changes may induce the government to take certain steps like
protecttomstrc trade legislation, tax concessions. control of capital flows, etc, which
may have effect on the cash flows of the company, directly or indirectly through
their effect on the economy.

CJ Measuring Eoonomic Exposure
Since the exact impact the exchange rate change Will have on the cash flows of

the company Is dependent on so many factors. measuring economic exposure
becomes difficult. Many are the factors overwhich the company has no control. All

. that is possible is to estimate with certain basic assumptions regarding the impact
likely on each item of the cash Dow of the company. Following are some of the
assumptions that can be made:

( i) all variables remain the same,
(il) sales price 'Willincrease/decrease; costs will remain the same.
(iii) sales price will increase/decrease; costs will also increase/decrease but by

a lesser degree,
(iv) sales volume will increase/decrease; saJes price &. costs Will remain constant.
(v) sales price remain constant; costs will increase/decrease.
Depending on the assumptions made. different results on the measurement of

economic exposure Will arise.

16.4. MANAGING ECONOMIC EXPOSURE
Managing economic exposure is far more difficult than managing accounting

~xpc5sure:-hraccountlng-exposure. the riskInvolved can be easily measured and
provided for economic exposure is uncertain and strategies have to be framed as
situation evolves, rather Than antieipaH·ng=and 'providing for them. Economic
exposure affects sales, production and the-vehicle that-make these possible, lJi~.,
Finance. Therefore. the strategies to manage economlc exposure are also around
these functions.' ,

( l) Marketing
(it) Production
(iii ) Finance

a Marketing Strategies'
The marketing strategies to manage economic. exposure may comprise of:
(a) Market selection
(b) Pricing
(c) Product Decisions

, Market Selection 'A company With markets in different countrtes.may adopt
market selection as a strategy when, faced with exchange rate fluctuation. It.may
shift its emphasis from the market whose currency has depreciated to those whose
currency have apprecl,ate.,d.'. For tristan..'C~, 'ifdOll.ar ..'appreciates in relatiOn. to rupee~
the Indian company will 'find it easier. to compete into the local manufacturers iT
.USAby offering lower price. ..., .. ". ' . '
, Pricing .PriCing decision is a complex phenomenon and depends mainly on the
elasticity of dernand.for the product and the competition faced by the company.
PriCing involves conerderanoris as; ,. . '.. I

- whether to .retatn the market. share or retain the profit margin· \
- how frequently can the prlce be changed. ;

The choices available to the company toretain the market share or the profit
margin. in the wake of exchange rate fluctuations have already been discussed under
the heading. "Impact on cash flows". The decision has to be taken by the company
dependIng upon various factors like :~ product life cycle, how long the change will. ,
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persist. ease of entry for competition, consumers senslttvity, etc. The company's
aim should be to maintain the overall proflts. not losing sight of the long-term
perspective of the decision taken.

Frequency of-price adjustments is generally not advocated, Small changes are
normally absorbed by the company. Changes are made only when it becomes
absolutely necessary. .
Product Decisions Exchangerate fluctuation may have an impact on the timing

of launching of a new product. The Idealtimefor launching the product in the foreign
market will be when the home currency has depreciated. The time will also be
suitable for expanding the product line and cover wider customers. Product
innovation and product adaptation are other methods adopted to add value to the
product and catch the elite segment for whom cost may not be the major factor.
o Production Strategies

As we have already noted, a multlnatlonal company with production and sourcing
bases in different countries can manage the economic exposure by choosing the
right production and sourcing bases. The input can be procured [rom foreign
countries, when the local currency appreciates in value. Production may be shifted
from the nation whose currencyhas appreciated to plants in other countries. When
the local currency appreciates-and the product becomes uncornpettnve, plant may
be located in a third country wherethe cost 'ofproduction is lower. Other methods
adopted may beto Increasethe productivity by closing down uneconomic unils.
automating the processes, and negouatmg on wages and productivity into with tradeunions. ., ------- _-- .

CJ FinanclaLstrategies
. I

Financial 'strategies consist in minlmrsmgtne cost of borrowing by sourcing at
the cheapest market and matching assets and ItabtllttesIna currency so that the
effect 'of exchange rate change Isneutraltsed, These manipulations can be done
relatively easily by a multinational company which has access to dlflerent markets.
A domestic based company may find'itciifficUlt to adopt them. Some of the methods
adopted for managing translation exposure. can be used for managing economic
exposure also. These include: '

( i ) balance-sheet hedge . ,
(ii) leading and lagging
(iii) parallel loans and swaps
(iv) currency invoicing.

16.5,CONCLUSION
Transaction exposure is readilyrecognrsed and provided for by companies in

India. The classical method used Is the forward contract. Translation exposure is
applicable to Indian companies only ina limited way.Economic exposure has wider
ranuflcatlons. but least recognised. WIth the greater awareness, companies are' now
devoting more time inmanaging economic exposure also. hi the world of competition
and Ifberaltsatron. the survival and growth of busrness enterprises depends
significantly on, how well they recognise and manage effectively the exchange risk,
land exposure. ". . '. ~,, ' ..,. . .
I '
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17 Interest Rate Risk

COMPANIES bo.rrow or lend, InJocal c....•t.t..rrenc.y or in a forc.ign currency, at
specified rates ·ofinterest. Interest is the reward to the investor for parting
with .liquidity and.undertaking certain risks towards non-payment by the

.borrower.To the borrower, lt.is the cost of acquiring purchasing power. Subsequent
to the borrowing or lending, the interest rate structure in the market may change.
This may have the effect of altering lpe future cash flows of the company or its
future value. This is known as the interest ra.te risk. The concept of interest rate
risk and the methods ofmanaging it areedtscuesed in this chapter;
17.1. THE CONCEPT OF It:.JTERESTRATE RISK ..

Interest rate risk refers to the likely changes. Inthe cash flows or future value of
a firm on account of changes in the interest rates in the market The cash flows in
connection With a financial asset or liabUitymay relate to: (a) interest. and (b) the
principal. The change in interest rate may affectboth. Based on this,fact. the interest
rate risk is divided into two elements: (0 income risk and (Ul capital risk.. ,
a Income Risk

There are principally two types of taterest rates-fixed interest rates and floating
interest rates. A fixed interest rate remainsthe same throughout the duration of
the contract. An example of flxed interest rate Is Government Bond for 5 years with
COuponrate of 10%.AnoatlngIIiEeresUs fiXecrWithreference to a benchmark rate
and changes per1od1callyWitbchanges in the.benchmark rate. Illustratively the rate
may be fixed for a long term with referenceto LIBOR as.the benchmark rate. The
exact terms may be that interest be charged at2%over LIBOR to be adjusted every
six months. The rate of interest in this case is changing with Changes in LIBOR.
The effect of floating rate Is to keep the.Interest rate in tune with the.current trends.
A long term investor can achieve the effect ofl1o.ating rate by investing. for a short
term and rolling over the investment on due dates at the prevailing rates of interest.

A borrower at floating rate runs the risk that ·at future revtstons the rate of
interest may be higher and thus, the interest expenditure turns out to be higher. A
lender at floating rate runs the risk of reduction in his income if the future interest
rate is lower than the current rate. .
. For borrowing and lending at fixed rate, the 'risk Is measured with respect to
the opportunity cost. For instance, Ifthe borrower agrees for an interest rate of
12%, and subsequently the interest rate fora similar loan becomes 10%. for the
future period. he pays interest at 2% higher than the rate .pald by new.borrowers,
A person who has invested or lent at fixed rate loses· opportunity Income if the
interest rate-moves up,'

This potential for losing the realised or opportunity income in the case of
investments, and the potential for having to pay higher interest or losing the
opportunity of paying lower interest constitutes the income risk.
Q Capital Ri,sk

Capital risk refers to the reductton.tn the value that a long-term Imanclal asset
may suffer due to change in Interest rate. Suppose that a bank holds 12%
Government Bond maturing after 5 years. bought at the rate of Rs. 9~, If the
Government issues a new bond carrying interest at 14%, the market value of 12%
Government bond wtll fall. This can be explainedas follows: .
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Currently, tile 12% Government bond is yielding Rs.12.24 calculated as follows:

~~ x 100 ..= 12.24% '
The 14% Government Bond issued at par returns a yield of 14%. Therefore,

the market price of the existing 12,%Government Bond will be readjusted to yield
the current level of 14%.As a result, the market price may fall to Rs. 86;

, '(12. . )as the following calculation shows: .x x 100 = 14

or X;' Rs. 85.6 or RS.'86.
It may be noted that.the capital risk arises when long-term assets are held for

a short time. Banks 'especially buy government securities In the secondary market
wHen they have surplus funds or to fulfil thehquidtty requirements. These securities
are disposed of when the need arises. Banks are, therefore, exposed to a great extent
to capital risk due to interest rate changes;' , '.,' ' ..
D Asset and Liability Structure "

For financial institutions like banks, the structure of their assets and liabilities
assumes greater importance dueto the interest rate risk. When both the assets
and liabilities are interest bearing, there is additional dimensions to the interest
rate risk. These are known as basis risk and gap exposure.

Basis risk arises when the interest on assets and liabilities are reckoned on
different bases. For instance, suppose a bank lends six months at LIBORplus 1%
which is funded by the bank acceptmgsix months term deposits. The-bank-expects-
to roll over both the loan and the deposit 'at the end of slx months. It is possible
thatthe variation in the LlBeR may not match With that.for term deposits.

Gap exposure arises when the assets ami liabilities mature for different periods.
For instance, the-bank may have committed for two years lending, but funding may
be in the form of deposits for six months. At the time 01 renewal of deposits, the
interest rate may vary which Willnot be accompanied by similar change in interest
rate on advances. ..

17.2. MANAGING INTEREST RATE RISK

Q Financial Swaps
Two firms in two different markets mayhave relative strengths in borrowing in

two different currencies. Swap is an arrangement whereby a firm borrows in the
currency in which it has advantage. and exchanges the llabillty with another firm
for an equivalent liability (at the tlme of the agreement) in another currency. For
the same currency, the relatlve strengths of the firms may be with regard to the
payment of interest. One. firm may have advantage in borrowing at fixed rate of
interest', while the other in floating rate. (Where the borrowing Is at fixed rate, the
rate of interest payable is the same throughout the currency of the loan. Under
floating rate, the rate of tnterestts.ltnked to a benchmark rate such as London-.
Interbank Offered Rate Or LISOR and is revised every six months by reference to
the LIBORthen prevailtng.) Therefore, the swap may involve borrowing at floating
rate and exchanging the Itabthtyfor payment. of interest with another firm borrowing
at fixed interest rate. It is also possible that both currency and interest factors
affect the choice for going for a swap.. Based on these, swaps are classified into
three types as follows: . '
Currency Swaps

Firm A in New York can borrow in dollars at 6% and in pound-sterling at 9%.
Firm B in London can borrow in dollars at 8% and in pound-sterling at 7%. Firm
A needs GBP 1 million which it can repay in 3 years. Firm B needs similar value
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in US dollars .. If both the firms raise the needed funds in the market, firm A has
lo pay Interest of 9% and firm B interest of 8%, It would be to their mutual advantage
if firm A raises the loan in dollars at 6% and firm B in. pound-sterling and they
exchange their liabiltties. The arrangement would be as follows:

(il On the date of the contract. firm Ar2ises a loan of USD 1.6 million
; (assuming the spot rate to be GSP 1 :;:;OSD 1.6) and remits the amount
to firm B, Ftrrn B raises a loan of GSP 1 million and remits this amount
to firm A.

(it) Periodically. say every stx months, firm A calculates interest on sterling
liability at 7% and remits this amount to firm B to enable it to pay the
interest 011 the sterling loan, Similarly. firm B remits interest in dollars to
firmAat6%, .

(iU) On maturity. firm A remits GSP 1 millton to. firm B to adjust the loan
raised by the latter. Similarly. finn B remits USD 1.6 million to firm A.

In practice. the arrangement may notbe directly between firm A and firm B, but
the transacuon may be intermediated by a financial institution dealing in swaps.
Interest Rste Swaps

Firm C and firm D. both at London. are rated differently by. the market and
offered loans at different rates, Firm C can raise loan at 10% fixed or LIBOR plus
0..5%, Firm D can borrow at 11% fixed or LISOR plus 0.75%, Although firm D has
disadvantage both under fixed and floating rates of interest. it has comparative
advantage under floating rate where the differential is only 0,25% as against 0.5% .
under fixed rate, Suppose that firm C wants to...r:ais.e.lo.anunder.floattng rate and
firm D would like to do so under Iixed.rate. Itwould be-to their mutual advantage
if firm C-raises the loan at the fixed rate of 10%,anci-exchanges the obligation lor
payment of interest wtth firm D which raises the, loan at LIBOR plus 0.75%. It
should be noted that under interest raje swap ...the loan liability is not exchanged;
only the pertodtcal payment of interest Is exchanged, The loan amount becomes
the notional value based on which the.Interest.ts calculated. .

In the above example; firm C may exchange the fixed interest liability at a rate .
slightly higher thari theactual cost, say at)O.25rc>. Firm D may have to offer the
exchange at a rate lower than Its cost..say atLIBOR plus 0.25%. The net effect is
that firm C is able to borrow at LIBOR, a gain 0[0.5% and firm D borrows at
10.75%. a gain 0[0.25%, The rates at which the rates are exchanged depends upon
the relative bargaining capacity of the parties, " .

An interest rate swap js known .as the coupon swap where the liabilities
exchanged are lnvolvtrig fixed and floating rates ofinterest. In a bastssuiap the
interest rates involved are both floating,' but on adifferent basis, for instance. one
may be linked to LIBOR and the other to treasury bill rate.. ,.' . .

A coupon swap should not' be confused With Zero coupon swap. A zero coupon
swap i,s a special type swap where one.of thecounterparttes makes a lumpsum
payment instead of periodical payments Over time. The lumpsum payment can' occur
at any time. up-front. at maturity. or during the, life of the swap.
Cross-Currency IryteresfRste Swap

This is a cornblnatton of currency swap and interest rate swap. For instance, a'
US firm which can borrow cheap dollar funds at floating rate may exchange the
liability With a UK firm which borrows sterltng.funds at cheaper rates at fixed rates
of interest. .
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Scope In 'India
The availability of swaps in India is discussed at the end of this section,

o Forward Rate Agreements
Under a forward rate agreement (FRA), the seller agrees to lend La the buyer a

specified amount of funds, in a specified currency for a specified period starting
at a specified future date, at a predetermined rate of interest. For instance, a bank
may agree to lend three months hence USD ,1,00,000 (it: 6% for a period of six
months. On -the settlement date (three months from the date of contract), however,
the bank does not actually lend this amount. to the buyer. If the market rate on
that date is higher than the agreed rate, the bank pays the difference to the buyer.
If the market rate happens tobe lower than the agreed rate, the buyer compensates
the bank for the difference.

FRAs are available in international markets in all convertible currencies and with
Individual. banks. The minimum' principal amount is around 5 million units of a
currency;
o Interest Rate Options

Interest rate,options allow the buyer of the option to borrow or lend the specified
amount of a specified currency at a specified future date at a specified rate of
interest, without any obligation to db so. This product Is available on payment of
up-front fee called the premium, A call option invests the buyer with right to borrow
and a put option invests him with right to Invest. '

An interest rate cap consists of a series of call options on interest rate covering -_._->
a medium to long-term floatlngrate liability. For instance; a 'company which has
borrowed a three-year foreign currency loan on which Interest is payable half-yearly
at LIBOR plus 1%, may enter into a series of five call options with maturity dates
cotncldtng with the due dates for payment of interest commencing from second due
date. The interest payable for the first six months is known and hence no optlon
is required. If the rate of interest on a due date happens to be higher than the
strike rate (agreed rate under the option), the company can exercise the option and
hence limit the cost to the strike rate. If the rate of interest re-set at a due date
turns out to be lower, the option may not be exercised thereby reaping the benefit
of lower interest rate. . . . .

An interest raiefloorie a series of put options meant to protect the lender against
drop 1nthe interest below a specified rate in a floating rate asset.

An interest rate collar 1sa combinationof a cap and a floor.. ' , . ,

o Swaps, FRAs and Interest Rate Options in India
.. , These instruments have been made available to Indian corporates only inAugust
1996. The exchange control regulations inthis regard are as follows: I·

(0 Indian corporates mayapprc;>achauthorise9 dealers for hedging of their
foreigncurrency loan.Iiablltties. Authorised dealers may offer the undernoted
products to corporates either by booking the transaction overseas or on a.
back-to-hack basts: ... .. .. . ,
(a) Interest rate swaps" ' . "
(b) Currency swaps" ..

In August 1996 issue of Credit InJormat\on Revteui published' by Reserve Bank, these
instruments are defined as follows: . -. '
Interest Rate Swap An agreement between tv.'ci par!leS to exchange a series of interest payments
based on an agreed principal amoun!' (often termed .the ' notional'.amount). '
Currency Swap A transaction In which two counterparues exchange speclflc amounts of two
dUTereI1tcurrencies at the outset and repay over time according to a pre-determined rule that
reflects interest payments and pcestblyamortisaucn of prlnclpal, (Contd. next pace) ·;i

j~~~l\
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(e) Coupori.swaps"
(d) Tnterestrate caps/collars. (purchase)"
(e) Forward Rate Agreements. * . . .

(li) Before entertaining the corporate's request. authorised dealers should ensure
that: . .
(a) the Reserve Bank has accorded final approval for the conclusion of the

underlying loan transaction; .. .•
(b) the notional principal amount of the hedge does not exceed the

outstanding amount of the foreigncurrency loan: ,
., (e) the maturity of the hedge does riot exceed the remaining life to maturity

of the underlying loan; and .. .
(d) the Board of Directors of the corporate has approved (one-time) the

flnanctal Hmits and authorised designated officials to conclude the hedge
transaction.

(iii) Corporate shall also be permitted to Unwind from a hedge transaction.
(tv) Authortsed dealers should also ensure that the corporates submit the

following: .
,(a) A report showing complete details of the transactions concluded (booked

as well as cancelled) duly countersigned by the authorised dealer to the
Regional Office of the Reserve Bank under whose jurisdiction they are
situated, Within a week from the date of conclusion of the transaction.

(b) Aquarterly report to the corporate's Board furnishing details of all such
transactions and copy thereof along with a copy of the Board's
resolution.

(c) An annual certificate from the statutory audttczs that.the.company has
complied Withall the prescribed terms and conditions ..

(v) Payment of up-fron+premta, if any, as well as other charges+nctdental.to
the hedge transaction may be effected by authorised dealers without prior
approval of Reserve Bank. , .

(ui) Authorlsed dealers should ensure that the hedge transactions are allowed
j to be put through solely for the purpose of liability mangernent and on no

account should stand alone' deals be permitted.

(from previous page)
Coupon Swap It Is the same as an Interest rate swap but as applied to a debt Instrument,
Caps and Collars These are optional Instruments which provide a kind of Insurance cover for
Ltbor fluctuatlons. . ,. . .
Forward Rate Agreement It Is a forwa:rd contract 011 Interest rates between two parties.
typically a bank and a borrower. With the bank fixing Ltbor for the borrower at an agreed future
date, .
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18 Incoterms
(International Commercial Terms)

A TRADE contra,ct,lmposes cer,tain T,ights an,d obligations on the b,uyer and
seller, these rights and obltgauons varying in accordance with the
convenience of the parties concerned and as agreed by them ..Certain

specific terms have been evolved. known as 'trade terms', or 'contract terms', such
as Free.on Board (FOB); Cost. Insurance and Freight (elF). each of which carries a
specific set of rights and obligations between the parties, While quoting the price,
the seller takes into account not only the 'cost of production but also additional
costs arid risks involved as per, the trade terms agreed, For instance. the price
quoted for a consignment cnClf' basis Will be higher than that on FOB basis as
the former requires Insuranceandfreightcharges to be,incurred additionally.

The existence ofdifference in iIiterprf!tation of trade terms in different countries
has been a cause of friction in tnternattonal trade leading to misunderstanding.
disputes and references to. coutts with. all the waste of time and money. The
Incoterms (International Commercia} 'Terms) were evolved by the International
Chamber of Commerce to provide a set of international rules for the interpretation
of the chief terms used in foreign' trade contracts. Incoterrns were published first
in 1936 and subsequently-amended and added to in 1953, 1967. 191.6..1980 and
1~9o.The latest 2000 version defines 13,contract terms. providing an up-to-date
set of rules broadly in the line with the current international trade practices.
o Scope

The adoption of Incoterms is optional. Merchants 'M,shing to use these rules
should specify that their contracts will be governed by,'Incoterms 2000'. Further.
special provision in the individual contractbetween the parties will override anything
provided in the rules. . , ~', '

Regarding the,scope of Incoterms, the tntroductory part of the .offlcalpublllcatlon
states that: '

(a) The scope of incoterms is Iimited to rights and obligations of parties to
the contract of sale, • '

(b) It applies to delivery of tangible goods and, not intangibles such as computer
software ' ':

(c) It does riot relate to other contracts required for international sales. such
as contracts of carriage, Insurance and Imanctng However, choosing a
particular incoterm has an tmplication on these contracts.

(d) Incoterms deal only'with specific terms of contract of sale such as packing,
clearance, transportation and delivery of goods, A great number of problems
that may arise in such contracts like transfer' of ownership and other
property rights. breaches ofcontract and exemptions from liability in certain
cases are not covered by Incoterms. .

'0 TheTerms
Arranged in the ascending order of obligations to the seller, the contract terms,

defined are as under: ." .
;

• Emphasis added,
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Contract Terms Standard abbrevtatton
E - Term-

1. Ex Works
F - Terms

2. Free Carrier Carriage Unpaid
3, Free Alongside Ship •.
4. Free on Board

PCA
FAS
FOB

c Terms
5, Cost and Freight
6. Cost Insurance and Freight
7. Carriage Paid to . ,
8. Carrlageand Insurance Paid to'

D - Terms
9. Delivered at Frontier OAF
10. Delivered Ex Ship DES
11. Delivered Ex Quay DEQ
12, Duty.Unpaid ' DDU
13. Delivered Duty Paid DDP

ePR
elF'
CPT
erp

. "

According to the mode of transport.for which they are used, the contract terms
may be classified as follows! .

Sea and inland waterway All modes including multirneaai
1. Free Alongside Ship I 1. Ex Works
2. Free on Board 2. Free Carrier
3. Cost and Freigh t ' , \ {3-. Carriage Paid to
'4. Cost, insurance and Freight 4. Carriage and Insurance Paid to
5. Delivered Ex Ship 5. Delivered at Frontier
6. Delivered Exguay 6~ Delivered Duty Unpaid

, . 7. Delivered Duty Paid
The main reason for the 1990 revision of the Incoterms was the desire to' adapt

terms to the increasing use of Electronic ,Data 'Interchange (ED!). The revision
provided that in all the contract terms where the seller has to send a transport
document to the buyer, 'when the seller and buyer have agreed to communicate
electronically, the transport document may be replaced by an equivalent ED!
message,', . '

Incoterms have been further revised for the new.mtllenntum in line with
developments in commercial practice, Published in September 1999,.Incoterms
2000 may be used to define the responstbtlttres of buyer and seller iI),' contracts
effecUve from January 1, 2000. The current revision concentrated on ensuring
that the wordings used clearly and accurately reflect the trade practice. Wherever
possible, the same expressions as appear in UN Convention on Contracts for
International Sale of Goods (CrSG) have' been used, Moreover, substantive changes
have been made In two areas: .

(a) The customs clearance and payment of duty obllgatlons.under DAS and
DEQ; and

(b) The loading and unloading obligations underFCA.

• Significance of groupmg of the terms asE term. F terms, C terms and 0 terms Is discussed at
the end of tills chapter.

~'
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18.1.CONTRACTTERMSFOR CARRIAGE BY SEATRANSPORT
o FAS-Free Alongside Ship (...named port of shipment)

'Free Alongside Ship' means that the seller deliverswhen the qoodsare
placed alongside the vessel atthe named port oj shipment, This means that
the buyer has to bear all costs and ~ks oj loss oj Ordamage to the goods
from that moment. tIticotettns 2000), , ,

The price quoted under this contract includes charges up to placing the goods
, alongside the ship in the seller's country-The seller's obltgatton is to bring the
goods to the named portand place them alongside the vessel nominated by the
buyer. The buyer has to bear all costs and risks of loss of or damage to the goods
from that moment, "
,The buyer has to contract the sea carrier and arrange for the transportation. He

should Inttmatc the' seller about the name and loading-berth of the ship and the
delivery dates. The seller should obtain the export licence or other official
authorisation, where applicable and carryout customs formaltttes ". He should
tender to the buyer dock or warehouse receipt or warrant which evidences the
delivery of goods alongside the ship. He .has to bear the cost of any checking
operations such as checking quality measuring; weighing and counting which are
necessary for delivering the goods alongside the Ship. .

The seller may arrange for booking the cargo with the shipping company and
obtain a bill of lading. In such cases, the cost should be borne by the buyer. The
seller may also provide at the buyer's request and cost, the certificate of origin and
any other documents' that the latter may require.
Documents. The documents that the seller has to submit to the buyer are :
(a) Dock or Warehouse Receipt or Warrant,
(b J Invoice, and '
(c) Any other document as required by the buyer,

, ,
CJ FOB-Free on Board (...named p,ort of ~hlpment)

'Free on Board' means that the seller delivers when the goodspa.ss the
sh.ip's rails at the named port ojshiprhent. Tnismeans thci.tttie buyer. has
to bear aiicosts and risks ojl.oss ojordamage to thegoodsjrom that point.
(Incotenns 2000) . .

The price quoted under this contract charges up to preparation of goods for
export and placing them on board the named' vessel in the seller's country, The
buyer should arrange for.....the space in the vessel and intimate the seller so that the
latter may arrange' to /taI<ethe goods to the port at the appropriate time and get
them placed on the vessel. The right in the goods passes on to the importer the
moment goods are placed on the: vessel as per his tnstrucnons and hence any 19,55
of or damage to the goods after this stage .should be,borne entirely by the-buyer.
The buyer has to pay freight at destination' and arrange for insurance covering the '
journey. As regards the loading charges at the port in the seller's country, the 'seller
has to bear to the extent they are not included in the freight. "i

The seller's duty is to arrange to prepare the goods, pack them, place them on
the vessel as per the terms of the contract .and obtain a b!ll of lading evidencing
shipment. He has to bear the cost of ally checking operations Itke checking quaJjty,
measuring. etc., which may be necessary fOl':,deliveringthe goods. He has to obtain
export licence and pay export tepeesand fees that may be ·l'equlred, If the buyer
requests, he has to provide him with a certificate of origin, the cost of Whichhas

• EarlJer,veralons of Incoterms requJred the buycr' to ~~rangc [or expor-tclearance urrder FAS terrn.
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to be borne. by Lhc buyer. Further, he may asstst the buyer. at buyer's risk and
expense. In other m.attcrs re\a\.l.ng,to t'n.ecoritr act. . . .

'thc tcnn FOB ts rvor rnany foHowed by the rrarrie 0\ a port \.nthe se\\er's cO'\.\t:\try.
\,'or examprc. an \nd\an seuer may quote FOB enenna\.. It means the pr\.ce C\.uote~
\$ ~or deHvcry o{~(.")oc.\sat. ehenna\. port. H no port\s ment\oned \.1.1. the terms. the
buyer has the right to ask for sh\pment. atany port in lndta. Therefore. 'he may,
require the seller to ship from Mumbat, which may mean additional cost to the
seller. .

Documents to be submitted under FOB contract are :
(a) Freight to payor freight collectbtll of lading,
(b) Invotce.and
(c) Other documentsas required by the buyer.

U CFR-Cost and Freight (...named port of destination)

'Cost and Freigl1( means that the seHer deLivers when the goods pass the
ship's raLLin theport oj shipment.

The seLLermu.stpay the costs andfreight necessary to bring the goods to
the 'named port.qf destination. Btrr the nst«ofloss ojor damage to thegoods,
as well as any addiiiona! costs due to events occuning after the time oj
delivery. are transJerredJrom the selLer to the buyer. (Incoterms 2090)

The price quoted under .thls contract includes the cost of the goods and freight
charges up to tile named destination. That means, the contract term should indicate
lhe port of discharge upto which the freight is included. For instance, for delivery
at NewYork the contract terms should be CFR NewYork. .

The seller has to prepare. pack, transport up to the port and arrange to place
the -geods on board a vessel and obtain 'clean freight paid bill of-lading. The
obligation of arranging for the contract of carrtage rests with the seller. He hasto

. pay for checking operations and pay unloading charges to the extent they are
Included in the freight. He has to obtain export licence.and carry out all formalities
necessary for the exportation of the goods. He may furnish the certificate of origin,
consular invoice and any other document at the cost and request of the buyer. .

The buyer has to arrange to receivethe goods at the destination. He h9-Sto arrange
for insurance of the goodsduringtransportation. He has to pay-unloading charges
to the exten t they ar.e not included In freight. He has to reimburse the expense ,
incurred by the seller .mprcvtdtng documents like certiflcate of origin at his request.

Though under CFR.~ontract, the seller pa.ys charges up to the destination, the
risk. of loss of or damage to the goods passes to the buyer the moment the goods
are placed on board the ship in the seller'scountry, Thus, the seller bears the cost
up to the destination, but the buyeracquires the interest in the goods from the
time they are loaded onboard a shlp.in the seller's COU11try. '

Documents to be furnished under this contract are : .
(a) Freight paid billof lading, . '.
(b) Invoice. and· ( .
(c) Other documents as required by the Importer,

ClelF-Cost, Insurance and Frelght.(...nam~dport of destination)
, .

'Cost Ins urance,and,Freight' ~ans that the seller deliuers when. thegoods
pass the Sflip's rail inthe port~Jshipment. .. .. I

The seller-must pay the costs andfretg h,tnecessary tobring the goods to
the named port djdestination, sur the risk OJro5s oJordamage to theg~j
as well as any. additwn.aZcosts due tq eve.nts Occuning after the titn,e :of'
delivery, are. trarisierredfrom ttu: seller to the buyer. However, ifY9.IF the
seller also has toprocure TT111r'i.n.e tnSurance against the buyer's ff$i~of loss
oj or damage to the goods durirlg the carriage, (Incoterms 2000) .,
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The price quoted under this contract includes cost of goods, freighl charges
. up to named destination and insurance covermg the voyage, In other words, all
expenses incurred up to the port ofdestlnatton are borne by the seller, Unless
otherwise specified in the contract, Insurance for U 0% of contract price with
minimum cover of the Institute Cargo clauses shall be obtained. In other respects,
the duties Of the seller and buyer are similar to that under CFR contract.
Similarly, the risk in the goods passes on to the buyer the momen t they are
placed on board a vessel in the seller's country,

Documents to be furnished under this contract are :
(a) Freight paid bill of lading,
(b ). Insurance policy,

· (c) Invoice, and
· (d) Other documents as required by the buyer.
Variants oJ CIF Contract. There are two variants of CIF contract in use.. They

are, however, not recognised under Incoterms :
[i) Cost, Insurance, Freight and Commission (ClF & C). This Is Similar to CIF
contract except that the priceincludes in 'addition commission payable to agents
for the contract. .

Documents :
(a) Freight paid bill of lading,
(b) Insurance policy,
(cl Statement of commission paid,
(dJ Invoice, and ..
(e) Other-documents as required by the buyer,

(it) Cost.Tnsurance. Freight, Commlsstonand Interest (CIFC &1). In addition to
the"price under.Clf' contract, thi~ Includes commission payable to the agents and
interest of the transaction.

Documents :'
CaJ Freight paid b1ll of lading.
(b) Insurance policy. .
(9) Statement of comrrnsstonpaid;
(d) Invoice, With details of interest. and
· (e)' Other docwnents as required by the buyer.

o DES-Delivered Ex Ship (...named po~ of destination)
'Delivered.Ex Ship Imeans that the seller delivers when thegoods areplaced
at the disposal qfthebuyer on.board the ship not clearedJor import at the
named port of cfestination. 'The seller has to bearaii the coszs and risks
involved iii. bTiilg(ng the gOQds to the. named port oj destination before
discharging. (lncoterms 2000)' . .:

The price quoted includes all expenses tip to carriage of goods by ship to the
named destination. Thus. the price quotedmay be same as the price under elF
contract. But the essential difference between Ex Ship contract and. other" · ~
contracts discussed above is the time at which the risk fot loss of or damage to
the goods is passed to the buyer. Theresporistblhty..underthe Ex Ship contract,
of the seller is to make available to-the buyer· the goods at the named destination.
Therefore. the risk is borne by, the seller till tpe goods are: carried to the port Qf
destination. The risk is transferred to the buyer from the 'time he takes delivery
of the goods. In other respects, the duties, o'f the seller and. the buyer are similar
to those under the elF contract. . . .

Documents to be. subrnttted WIder Ex Ship contract are: ..
(a) Freight paid bill ofladlng, .
(b) Invoice.
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(c) Insurance policy, and
(d) OU1erdocuments as required by the buyer.

o DeO-Delivered Ex Quay (Duty ~id) (...named port of destination)

'Delivered Ex Ship' means that the seuet.deiiuers when the goods are placed
at the disposa[ oj the buyer notdearedfor import on the quay (wharf) a.t the
named port ojdestination. The seller has to bear costs and risks involved
inbringing the goods to the named port oj destination and discharging the
goods on the quay (wharj). T1)e'DEQtenn requires the buyer to clear the
goods for import and to pay Jar alljormalities, duties. taxes and other
charges upon import. (Incote:Tfl,2000)

This is in effect an extension of the Ex Ship contract. The seller has to bear
the additional risks and cost to bring the goods ashore and make them available
to the buyer on the wharf at the destination named in the sale contract. That
means, he has. to prepare the goods, packthem, arrange for checking operations,
transport and insure them. The risk ofloss or damage to the goo9s passes to
the buyer from the nme the goods are placed at the quay. The buyer's duty 1S
to take delivery of the -goods from the quay Dr wharf at the port of destination,
The buyer has to obtain th.e importIicence and bear the cost of any import duty.
cost. of customs clearance and any other taxes to 'be paid on imports. If th~
parties wish to Include in the selle,f'S obligation all. 0, r part of the costs payable' ,
upon import of the goods, this should he made clear by adding explicit wordln
to this effect In the contract of sale.

Documents to be submitted by the seller:
(a) Deliveryorder,_ ,
(b) Invoice,and
(c) Other documents as required by buyer.

18.2. CONTRACT TERMS FOR CARRIAGE BY ANY MODE OF TRANSPORT
, ' ,

..).

o eXW-Ex War'ks (...named place)

'ExWorks'means that the seller delivers when the goods are placed at the
disposal oj the bu,yerat the seUer'spremises or another named place (i.e..
works. factory , warehouse, etc.)not clearedjor export and not loaded on any
collecting vehicle. , '

This term. thus, represents the mininu.unobUgatiDnjor the seller, andtne
buyer has to bear aLlcosts and risks i.ntJolvedin taking the goodsfrom tne
seHer's premises. (Incoterms '2000) ,

The price under tHis contract represents the minimum Since the goods are
delivered at the seller's premises ..The price excludes all other expenses, T~e
obligation of the seller Is to make the goods available at his premises, t.e.. works
or factory. ,' , ' .

The seller should bear all costs and risks in packing the goods. arranging for
checking operations like checking quantity, measurements, weighing and counting.
that may be necessary for the purpose of placing the goods at the disposal of the
buyer, He should give reasonable notice to.the buyer as to when the goods would
be at his disposal. If the buyer so desires and at his risk, the seller may render
assistance In getting documents that may be required for exportation and/or
importation of the goods, The seller is not responsible for loading the goods on
vehicle provided by' the buyer. If the parttes the seller to be responsible for the

• Under earlier versions of Incoterrns the duty to obtain import clearance was on the seller"
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loading of the goods on departure and to bear the risks and all the costs of such
loading, this should be made clear by adding explicit wording to the effect in the
contract of sale,

The buyer has to bear the cost and risk. involved in bringing the goods from
the seller's works to the desired destination. All costs, taxes, etc., both at the
seller's country and the buyer's country have to be borne by the buyer.

Documents : . , ~
(a) Invoice, and
(b) Other documents as required by the buyer:

o FCA-Free Carrier,( ••.named plaee)

\ 'FreeCarrier' means that the seller delivers theqccas.cieareafor export, to
the cattier nominated by the buyer at:the named place. It should be noted
that the chosen place oj delivery has an.impact on the obligations oJloading
and unloading the goods· at that place. If delivery, occurs at the seuer's
premises, theseller is responsiblejor loading. Ifdeliuery occurs at any other

. place, the seller is not responsiblejor,uttloading. (lncoterms 2000)I ThiS term corresponds to FOB under-sea transport.. The seller flllflis his
obligation to deliver when he has handedover the goods, cleared for export,
into the charge of the carrter named by the buyer at the named place or point.
If the named place is the seller's premises, delivery is completed when the goods
have been loaded on the means oftransport provided by the carrier. If any other

_~plac_eIs.mentioned, the seller carries the goods there and places the goods at
the disposal of the carrier without unloadtngfrom the seller's means of transport.
1[-11"0-precise -potnt Istndlcated by fhebuyer, the seller rnay choose Within the
place or range stspulated where the carriershall take the goods into his charge.

'Carrier' means any person who, ina contract of carriage, undertakes to perform
or: to procure the performance of carriage by rail, road, sea, air, inland waterway
or by a combination of such modes. If the buyer instructs the seller to deliver the
cargo to a person. e.g .• a freight forwarder who is not a carrier, the seller is deemed
to have fulfilled his obligation to deliver the,goods when the>, arc in custody of that
person. ... . '. . .
'Except for themode oftransport and place of delivery; the respective posttions

of seller and buyer are similar to that under fOB contract. .
Documents required are :
(a) A transport document.
(b) Invoice, and
(c) Other documents as required by the buyer.

aCPT-Carriage paid to (...named place of destination)

'Carriaqe paid' to... ' means tha(the' seller deliuers the-goods to the carrier
nominated by him bu.t the seuermust in addition pay the cost oj carriage
necessary to bring the goOds to the named destination. This means that the
buyer bears all risks and anyothercosts occurring after thegoods bave been
so delivered. (Incoterms 2000) .... \: ,

','"='

......

This contract term can be compared to the CFR term used for carriage bysea
transport. The price quoted includes cost of goods and freight charges. .

The seller has to prepare the goods, pack them, pay for checking operations
and take them for transportation to the carrier. If there are more than one carrier,
the seller's obligation is fulfilled when he delivers goods to the first carrier. The
risk for loss of or damage to the goods passes to the buyer when they are .
.delivered to the first carrier. The ,formalities for export. like obtaining licence,
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payment. of export duty, has to be borne by the seller. If customary, the seller
should provide the buyer with the usualtransport document.

The buyer. 011 receipt of tnurnatlcn from theseller. may arrange for insuring
the good's, He should arrange for getting import licence and pay import duties.
If he requ Ired the seller to furnish him with certiflcate of origin or any other
document. I1eshould reimburse the seller for the expenses.

Documents to be submitted by the seller are: , ...
Ca) Fretght paid waybill.
(b) Invoice. and
(e) Other documents as required by the buyer.

U CIP-Carrlage and Insurance Paidto ( ...named place of destination)
'Cairiaqe and Insurance paid to.... mearistha: the seHerdelivers the goods,
to the carrier nominated by him but the seller must in addition pay the cost
oJ carriaqe necessary to bring the goods to the named destination. This
meallS that the buuerbeorsou. risks and any other costs occurring after the
goods have beenso,deLivered..However. inCIPthi:! seUeraLsohas toprocure
insurance against the buyer's risk cflos« of.oraamaqe to thegoOds during
the carriage. ilticotertns 2000)'. , .

,.:,

, .
This term corresponds to Clf' contract under sea transport. In addition to

the obligations under' 'Carriage Paid to' contract. the seller should arrange for'
insurance for the goods and furnish the buyer with the insurance policy or other
acceptable document. Therefore. the price' quoted includes cost of the goods,
freight charges and insurance premium. .. .

The cargo insurance should be on such terms that the buyer would be entitled
to-claim directly frorn the insurer. unless otherwise agreed it should be for 110%
of the contract value with mintmum cover of the Institute Cargo Clauses. Whe~
requ.ired by ~e buyer, -ti1eseller shal] provide at the buyer's expense war, strike"
riots and CiV11 commotion riskmsurances Ifprocurable. ,

In all other respects: the responsibilities of the seller and the buyer are same as
under 'Carriage Paid to! contract, '

Documents to be furntshed :
Cal Freight paid waybill.
(b) Insurance policy. '
(c) Invoice. and ",
(d) Other documents, as required by the buyer.

o DAF-'oellvered at Frontiet (...narned place'), '~~~~~~~----~--~--~~~~'Delivered at Frontier'. means that the 'seller delivers when the goods are
placed at' the disposoloftne buyer on the arriving means of trcitspott not
unloaded, dearedJor export, bu~not aearedfor import at the riamedpoint
and place at ttie.frontier, but before the customs border oj the adjoining
country. The tertii 'frontier'maybe usedforanyfrontietincluding tJ-uit.oJthe
country of export. (lncoterms 2000) " , '

, ' '

Under this contract. the seller's .obltgattona are fulfilled when the goods have
arrived at the frontier. but before the customs border of the adjoining country.
To avoid mtsunderstandmg the patties may ihdicate (0 the countries separated
by that frontier. and (tll the name of place ofdelivery, For example, "Delivered a
Franco-Italian Frontier (Mondanel''.

The seller should arrange for packing the goods; checking operations' where
required. procure exchange control.authortsation required for exportation of the
goods. contract for transportation of the goods to the place named in the contract
and bear all risks arid expenses up to this stage, If no particular point (station,

r '

'"
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pier, quay, wharf, warehouse as the Case may be) as the, named place of delivery
is stipulated in the contract, the seller may choose any point [or delivery. He
should provide the goods at the frontier. The document may be a transport
document or warehouse warrant. He may assist the buyer, at the latter's request
and. cost in obtatning other documents that may be required.

The buyer should arrange for takiHg delivery of the goods at the [ron tier. He
should obtain import licence and payImport dulles, taxes and fees that may be
required for this purpose. '

Documents :
(a) Document of transport or warehouse warrant,
(b) Invoice, and
(c) Other documents as required by thebuyer.

o DOP-DeUvery Duty Paid (...named place of destination)

'DeUueredDuty Paid' means that the seller delivers the goods to tiie buyer,
cleatedjor import, and not unloadedjrom the aniving means ojtranspon
at the named place oj destination. Theseller has to bear all the costs and
risks inuoLuedin bringing thegoods thereto including, where applicable. any
'duty' (which tertii includes the responsibilitufor and the risk ojthe carrutrc;
.out cfcustoms jorrnaliiiesand: the payment ojformalittes, customs duties,
. taxes aridothercharges)jortmport in the country cf aesurauor: (lncotenns
200~ . .

-While'the term- "Ex Works" signifies the seller's minimum obligation, the term
"Delivered Duty Paid"; _~hen followed by word~naming the buyer's premises,
denotes the other extreme-s-the seller's maximum obligation. The seller has to do
all that 1s necessary to place the goods at the premises of the buyer. He has to
prepare the goods, pack them, arrange for their transportation, comply with the
export and import formalities. arrange for the internal transport in the buyer's
country and ultimately place the goods at premises of the buyer. Till that time the
risk in the goods also rests with the seller, If the buyer has indicated a place other
than his premises as the destination for the goods, the seller should provide the
buyer with a customary document of transport warehouse, warrant, ,dock warrant,
delivery order or the like, as the case may be, to enable the buyer to take delivery
of the goods. The seller retains the risks of the goods till they reach such
destination. The seller should reimburse the buyer for any assistance rendered by
the buyer in getting import licence; etc. '

The buyer's only duty is to take delivery of the goods at the destination.
If the parties wish that the seller-should clear thegoods for import but that

some of the costs payable upon the import of-the goods should be excluded-such
as value addedtax (VAT)and/or other Similar taxes-.this 'should be made clear
by adding words to this effect in the contract of sale.
. Documents: '. .' " . ,.
(a) Document. of transport, if required,
(b) Invoice, and ' ..
(c) . Oilier documents if requrred by the buyer.

o ODU-!..Dellvered Duty U~paid (uona~ed place of deatlnatlon) .

..
f

.' /

. ,

'DeliueredDuty Unpaid' means tha.ttJieseUer~li.vers thegoods to the buyer,
not clearedjor import and notu.ri.1.cx:ui.eq.jromthe arrirJing means oftransport
at the named place oj destination. The sellet:has to bear all the costs and
risks inuolued in bringing thegoods thereto, other tnar; where appticabie,
any 'duty' (which term includes. the responsibility Jor.a.nd the risk of the
carrying out ojcusromsformalittes and thepaymentofjormalities, customs
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duties. taxes Cindother chnrges)jor impOrt inC(1e COWltry of destination. SUch
'duty' lIas to be bome by the buyer-as welt as any costs and risks caused
by iiiefaiiure to clear the qoods for import in time. (Inca terms 2000)

207

Th!s term 1s strntlar to DDP except that the seller's obl1&atton, excludes'
obtention of import licence. payment, of duties. taxes and other officIal charges
payable upon importation. If the parties Wish' the seller to carry out customs
formalities and bear the costs and risks resulting therefrom, this has to be made
clear oy adding words to this effect. .: ,

Documents:
(a) Transport document.
(b) Invoice, and
(e) Other documents if required by tile buyer ..

18.3. COMPARISON OF INCOTERMS .
Having brieOy surveyed the thirteen tncoterrns, an attempt is made in the Table

(page 20.91 to compare the-salient features ofthe different terms. Allied terms have
been combined together to facilitate compartson..
It would also be advantageous and easier at this stage to understand the

slgnutcance of the terms as E term. F terms. C terms and D terms.
E term Is a departure term. The seller's responsibility is only tlll the goods

remain at his place.
F terms signify that the 'main carriage isunpaid. The seller must hand over

the goods to a nominated carrier free of risk and expense to the buyer.
C terms signify the m~in carriaqe is paid. The seller must bear certain costs

---e-Venaffer the-cr-itical point for the dtvtsion of the risk of loss of or damage to the
--..~oodshas been reached. . .
. D terms signify the arrival of goods at destination.

'4

'111
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["LCASES EXW FeA FAS FOB ern elF D~ DEQ DDV DDP
r should: CPT CIP DAF
apply the goods 1. Mandatory preshlpment inspection B S S S S S S S S S
ickthegoods 2. Loading at seller's premises .;' 8 S S S S -S S S S S,.
-rarlge fot checking . 3. Local-transport in seller's cotmJiY B B· S S S S S S S S
ieratlons for 4. Unloading at premises of main -camer B B S S S S S S S s
lalitY. quantity, etc. 5. Export licence B S S S S S S S S S
or should: 6. Export clearance. B S S S S S S s S S
iy the price 7. Arran_g_ementfor contact of carria_ge B B B B S S S S S S
ly preshlprnent 8. Loading into the carrter B .B B S' S S· S S S S
spection charges, 9. Risk during voyage , IB B B· B . B. B S S S S
non-mandatory 10. Freight charges B B B B S S S S S S
ike delivery at 11. Transport Insurance - - ..... - ~ S - - .- -
esnnation ... 12~,lmpor:t licence , t,'" ' '. . '8 8 '8 B B. B, B B B S

13:, Import clearance , ,

B B. B B B B B B B S
14. Unloading at place of destination B .B 8 B B B B S B B

•in case the named place is otherthan the .seller'spremises. ~ indicates no obligation under lncoterrns.
, Buyer's reponslbillty. S == Seller's responsibtllty, exw = Ex Works, FAS = Free Alongside S,J:lip, FOB = Free on Board,
A. = f)'ee Carrier, CFR = Cost arid Freight. CPT."" Carriage Paid to. ClF = Cost. Insurance and Freight. CIP = Carriage
iInsurance paid to. DES:: Delivered Ex Ship. DAF :: Delivered at Frontier. DEQ ::::Delivered,Ex Quay. DDU = Delivered
ty Unpaid, DDP = Delivered Duty Paid.

m.~.ji,.)G$Q.itJ,.'.!i.,e.~,p;U4.(;Wij.:'\¥'1:M;'.~~~'7""';,": .,'1, .
:,t;_ .":'.,?
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19 Letters of Credit

Meaning and Mechanism
19.1.METHODS OF SETTLING DEBTS IN INTERNATIONAL TRADE

Depending upon the relative bargaining power of the importer and exporter. and
haVing in view the requirements of the exchange control.m the countries concerned.
payment for the international trade may take place In anyone of the Iollowtr;
methods: .

1. Advance Remittance
the exporter may require that the Importer should make full,payment in advance

for thr. goods to be exported. This is possible where the goods enjoy sellers' market.
The exporter would despatch the goods after he receives the full. payment from the
importer. Or, he may even manufacture the goods, only after he receives the payment.
This is the most beneficial term of payment tha'ttt'le exporter can expect, but it Is
at the cost of the importer. '. .

The importer has to fully rely on the integrity of the. exporter and his capacity to,
execute the order In time. The transaction is financed solely by the Importerwhich
entails additional cost to ht:n. The entire, risk of the transaction is shouldered by
him. The credit insurance that is available to an exporter is not available to an
importer, Because of these factors exchange con ctol regulations in many countries
de not allow advance remittance on imports into: their countries. In India too, the
Iaclltty of advance remittance all imports is allowed only in selected cases 011
f1:tlfUmcntof the condiUons sttpulated...
2. Open Account

The situation recommending open account business is the reverse of that for
advance remittance. Under this method goods are: despatched directly to the buyer
who takes delivery ofthem withou t making payment, He is free to dispose of the
goods as he pleases. It is arranged that he will make payment to the seller at a
predetermined future date, say, lWO months after eachshlpment. Open account as
a m~thod of settlement is POSsible where the commodity commands buyer's market.

While the open account business Is most advantageous to the Importer, the
exporter bears the enure risk and meets fully the flnanclal requirement of (be trade,

• The exporter loses control over the goods and relies on the integrity of the importer
(0 receive payment. The credit risk to some extent is minimised because many
countrtes have developed credit insurance schemes to protect exporters. In Indta
we have Export Credit Guarantee Corporation undertaking this Iunctlc... But

. exchange control regulations in India place severe restrictions on open account
business for exports. .

3. Consignment Sale
, "

'The exporter may have his selling agents abroad to Whom the goods are
despatched. .They receive the goods wttlrout maktng any payment. The goods are
sold by the selilng agents Oil behalf of the exporter and as and when the sale
proceeds are received they are \-emitted to the exporter. Throughout, the goods
remain at the risk of the exporter. The dlfference between open account system
alld conslgnrneut sale is that In tae.forrner case ills an absolute sale to the importer
while in the latter case lhe Importer receives the-goods on behalf of the exporter,
The ownership of goods in UIC case of constgnmem sale remains with the exporter.
Consignment sale is prevalent in export of tradttlonal gcods from Indla.
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4. Bill for Collection
The methods mentioned above are biased in favour of either party, uiz.. the

exporter or the importer. A need arose for such a system which would enable the
exporter not to part With the goods or the control over the goods till he receives
payment and the importer does not pay until he gets the possession or control'
over the goods. A method which couid "fulfilthis condition was the exporter drawing
bill of exchange on the importer for thegoods exported. The goods are despatched
to the importer's country butthe relative documents are sent through a bank [or
collection. The bank hands over (he 'documeuts to the .mporter only on receiving
from the latter the value of the goods as, advised by the exporter.

The bill of exchange system ofcollecting the export proceeds is no doubt impartial
wlie " compared to open account system and advance remittance system. Still the
exporter faces the risk of non-payment by the importer. Even if the exporter does
not lose control of the goods, 'In case of repudiation by the importer, he has to
bear additional costs, ",
5. Letter of Credit

When the exporter draws a billoLexchange on the Importer he faces the' risk of
repudiation of the contract by theImporter. A superior method of seule.nent of
debt was devised which could assure the exporter that ifhc exports the goods as
per the contract entered into with the Importer and produces evidence lo that effect.
he would receive payment withoutdefault,

Letter of credit Is an undertaking by the Importer's bank that If the exporter
exports the goods and produces. documents as stipulated In the letter: the bank
would make payment to the exporter. Thus the obliganon of the importer under
the contract is supplemented lJYa supertor obligation of a bank to make .payment.
The exporter n~w looks to the bankwhich opened the letter of credit for..payment
ins-read of relying on the importer.
19.2. MECHANISM OF LETTER OF CREDIT

Article 2 of the Uniform Customs and Practice for Documentary Credits (UCP)
defines, a letter of credit as to mean "any arrangement, however named or described,
-vnereby a bank (the Issuing bank), acting at, the request and on the instructions
of a customer (the appltcantl or on lts OWl1behali.. "

(i) Is to make a paymentto orto the order of n third, party (the beneficiary).
or Is to, accept and pay b~ps'of exchange (drafts) drawn by the benefleiary:
M '., "

(t() authorises an'bther ba..t1kto effect such payment, or to accept and pay such
bills of exchange (drafts); or '. ' '

(tii) authorises another bank 'to. negotiate, against stipulated documents,
provided that the terms and conditions of the credit are complied with."

A clear understanding of above-deflnttton will be Iacllltated if one understands
how a letter of credltoperates. A .summary of stages In the operation of a letter of
credit is given below. ' '.' ': . ,

Fig, 19.1 brings out clearly the' operation of a letter of credit. A descrtpnon of
the stages marked in the chart l,s furnished below:

, ; -~ ,

\ ,."....~'
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Fig. 19.1 (b). UtilisatiOn/of Letter ofCr~dlt
. . .

r: ~. , -._." :1, The transaction originates when the exporter In London and the importer
in Murubai enters into a contract of sale; The contract covers ailnuportant
parttculars such as the description. value and quantity of goods. the due
date for shipment. .methcd of payment. etc e . One of the stipulations is that
a letter of credit should be opened in favour of the exporter. .' .... ..:, .

'- 2. The importer applies-to ,his bank ..(,Bank of Ino.la) requesting ah'd;s;utnbrisiflg :
the bank to open a letter of credit in, favour of the exporter and pay bills
drawn by the exporter under the letter of._~redjt. The application would
stipulate the conditions. especially wtth:regard to the documents to be
submiued by the exporter along with the om. ..' ,

3. On the' strength of the appltcatlonIrom.the importer. the bank issues a
letter of credlt. It is addressed-to tho e exp..otter and co.ntams an undertaking
by the bank that bills drawn under the credit.would be paid by it provided
the conditions stipulated therein are met.. .

" ,.:.i,,:;- i.,.'!':,~:',". ,','....,j :'~.': : ",'.
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It should now be clearly understood that though the sale co nt. Jrl forms
:1\C basis or theletter ofcredit. the banks who deal will! it are bound only
by the stipulations in the credit: the contract of sale in no way affects them.
Article 3 of UCP provides: "Cr edit s. by th e ir nature, are separate
transactronsIrom the sales orother contracus) 0Jl which they maybe based
and banks are In no wav concerned wiih or -bound by such ccntracus l.
even if any reference whatsoever to such contracus) is included in the
credit." .... ,

4. Though the letter of credit is addressed to the exporter, It would normally
be sent to the correspondent bank 01 Bank 0(' lnclta in London (Midland
Bank) with a request to forward it to the beneficiary The neccssny arises
because the exporter would not know the Signature of tile officials of Bank
of India and heiicc 11cwo~lid not be in a .posntonto satisfy himself about
the genuineness ofthe credit. When il is sent Lo the Mtdland Bank which,
j'1 the capacity of a correspondent bank, Is in possession of the Signature
or the offlclals of Bankorlndia. the .signatures011 the credit are vertflcd
before il is forwarded to (he exporter.

5. Wlthtn the stipulated date of shipment. the exporter ships the goods to a
porlin the importer's country (Murnbat) an« obtains bill of lading from
the shlppJngcompany. . .... .. .

6. The exporter draws a blllof exchange on Bunk of India along with the bill
of lading and other documents required, presents them [or negotiation to
his bank .(say. Midland Bank). Since ~l is a bill under letter or credit and
payment Is assured. any bank in the exporter's country would be willing
to pay against it. .

7, Theexporter's bankvertfles the documents to make sure that they satisfy
the cond!tions stipulated in the letter of credit and pay the amount to the
exporter. Then the documents are forwarded lQ__Ba.nkof India for payment.

. 8. On receipt cf the documents and after verifying that they satisfy the
requirements -of the letter of credit, Bank of India makes payment to
Midland Bank. The amount of the bill would be recovered by U1e bank from
the Importer and the documents would be delivered to him.
By this time itwould have been understood that "in credit operations all
parties concerned deal In documents. and not i!l goods. services and/or
other performances to which lhe documents mayrelate" (Article 4). Thus,
tho.ugh. the seller under a letter of credIt is i:lssured ofpayrnent, the buyer
has no.guarantee that th_crequired goods have been exported. To o.vercome
this difl1culty the credit may specify some other documents to accompany
the bill, viz. i weight li$t ..Pfick1ng 11st. quality certificate. etc. As we shqll
see later. thesedoc,l.irnents· do afford. bulllmited, protectio.n to. the impo.rter.

CJ Parties to a Credit
In the above credit. the impo.rter is'the applicant for the credit; Bank of India

which issues the'letter of crediUs. the issuing or opelllllg bank: the eXjJorter is the
benefiCiary under the credit: Midland Bank Is the intermediary bank which acls
. . the adviSing bank while fo.rwarding the letter of credit to the beneficiary and as
negotiating bai1k while paying again.st the bill drawn under the letter of credit.

Under f..rtlcle 2 of UCP (see previous page), the letter of cn~clltcan be o.!icnec! by
the banl< on behalf o.f the Importer or on its own bellaJI'. Hence the ,letter, of credil
can. be opened by a bank for its own trans8ctions, in Wlllcll case the applicant ancl
the issuing bank can be the same party. ..

Article 2 also states that for the purpose of the Arllclcs of UCP. branches of a
bank in different countries are con.sJdered another bank Hence a letter of credll
opened by a branch of a b~lk in the Irnporter's country can be adVised by u branch
of thl! same l,)ank in Ole eXpor~et's country. _ .•..

, ..""
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19.3. ADVANTAGES OF LETrER OF CREDIT
A letter of credit offers advan tages both to the exporter and the Importer, The

advaruages accrulng to either of the parties c;Uffer·depending upon the nature of
credit openec.. However. there are certain common benefits accruing from the use
of credit of whatever type which are discussed below. .
o To the Exporter

1. The letter of credit provides the sort ofassurance that an exporter ltkes
before he embarks on manufacturing the goods for export. In an
tnternattonal deal. the exporter and the, Importer rarely meet and it is
clinched only througt; exchange of correspondence, The exporter. therefore.
requires to ensure himself that on shipping the goods he wll! receive the
payment promptly. There is always the.nsk of the rmporterIantng to pay.
The risk Is greater if the antecedents ort1~eJ1nporter are not known. The
letter of credit protects the exporter againsrranure of the importer to pay.
A superior undertaking of a bank under the letter of credit assures the
exporter that when the documents are tendered as per the terms of the
credit. payment would be made to hlm:'Thus It also helps the seller to
expand the business by enabling hUn io conclude dealswhtch in the absence
of credit he would be hesltant to do, .

2. TIle exporter Is absolved of the botheration of knowingin detail the exchange
control regulauons of the importer's country and Is also insured to SOl •. v
extent uganis; Changes in such regulauons. The banl; which issues the credit
would take care to sec that C1C goods covered by the.letter of credit would
be permuted [0 be imported under U1eexchange control rcgulattons. Even
li"1case there Is a .subscquen Lchange in governrnentpoltctes, the government
would thrnk lwlce before restr atntng the bank Ir orn executing its
commitment under the letter of credit. .

3. The letter of credit helps casing the ftnaQclal position of the exporter. The
exporter can castly discount tne bills underalcuer ofcredlt with his bank.
As such bills carryall undertaking to pay by a bank, bills draw» under
tetter of credit are readily discounted by banks. Thus the exporter gets
payment Immediately on shipping tne goods..Moreover. on the strength of
the letter of crcdtt. the exporter may raise loans from his bank for
piocurement and processing of raw materials and their export (preshlprnent
Itnance). .' .
All the advantages mentioned above are ln.addtuon to those available under'
a bill transacuon, For instance. the exporter does not lose his right over
till! goods Lillthe Issuing bunk pays against the documents. '

CJ To the Impdrter .i·
1. The letler of credit enables the importer.to" purchase materials (espeCially

in seller's markel) wilhout makingJull advailce payment. Further, on the
strengLh of the super'lor credlt of the balik. 'he Is able to finalise contracts
wlllcil lhe seller may not agree had he tOTelyonly on the importer.

2. Jrhe.tukes certain safcguards.:1ike calling·for: ..packlng·cerUf!.cates, etc .. the
qualily and quantlty of the goods conslglied" Is assured.

3, Provided the buyer has a big credit wilh his bank h,emay get goods released.
:". '. by tile'. banl< tll1d~r trust (withoul payment)·and pay for them on sale.

o Disadvantages/Limitations ,
A lelLer of credit is nol a cenl per cent safe deal'e1ther for Ule exporter or fo~ the

imporlee. To lhe exporter. the undertaking of the issuing bank Is only conoll.1onaJ.
The documcnLs lendered. should strictly cO~\1plY'W1ththe ~equlrements· of the credit.

,
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It is only the bank that would decide Ifthe documen ts are as per the terms of the
credit; any slight variation Of' non-Iulfllment or excess detail in the documents
tendered give scope for the bank to claim that the documents are not as per the
terms of the credit. Moreover the credit does not protect the exporter from the
governmental action that may deter payment. .

To the Importer, the major disadvantage is that It does not ensure that he would
be receiving the goods of the specific condition and order. In letter of credit
transactions, all parties dealwith documents and not III goods. He stands committed
to reimburse the issuing bank when documents as required are tendered to him.
But.this does-not ensure the receipt of proper goods. Though the risk is safeguarded
by calling for special documents lIke packing list, etc., the risk of falsification of
documents still remains.

But it should be understood that the limitations do not in any way undermine
U1eadvantages that accrue from using letter of credilin uuernauonal dealtngs. They
only point out the areas where the parties cannot find protection by using leiter of
credit: nor do they get the desired protection by using any other method. .

19.4. UNIFORM CUSTOMS AND PRACTICE FOR DOCUMENTARY CREDITS
In the sphere of mternatronaltrade' the letter of credit occupies an important

place as a method ofpayment. I?tit a unllorn. interpretation of the terms used in
me credit was not possible for theparties concerned with the transaction due to
differences in the usages and terminologies prevailing in the different countries.

The Uniform' Customs and Practtce for Documentary Credits (Uep) was evolved
by the International Chamber of.Commerce with a view to serving as a set of rules
governing letters of credit which would be accepted universally by all the countries.
This paved the way for common understanding ofthe terms by all parUes involved,
viz .. banks. traders, slupowners.Jnsurers. etc. -------

The DCP first appeared In,1933, but it did not receive universal acceptance,
especially by the UnttedKmgdcm.and Commonwealth countries. Itwas revtsedTn "
1962 and the revised rules were adopted by 175 countrtes and territories In the
world. Including the u.K. Hence 'it could be said that it had received universal
acceptance, However, keeping w,iJh. the pollcy of the International Chamber of
Commerce (lCC) to keep the textupdat~d, it was revised in 1974, 1983 and 1993.
The J993 revision comes into force Irorn 1st January 199~.

Prior to 1962 the UCP were primarily designed to safeguard the banker when
the buver gave Incomplete or Irnpreclse,lnstrllcUons. In the 1962 revlston=-the first
to achieve global acceptance=-stress was laid on the buyer's duty to. specify whal
he wanted; setting out "international banking customs and other rules that factlitate
banking functions". .

The 1974 revision gave effect to changes, In documentation and procedures caused
by the progress of trade facilitation and the revolution In maritime transport-s
containertsauon and the resultant .development of Cfmblned transport. .'

For the 1983 revision note' was taken of:
(i) the continuing revolutionm transport technology, and the geographical

extension ofcontatnertsation and combined transport;
(il) the tncreasing influence QItratie Iacilttauon activities on development of new

documents and new methods of producin'g documents:
(Ill) the commull!CaU9I~,r~yoJuUon,replacingpaper as.a means oftransmltUng

information (data} reJafin'g to a trading transaction' bymethods of
automated or electronic data processing lADP/EDP): and .

(iu) development of new types of-documentary credits, such as deferred payrnent :
credit and the standby credit.

The follwlng quotation from Preface to UC;P J 993 revision brings out the need
for current revislon:

~"".-.....
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"This revision was required to address new developments in the transport
industry and new technological applrcattonsJt is also' intended to improve the
functlonmg of the UCP.Some surveys Indtcatethat approximately Itftyper cent of
the documents presented under the Documentary Credit are rejected because of
discrepancies or apparent discrepancies. This diminishes the effectiveness of the
Documentary Credit and can have a Itnancial impact on those Involved in the product.
It may also increase the costs and reduce the profit margins of importers. exporters
and banks: The marked Increase in litigation involVi11gDocumentary Credits has
also been of great concern," ' .." .

The present revision aims to H{ 1) simplify the UCP400 (1983 revision) Rules.
(2) incorporate tnternauont banking practlces.' as well as: to facrlttate and
standardtse developing practices: (3) enhance the tntegnty and reliability ofthe
Documentary Credit undertaking. through' the presumption of Irrevocablltty .and
clarification of the primary liability. not only bfU1e Issutng.bank, but also of the
conflrmtng bank; (4) address the problems ofnon-documentary conditions; and
(5) lrst. III detail. the 'elements of acceptablltty for each category of transport
document."

The UCP Is not a piece of law and does not bind the parties unless they subject
lhe.m~elves to it. But In almost all countries where the VCP has been adopted.
includIng Indta, it ts the practice tomake it an integra; part of the transaction by
Including the following clause in the letter of credit: .

"Except so far as expressly stated, this credltts subjectto the 'Uniform Customs
and Practice for Documentary Credit', 1993 Revtston, International Chamber or
Commerce Publication No, 500." .

With the addition of the above clause. the pa.rties are boun~ by the provtsions
of the UCP except to the extern of certain variations that may15e stipulated in the
credit itself. Article 1 of UCP provides that the provisions of UCP apply to all
documentary credits where lh~y are incorporated into the text of the credit. They
are binding 011 all parties thereto unless otherwise expressly stipulated in the credit.

The UCP has attained universal acceptance to such an extent that in case of
dispute law courts refer to it for interpretation of related terms .
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20 Types of Letters of Credit

A Lr:TTEH of credil may be a clean credit or a documentary credit. A
documentary credit requires-the documents of title to goods and other
documents to accompany the blll drawn under the credit. No such

documents arc necessary for a clean 'Jetter of credit. '. ".,:
Under a clean letter of credit. the documents of Litle to goods (bill of lading. for

example) are sent by the exporter to the importer direct. Only the bill of exchange
drawn on the Importer-Is offered to the bank for purchase. Neither the exporter
nor the Lank retains control over the goods covered by the transaction. For the
bank it remalris an unsecured advance. For this reason, clean letter of credit is
normally not found m commercial transaction. They are used for transfer of funds
between banks. In exceptional Cases they may be accepted from first class
customers, ..

Almost all ,,:ommerc::ial letters ofcredit (issued for financing foreign trade) are
documentary credits. Therefore. the UCP deals only with documentary credits. A
documentary credit may be classlfled under the following types depending upon
the particular provisions It contains:

]. Payment: Acceptance and Negotiation Credits
2. Revocable and Irrevocable Credits
3. connrmed arid Unconflrrned Credits
4. WIU1Recourse andWithout Recourse Credits
5. Fixed and Revolving Credits
G. Transferable Credits
7. Back-to-beckeredlls
8. Red Clause and Green Clause Credits
9. Standby Credits.

20.1. PAYMENT, ACCEPTANCEANO NEGOTIATION CREDITS
Arli"le 10 (c) stipulates: "All credits rnust clearly indicate whether they are

available by sight payment, by deferred payment, by acceptance or by negotiation."
Thus a letter 0:credit may be--. . , .:

,tal Payment credit (or. sight payment credit):
(b) Negotiation credit; .
(c) Acceptance credit: or
(d) Deferred payment credit.

CJ Paymen.t Credit, .
A payment.credit provides that payment willbe made to the beneficiary against

the documents to be submitted by him. The documents are not accompanied by a
bill of exchange; if there Is one, it is drawn on the paying bank. In certain countries
even sight drafts attract stamp duty ..To avoid stamp duty the parties may agree
for a payment credit. Therefore payment credits normally avoid drawing bills of
exchange. . . .

In a payment credit the issuing q.a1ik f1:~mi.11a~esa bank In the exporter's country
as the paying bank. If the paying bank accepts Its nomlnatlon, its position ts that
of an agent of the Issuing bank. When the documents under the credit are presented
to It. it pays the beneficiary. It gets reimbursement from the issuing bank for the
amount paid. .
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CI Negoti?tiCH'\ ~recr~"
In a negotiation credit the documents are accompanied by a sight draft (bill of

exchange), The blll of exchange may be drawn.on the issuing bank or any other
bank stipulated in the credit. The bank which negotiates documents under the credit
purchases the bill of exchange and pays the amount to the beneflctary who tenders
the documen ts. The negotiating bank is reimbursed by the issuing bank,

I l may be noted that ,1993 Revtston of UCPProvides [Article 9 (a) [it» and 9 (b)
(tvl] that a credit should not be Issued avallableby draft(s) on the applicant, If the
credit nevertheless calls [or drafL(s) on the applicant. banks will constdcr such
drafrf s) as an addttlonal document. This provision stresses the point that tile
obltgauon to pay under a letter or credit is primarily 111atof U1etssutng bank.

Arllcle to (b) provides that unless the credttstlpulates that it is available only
with the issuing bank, all credits must nominate the bank which is authorised to
uegouate: In a Ireely negotiable credit. any bank is a nominated bank, TliUS the
negotiating bank may be

(i) speclfically nominated by the credit; or ".,
(ii) any bank where the credi l is freely negotiable., ,

(i] Restricted Letter of Credit: The Issuing bank may restrict the negouauou of
documents under the letter of credit to a speclfled bank in the exporter's country,
The letter of credu contains a provision: "Negotiation under this credit restricted
to .. , Bunk" (name of the bank). The exporter may .subrntt the documents for
negouauon to the bank specified in the credit. if the exporter's bank is not the
negottaung bank under the credit, it may stlll purchase the documents, depending
upon the credit enjoyed by the customer With his bank. The exporter's bank-whlch
purchases the documents has to present them to the ncgottaungbank, to whorn
the credit is restricted, to obtain payrnent.L>; '
. Wlrcr e a letter of credit is restricted to another bank, the exporter's ba.ik does
not readily agree to purchase the documents under the credit because (il It is not
a foreign exchange transaction for the bank: It.has to present the documents to
the bank norn inated in the credit and obtain, payment in Indian rupees: (il) It Is
not a negonaung bank and.uherefore. does not.enjoy the prtvtleges of negotiating
bank under Untform Customs and Practice. \

Restrtctton ot letter of ,credit may be resorted to by the opening bank under
tnstr uctlonsIrom the applicant of U1Ccredit, or It may be done to confine business
to a favoured ba111<(of the same group or a correspondent bank). If the beneflci ...,y
wishes -to ncgoliate 111cdocuments Through his 'Ovril, banker, be may require suitable
amehdmcnt of the credit remOving the restriction: : "
(iO Open Letter of Credit: Thr! letter of credit CQlltains an open i:witaUon to bank
[0 negotiate documents under the credlt. The cO,mmltment of U1eIssuing bank may
rcnct as r~llows:"Wehereby engagewiUl drawers a,Ildior bonafide holders that drafts
drawn and negotiated in conformity wit,h the Jerms ,of this credit will be duly
honOllree on presentaUon," '
a Acceptance Credit

An acceptance credit calls lor a \.lS8..11Ceblll 0re~qhange ora speCified period to
be cln,\W11 under 111ecredit For instance, tl1e letteroCcr'c;:dlt may r~quir\~,lhe ~o.t;ter
Lodraw '90 days' ,bUt The advrultage under an acce,pt~ice credit is that tli.e buyer
need not pay immediately: he pays only on the d(le,date ofthe bilL The seller gets,
Lheblll accepled by the bank and, in casehe is In,need of funds, discounts it wltb
his banI<. Thus 111eseller CElI1, also get payment immediately, The c1utyof the issuing
bank under this cred!t is not only to see that the bm is accepted but also to ensure
payment on maturity.

If the bill is drawn on tile accepUng bank in the"expOrler's country, the accepUng
bank will accept the blll and return It to the beneficiary, The c.:ocuments are,

-
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forwarded to UH~issuing bank. If the beneficiary is in need of funds he may discount
the bill with any other bank or fino,!lc,e\h~use. Since it is a banker's acceptance,
the bill will be discounted readily by other banks and at favourable rates.

Onrecelpt of documents,' the issuing bank will deliver.them against Trust Receipt
or on dean basis, Itmay also hold them-until the steamer arrives, arranges clearance'
and then stores the goods under its control. P. loan against pledge of goods may be
gil!('~1[or the importer to pay for the goods all maturity of the bill to be repaid by
the sale proceeds of the goods. .
ClDeferred Payment Credit

A deferred payment credit carries an undertaking of the issuing bank to payor
to arrange for payment on the datets'l determinable in accordance wilh the
stipulations of the credit. It is like an acceptance credit with the exception that no
drafts are drawn. It is thus considered tr.Iertor to acceptance credit from the
beneficiary's point of Viewbecause he does not get a banker's acceptance which he
could discount and raise finance,

Deferred payment credit may be used where ihe beneficiary wishes to allow the
Importer time to pay for the documents. The documents will be delivered to the
importer Immediately, This. type of credit ts also used to finance import of plant
and machinery and capital goods on deferred payment basis, The exporter in such
cases can ask the importer to- '
. . (l) effect remittance of the' agreedadvance payment, and to.submlt a 'Deferred

i-uyment Guarantee' from his bank for U1e deferred instalments, or
(Ii) open a deferred payment letter of credl t providing for advance payment

against Shipping documents and payment of deferred instalments as and
when due. . . '. . • .

Deferred payment letter of credltts easier tooperate and, therefore, the exporter
may-prefer this to·deferred payment guarantee. - ~

. . c" \

20,2, REVOCABLE AND IRREVOCABLECREDITS
A credit may be either (£) reuocabte. or (it) irrevocable. The credit should

therefore clearly indicate whether nIsrevocabte or irrevocable, ,
A revocable credit II< Is one which can be cancelled or amended by the Issuing

bunk at any time wtthout prior notice. to the beneficiary," The cancellation, or
amendment, however, takes effect agrunst'thc bank which has negotiated bills under
the credit ''1.lyon receipt of notice ofsuch cancellation, or amendment. The issuing
Is liable for bills negotiated conforming to the terms and condttlons of the credit
before the notice of revocation is receivedby the negotiating bank.

Since there is no definite undertaking by the Issuing bank In a revocable credit,
there is not much of a benefit.under. the credit to the .exporter. If the credll is advised
to him by the opening bank direct, I~may be cancelled by the Issuing bank at any
time without prior notice, Therefore, till he receives payment Irorn the iSSUing bank,
the exporter is not sure whether the' credit is current. He would find it difficult to
'MUch; 8.

(a) A revocable crcdtt.rnay be amended or cancelled by lilt! Issuing bank at any moment ano
without prior nonce (0 the b'cne(tcl"ry.

(b) However, the Issuing bank ts bOUIlQ to~· .
. (i) reimburse another bank With which a revocable :crcd.tt:.l:Jn~ peen made avatlable for

slgh.t paymeut. acceptance.cr negotlatioll_:'for such. payment. acceptance or
nCf~ollallon made .by such bank prior to receipt by It of nouce of amendment 01'
cancellation, ag<ltnsl'documenls' whtch appear Oil thetr Iacc to be In compliance wtth
the-terms andcondilions'ofthe cl'edll: . . . . '

(tl) relmbllrl:ic another bi1l1k 'wlth which a revocClblc credit has been made avallobll! for
dcCcl'red payment. If such bailk haS, prior to receipt by It of 11011ccof amendment or
cHllcellaUon, taken up documents which appear 011 their face to be In compliance wllh
the terms and ccindilions .of~hecredit. ........~ ~ .

'. "
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negotiate the bill with any bank in his country, The bank 111 the exporter's COUl1u-y
is not aware If the credit Is cancelled and hence runs the risk of paymentbeing
refused by the Issuing bank ?nd hence would be reluctant to negotiate the bill.

If the credttls advised through a bank, :generruly there would be a clause under
which the tssuing bank binds itself liable to 'reimburse the negotiating bank 011
any bills negotiated before the notice of cancenation Is received Ly it. Therefore,
such bills have better reception from the negotiating banks, Still, the exporter has
the risk that the credit may be cancelled at any time after he procures the goods
but before he presents the bill for negotiation: '

A revocable credil does not confer the benefit that an exporter expects when he
requires a letter of credit to be opened in his favour. .viz .. assured payment when
he ships the goods, The exporter agrees to a revocable letter of credit only'when he
has to choose between a revocable credit and 110 credit at all. In the plywood
industry. U1e production depends upon a number ofIactors. The actual production
may 110l agree with the sample provided to the importer. In such cases tile importer
allows partial shipment and on verifying the first consignment he would like to
cancel the contract if the supply is not as per-the sample. 'Only a revocable credit
ca:n satisfy the requirements, ..

A revocable credit indicates its nature by a' specific clause. addressed to the
, advtstng bank. on thefollowing lines:

"When advtstng the beneficiaries kindly make it clear to them that credit is
revocable and therefore subject to cancellation ..:We hereby undertake to reimburse
you for all drafts honoured by you in accordance with tile terms 'of the credit. prior
to your recelving notice of cancellation." - -
. An irrevocable cre4Lt*_constitutes a definite undertaking of the _lssulngbank to
accept and/or to pay bills drawn on it or another bank or make payment (without
a bill) provided the terms and conditions ofthe credit are complled with, An
Irrevocable credit: can neither be amended nor.cancelled without the agreement of
all parties concerned. .

Under an Irrevocable letter of credit, the exporter can be safe with the
knowledge that the bills drawn under the credit will be honoured ,by tJ-:" issuing
bank provided the condiUons of the letter of credit are fulfilled, Any .amendment or
cancellation of credit Is not effective unless the exporter also consents to such an
amendment or cancellation, Bills drawn under an irrevocable credit are readily
negotiated by banks, .' . "".. '

The dUTerencebetween a revocable credit andan irrevocable credit is quite clear.
While a revocable credit can be cancelled or modified without the consent of.the
exporter. it Is not possible in ~1ecase of ~r~evO~ablecredit. .
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All trrevocablc crcdtt conslltutcs 'a definite underta,kh1g of the Issuing bank. provlded that the
stipulated documents are presented to the. lIol11lnilLeo.bank or uie Issuing bank and that the
tenus and condtuons of the credit are complied wlfh: , .' .'
(I) If the credit provides for SIght payment-s-to pay on the maturity datets) determinable In

.accordance with the stlpulaucns of the credit:' '
II/l If the credit provldesJRr ..ac<::cp.t~npe;.'1', ,;. . ' ....•... .,

(GIl l:j' llle IStilllllg bailk~t'(.) :acccflt draft(s) 'dr~WIl by thc beneficiary drawn on the
IS/)llln~ banl< find pay lhclll at matllrll)l; or

(b) by anotiler drnwec bnllk-to acccpt and pay at mHturlty dl'uft(s) drawn by the
bencficlary OIl the ISS\llllg bunk In the eY,entthe drawee bank sllpluated III the credit
doesnot accept draft(s) dra\\11 on Lt.or ~opay draft(s) accepted but not paid by SUC~l
drawee bank at maturity: .:. , ' .

(III) If the eredlt prOVides for neg6t1atlon--to pay without resource to drawers and/or bonajlde
holders, drafl(s) drawn by the benefiCiary and/6r'doCllment(s) presented under the credit.
A credit should not be Issued available b¥ ,drafl(s) on the applicant. If the credit
IlcverlheleS$ calls for draft(s) on the appllca:nt. banks will conSider such draft(s) as an
additional documcllt(s). .
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if the credit does not indicate whether it IS revocable or irrevocable. it shall
be deemed to be irrevocable [Article 6 (ell, Prior to 1993 revision of UCP such
credits were treated as revocable, '

Q Amendments to Cr~dits
Let us see what is an amendment of the credit. After a credit has been .ssucd.

it may be felt necessary t.o alter some of the stipulations of the credit or uelete
some or add some more. All these modifications are cornmuntcated through the
same bank that advised the credit. There can be more than one amendment -to the
credit. The credit Issuing batik intends that all the amendments form an integral
part of the original credtt.Issued. ' "

The issuing bankshall be Irrevocably' bound by 8.11 amendment issued by it from
the time of Issuance of such arnendrnentlarticle 9 (d) (ill], However, the beneficiary
may elect not to accept the amendrnenttn which case the Ilabil1ty of the issuing
bank remains as per the credit ortginallyadvised. The terms of the original credit
will remain in force for the beneficiary until' the beneficiary communicates his
acceptance to the amendment to the bank advised such amendment [Article 9
(d)(tu}].' , "

The beneflciary should give notification of acceptance or rejection of amendment.
If tn.: ocneflctary fails to give such notification, the render of documents to the
nominated bank or issumg bank, that conforms to the credit wllh amendment.
will be deemed to be notification ·of the acceptance by the beneficiary, of such
amendment and as ofthat moment the credit will be amended. [Artlcle·9 ·fCl)(Wll.
By implication. it' the beneftclarywtthout giving the notification tenders documents
conforming to the ~.!."lgilla] ~re~,i_~,it will be deemed to bc his reject iOI1 ,of the
amendment. '. , 1, - -

One .advice of aml~l1(lll1entt?_..!_n_51Ycontain more than one factor. For instance.
Amendment No.1 to a leuer. of credit may -(a) increase-tile 'CXn10ll11L 1'1;-0111GBP
5;000 to GBP 5.qOQ, and (b) expiry date of the crcd it revised from 11·1 1·1993 to
10-10-1993, The beneficiary shouldetther accept both (al and (bl or reject both,
Partial acceptance of the amendment contained in one and the same advice of
amendment is not allowed and consequently will not be given any effect [Artlcle 9
(d) (lull. Thus the beneficiary cannot accept (al and reject (b). However, the
beneficiary has the right to accept one amendment and reject another. ThL1S he may
accept Amendment No.1 Issued on 25·2·! 993 but reject Amendment No.2 issued
on 27·2·1993, '
, If a bank uses the services of an' advising bank to have the credit advised to the
beneficiary. It must also lise the services of the same bank [or advtstng an
amendment [Article 11 (bl].

2~,3. CONFIRMED AND UNCONFIRMED CREDIT. .

When a letter of credit Is advised to the beneflctary through a bani, in the
beneficiary's country, it may request the other bank to add Its confrrrnatlon 01·
merely advise the credit to the beneficiary wtthou l adding Its confirmation. If lhe
advising bank adds conflrmatton to-the credit. ilbecomes a 'con)7rmtng bank and
the credit acor!f7rmed credit.' , . .

Confirmation is c;l definite tmder,tilkfng of lhe confirming banl<, in addition to
the und,ertakh'lg of. the issulng't)a:tl1K'.'Loaccept ,lnd/o!' pay'bWr~)(S:ri';I'rn'kc::payr11(!nL
'(W1lhout bills) provided the terms 3l)d COnditions to the credll are satisfied, Whell
the advising ba.nk c'onfirms a,credit, it undertakes to negotiate bills drawn under
the credit Without recourse to the drawer.·

All confirmed credits are also ,irt'evocable letters of credit. It is so because no
bank In the exporter~s country WOllld be willing lo undertake a liability on a
revocable. credit on which there is 11Q definite undertak1n~)Y,..the IsslIing bank.

1::.".
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A confirmed irr~vocable credit is the besL Iorm.of credit available to the exporter

as il 1188 the following added advantages: .. . ..
(a) It insures the exporter not only against the failure of the importer but that

of tlic issuing bank also, Though a letter ofcredtt bears the superior credit
of a bank in the Importer's country, U1eexporter may not know the financial
standing of the issuing bank, When U1Ccredit is confirmed by a bank which
he knows well. he is more secure, '

(b) It also saves the beuefsciary [rom changes in the Government policies or
disturbances in the poliucal situation of the Importer's country, Irrespective
of these changes the beneficiary is assured of payment by the confirming
bank, "

. When the advising bank does not add its confirmation, but merely forwards the
credit I.n the beneftctary the credit remains unconflrmed. The advIsing of the credit
through a bank serves in such a case toget theslgnature of the issuIn_g bank all
the credit authenticated by the advisrng bank. There Is no additional undertaking
by the advtstng bank. .

The advising bank will add Its confirmation only when there is a spectflc request
Irorn the issuing bank. It will not do so solely at the request of the beneficiary The
request from the issuing bank toadd confirmation may be in U1ecredit Itself or in
the covering letter, Unless Lhe Issuing bank specifies otherwise in its confirmation,
autleortsauou or request, the advising bank will. advise U1C credit to the beneflctary
without :ldding Its confirmation [Article 9 (c) (tH,. .

The request for conflrrnatlon would normally come from the correspondent bank
wl1icl.lopens the letter ofcredtt. The COl1S1d..eraUill,i."J()l:"colllll'mal1on-is. the charges
which I~can recover from the issuing bank But-by confirming a credit, the bank
assumes an nidepcndenr Iiabrlttyror the retrnbursemeat of'whiot: it-has te rely on
the opening bank. Therefore, each bank assesses its other correspondent bank and
places a limit up to which it would conflrm the credits Is issued by the other bank,
When a request for confirming a specific letter cfcrcduis received, it should assess
the posltlon laking Into account the llmlt sanctloned for the credit issuing bank,
the country risk (political and economic situation In the country issuing the credit),
the trade environment, the beneficiary, etc. If the bank Is not prepared to add its
confirmation, It must so Inform the !S5ulng bank WlU.10Utdelay [Article 9 (e) (OJ,

The conflrmtng bonk will not be bound by any amendment not routed through
it. If all amendment to a credit Is advised to the confirming bank, it is upto the
bank to accept or reject it. When a confirmed credit is amende?, the confirmIng
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'Arllcll! 9. (I))
/\ conftrmuuor: of nil irrcvocahlc credit by another bank (the confirll1lng bank upon the
lllllhorlslllloll or requcst of the Iljsulng bank, cOl1gUtuLcsa definlLe ulldertaklng of U1Cconl1rmlng
bUlll<, In ncidlUt'l1l to that of Ihe Issuing bank. provided that the sllpulated documents are
prcsen'cd 10 lhe cOllfirmlng bank or to any other 110nllnated bank and Ihahthe terms nnd
COllcUtlO!1S of lIlt' cn~c1ltarc compIled WIlI1:
(I) If the:crccllt provIdes for sight paymcnt-to pay al slghl:
(ii) If tile credll provides for deferred payment-to pay On11luturlly date(s) determinable In

accordallce will! the sllpulallons of llle ercdll; '. .
(III) If IhC!CI'cc11l provlclcs for lICCcpli:l1lce: . : .

(U) .by . lilt!. colll'lrllling bnI11<-10 .llccepl d1'll;fl,rs) drllwn by the beoe[lelary on.lhe
{~Clllfll'1nill,r.;tHIllk <"lildpuy them on ll~aturHY':qr .. .

(IJ) by anutlier c.Jrnwec bank":"'lo accept and pay at maLurlty.,drn[l(s) drawn by ),
belleflcllll'Y on .lIle conflrmlng bank, III lIk event .tlle drawee bank stipulated In the
CI'l:dll rloes lIot flcceptdI~art(S) drawn on it, ().r.lOpay draft(s) accepted but nOl palt!
by stich drawee bank at mo.ttlrlty: . .. . ..

(lu) If ll\(~ cl"l:«ll providcs fc;' !!cgollallon-lo nc:.gollalc wllhout rccour.!:(! to drawers and/or
I;cJIlq/lc/e iloldel's, clraft[s) drawn by the beneflciary and/or doCUmelll(s) presented undel'
Ihe cI'edll. A credit should not be .bsued available by drart(s) on tile applicant. If the credIt
IHwerthclcss calls for draft(s) all the applicant, ballks :wlll consider such draft(s) as an
aclctlllOtlO.lldocument(:;), .
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bank may ex1.endits conflrrnatlon to tile amendment rule! shall be irrevocably bound
as at the time of its advice of the amendment. A confirming bank may, however,
choose to advise an amendment to the beneflclary wiU10Ul extending its conflrmatlon
and if so, must inform the iSSUingbank and the beneficiary without delay [Article
9 (d) (ttl], Forwarding the amendmentby the confirming bank is taken to signiiy
its acceptance ofthe amendment . ,

AI)per Article 2. branches of a.bankln different countries ru-econsidered another
bank. Hence a letter of credit opened, by a bank can be confirmed by it.s branch ill
the exporter's country.

"
20.4,WIT~ RECOURSE AND WITHOUT RECOURSEC.REDITS

The bill of exchange drawn under a letter of credit may indicate that it is drawn
without recourse to the drawer, Unless the credit autnortses drawing a 'without
recourse' bill of''exchange. it is noLproper to present SUc.)1 a bill of exchange.

A bill of exchange is only one of the documents drawn under U1C letter of credit
and cannot be discussed ill Isolauonofthe legal Import of the credit. Therefore; to
understand the 1.1tlltty of,drawing a 'Without recourse.' ~ll of exchange, we should
first know U1e recourse available to the parties involved, uiz., the negouaung bank,
confirming bank and the issuing bank.

Tne exporter's Intention In drawtng a without recourse bill of exchange Is to
ensure that in case the documents are rejected by the Issuingbank or payment is
not made by the Issuing bank-fer any reason. he should not be called upon to pay
back the amount he received earlier .on negotiation of documents,

As per A+tcle g, under an Irrevocable letter of credit. both the issuing bank and
confirming bank are required .to negotiate documents without recourse to the
drawets.provided.the documentstendered are in conformity with the terms of the
letter of credit. Therefore, if the documents tendered by the beneficiary are in
conformity wlth-the.credlt termsxthere.Is.no need to draw the bill without recourse
If the credit is confirmed, Normally the documents are not sent by the beneflclary
. directly to the Issuing bank: he negotiates them with a bank in his country. In the .
case of confirmed credit. the confirming bank's undertaking is to honour bills
without recourse and, therefore, the beneficiary Is safe, irrespective of what
transpires between the confirming bank and the issuing bank.

If the hatter of credlt is unconfirmed, the situation differs ..between a payment
credi t and negotiation credit, In .a payment credit, the paying bank acts as an agent
of the issuIng bank. If the documents are accepted by it as conforming to the terms
of credit, it has no recourse a'gainst .the drawer. If it wants.to have recourse, it
should pay under reserve, (.e., reserving the right to get back the money from the
beneflctary if the documents are rejected by the Issuing bank. Outtertdge and Megrah
opine that the postuon should be the same In the case of a restricted letter of credit
because the negotiating bank in that-case is also acting as an agent of the Issuing
bank." ' • ' ' " " ,

The posttlon Is different In tfle case ora negotiation credit which contains an
open lnvttatton for an$' bank to negotiate. In such a case, the negouating bank acts
on its own and is. therefore. a prmclpalu(s-a.-vis U1e beneflctary, The condition under
Article 10 that the bank shov.1d'negqt1atewlthout recourse does not apply to a
negotiating bank. Therefore. if'the negotiati,ngbank is not reimbursed by the Issuing
bank, it can have recourse agaln~t ~e beneficiary far whom it has negctiated. the

, blll, Similarly, "where the adcumerits; 'apI)'areh'tly\vhat they should be, tare' fri''fa:c;t' .
not and LhebeneficlD..ry (not frauqulent) is himself re~ponslble for tJ1e discrepancy, .

,'. ;.",'

• Guttcrldge and Maurice Megrah: The Law ojBankers' Cornmcrclal'CrectlLs, 1979, I..ondon.
/."~'
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the bank should be "a6Ie Lorecover the money he has paid against them as paid in
mistake of fact, unless he has expressly contracted not to have recourse" .,.

But there is a difference between the credit being a 'WiU10ut recourse credit' and
drawing the bill of exchange 'without recourse'. Where a bank is willing to waive

.. ' Its recourse it usually does so not by authorising the beneficiary to draw without
recourse but by the intimation that the credit Is 'without recourse' credit.

Gutteridge and Maurice Megrah state: "The ben:efi9lary man ...exclude l1ab~ity by
signing his draft 'without recourse', but this I~ a, g.efence only on the draft. If the
documents-are in order the drawer wtll tn such elrcurnstances be free from recourse
altogether. But irregularity in the documents tendered will vitiate the intermediary
banker's promise or offer to negotiate and the'.drl3.Wing'without recourse' will be of
no avail. ' "

"The advantage of restricting llability 011 the draft 'only arises where, being a
'time' draft, IL becomes divorced from the documents and Is In the hands of a
transferee for value. There is no advantage to the drawer in a drawing withe .~
recourse where both draft and documents remain in the negotiating banker's .
possesston until Lhey are presented to the Issuipg banker. except where for some
reason the cocuments are retused by the latter.·.'~· 'This is regardtng drawlng the
bUl of exchange without recourse. . ( ,' .

.AS against this, regarding drawing the letter of credit without recourse. they state:
"Whether or not a beneficiary Is permitted do draw 'without recourse' depends upon
whether the buyer is wllllng to make provision for it in the credit ......? matter to
which he may not be Indifferent. Practice varies considerably. both in regard to
relieving the beneflciary of responsibility and to the method of dotng so. For instance,
some of the Eastern banKS heao nretr credits 'Irrevocable Without Recourse Credit'.
the effect of which has not been judicially considered, In their desire to emphasise
the irrevocable nature of their credffs:-though tills rs not the-same-as. authortsmg
the drawing of drafts 'wilhout recourse' but amounts to an undertaking by the
issutng bank not to have recourse. Sometimes also Eastern banks call for drafts
on tile buyers 'without recourse', and authorise bank to honour the bill on a sight
basis against immediate reimbursementby U1elssulng bank,"t. '
20.5. FIXED ANO·REVOLVING CREDIJ'S

AJixed or non·retJolving letter of credit Is o'ne,in which the hmltIs reduced
permanently to the extent of bills drawn underthe credit: If the limit Is for Rs. 10
lakhs only bills up to this value can be drawn under the credit. _, I'

Under a revoluing letter of credit. the limit under the credit Is renewed as and
.when bills drawn under it are paid, to the extent.ofsuch bills. For example, if the,
credit is for a limit of Rs. 10 lakhs and If alr~aclY bills for Rs. 4 lakhs have been
drawn under It. the limit available for further negotiation Is Rs. 6 lakhs. If. among
the bills already drawn, one for Rs, 2 lakhs Is pal,d, the Itrrut Is reinstated to this
extent and now the ltmttavatlable for negotiatiort is Rs, 8 lukhs.

A credit. as In the above example, Is termed, non-~ulomat.ic revolving letter of
. ?redlt because the renewal of limit depends upon:th,e re~elpt by the negoqatlng bank
of payment advice from the issuing bank.. ".... .

A credit Is an automatic revolving letter of c~edi,twhere the limits are renewed",
at fixed In'tervals in;especLlve of the fact whetlier;lhe'j;ldvice of payment has been
l'ecelved by the negotiating qallk or not, for exa..rnple, the credit may Stipulate that
the limit Is Rs. 1 lal~h, renewed by negotiation of bills for this amount every week.,.
The total drawing In such cases Is controlled by speCifying an expiry period. The
credit may be 'curnulallve' or ·non-cumulative'. Under cumulative letter of credit,

• ,Gullcrlcllge nnd McgrAh, Op. CIt.. p. 74.
·Op. cll .. p, 74.

tOp. CCt .. PI', 76·77. .
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the amount unutlllsed during one period (week) is carried forward to the subsequent
period. Under non-cumulative tetter .of credit. the amount not utilised during one
period gets expired and cannot beutllfsed along with subsequent period's quota.

As a variant of the above the .letter of credit may not specify the period. but'
may stipulate that the total cutstandtng at any time should not exceed a specified
limit. .
A revolving letter of credit is usefulwhere contlnuous transactions between the

exporter and the importer are expected and the amount of each drawing is sought
LObe ildllted. '. . .

For an exporter wftha large contract spreading over a period of years. a revolving
credit offers the following advantages:

(a) He need not .await receipt ofletter of credit every lime he exports: and
(b) Since the same credit covers all the transactions the terms and conditions

do Jl')Lchange. It makes it easy for him to prepare documents as required
. .by the credit.

Under exchange control regulations. opening of revolving letters of credit against
import of goods into Inpia is prohlblted. However. occasionally. letters of credit may
'beopened providing for paymentegainst drafts at anyone time within a fixed limit
which is renewed automatlcally.onthe draft being honoured: but that aggregate
drawings under the credit should be.Ilmlted to the balance available on the Import
licence. .

A revolving letter should be dtsttngutshed from C1 fixed credit available by
instalments. Where .the shipment I~ to be effected In parts. rather than in bulk.
the credit may stipulate ure periodtcny and quantlty of each shipment. 1"01' Instance,
the crcdtt opened for £ 1.20.000·Cor one year covering 1,200 ton nes of the
commodity. may stipulate that every month the shipment should be 100 tonnes at
a totalprice 0'[£-1.000. Ifwithtrrthis monthly quota, partial shipment can be made,
it should be clearly indicated so in the credit. Article 41 provides: "If drawings and/

-- 'Or shipments by Instil'ntents-w1lhtngiven periods are stipulated irrthe credit and
any Instalment is not drawn and/or shipped within tile period allowed for that
Instatements. the credit ceases to be -avallable Ior that and any subsequent
instalments. unless otherwise stlpulated in the credit."

20.S. TRANSFERAB~E CREDiTS'
A transferable credit Is one under Which the exporter has' the right to make the

credit available to third parties. The.exporter may be only an Intermediary who
procures goods from the suppllers :ilT.1darranges then: to be sent to the Importer,
For example .. Exporters India Ltd. mayenter into. an agreement for supply of
handicraft and get a transferable letter of credit opened in its favour, It may procure
the articles from dtfferent manufacturers. To enable the manufacturers to get
banking Iacniues for the export. Exporters India Ltd. may gel U1ecredit transferred
to the manufacturers. . .

A credu ts transferred In the Jo.llo~lngways: Th~ exporter. now cal.Jer! Ua~first
beneficiary. will appli-' to the negotlatiJ.'lg bank (In lermedlary bank) to transfer and
establish In favour of the manufact\1rer (the second beneficiary) a letter of tredlt
with lilt! same term.s and condltlons:as that of the orIginal with lhe exception to
lhe follOWing: ..

(u) The-amoLlnt of U1Ccredll may qe reduced. The c.HlTerencewould be the profit
or CQI11111 1551011 011 the transpcllol'l·for ·lhe, first' ben~Jiciary. '. ,

(v) The va,lldityperiod and dale of shipment may be curtailed. For e~ample. If
lhe original letter of credit has 12th May as ~1e latest dale oi shipment
and 18th May. respectively. 'the difference .in time would be required by
the first beneficiary Lo substitute his invoices of those submitted by lhe
second belleOciary. .
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(el Because the'~a1ue of goods is reduced, thepercentage for which insurance
cover must be effected may be increased in such a way as to provide the
amount of cover stipulated in the original credit.

The negouating bank will obtain the original credlt and endorse the fact of transfer
011 it:It will then issue a credit in favour of the second beneficiary complying With
the tertus of the first beneficiary, The credit would show the first beneficiary as

• tile applican t. This It; done so as not to reveal the name of the Importer to the
second berieflclary, But If the name of Lll(~applicant for the credit is specifically
required by the ortgtnal credit to appear In any document other than the Invoice,
such requirement must be fulfilled.When the second beneflctary ships and pres.uus
-clocumeuts to the bank, the amount as per thecredttIn his favour is paid to him.
The Invoice of the first beneflciary Is then substituted and the difference in the
amount paid to him. .' '. .
. If the first beneficiary fails to supply his own.rnvoice of first demand by the

negonaung bank, he has the right to deliver to the issuing bank the documents.
tncludlng the Invoice. submitted by the second berteflclary.
, AS an alternative to the above arrangement, the first beneficiary may collect his
cornmtsston directly [rom the secdnd beneficiary and the transfer may be made for
the full amount of the credit, In such cases normally no .substttutton of tnvotces by
the first bencflciary is needed. I .' "

The first beneficiary' may request-that paymentor negotiation be effected to the
second beneficiary at the place to which the credithas been transferred up to and
including the expiry date of the credit unless, theoriginal credit expressly stat f'~

that it rnay'rrot be 'made available fCifpayment or negottauon at place other than
that stipulated in the credit. This is Without prejudlcc'.toUle flrst.beneflclary's right
to substitute suoscqiiefitly his owrr invoices~and drafts for tflose of the second
beneflclartes and to claim any difference due to him:

Transfer of a credit is allowed only once. It may be transferred In lull. For
example, a letter of credit In 'favour ofA [or USD 20,000 may be transferred to B
for 'USD 20,000, Or, il maybe transferred In fracuons.up to the full limit of the
credit provided parttalshtpments are not prchlbtted. In our example, the credit
may be transferred to B for USD 5:000 and to C'fot USD 71000 and balance of
USD 8,000 may be retained by A. But no second transfer Is allowed. Therefore, C
cannot further transfer it to D.. ,

A credit can be transferred only if it is expressly designated as transferable by
the Issuing bank. Terms such as 'divisible', 'Jractlonable.: 'assignable' and
'transmtsslble' do not render the credit transferable.. If such terms are used they
shall be disregarded [Article 48 (bJ]. ' . .. .. .

Who call effect the transfer? In the.case of payment credit or acceptance credit,
(he paying bank or the accepting bank, 2.S the case' may be; is authorised to effect
the transfer. In tHe case df a freely negotiable credit. transfer can be effected by the
bank spectftcal.y authorised in the credit as a transferring bank. . '

The transferrtng bank shall be under no obt1gationto effect such transfer except
to the extent and In the manner expressly consented to by such bank, However,
the credit can be transferred onlyon the I terms ~hd.·condi tlons specified in the
original crcd it excepUn 'r,espcct "ofam0unt,· period ·Of validity;·inst.ltrahce,;, etc., as
detailed above. . ,. '

Allhe LimeO1'making a request for transfer and pi'lor to transfer of credit, the
first bellenclaJ~ymust irrevo'cably instruct the transferring bank whether or not the
right to refuse to allow the transferring bank to adVise ~~endments to the second
beneficiary( ies). If the transferring bank consents ,to the transfer under these
c(1l1dltlOl1S.it must. at the time of transfer, advise, the second beneficlary(les) of
the first beneficiary's InstrUCtions regarding amendm,e'nts, .

"
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If a credit is transferred tomore than one, second beneftciaryrefusal of <111
amendment by one or more orthern does to invalidate the, acceptance by the other
second beneficiary with respect to whom the credit will be amended accordingly,
With respect to the second beneftctarywho rejected 'he amendment, the credit will
remain unamended, . ,

Bank charges Inrespect of transfers are payable by the first beneficiary unless
otherwise specified. The transferring bank shall be under no obligation to effect
the transfer untt] such charges are paid,

Under UCP.the transferable credtt are governed by Arucle 48, The salient features
of this lengthy Article are included in the above dlscusslon.
20.7. 8ACK·TO-BACK CREDITS

Where the beneficiary under a letter of credit is 8.11 intermediary procuring goods
from suppliers, and likes U1e suppliers to gel the beueflt LInder the credit, it is done
by transferring the credit In favour of.the suppliers. But transfer of the credit is
possible only if it is authorised bythe credit itself. The problem is solved by the
beneflctary requiring his bank (who mayor may not be the intermediary bank for
the credit) to open another letter of credit In favour of the supplier on the original
credit. Such an ancillary letter of credit is known as the 'back-to-beck credit' or
'countervalllng credit' or 'credit and counter credit', ,

A back-to-back letter of credit is often an inland letter of credit. It is different
from the orlgtnal credit except.that the original credit forms the security based on
which the bank undertakes the risk under the back-to-back credit. The supplier
(beneflclary of the back-to-back credit) ships goods to the importer or supplies
goods to the exporter andpresents the documents to the bank as is specified in
the credit. It is intended that the exporter would substitute his own documents
and ship goods to the importer. If.riecessary, and present documents for negotiation
under the original credit. His l1~bll1ty underthe back-to-back credit would be
adjusted out of these proceeds.' ,

The followtng points may be kept in mind by the bank whUe opening a back-to
back credit:

1. The terms and condtuons of the back-to-back credit should be exactly as
that of orlgfnal letter of credit except for curtailment in:
(al the amount of the credit This would leave margin of profit for the

exporter: and ...
(b) the validity andshtprrientdatee. This would leave sufflclent time for

the exporter to prepare and substitute his documents and arrange for
shipment to importer if the goods are supplied by the supplier to him.
Only then .the bank can get retmbursemcr.t under 'U1eorig1.11alcredit.

2. Though it is not necessary that only an intermediary bank under the original
credit should open.a back-to-back credit ..1Lwould be better that such credits
are opened only where the bank Is also a negotiating bank, This would avoid
the risk of the documents substituted by the exporter being rejected by the
negotlattng bank asnot fulfilling the conditions. 'of the credit.

3. The original credit should be an irrevocable credit. .
A back-to-back credit ha;s certain features in common with a transferable
credit. Under both. the benefit under the credit is transferred to a third
party. The documents ate substituted-by the Ilrst-beneflctery under both
types of credits, The possibility of the importer' knowing the real supplier
or urce-uersci is avoided in both cases,

But a back-to-back cr~d.lt ,dU'fers from a transferable credit in the following
respects: . , . .

(a) There Is an authority from the Is~:uingbank for the transfer of benefit under
'the credit .In the casc ,ora tramJferable credit. ~O sueh autherity Is thel'e
under a back-to-back c~edit. .., ......
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(b) In a transferable credit the second credit is only an extension 'oi the first
credit. A back-to-hack credit has an existence Independent of the original
credit. . . .

tc) FbI Iowtng from the above. under the transferable credit the negotiating bank
can submit the documents submitted by the second beneficiary to the
Issuing bank in case the flrst beneficiary fails to submit his own documents
(i.e .• invoice etc.) on first demand by thenegotiaungbank. Under a back
to-back credit submission of documents submitted by the second beneficiary
is not possible .

20.S. ReD CLAuse'AND GReeN CLAUSECReD.ITS .
Also known as 'packing' or 'anticipatory' credit ared clause letter of credit contains

aclause printed In red, authorising the negouatmg bank to grant advances to tile
exporter for the purchase and processing. packing and arranging for movement or
goods up to the port for shipment. The advance ..with interest and other charges,
Is recoverable from the bllls that would be tendered under the letter of credit. and.
only the balance would be paid to the exporter.

The amount of the advance should be less than the amount of the letter of credit
so that it remains fully secured by the obugauon ofthe opening of bank. The opening
bank remains liable for the advance. [f the exporter does not tender bills by the
expiry dale of credit. the bank should serve a notice on the exporter and also .numate
the opening bank. If the advance fails the opening bank should reimburse ihe bank
which has made the advance. The opening bank can recover the amount from the
Jmporter all whoserequest the credit has been establlshed.

The negouaung bank Is 'not required to supervise the utilisation of Ute advance.
Mere.decfar-auon.Jrom.the exporter.that he would be utilising the funds for tl'"
exporters under the credit would be sufficient. But the bank should see that tne
supulations. If any. In the credit regarding the advance are scrupulously followed.

At (he time of advtstng the credit and advancing under the credit the bank should
take the followtng precautlons.

((f) . The credit raung of the issuu.g bank should be verified. It should be kept
III mlnd that 111 case the advance falls recourse has to be had to the issuing
ban 1<. •..•.....' .

'(b) If the credit reqllires:cerlain documents.tq be taken or goods to be Charged .
in favour of lhe banK or drafts to be obtained on the issuing bank. such;
formaliUes should be completed before tile advallce is madc.

(e) If the beneficiary Is not Its customer. ldenUffcallon of the borrower is
necessary before tl1e advance is made. A repo'rt fro,m the beneficiary's bank

,'. " may be obtained. '..
(d) To cover exchange Ouctua,Uons the borrower may be adVised to book a

forward conlract for the amount of the .credlt. This would help keep the
advance granted fully covered by the amoul1t of the credit. The amount of
advl:lIlce shotlld be less· thall tile alil0unt of the credit.

(el An undertaking that he would tender documents under the credit before
the due date should be obtained from ti1ebeneficiary.

(. :,.. . An extension of the, rcc:!clpuse crediUS the. ,green clause credit wh1ch.not only
permits preshlpmellt advances but also covers storage In the name of the brullc.

Bolh red and green clause credits are llsed extensively in Australian wool trade.

20.S, STANDBY OR GUARANTEE CREDITS
,f\rUcle 2 of UCP slates that credit inclu:des standby credits but does not define

Ule term. .
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The US Comptroller of Currency define a standby letter of credit thus: "A standby
letter of credit is any letter of credit, or similar arrangement however named or
described, which represents an obligaUon to the beneficiary Oi1 U1e part of U1C issuer:

(1) to repay money borrowed by or advanced Lo[or the aCCOLlnLof the party:
or

(ill to' make payment on account of any indebtedness undertaken by the account
party:

, or
(ill) to make payment on account of any default by the accounL party in

performance of an obligation,"
Under a standby credit, also known as guarantee credit. U1C issuing bank assures

the beneficiary that in the event of non-performance or non-payment of an obligauon
by the applicant. the beneficiary may get the payment from the Issuing bank. The
claim should be a draft accompanied by the requisite docwnentary evidence of non
performance as stipulated in the credit.

Standby credit is a substitute Jar bank guarantee and Is used in countries where
issuing of bank guarantee is not allowed. e.g .. Japan and the US/\.

~.
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r 21 Operation of a Letter of Credit

r

W I.': have seen the general meCha.nlsm O.f .a..·. letter of credit and the various
forms In which it is available in the previous chapters. A letter.of credit
involves fulfilment of various terms and condttions spec1flcally mentioned

in the credit or sUpulated in the Uniform Customs and Practice, the fulfilment or
non-fulfilment of which gives rise to corresponding responsibilities and/or.Itabutues
on the partles connected with the transaction: These intricate points are brought
ouLin this chapter in the form of discussion on the general features of a letter of
credit and responsibilities and liabilities of parties to a credit.

21.1. SALIENT FEATURESOF A LEITER OFCREDIT
A specimen of a letter of credit is given as Fig. 21.1 (page 232 and 233). The

important features of a letter of credit are discussed below in the light of the
provtstcns In UCP.
o Operative Instrument

A letter of credit may be issued by: (a) airmail. or (b) telecornmuntcation (telex!
cable).

When established byalrrnall. the standard format of the bank (on security paper)
is' filled in with the relevant details, signed by the authorised signatories of the
bank and mailed to the advtsing bank, . ,.' .

Where.the letter-of credit is to be issued by.Ielecnrnmurucauon, full details of
the credit are cabled/telexed to the advising bank. The commurucatton j s
authenticated by the Test Code relevant between the issuing bank and the advising
bank. Opening of a letter of credit by telecommunlcatton Is of course costly. It is
resorted to only when the app(lcant requires it and on his account.

Article 11 (a) (0 of UCP states: "When an Issuing bank instructs an advising
bank by an authenticated teletransrntsslonto advise a credit, the teletransmlssion
will be deemed to be the operative credit instrument. and no mail confirmation
should be sent. Should a mail conflrmatlon nevertheless be sent, it wHl have no
effect and the advising bank Will have no obligation to check mail confirmation
against the operative credit instrument recetved-byteletranamiseion .
.The bank may also first intimate the Information of opening of the credit by

telcccmmunlcattcn and send the letter of credit by.mail. The purpose Is to inform
the beneflclary that letter has been opened, but" not to authorise the negottattng
bank to negouate. In such a case a short message Is eent.bytelecommunicattori .
with indtcatjon that the regularletter of credttIs bei-ng atrrnatled. A specimen of
such message by telecornmunlcatton is given below:

"Airmailing our Irrevocable credit number : \ , ..
favouring ; , ; .
covering ,.. ,, ,., , ,',to •••••• ,. It 0,0••••••• t,O" 'f,O' ••••• 'I '~':.-I'> " '" o. t"'" I I,t'.' II, ,,', I.t" to •.••• oJ

appllcan] ,.:.., ,..". ".""" , ", '.:., ,.,-: , ;: ;, .
expiry for shipmen; for negottatro» "
Article l.L (a) (il) provides: "If the Lelelransmisslon states 'full details to

follow' (or words of similar effect) or slate-s tjl,at mall confirmation is to be the \
opcrntive credit ii1strumenl. then Lhe telelrnnsmisslon wlll not be deemed to be
the operative credit instrument. The issuing bank must forward the operative
crediL InsLrllmenl to such adVising bA.nJ( Without dclay.'~

Article 1) (e) slipulatcs: "A preliminary advlr.r..o[, the Issuance of an irrevocable
crediL (prc-aclvice) shall only be given by an iS$u!rig bank ii such bank is prepared

It
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to issue the operative credil instrument. Unless otherwise stated in such preliminary
advice by the Issuing bank, an tssutng bank having given such pre-advice shall be
irrevocably committed to issue the credit. in terms not inconsistent with the
pre-advice, WiU10Ut delay.
CJ Instructions relating to Credit

Instruments [or the Issuance ofthe crectt. Lhe credit itself, instructlons for un
amendment thereto, and the amendment itself. 111USt be complete and precise. In
order tv guard against confusion and misunderslanding, banks should discourage
any attempt:

(i) to include excessive detall.In the credit or In any amendment thereto:
(Ii) to give instructions to Issue, advise or confirm a credit by reference (0 a

credit previously issued where such credit has been subject to accepted/
unaccepted amendmentslxrttcle 5 (a) l. ". "

If incomplete or unclear instrucnons are received to advise. confirm or amend a
credlt, the bunk requested to act on such tnstructlons may give a preliminary
notification to the beneflclary for Inforrriatlon only and without responsiotltty T111s
preltmtuary notification should .state clearly that the nor.ftcauon is provided [01'
information only andwtthout responsrbtllty of the advistng bank, In any event, the
advising bunk must inform the issuing bank of the action taken and }:e,q\lesl ilto
provide the necessary information. The Issuing bank must provide OlC necessary
Information without delay. The credit will be-advised. conflrmed or amended, only
when complete and dear tnstrucuons have been received .and If the advising bank
Is then prepared to act on the instructions (Article 12).
CJ Expiry Dates ..

Each credit will Indicate two dates, the last date 0: shipment and last date for
negotiation. The latest dale of shipment indicates lilt! dale on or before which'
beneficiary should 'despatch the goods to the importer's CO!IDLry. Normally a further _
pei iod ts allowed. to enable the beneflciary to prepare other documents (like invoice)
and submit them for negotiation .with a bank, The date'on or before which the
negotiation should be effected is the latest date for negotiation, also known as the
expiry date of U1e letter ofcredlt. '

Article 42,(a) provides that all credits must stipulate an .explry date for
presentation of documents for payment, acceptance or negotiauon, Documents must
be presented on or before such. expiry date. 111 addulon. the credit should
stipulate a specified period of:tlme after the date of Issuance of the transport
document during which presentation must be made! In compliance with the terms
and conditions of the credit. If no such period of lime is stipulated, banks will not
accept documents presented tothern later than 21 days after tile date. of shipment.
In every case, however, documents be presented not later than the expiry date of
the credit [Article 43 (all. ,

If the expiry date of the credft falls on a day on which the uank to which the
presentation has-to be made is closed [or reason~ other than by acts of God, riots,
cMl commotions, Insurrecllons; wars or nny other causes beyond their conlrol, or
by any strikes or lockouts, the stipulated expiry date shall be e~ended to the first
following day on which such bank is open [ArUcle 44 (a) I.
. ..The .sbove provision is app.lipable also for .the last date for presentaU~n of
documents after the date!of-shlPIJlen~'i"'·",-'.. . . . '. ,. ,,;,.''.. '.".. ; ., ;, .

The latest date for shlpn,ent w.ill not be extended by rel;is0r,l of the extension of
the expiry 'date. If 110 suchletestdate of shipment Is stipulated ill the credit, bankswill reject transport documents ~ndlcaUnga date of iss).lance later than the expiry
date stipulated in the crec:ilU~ticle44 (b)).

.,,,,,W'
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Telex No.:
Cable:

. .

-lnstrucrions mark~ KIO be complied.
o Conflrmarion of our-short cable/telex of "".:"

..,.J =-.., ~'_' '-:J, ...... -; kl- '" __ 'I';: = ::.r'-< '< 0 .~ .., 1Jl,~ ~' -...... -~

MODEL BANK
.ORIGINAL ..
REGISTERED AIR."1AIL
Place & Date of issue . ..' ; """'" , .

Applicant 1 '
Issuing [lank's Credit N~ ..'IRREVOCAB~ 6,OCUMENTARYCREDIT~

, i .
Advising Bank j

Beneficiary

Amount not exceeding

EXPIRY DATE
F(1\ Shipment
For Negotiation

In Country of Beneflciary

:.~ QUR IRREVOCABLE CRED!T NO.
Dear Sirs,

We hereby iss,e'~r ilTevocable Doc:umeniary Credit In your favour available uptO the aggregat~ sum not exceeding..,; .. "." .. :.".": .. "" ..... ,,.
by negotiationf+xeP,bmcelpayment.ofyour Si~tI" "." : days usance drafts 10be drawn on , " "" " " "".". ",. ''''
...................... ~ •••• , ~••••••• u ~ , : , , ..

and ~g theflauie -Drawnunder Documentary C:eclit.No : ,' ': •... ofM~DEL BANK .
covering full/.~~ : : % invoice value, covenng shipment/despatches purporttng to be .
•••••••••••••• •••• ~ ••••• ~ ••••••••••••••••• , ••••••••••••••••••••••••••• , ••••••••••••••••••••••••••• ' •••• -' ••••••••••••• , •••••• t_ •••••••••••• .- _ •••• _ ••••••••••••• ' •••••••••••••• " ••••••••

..· · :·i " ..·..·· ···..·..· ·..· · ' ..
Drafts are 10 ~ accompanied by the following documents x marked in English in duplicate unless otherwise s~cified:

,_
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o Signed commercial Invoices in for value not exceeding the draft amo, nt. Quoting Import Licence No, ." "" " anc
certifying goods are per order/indent. : " ". The gross FOB/CIF/CFR value of the goods before deduction 0:
Agent's Commlcslon, if any, must not exceed the Credit amount.

o Certificate of · " .vorigin issued by a Chamber of Commerce.
o Full set. signed. CLEAN, ON.' BOARD • .ocean Bills' of Lading of a Conference Line Vessel/Airway bill. made out to order of

MODEL BANKand marked Freight prepaid/Freight payable at destination and notify " """ " :.. " LlC No .
........................................................................ ,: Dated .

:J Llyods Certificate thl1l carrying steamer is seawonhy 8nd not more than 15 years old. . .
o Marine/Air Risk Insurance Pollcies/Certifleates dated not later than the date of Billof Lading/Airway bill unto order and blank endorsed in negotiable form in

duplicate for full CIFvalue of the goods plus 10% covering I.nstitute Cargo Clauses (A), Instinne War Clauses (Cargo) and Institute Strikes Clauses (Cargo).
Warehouse to Warehouse ClaUSeS with claims payable in lhdia Irrespective of percentage. Transhipment risks must be covered if goods arc subject to. tnulShiprnent. . . .. '. ..

·0 . ltisurilnce covered by openers. Theshippers must give noiice of shipment by cable to M/s : : Quoting their Open
Policy No , , : , and a cqpy of the same to accompany the documents. .

.0 . Pacldng List w.ith the same details as mentioned inTest Cet:tificlIte/lnspec[ion Certificate. .' .. .
Shipment/despatch should beeffected from ;.: . to ..
Bill or Lading mussbe datednot later than ,.;l" , ..
Bills of exchange m'ii$tbedated and negotiated. not later.than .. ; .• ; , .: days after the date of shipment/despatch. in any case not later than the expiry
date of the Credit ......
part Shipment is pci;!nirted/prohibited.
Transhipment is Peffllined/prohibited;

.......................................................................... , .... , ..

We herebyengage with drawers and/or bonafide holders that drafts
drawn and negotiated in conformity with the terms. of this credit will Negotiating Bank
to claim reimbursement (rom be duly honoured 6n presentation, and that drafts acce
pted within the terms of this credit will be duly honoured at maturity.

no
Z
-i
~n
-i
l~
;.
Zo

. The advising Baril< is requested to hand over this credit to beneficiary
\ without adding their confirmation unless otherwise requested by us.
',busementfrom ; ,; ; .

............................. , , -. .
Except so far as otherwise Stated, this credit is subject to the Uniform
Customs and Practice for Documentary Credits (]993 Revision) ICC
Publication No. 500 . Yours fai!.hfully,

For J\fODEL BANK
co
.2
3i:
t'"'j
Z
-i
(fJ

Autborisec Signatory.

Fig. 21.1. Specimen of 3. Letter of cred.t
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The bank Lowhich presentation is made on such first following bustness day

must add La the documents its ceruflcate Lhat U1edocuments were presented Within
the time limits extendedIn accordance with Article 4.4 (al of the Uniform Customs
and Practice Ior Documentary Credits, 1993 Revision, ICC Publication No, 500.

There are further provtsions.regardlng date. terms. .
If 8.11 Issuing bank Slates that the credit is to be available "for one month", "for

six months" or the like, but does. not specify the date from which the time Is to
run, the dale of Issuance or the credit by the Issuing bank will be deemed to be the
first date from which such lime Is to run, Banks should discourage Indication of
the expiry date of the credit in this manner [Article 42 (ell,

The words "to", "untll","till", "from", and words of strntlar import applying to
any date or period In the credit referring to shiplrient will be understood to include
the date men Lloned ['ArUcle 47 (a)), ... '

The word "after" Will be understood to exclude the date mentioned [Article 47(b)),
The terms "first half". "second half" of a month shall be construed respectively

as Ircrn the 1st to the 15th, and the 16th to the last.day of each month.iall dates
Inclusive [Article 47 (cll.

The terms "beginning", "middle", or "end" of a month shall be construed
respectively as from the 1st to the IOth. Lhe Llth to the 20th, and the 21st to the
last day of each month, nil days inclusive [Arti~Ie 47 (dll,

Expressions such as "prompt", "lmmedtately", "as soon as possible", and the
like should not be used. If they are used banks will cUsr·et~ard them [NUde 46
(bll.

If the expression "On or about" or similar expressions arc used. banks will
interpret them as a stipulation that shipment Isto be made during the period from
Ilve days before to Ilve days after U1e stipulated date. both end days included .Arucle
46 (ell. .

Clyalue and Quantity of Goods
. The credit will indicate the amount up to whlcildl'afts cart be drawn under credit.
the total quantity of goods to be exported. The unttprtce may also be indicated.
The limits mentioned in the credit in respect: of amount and quantity should not
be exceeded. UCP has.: however, allowed certalntolerance limits.

ArUcle 39, (a) The words "about", "approxnnately". "circa" or slmllar expressions
used In connection with the amount of the credit Or the quantity, or the unit price
s~aled in the credit are to be construed as allqwlng a difference not to ex, .ed 10%
more or 10% less than the amount or the quantityor the unit price to which they
refer.· .

(b) Unless the crcdlt stipulates that the quantity .of the goods specified must.
not be exceeded or reduced, a tolerance of 5%..mote or 5% less will be permissible,
always provided that the amount of the draV/ing~does notexceed the amount of
the credit. Thus tolerance does. not apply when the credit stipulatesthe quantity
in terms .of a stated number ~f packing units ortndlvtdual items. . ;
. (e) Unless a credit which 'prohibits partial shipment stipulates otherwise. or

unless Article (b l above Is applicable, a tolerance of 5% less in the amount of the
credit is permissible, provtded utat if the cl'edIJ~Upu!ates the quanllty orille goods,
sllch quantlty of goods· Is sliipped In full, and;lf: the credit'strpulales a-:~unitprlce,

. such price Is not reduced. This provision doe$l1ot apply when expreSSion referred
to in sub·Artlcl,! (al a~ove are used in the credit .
ClDocu'ments to be Tendered

The credit speCifies tl~a.rly (i 1 the various documents to be tendered, and (iO
the number of copies of each document requirecl.

Article 5 (b), AlllnstrucUon~' for the Issualice ot the credit and the credit itself
aile!, where applicable, all Instructions [of an amendrnent thereto and the

"__;._o_._
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amendment itself, must slate precisely the documentts l against which payment.
acceptance or negotiation is to be made.

Article 20 (al provides that terms such as "first class", "well-known", "qualified." ,
"independent", "offletal'', "competent", "local" and the like sl;1.811noL be used to
describe the issuers ofany documents to be presented under a cj{·edil.If such ierrns
arc incorporated in the credit, banks, will accept the relative documents as
pr esen ted: provided that they appear on their face to be in accordance with the
other terms and conditions of the credt; and to have beenlssued by the beneficiary,

Further as. per Article 21 when documents other than transport documents,
insurance documents and commercial invoices are called for, the credit should
stipulate by whom such documents are to be issued and their wording or data
content. If the credit does not so stipulate. banks will accept such documents as
presented, provided that their data' content is not inconsistent with any other
stipulated document presented. "

Article 20 (t) provides thatunless otherwise stipulated in the credit, banks will
also acceptas ortgmaldocument, a document produced or appearing to have been
prouuced: ..

(i) by reorographtc, automated or computerised systems:
((l) as carbon copy;

provided that It is marked as original and, where necessary, appears to have been
signed. , '. ' .,.

A document may b~ signed by handwrltlng, byfacsimile Signature, by perforated
signature, by stamp; by symbol. or.by any other mechanical or electronic method
of autncntlcanon. ' ." , " .

Article 20 (e) dealing with copies of .documerus states that unless otherwise
stipulated in the credit, banks ;.vill accept as a copy. a document either labelled
copy or not marked as an ortgtnal. A copy need not be signed,

Credits that rcqutre.rnuluple documents such as 'duplicate', 'two fold', 'two
copies' and the like, will be satisfied by the presentation of one original and the
remaining number In copies except where U1Cdocument itself Indlcares otherwise.

Regarding authentication oCCi document Article 20 (dl provides that unless
otherwise stipulated in the credit, a condition under a credit calling for a document
to be authenticated, validated; legallsed, visaed, certified or lndlcaung.a Similar
requirement, will besatlsfled by-any stgnature. mark or stamp or label on such
docu men t tha t on its face appears to satisfy the above condltlon. " .'

ClShirments
The credit will Indtcate If partial shipment and transhipmeru are allowed. Partial

shipment refers to despatch of goodsin more than one instalnrent. 'Transhipment
refers to use of more than one vessel or mode of transport ill transporung the goods.
In the absence of specific indication In the credit, bolh partial shipment and
transhipment are allowed, '" , . .

Article 40 (b). Transportdocumentswbtcb appear on their face to Indicate that
shipment 1135 beenmade cnthesaine means of conveyance and for the same journey.
provided they indicate the same .destlnsuon, will 110tbe regarded as covering partial
shipments. even if the transportdocuments mdlcate different dates of shipment
and/or different ports of IoadIng,.'pl.aces of taking charge or despatch .
. Article 40 (c), Shipments made by POSl or by courier will not be regarded us
partial shipments Ifthe'pt')st r~ceipts or cerlincaLe:s::8f:r?,9.~t~llg91' :courier's receipls
or despatch notes appear to'have·.been stamped', signed, br'''oiJJerwlse authentIcated
in the place from which the credIt stipulates the goods are to be despatched, and
on the same day, .. . ..... . .', ' . .

\
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q Instructions to the Nominated Bank
. lt lndlcates if the advisillg bank should add Its conflrmauon or forward It wi.nout
Cldclingthe confirmation, It also indicates the reimbursing bank. If any. under the
credit. Finally. ills signed by Lwo authorlsed 9fflclals of the bank. specimens of
whose signatures are available wilh the adViSing bank,

21.2. RESPONSIBILITIES AND LIABILITIES OF PARTIES
The parues Involved In a credit operation are:
(a) Applicant (Importer}. , '
(Oi " Beneficiary (exporter).
(C) Issuing bank (opening bank), .: ' .
(d) Nominated bank Ilntcrmedtarybankl whtchmay be:

(l) Advising bank ' .
(Ii) Confirming bank
(iLi), Ncgouaung bank
(il)) Accepting bank
(u) Paying bank
(ui) Relmbursing bank.

The responstbtlt ties and obligations of the above parties are outlined below
bearing in mind the provisions offhe UCR .

CJ Banks' Clients

1.Applicant
(i) SInce the credit Is based on the sale contractbelween the exporter and the
--_ importer, the latter has a duty to the exporter to see that the credit opened

is as per the terms of the sale contract., However, once a creditis issued, it
stands by rtsen' whether or not it Is In accordance with the sale contract.

(U) A letter of credit Is not regarded as absolute payment unless the exporter
stipulates expressly or Impliedly thai.ltshould be so, Therefore, if the
exporter has fulfilled hiS oblJgationunder the contract, but the issuing bank
fails before payment is made to him. the importer remains liable to the

. exporter for the amount, . , ..
(iii) The obligations betweenthe Importer and the Issuing bankare governed

by the appllc8tlon-cum-agreemenLsubniHted by the importer to the bank.
Such instructions for the issuance of·'credlts as well as htsmstrucuons
for any amendments thereto must be complete and precise (AiUcle 5).

(Lv) The Issuing bank utilising the services of another bank or banks/or the
purpose of giving effect to the instructions of the appltcan t does so for the
account and at the r tsk of the applicant. The issuing bank Is not liable if
the tnstructtons it transmits arenot carried out. even if the iSSUing bank
itself took the initiative in the choice of such other bank(s) [Article 21(a)
and (b)). ' .

(u) He is liable to pay charges, including conll:n1~~ions,fees,costs and expenses
incurred by the Jssuingbank in cohnesddnw1th the letter of credit. Where
. a credit Stipulates tl~atsu,c~p~~ges a,reJor the account of the benefiCiary.
and charges cannot be cbllekted'. he'remalns ulUmately liable for·the payment
lhereoffArticle18 (e)l.

(ui) The applicanl is liable to indemnify the banks against all obligatIons and
responslbil1tles Imposed by foreign laws .and usages [Article 18 (d)),

(vi[) Under the application-cum-agreernent for, openIng the credit. the applicant
agrees that till he reimburses the issuhtg bank the goods that are COV' 1"f'rj
by the documents shall stand charged to the bank.

'..
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2. Beneficiary
(i) The beneficiary has the obligation to make exporl as per the contruct and

produce the documents as.required by the credit. He cannot avail himself
of the contractual relationship existing between the banks or between the
applicant for the credit and the isslIing bank [Article!3 (b)]. '

(ii) If the documents tendered arc accepted !)y (he negoliuting bank. ~'llt later
found to be defective due, to some latent defects or, Iatstftcauon. he should
reimburse the negotiating bank unless tlie negotiation was made without
recourse. •

(Ul) Ina transferable credit, Ifhe requires it to be transferred. he should pay
U1echarges of U1e transferring bank. ,

"

ClBank '

I. Advising Bank ,
(i) A credit may be advised to a beneficiary through another bank (U1e advising

bank) wi U1011t engagementon U1e part ofthe advising bank. but that bank
shall take reasonable, care to check the apparent authenticity of the credu
"'hlch u advises. If the advrsing bank cannotestablish such apparent
authenticity. it must Inform, without delay. the bank from which the
instructions appear' to have been received that iL has been unable to
establtsh the all thenlicity Ofthe credit and If it elects nonetheless to advise
the credit it must inform the beneficiary that it has not been able to establish
the authenticity of the credit (Article 7). .

(if) If the bank elects not to advise [he credit, II must inform the issuing bank
Wll)1011l delay (Article 7)., ..'-----
Thus the responsibtllty of the advising bank is to vouchsafe the aulhenUclty
of the credit. Il may negotiate documents under the credit. if it so desires.
in which case it becomes th~negotiating bank. The beneflclary cannot compel
the advising bank to IJeg()Uatedocuments,

2. Confirming. Bank , '
(l) When a bank In the exporter's countryadds its conflrmatton to the credit;

it gives all additional undertakingto the .oenenctary ..In addillon to that of
the Issutng bank. to negouate documents under the credit. Therefore. the
relauonstnpor the connrrnmg bank wnhtne beneftctary ts Similar to that
of the issuing bank. 'If the documents tendered are in conformity with the
letter of credit terms and wtthtn the expiry time oithe credit. it has to make
payment against .them. The responstbtltncs and liabilities of the issuing
bank discussed below apply. mutatis mutandis. to confirming bank also.
which please see., '. .' ' ' '

(ill As to the relation oLthe confirming bank wlth the Issuing bank. the poslUo.n
is same as that of the negotiating bank. '

3. Paying Sank
Paying bank Is a bank in the beneflctary's country nominated In the letter of credit

to ma,ke paymcnL against clOCUmeI).ts, to be tendered :..ii.der Lhecredit. As already
discussed., when the paying bank;acyepts Its IiofninaUolJ tn tlf~\~r.~4U..iUs liable
to pay against documents tepd'er~i:fpfovided. they satisfy th'e'requii-e'mc'i'lts of the
'-- ".lit. The pay~ent is without recourse to the drawers. 'unless the payment is
made under·reserve. As regards'th~ responSibilities for scrutiny of documents. etc ..
Its position Is Similar to ,that-of the negotiating bank.

r
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4. Accepting Bank • ~~_,.
Accepting bank is the bank nominated in the letter of credit to accept usance

bills drawn under the credit. If the bank so. nominated accepts the nomination. its
responstbtlity to the beneficiary is not only to accept the drafts drawn. but also to
make payment on their due dates. See under NegoUating~ank for the relation with
issuing bank. '

5.Negotiating Bank
(i) Unless the negotiating bank Is nominated in the credit and it accepts the

nomtnatton or it Is the conflnrung orpayingbal1l<, no bank can be compelled
by the beneficiary to negouate documentsunder the credit. A bank, under
an open credit, may accept on its owntonegcttate documents.

(it) Article 13provides: "Banks must examine all documents with reasonable
care to ascertain that they appear 011 thetrIace to be In accordance wiLh
the terms and conditions of the credit; Compliance of the stipulated
documents on their face with the terms and conditions of credit. shall be
determined by International standard barll<illgpraCticeasreflected In these
Articles. Documents which appear onthetr face to be Inccnststent with one
another will be considered as not appearing Oil thetr face to.be in accordan:
with the terms and condluons of the credlt.r.Therefore, the negotiating bank
should accept documents tendered only If they conform to the terms and
COIH.!iUOIlS 01' the crcuu. In documentarycredits all parties concerned deal
In documents and not In goods, Therefore, he cannot ensure correctness of
the goods shipped but.can only see that the documents on thetr face appear
to be CiS req u ired by the credl t. • '

Uii) If the negoliating bank Ilnds any discrepancies 1,11the documents tendered,
bu t still negouates. it mayrequire the beneftctary.tc.execute an Indemnity
III favour of the bank. BuL such Indemnity cannot he transferred to the
iSSllil)g bank without theconsent of the beneficiary.

o. Issuing Bank
({) The issuing bank is primarily responsible for payment under the credit to

the beneficiary. This is already dealt with in detail in the previous chapter
under 'Revocable and Irrevocable Credits': .." ,

(Ii j Credits and any amendments thereto Issued by Lhe bank must be complete
and clear. In order to guard against confusion and rrncunderstandtug, the
Issuing bank should dtsccurageany auempt to Include excessive details In
the cre~flt or in any amendment thereto. ,

(ill) The Issuing bank should nominate the'pank which Is authorised to payor'
to uccept drafts or to negotiate. unless the credit allows negouatton by any
bank. "By nornrnaung a bank. or by allowing for negottanon by any bank"
or by authortstng or requesting a bank to add Its coriflrmatton, the issuing
bank authorises such bank to pay, accept drafts .01' negotiate, as the case

, :" '. may be, agalnst documents which appear; ot1lh~lr face to be in accordance
. with the terms and condlUons of the credit, and undertal<es to rehnbuI'se

stich bank" [Article 10 (d)]. .: '., ' . .,.
(tu): If a,bank q~es the servIces of ap adViSi!lg,ball1~ to have the credit adVised

1,.0llle bCl1e'ficlary, It must also 'llSe :(h'e ':se't\ilces of the same bali.l< for
advising allY amendments [Article 11 (bU. ' ' ,

,u) Upon receipt of the do~uments, lhe i~suing bank must determine, .;n the;
basis of ll1e documellts alone. whethe'r' or not U1eyappear on .:heir face not
lo be Inaccol'dance with terms and condltiOnso'fthe credit. If the docwnenls
appeal' on lheLr f(.lcenot to be In com~iahce WiUl the terms and conditions
of the credit. the'issulng bank may refuse. to take ,up the documents [Article

.1,

,
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14 (bll, The Issuing bank shall have a reasonable ~jl11C not exceeding seven
banking days following the day of receipt of the documents to examine the
documents and to determine whether Lotake up or to refuse documents
and to Inform the party [rOITIwhich it received the documents accordingly
[Article 13 (b11, .

(vi) If the Issuing bank determines that the documents appear on their face
not to be in compliance witi1 the terms and conditions of the credit. it may,
in 11.'5sole judgment, approach the applicant for a waiver of the
discrepancies. This does not. however. extend the period of seven days
available for scrutiny andcornmunicating the decision [Article 14 (ell.

(vU) If the issuing bank decides to refuse the documents. it must give notice to
that effect wtthout delay by telecommunication or, if that Is not possible,
by other expedttlous means, without delay but not later than the close of
the seventh banking day following the day of recetpt of documents, Such
notice shall be given t.o the bank from which it received the documents. or
to the beneficiary. if ltrecelved the documents directly from lum. Such notice
must state the dtscrepanctesIn respect of which the Issuing bank refuses
the documents and must aisostate whether it is holding Oledocuments at
the disposal of, or is returning them to, the presenter, The Issuing bank
shall then be entitled to Claim,from the remitting bank, refund of any
reimbursement which may have been made to that bank [Article 14 (d) l,

(viii) If the issuing bank [nils to actIn accordance-with the above provisions and!
or falls to hold the documents at the disposal of. to return them to lhe
presenter. the issuing bank shall be precluded from claiming that the
documents are not incompliance with the terms and condiuons of the credit

, [Article 14 (ell. '
(ixl If the 'rernttttng bank draws the aueuuon-of t~-s-tllng-bank -kHtny

discrepancies in the documents or.'advises uie issuing bank Uml il has paid.
Incurrechf"deferred payment undertaking, accepteo-or-negouared under - ,
reserve or against an indemnity In respect of such discrepancies, the i:ssl,ling
bank shall not be thereby relteved from any of us obltgauons. Such reserve
or Indemnity concerns only the relations between the remitting bank and
the party towards whom the reserve was made. or from whom, or on whose
behalf. the indemnity was.obtained IAr.Ucle,14 U11. '

7,Reimbursing Bank I,

The l'sslling bank may Indlcatetn the credtt the name of a bank, from whom the
paying/negotiating bank can obtalnrelmbursement. The documents are sent to the
bank; the negotiating/paying bank snnultaneously makes a claim with tlie
retmburslng bank Iorthe uegottatton/payment effected. Normally the reimbursing
bank would be the bank.with whom.the Issuing bank maintains an account. '

Article 19·governs the relauonslup'between the reunburstng bank and tile Issuing
bank which Is reproduced below: " .:

"(a) If an issuing bank intends' that the reimbursement to which a paying,
accepting or negotiaUngbank Is entitled slinll be obtained by cuch bunk
(the 'claiming ban){'L_clai1111ng on anolher,p,\rty (the 'relmbursing bank'),
it shall provide such re1rnpurslng bank In good lime with the proper
instructions or authorisation to honour such retmbursernent claims.

(b l Issuing bank shall no.t ,J;~qqirf! (;1 cl"irl,)iryg bank to supply ,a 9~dmcat~or
compliHl1CCWlUl the terms Ulld conditions 'of the credit to Lh<:!'relthbill'sing
uank., "

(e) An Issu,lng bank shall,norGe relieved from uny of its obligations to pl'oV1de
!'eimbul'sement if and when,relmbursemenlls not received by tJle clalmil]g
\~,~nkfrom the reimburslngbank.
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..-:"

(et) The iSSUI1''';g bank shall not be responsible to the claiming bank for any
loss of Interest If reimbursement Is not provided en first demand, or as
otherwise specified in U1ecredit, or mutually agreed, as U1ecase may be ..

(e) The reimbursing bank's charges should" be for the account of the issuing
bank. However in cases where the charges are for the acccunt of another
party, It Is the responsibillly of U1eIssumgbank to so indIcate In ·the or.gtnal
credit and In the reimbursement authortsuuon. In cases where the
reimbursing bank's charges are for the-account of another party they shall
be collected from the claiming bank when the credit Is drawn under, In
cases where the credit Is not drawn under; the reimbursing bank's charges
remain the obligation of the tssutng bank."

21.3, UNIFORM ,RULES FOR BANK-rO.SANK·:Rf:·IMBURSEMENTS
The letter of creciit may provide for reimbursement to the negouatmg bank with

a bank other than the issuing bank This may happen when the letter of credit Is
tssued in a currency other than the national currency of the Issuing b&.,:', The
reimbursement ill such case Is arranged to bemade by a bank In the country of
currency of the Jetter of cred It. The reimbursement.arrangement may also be made
to expedite payment to the negottaung bank by.designatlng a bank near to the
negotiating bank. The provision relating to,reimbursing arrangement il't a letter of
credit is contained in ArUcie 19 of U1eUCP.'However, It was observed that practices
around bank-to-bank reimbursements had outgrownwhat Is contained in the UCP
and had developed into more ~ophlstlcated procedures, They also remained large
subject to local accepted practice in major fmanclal centres, where banks formulated
their own operating rules, In order to bring unlfcrmtty and mternattonal standards-;
111 the reimbursement process', the internauonal Chamber of Commerce brought
out its pubttcauon 'Uniform Rules ror-Bank·to·Bank Retmbursernents'. lCC- .. ··
Publication No, 525 (URR 525, in short). These rules came Into effect 1st July
1996, .

URR applies to all bank-to-bank reimbursements where they are incorporated
Into the text of the reimbursement authorisation. The bank issuing the letter of
credit is responsible for Indicating in the credit that the reimbursement claims
are subject to URR. "
Q Reimbursement Arrangement

The procedure involved in arranging for reimbursement under a letter of credit
lTIaybe slated as follows:. .,'. '. .

1. The Issuing bank indicates In the credltthat the reimbursement clatm«
under the credit are subject to tJRR. It also issues the reimbursement
autl1ortsatlon to the reimbursing bank authorising the latter to reimburse
a c1a1tn1ng bank, or to accept and pay'drafts drawn on the reimbursingbank. ' , ,

2, . If the reimbursing bank Is not prepared. to act for any reason whatsoever
under, the retrnbursernen t authorisation', ~tmust so inform the issumg bank
without delay ..[Article 6 (9)J .,'

3, The issuing bank may request the 'relmbursing bank to tssue.a
retniburset'Tef1t'undertaking to the clarmlngJ)~l,l~i ~xcept as provided by
the, terms of its reimbursem~, nt 11l1derta,'kln,g, a, reimbursing bank is not
obligated to honour a reimbursement olatrn. [Article 4J

4, The claiming bank which pays, incurs a deferred payment undertaking,
accepts a draft or negotiates underRcredll presents a reimbursement drum
Lo the reimbursing bank. .'

5. The reimbursing banl< will have a reasonable time, not cxceecllng tluce
bl\SlneSs days to process the claim. Where Lhe claim conforms Lo the

I

)
I
I,
i
I.



-- - --

240 FOREIGN TRADE CO~TRACTS AND DOCUMENTS

reimbursement unciertakLng. It will reimburse the clalrntng bank. Generally.
the charges of the reimbursing bank are on account of the issuing bank.

el Reimbursement Authorlsatlcn
Reimbursement aut/wrisatldn is the Instr ucfiori/authorisatlon Issued by the

issuing bank -to' the rellnbursing bank to reimburse a clatmtng bank. The.
authortsa: ''''1may also be to accept and pay a time draft drawn on the reimbursing
bank. Important provisions in URRregarding reimbursement authorlsatton are as
follows: ;

1. A reimbursement authorisation Is separate from the crcdu to which it
refers. A reimbursing bank is not concerned with or bound by the terms
and condttions ofthe credit. even if any refer-ence to them is Included In ,
llle rennbursemcnt authorrsauon. IArliclc 3] .

2. The reimbursement authortsatlon must be issued In the form of ,)11

authenticated telecommunication 'or (1' signed letter. Where it Is sent by
telecommunication. 110mall confirmation need be sent; if sent. it will not
l.Y! checked by.the reimbursing bank. [ArUcJe 6 (a)l ' .. '

3. The authorlsauon must be complete and precise. Copies of letter of credit
should not Le sentto the reimbursing bank. Multlple ~llthorlsations should
not be carried In one telecommunication orletter, unless agreed to by the
reimbursing bank. [Arttcle 6 (b)J. .

4.' IsSUll1~bank shall not. require a certificate olcompliace With the terms and
condilions of uic credit ill therctmbursernent authorisation. [Article 6 (e))

5. The authortsaucn must state: (i) credrt numbcr, (U) currency and amount.
(iii) additional amounts payable and tolerance. if ally. '(iu) claiming bank.
and (v) parties responsible for charges. In case of freely negottabte.credtts,
us also where no clatmlng-eank-ts-mennoned, reimbursement wrllbe to
any claiming bank. If the reimbursing bank Is to accept and pay a time
draft, information about (i),tenor -of-th-e draft. W) drawer;:.a=nr;{(ii[.) par-ty
r esponslblc for acceptance 'arid discount charges should addttlonally be
indicated. [Article 6 (d) and (ell ; ,

6. If the clatrntng bank has to give pre-nottflcauon of the clalm to the issuing.
bank. or il' the reimbursing bank Is to issue pre-debit nouflcauon to the
Issuing bank. such condtuonssnould be incorporated in the letter or credit.
and not In the reimbursement authorrsauou. [Arliclc'6 U))

7. The issuing bank may issue '8, reimbursement amendment or cancel a
rclmbtlrse~ncnt authorisation at any time by sending a ,notice to lhe
reil1l~Llrseri1ent bank. provided re,lmbi.lrsemcnt undertaking has not been
Issued. It must send a notice of amendmcJlllO the no!nl.natcd ba.nl<ladvi~i!lg
bank. 11'the credit is still valJd.,allernativc reimbursement arrangement
should he made. The i~stilng qank must relrnbuTse Ule reimburSing bank
for reimbursements made pr,ior to the receipt of notice of amendment or
cculc:!llaUon. [ArUde 8]. Where'relmbursclllent undertaking has already been
issued. the authorisation cannot be amended or cancelled without the
agreement of'Ule reimburSi!1gbank [Article 9 (g)J '

ClReimbursement Undertaking,
Reimbursement undertaking is the separate Irrevocable undertaking of the

reimbursing bank. issued \lppn th~ a.l~~horlsu,t1onor r~que~t of the issuing ballk.
to the clalm1ng bank named 1n therclrnbursement authorisation. to honour that
bank's reimbursement claim provided the terms and conditions of the
reimbursement undertaking havebeen complied With. [Article 2 (g)J. The l.mportant
proVisions relatmg to relmburSing,undertaking are :

..,......

•
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1, If the relmElufS'ement authortsauon authorises the issue of reimbursement
undertaking by U1e reimbursing bank, In addition to the details mentioned
under reimbursement authorisation, itmust also specify the latest date
for presentation of a claim, Inc!udin:1;any usance period, (Article 9 (b)), The
reimbursement undertaking should indicate all the details mentioned
already under rctrnbursemcnt authcrlsatlon ..

2, If the latest date for presentation of a claim fulls on a day on which the
rcrmbursing bank Is closed, the latest date for presentation of claim shall;
be extended to the first following day orr.whtch the reimbursing bank is ..
open, [ArUcle 9 (fll ...

3, When the Issuing bunk amends its authorisation, the reimbursing banl<··
muy amend Its undertaking to reflect such. amendment, If It chooses not to
issue Its reimbursement undertaking amendment, it must so Inform the

• rssut.ig bank without delay. Whilethe tssuingbank will be bound by the
amendment to authortsauon as from thetlme of its issue, the terms of the
original uuthortsauon will remain in iorce.Ior the reimbursing bank until
IL communicates its acceptance of the amendment to the issuing bank. The .
reimbursing bank Is not required to.accept or reject the amendment to. the·
authortsauon untll lt receives acceptance or rejecuon from the claiming bank
to Its amendment to the reimbursement undertaking. IArUdc 9 (g))

4, An amendment to the rctrnbursernentundertaktng is not valid unless
accepted by the clall1'ling bank [Arlicle 9 (Ill! .

CJ Reimbursement Claim
Reimbursemetit claun is the request for relrnbursemerrt from-the claJlfting banK

to the reimbursing bank. Important provisions In this regard are:
1. The reimbursement claim must be in the form of a teletransfiitestorr, unless

specifically prohibited by the issuing baI(l\, or an original letter. 11a claim
.. is made by teletrnnsmtsstoa. no mail ccnflrmauon is to be sent. If sent.
::., 'the c!alrnin~ bank will be responsible for any consequence that may arise

Cram a duplicate reimbursement. [Artitle'lO (aJ]
2. The claim must. clearly Indicate the credit number. issuing bank, prlnclp-:

. amount claimed, addttional amount. If any, and.charges. It shoulcl not be a
copy of the claiming bank's advtce of payment, etc .. to the Issuing bank,
Multlple claims should not be included under one teletransrnlsston or letter.
The claim must comply with the terms arid conditlons of the reimbursing
undertaking. If one Issued. [Article 10 (ci;H· .

3, Clalmtng banks must not Indicate in a .clatrn that a payment, acceptance;
0:' negotiation wasmade under reserve·bragainst nn indemnity, [Article
10 (ell

4, Thereimburslng bllnl<:will have a reasomible time, not exceeding threl;:.
businc$s days. (0 process tile claim. If d pre.-debit notification ',is required
by 111c I~sulng bank. such period will, be o.dditionally avallabl$=., If the
reimbursing bank deCides not to reimburse ..1tmust give nOtice to that effect
by telecommLinication. or if t11at Is.not.Posslble, by other expeditious
n1l;UllS., wlthoutdelay, but tlOt later than (he .period mentioned ubove, to :
the claiming b~k. and the r~S1J!ngbank:.·(Artlclc 1L (alI:::' " _.,:.

5. Where·a rellnburs!ng bankh'as not lssue(i a:relr1bllrsement undertaking, ...
and a I'eimbul'semenl is dtlc on a future. date, the reimbursement chum '.
mL1st specify the· predeterinincd future date. The claim should not be
presented mor~ than len days priOl' to slich,due dale. If the clalm is made
earlier, the reimbursing bank may disregar.dsuch claim and inform the
claiming bank. If the due date is more than three banking days Jollowtng
the day of receipt of tile claim, thf. reimburSing bank has no obligation to
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provide notice of non-reimbursement until such due date. or the close of
the third banking day following the receipt of the 'claim and pre-debil
notification period. whichever is later. [Article 11 (ell

6. Unless otherwise agreed to by the reimbursing Dank and the claiming bank,
the reimbursing bank Willeffect reimbursement only to the claiming bank.
[ArUclell(d)] , '

7. Reimbursing bank's charges are for account or the issuing bank. Where the
charges are for the account of another party, the issuing bank should
indicate so in the original credit and in the reimbursement authortsauon
In such cases. they will be deducted when the reimbursement claim is
honoured. [Article 16]

1;1.4. DISCLAIMER OF RESPONSIBILITY BY BANKS
There are certain provisions in "the UCP absolving the bank involved in the

transaction from responslblllty on certarnconungencies.
1.Article S. Credits. by their nature. are separate transactions from the sales

or other contract(s) on which they may be based and banks are in no way concerned
with or bound by such contractts), even if any reference whatsoever to such
contractts l Is Included in the credit',

2. Article 4. In credit operations all parties concerned deal in documents. and
not IIIgoods, 'services and/or other performance to which the documents may relate.

3.Article 15. Banks assume no liability or responsibility for the form. sufficIency.
accuracy. genuineness. falslflcanon 01'legaleffect of any documents, or [or the general
and/or particular conditions stipulated in the documents or superimposed thereon:
nor do they assume any liability or responsibility for the descrtptior., quantity.
weight. quality. condltlol't;-pack-i-ng; dellvesy, value or existence of the .gocds
represc.rted by any documents. or for the good faith or acts and/or omissions.
solvency. performance or :;tffi1ding-oft1'\e.constgnor.jne.carrters, or the insurers of
the goods. or any other person whomsoever. ,

It is evident from the above article that though the. banks are under obligation
to examine the documents, they do not guarantee their genuineness. If on the face
of It the document appears to be forged. the bank would refuse payment against it.
But if the forgery is not apparent. the negotiating bank and the Issuing bank have
paid against them without negligence on, their part, th~y stand absolved of
responsibilities. , ,

However. Itmay happen that the forgeryof the documents.Is found by the issuing
bank before the reimbursement is made to the negotiating bank. In such cases.
the negottaung bank cannot insist oh reimbursement by the issuing bank but can
have recourse against the person who ,has tendered.forged documents,

4. Ar! '''Ie 18 (b). Banks assume no ltabtllty or responstbtlity should the
tnatructtons they transmit notbe carried out, even If they have themselves taken
the initiative In Ute choice of such other bank(s). '

5. Arttcie 16. Banks assume no ltability or responstbtlttyIor the consequences
arising out of delay and/or loss in transit or any messages. letters or documents.
or for delay, mutllatton or other', errors arising in the transmission of any
telecommunication. Banks assume no liability or responsJblllLy for errors In.
translation or mterpretatton of teehrucal terms. and reserve the right to transmit
credit lenl1~:with9uttfanslating them. .' " ..'...,

6. Article 17. Banks assume, no l.lability or responsibility Jcrcoasequences
arising out of the, Interruptjon' :of their busmess by acts of God, rtots, civil
commotions. insurrections. war's or any other causes beyond their control. or by
any strikes or lockouts. Unleas.specmcany authorised, banks will not. upon
resumption of their business,pay, .1ncura deferred payment underfaking. accept
drafts or negotiate under credits whL'!h expired during the interruption of their
business. . ..~~.,...-'
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7. Article 13 (e). If a-1:!redil contains conditions without stating the document(s)
to be presented In compliance. ther ewtth, banks will deem such condiuons as not
staled and wtlldtsregard them., , ,

8. Article 45, Banks are under 110 obligation to accept presentation I)f documents
outside their banking hours.

21.5. PRACTICAL PROBLEMS
PROBL.EM21.1. How w!ll you deal wtth the folloWing requests?
(i) You have been asked to add your confirmation to art irrevocable letter of

credit by tile issuing bank. . " , .
(il) The beneficiary of a revocable letter ofcredlt has asked you to add your

confirmation to the credit.
YOlU'answer should bear In mind the provisions. of Uniform Customs and Practice

tor Documentary Credits (1993 Revision) ICC·Publ1catlon No. 500.
SOLUTION.' ' . • '

(i) Conftrmauori oj an irrevocable letter qf ~(edlt. By confirming a letter of
credit. the conftrrntng bank indicates to accept and/or. pay bllls drawn under
the credit provided the terms and conditions of the credii. are satisfied
(Article 9 of UCP). Before conflrmtng a letter of credit, the bank would weigh
ilS risk by evaluating the credit standing of the issuing bank and the country
risk involved. If these are sausfied the request from the issuing bank of an
irrevocable letter of credit to conflrm the LC can be accepted. Under an
irrevocable letter of credit.There is the commitment by the Issuing bank
not to alter or cancel the credit untlaterallyand, therefore. generally, the
in terest of the conflrrntng bank-is protected.. ..

(Ll) Confirmation oj revocable letter oj credit. The request.may not be accepted
--·--[or the Iollowtng two 'reasons: . ,

(a) As per the provisions of UCr, the request for confirmation .should
emanate from the issuing bank and' not Ole beneficiary .

(b) The credit in question is a revocable credit. .The credit may be:amended
or even cancelled before the due date.andthererore, the connrming bank
is not deftnue of getting the reimbursement from the Issuing bank for
payments made by Ituuder the credit.

PROBUM 21.2. You had transferred a transferable letter of credit in full to an
export house at the request of the bcneficlnry. The.lrailsferce presented the shipping
documents through his banker and you have observed certain dtscrepancles in terms
ofihe original letter of credu bu~ you have becnatlvised that.certain amendments
had been received by the transferee through his .banj{~r.How wilLYou handle thes~\.
documents bearing in mind that the letter ofcredlrfs governed by Uniform Customs,
and Practice for Documentary Credits (1993 Revision) ICC Publication No. 500?

SOLUTION. The position ofthe 'bank is that of an.advlstng bank, The relationship.
Is not changed'by the mere fact that it has effected the transfer of the credit as'
required by the beneflctary According to Articte 7M UGP.a credit may be advised
to benellclary through another bank (the advtstngbankl, without engagement on
the part of lhe acivlslng bank. but that bank 'shall ,ta'l<ereasonable care to check
the apparent authenticity or the credit which it aqvises. Thus the rcsponslbillty of
lhe adVising bank Is to vouchsafe the autllenlitHy of tile credit. It may Ilcgotiat,e
dOC1ll11enls under tile crcclilif It so desires, bul the benefiCiary cannot cOl:npel the
bank to dG so. ' '

In order thal allY amendment of u letter ~)fcredit already established reaches
lhe benel'iclary through the same channel1hrotigh:whlch the OtiglnF.l.lcredit was
aclvised. so U'laLall Ule concerned parUes may Im6w of the al11endment, Article 11 (b),
says tl1:.llif a, bank uses the services .. another banl< or banJ<s (the advising bank)
l.o have the creC:~ilaclvlscc:lto lh~ bcne[lciary. it d1usl l:l,lsouse the services of the
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same bank for advising any amendment. In the present case. the issuing bank
routed the amendment through a bank other than the advising bank. Therefore.
the advising bank is not bound bysuch amendment. The situation reinforces the
right of ~he advistng bank to refuse to negotiate documents under the credit.

In case the bank desires toaccommodate the beneficiary. it may agree to take
the documents on couecuon basis, provided they are otherwrse in' order. This
handling of documents will be p\lte1y at the discreuon of the advising bank and
the transaction will not be governed by the provisions of Uniform Customs and
Practice for Documenlary Credns. "

PROBLEM 21.3. As a negotlaUngbank you have negotiated an export bill for a
valued customer under reserve and against an indemnity from the customer or
certain discrepancies as noticed ipthe documents in terms. of the relative letter of
credit and .liave forwarded the documents to the iss,uing bank with suitable advice.

The issuing 'bank informs you' after passage of about 3 months that the
documents are not acceptable tothe openers and that to protect the goods and
avoid demurrage they (tssulng banks) have cleared and stored the goods to your
(the negotiating bank) order and seek further instructlons. ,

Discuss the action of the opening bank with reference to tile liabtuues and
responsibtnties derailed in the Unlforrri Customs and Practice Documentary Credits.

What stand would you take as anegouaung bank in the matter?
SOLUTION. While negouattng a bill under a letter of credit the ncgotlat.ng bank

would see If the documents strictly satisfy the terms and condilions cf the credit.
In case any discrepancy In the documents Is noticed it may refuse to negotiate the
bl], "ut If the bcneflclary Is a valued customer of the bank and is willing to execute
an indemnity in favour of the bank. it may, negouate the documents and make
-payment-undcr -reserve. -lWneans U1e bank retains the right of recourse against the
beneficiary and the beneficiary, agrees to pay bad, the amount received by him
together with-other expenses that-may be.tncurred+tf the documents are rejected
by the Issuing bank. ~ ;
. OblHilltllg an Indcnurtty is only between the negolittting bank and the; beneflctary.
It docs not affect the relation between 'the negotiating bank and the issuing bank
which is governed by Articles 13 and 14 of the UCP.

The negotiating bunk can get reimbursement from the issuing bank only when
the documents tendered arc hi order and are in srrtct compliance with the terms
and conditions of the credit. Presentation of documents with discrepancy is not a
valid lender. However, Articles 13 and .14 provide that the Issuing bank shall have
a reasonable lime notexceedlng seven banking days Iouowtng the day cf receipt of
the documents to examine the documents and if it considers that the documents
are not in accordance with the terms andcondttlons of tile credit. It should. wnhou;
delay. notify the negotlaung bankJ)f1ts Claim and also either hold the dbcuments
at the disposal of the l1cgotiaLing,:bank or return thcm. If there Is delay in tnklng
these actions by the issuing.,bank .. it forfeits its. rtght to. reject tile documcl)ls.
Therefore. in the present case. after an inordinate delay of the three months the
issuing bank cann6t make any claim. If the ba,."1khad not accepted (he documents.
:t was unwarranted 011 Its part lqclear the goods and store th~m. though it was
done to protect the interests of ilil! ,negoUating baak.

The is'suing bank cannot. ~Iso. defend that the negotiating bank knew the
. discrepancies, befqre.;-:it:,;(orl'\r!+~d.~dthedocument~ to th.e :iSSlling.bal.1k.,Ar.tJolt!', 14
provides that tile negOtiating bankinUmating tile issuing bahk of the dlscrepancles
fqund by it in the documentswhiJe forwardi.ng the documents does not absolv.e the
issuing bank of its respol1sibiUtles,:t;1I1der this ArliCle.

The cla1m of tile issuing bank cannot be accepLccf.
, ,
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PR08LEM 21.4. kf exp'ort bill negoUated by you under.an irrevocable letter of credit
has been dishonoured by the dra~ee on presentation on the ground of a discrepancy
which was not observed by you at the time of negotiation. What steps will you take
us a negotiating banker to protect your interest.keeping In view the provisions of
the Uniform Cuatoms and Practlbe for DocumentaryCredits? '
. SOLUTION. It is opined that "where tile documents. though apparently what they
should be. are. in fact. not and the beneficiary (netfraudulent) is himself responsible
for tile discrepancy. the banker should be able to recover the money he has i~-..d
agnll1st them as paid under mistake of fact. unless he. has expressly contracted
not to have rer-ourse" (Law qf Bankers' Commerclal Credits. by Gutteridge and
Muurlce Megrah). But the immediate security available to the bank is the.goods
covered by the documents and efforts should be made by the hank to safeguard
them, If the goods are of perishable nature. the Issutngbank may be Instructed to
dispose of tile goods immediately, If the goods are ofdurable nature. the issuing
bankmay be Instructed to get U1egoods released and arrange for their storage and
sell them to an alterative buyer. In the meanwhile. the Issuing bank should be
required to keep alive theInsurance on the goods.' ....

PROBLEM 21.5.You'negotiated a bill under an irrevocable letter of credit covering
export of i1'OI1 ore to Japan and claimed reimbursement for the value of the btll
1'1'0111 the opening bank, H'was reported that the relative steamer carrying the cargo
sank in the midstream. The opening bank refusedpayment on the ground that the
cargo has been lost. .

Is the opening ban k within its right to refuse payment. Lf:
(al U1ehill and dccuments.negouated by you.ecrnply with the terms of the letter

of credit: . . . .
or

(b) there were certain discrepancies in the documents tendered by the
beneficiary? . ...

Discuss' the obhgauons of the opening bank bearing in mind the provisions of
the Uniform Customs and Practice for Documentary Credits (1993 Revision)..

SOLUTION. Article 4 of the UCP provides: "(a) In credit operations all parties
concerned deal in documents, and not in goods. Services and/or other performances
to which the documents may relate."

Article 14 provides further: "(a) If a bank so authorised effects payment. or incurs
a deferred payment undertaking, or accepts, or negotiates against documents. which
appear on their face to be in accordance With the. terms and conditions of a credit,
the party giving such authority shall be bound toreimburse the bank which has
effected payment, or incurred a deferred pa.ymentundertaktng, or has accepted/or
negotiated; and to take up the docurnents.. . . . .
. "(b) If upon receipt of the documents, the tssulngbank' constders that they

appear on their face not to be in accordance with.tne terms and conditions of the
credit, It must determine, on the basis of the documents alene. whether LO take up
such documents, or to refuse them and claim that they appear on their [ace notto
be in accordance with the terms and conditions of the credit."

Therefore. the issuing bank's decision should be based only on the documents
. ,and not.on ~BY other factor like non~rec.~lp't..9~~09.~~:,V.;~.~~,..b1ll and documents ..
negeuated comply with the terms of the' credtt,. the lssuJng bank 1s bound to
reimburse tne negotiating bank, IC.on U1eother hand, the documents carry certain ......
dlscrepancies.·it is then the right of the issuing· bank to refuse to reimburse the
negdt.1atlng banl{.

PROBLEM 21.6. Your bank ha.d oper.ed an Ji"revocable letter of credit In US dollars.
In 'favour ofan overseas exporter covering import of edible 011 from MalaYSia.

(a) You had requested your' Malaysian correspondent bank to ndd 1ts, .,
confirmation to the letter cif credit. .
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(b) Letter of credit was also made available [or negottation by a bank other
than U1C con["irmingbank. . .

(e) Letter of credil called for 120 days D/A hill wlth the provision that
reimbursements should be obtained on the date by the negotiating bank
from your UScorrcspondem bank, .

(d) The documents which were 'in cornpltance with the 'letter of credit were
presented by the negotiatillg bank to the confirming bank and the bill 'was
accepted by the confirming bank, .

(e) It transpire-d that the shipment has been diverted to another country and
that opener, had brought a court order restraining the opening bank from
making payment on the due date, ,

Discuss the responsibilities of tile opening bank. confirming C8.!'.'~ and the
negotiating bank under (he Uniform:Customs and Pracuce [or Documentary Credits.
ICC Puvltcattcn No. 500. . ',' . . .
. SoLUTION. In the case cited. the Issuing bank cannot repudiate claim on tile ground

that the shipment has been dtverted to another country and that the opener has
broirght a court order restraining t,'heopening bank fr,ommaking payment on the
due date. It has to reimburse the conllrrntng bank which would be making payment
after 120' days when the blll falls due. The Issuing bank should obtain vacation of
the court order and arrange for payment to the connrm~ng bank which has accepted
the bill, '

The confirming bank Is bound. to reimburse negotiating bank provided the
documents tenderedareIn accordancewith the terms of the credit. The letter of
credit is not restricted and. therefore, any bank can negotiate the documents and
obtain payment from the conftrrntngbank on the due date,

The rregotiauag bank is-well within its rights to get the documents accepted by
the con" ''11ing bank. provided they are as per the terms of the credit. and get
payment on thedfie-date-of the' blll-:-

PROBLEM 21.7. Youhad opened an irrevocable letter of credit covering shipment
of 500 tonnes of edible oil from Malaysia w~l1chincluded the follov.ring·supulaUolls:

(i) Edible 011as per Indent dated 29th July. 1996. and .(to Partial shipments prohibited.
In September. theletter ofcr.edit was amended as follows:
(0 Shipment and expiry 'dates extended Lo 31st October and 15th
. November, 1996.

(iO Partial shipments permrtted.
However, on receipt of documents the customer observed the following

discrepancies: .
. "Goods not In accordance with the indent and shipped in one lot contrary to the
terms specified in the Indent."

and refused to accept the documents, . .
Examine your responsibjhttee a$ an opening bank under the provietons of the

Uniform Customs ?J1d Practice for Documentary Credits. ICC Publication No. 500 .
. SOLUTION. Articles 3 and 40fUG.P. are relevant In this case-and are reproduced

below. . " . . I

. Artlcle ,3. Credits. by their nature. are separate transactions from the sales or
other contractls) on which they r:ri.ay be based and' banks are in no way concerned
with or bound by such oontraotts). even if any reference whatsoever. to such
contract{s} is included in ·the credit. .:

Article 4. In creditopcrauons al! parties concerned deal in documents. and not
in goods. services and/or other performances to which tile documents may relate.
It l~ clear that the customer 1snot Justified in refusJng the documents tendered.

First. the banks are not bound by the terms specified in the indent. even thougH a
reference 10 It hasbeen made In the letter of credit,.". ".,."",,,,,,,
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SecorldLy, the bank has no obligation to verify that the goods conform to the
specifications in the indent. . :'

Thirdly, although this point has not been r~ls~c;I.,tne amendment to the credit
permitting partial shipment carries no obltgatton.to.smp In instruments only.

The opening bank ts bound to reimburse the negottaungbank.
PROBLEM 21.S. Your correspondent bank opened an 'operative letter 0.1' credit'

through your bank by telex which was relayedto the beneftclary When the
documents which were drawn in conforrmty with-the terms of the credit as received
by you were presented, the issuing bank rejected th~ documents on the !.':round that
consular invoice had not been submitted, Itwastnen observed that there has been
a transmission error and the telex message did not contain this stipulation,

Examine U1eresponsibility of the opening bank and negotiating bank and whether
the opening bank can reject the documents in the context of the provisions of the
Uniform Customs and Practice for Documentary Credlts .(1993 Revision), ~CC
Publication No. 500, . , .

SOLUTION. Article 16 of UCP states: "Banks assume no Ilabtllty or responstbtltty
for the consequences arising out of delay and/or loss In transit of any messages,
letters or documents, or for delay, mutilation .or other errors arising in the
transmission of any telecommunication,". . .

The negotiating bank has fulfilled the requirements of the letter of credit as it
.was received and IS; therefore, 'enUUed to beretmbursed by the opening bank.

If the opening bank had sent mail conflrmatton for the telex message sen t, the
negQ..l_!_atlngbank [as the advtsing bank) could have verified that the telex message
received was-rfl order, 111 that-case the opening bank has a reason to claim that the
negotiating b_an~Y'as negligent. Hut even such claim ts unlikely to succeed because
the responstbthty of an adVlsln-gbank Is-to authenticate the genu.neness of U1e credit
and does not extend beyond that . .: . .

PnOSLEM 21~9. As a negonaungbanker, wtll YOllaccept tbefollowlng bills of lading
submitted by your customer under an Irrevocableletter of credit?

(a) Bill of lading is dated 19th April. 1996 whereas the letter of credit calls
for shipment towards the end of Aprtl, '1996; and

(b) Description on the bill of lading of goods as 100 bags 'as per shipper's
load and count' Soda Ash, whereas the letter of credit calls for 100 bags
light Soda Ash,

, SOL.UTlON.
(.a) Article 53 provides: "The terms 'begh111ing' Or 'end' of a month shall be

construed respectively as from the ist to the 10th, Jhe 11th to the 20th
and the 21st to the last day of each month, both dares inclusive," In the
present case the letter of credit requires a bill of lading evidencing shipment
towards the end of April, 1996. Therefore, the bill of ladLng should be dated.
a day between 21st and30th April, 19.96~:·ThebilI of 1ading tender "'1. whlch
is dated 19th April, 1996, cannot be accepted.

(b) Article 41 (e) provides: "The description of the goods In the commercial
Invoice must correspond with the description In the credit. In all other
dpe\,lm~f:I,~Sthe goods may be described 'in general terms not inconsistent

" '. . With )the dcscti'iJUOl1 of the goods in the credit." In the present case the leucr
of credit calls for 100bags llghtsoda ash; The descrlptlonof goods In the
bUl 'Of Iadtng-s-soda ~sh..;....conforms to .the requIrement of the above Article.
FUrther, .the notation 'as per shipper'$Ioad and count' does not render the
bill of ladlng claused. The bill oflactIng can, U1erefore, be accepted,,
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A I.ONe; list can be drawn of the documents used In international trade. Some
of U1Cdocuments owe their use to commercial expediency. The buyer and
the seller rarely meet: the conditions of sale arc mcluded In the contract

of sale which Incorporates in detail the terms of the contract. When tile seller ships
the goods, he is required to furnish evidence to show tha; ~l'levarlous conditions
of the contract have been fulfllled. Thus, there Is need Ior evidence that goods have
been shipped; the goods shipped are of specIfic quallry: the required quantity has
been ~hl""'ped, etc. These evldencesare furnished ill the form of different documents.
While ill transit. the goods are exposed to risks and need to. be insured. Besides
these commercial factors, the exchange control regulations in certain countries also
require certain ether documents to be furnished. Thus; we have certificate of origin.
consular invoice. etc. Important among the documents used in foreign trade met)'
be enumerated as under: . .

1. Bill of exchange It Is a dlrectfonfrorn tile exporter to the Importer to pay
the value of the goods exported to the bank through whom he sends the documents.
2. Transport docu.ments Where the goods are sent by sea transport the

document evidencing shipment is the bill of lading: If the goods are airlifted. an
airway bill Is obtained. Recent additions arc combined transport documents
involving more than one mode of transport. .. .
.8. Marine insurance policy It provides cover against perils of U1Csea and other

connected risks which thegoods are exposed to. .
4. Invoices Commercial Invoice Is OJ1evidence orthe sale made. containing.the

. detaJled descrtpuon of thegoods sold. Consular Invoice andcertlflcd Invoice serve
specific purposes. .. . .

a.-Other documentS'CerWlcate of origin Indlcates the country in which tile goods
exported were manufactured or produced. Weight certificate certifies the weigh: of·
goods exported. Packtng list details. the. goods that each purucularpacktng con talus.
Quality certificate may be required to ensure tl.c quahty of goods exported.

It Is not necessary that each set of documents should contain all the above
documents. Depending upon the agreementbetween (he parties.a few or more of
the documents l110ybe needed for a transaction. . .' .

The docuruenrs may be drawn under C\ letter of credit or theymay be wlthou t a
letter of credit. Where the documents are drawn under a letter of credit, the

. provisions of Uniform Customs and Practice for Documentary Credits should be
keprtn View. If the documents are drawn without a letter of credit, they become a

. Collection item and are overned by Lhe Unrforrn Hules for Col.lectlons-unother
publication of the International Chambet·ofCommerce.·
. In this chapter the importanfclocu:u1¢nts, other than transpo"t't documents, are
discussed In the llght of legal proyls1pns governl.ng the documenLs and th;e J&JCP.
Transport documents a,r~ reserved for We next chapter: '! •

. . "
22.1. BILL OF eXCHANGE .
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q Oefinition
" .... A.bill "r ""change Is an Instruction jby th~ ~~por.terJdrawer) to the importer·ot
the importer's bank to maJ(e l)aymerit.of the amount mentioned in it. A bill of
exchange is a negoUable insLrurncnt and.l~governed by Ule Negouable Instruments
Act in India and by similar enaCtrl1entsin ollier GOlJlltrics. The Negotiable.
Instrumellts Act defines a bill of exchange as "an instrument in writing containing
an unconditional order. sign·ed by the maker directing ~ certain perSOIl to pay a

.~"""
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•

certarn sum of money'Snly to, or LOLl1C::order o(.acettaiR person or to the bearer
of instrument." .' '

the bill, under a letter ofcredit, may be drawn on the issuing bank or another
drawee bank but not on the importer. If the credit nevertheless calls for a bill on
the appllcant, banks will consider such bills as addltionaldocuments[Article 9
(a) (tu) and (b) (lull. .

CJ 1'ypes of Bills
l.'Sight and usance bills A bill of exchange-Is a sight bill (or demand bill) if

the drawee Is to make payment trnmediately on presentation of the bill to him, A
bll] is a usance bill if the drawee is, to,make paymen t .after a period specified (say,
~30days or 60 days) In the bill has expired. A usance bill may be 'after date' bill or
'after Sight' blli. For an 'after date' bill. the clue dflte Is calculated from the date
appearing on the Iace of the bill. Thls may also be drawn 'after so many 'days from
date of bill of lading or airway bill' in which case the due date will be calculated
from the -date appearing on the \-eJevant bill of lading or airway bill. For an 'after
Sight' hilI. the date is calculated from the date it ts.sighted. i.e .. it Is accepted by
the drawee. I

2. DIA and DIP bills A usance bill may be 'on D/A or DIP terms. If it is on
D/A terms (documents against acceptance), the colIccllng bank is to deliver the
documents to the drawee on tile acceptance of the b,illby him. The payment will he
'made by the drawee 'on the due date of the btllr For the period from the dale of
acceptance to the date of payment. the bank remains unsecured. If It Is a DIP bill
(documents ag,..drl~;tpayment). the documents will be 'delivered to the drawee only
ClI1 payment ,.tl.l.l-which time they are retained by the bank. So the bank retains
control over goods till payment Is received. , '

__--It may be.noted tha:t-_wheUler -thc brll is D/A bfll or DIP bill mayor may not
appear on the bill. The indication La this effect will be found in the instructions of
the drawer to the bank. " . ,
3. lnland andforeign bills According to :~egot1able Instruments Act, a bill

which is drawn in Indio and made payable in or drawn upon any person resident
ill India is an inland bill. Thus an inland bill mustfuffll both the condtuons that
(il.it is drawn in India, and (il) it is payable in lridla ordrawn on a person resident
In India (even though payable abroad). Any bill whi~h does not fulfil either of the
condtttons is a Ioretgn bill. Thus, a bill drawn iF Indta, payable at a place outside
India by a person resident outside lndta and a btlldrawn at a place outside India,
but payable in India are foreign bills. ' '.

Foreign bills are, normally drawn in sets. secnon 1320f.the Negotiable
Instruments Act provides; "Bills of Exchange may, be drawn Inparts, each part
being numbered and containing a provision that it shall continue payable only so
long as the others remain unpaid. All the parts together make a set; but the whole
set constitutes 'Only,one bill, is extinguished when one of the parts, if a separate
bill. would be extinguished." The exception to this section .states that "when a person

11

Bill of Exchange
I

Usance

I
After sightAfter date

r
D/A DIP' D/A DiP

Fig. 22.1. Types of Bills of 8xcllartgc.
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accepts or endorses different parts.of the bJll in favour of different persons, he
and the subsequent endorsers of each part are liable on such part as If it were a
separate bill."

Normally bills are drawn in sets of two copies, F(lther of the copies can be
presented to the drawee f01"payment or acceptance. Once payment or acceptance is
made 011 one copy, the other becomesnull and void, ,

In internattoual dealings, not only bills of exchan~. but other documents are
also prepared ill multiple copies; The documents are sent in two sets,by separate
mail for each set. The first set Is sent on one day and the second set may be sent
on 1.1"1esubsequent day, The procedureis to avoid risk of delay/loss of documents
in transit. " ..:

o Noting and Protest
When GI bill is dishcnoured. steps should be taken to get It noted and protested.'

Noting at ..: protesting by the Notary Public serves as 'an authentic proof of the fact
of dishonour of the blll. .

Noting should be done within a reasonable time of dishonour, For. noting. the
dishonoured bill is again presented formally by the notary hlmsel1 or by his clerk
or, where authorised by an agreement or. usage, by a registered letter. When
acceptance or payment is refused he makes, a note on the instrument. The note .
should contain the particulars ofthe fact of dishonour. or. if the instrument has
not been expressly dtshonoured.jhe reason why the holder treats it as dishonoured.
and U1C notary's charges,. . .

Protest Is a step ahead of noting. It contains in the form of a legal document.
the facts of dishonour and all other related Jacts. Under Negotiable Instruments
Act. when a bill is required to be protested within aspeclfled time or before-some
further proceeding rs taken. It Is sufficient that the bill has peen noted for protest
before the explratlon of the spec.ified 'time or the taking of the proceedings-and tile
formal protest. may be extended at any time thereafter as of the date of noting.
.Foretgn bills of exchange must be protested fordishonour, when such protest is

required by the law of the place wherethey are drawn.

CJ Stamp Duty
A bill of exchange issued in India will bear stamp duty according to the rates

prescribed In the Indian Stamp Act. Sight bllls and bills wlth usance up to 90
days are exempt from stamp duty; Usance bills for periods beyond 90 days are to
be stamped at the rate of Rs. l.Z5' per Rs. 1,000 per quarter. Whether the bills
drawn in India will attract stamp duty at the place of payment wrl: depend upon
the local law prevalentthere, ,. . . . .

When a usance foreign bill is received into India. it has to be affixed with the
stamp: duly. as per the Indian Stamp' Act. irrespective. of the duty paid abroad. It
should be stamped even thoughItwas originally stamped .in India. The amount of
. tile bill, if expressed inJoreign Curr~ii.cy.should be converted Into Indian rupees by
applying the rate of exchange prevalent on the date of the blll e .The rate of exchange
for different currencies for this purpose announced by the government is Circulated
pertcctcally to banks by FEDAI.~ For this rupee value. the bill should be
appropriately stamped, before it Is presented to the drawee for acceptance. The
starnitP~Rbe a0:iXed i~ tl1e spyci~ adhesive stamp with!the.\'yor~~:::f8r~lgn Bill' printed
on . . .

I '

22.2. MARINE INSU.RANCE POLICY

Cl Meaning and Need
The safe conduct of the goods from the time it leaves the exporter's godown and

till il reaches the warehouse of. the importer Is what all parjies in the transaction,,'"
,.
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Allianz: Ve,rsicherongs-AkUeQgese.llschaft Allianz

.: ·,'·.·.c·_ Certifleate (Pollcy):df Marine Insurance
Certificate No.
900 0145

two 117.850

Burn Insured
l:>M 5.160.00

+lP% 516.ob
f:>M 5.676.00 September 27th; '2000

, This .Is,tt CI:'tUfythat insurance h~Sbeen granted under the above open cover to:
j ;.

Bakel1~ 11,;;0,'. Gennaer Str. 2-4' D-58642 Iserlohn-Letmathe
Federal R#public of Germany , '. ,

for account of whom It may. concern. on the follbwing goods:
, 40;ba+:: 1.000 kg net,,' ,

Place and Date of Issue Copies Open Cover No.

I
Marks. : MINI Portal LTD.

Port of unloading: Chennal (Madras) .
Order No. IMP/2041008/2000·2,P01/Madein Germany
11003845 + 11003846 dated 27.09.2000

BalI:elite.Mouldtng Compound
PF 3119005-S 1 500 kg
MP 6~5.~9005-S 2 500 kg

Invoice no. I
J



for the following voyage (conveyance. route):

from Frielendorf via Rotterdam
by truck and ship APL AIm" tdlne
to C .iennai (Madras)

from warehouse to warehouse. In' accordanqe with Clause 5 of the German General Rules of
Marine Insurance. Special Conditions for Cargo (ADS Cargo 1973-Edltlon 1984). as printed
overleaf. • .
Claims payable to the holder of this certificate. Settlement under one copy shall render all
others null and void.

C.onditiODS : ..
1. German General Rules of Marine Insurance (ADS). Special Conditions for Cargo (ADScargo 1973~Edition 1984). ... . .'
2: Terms and condttions of the above open cover.
3. Form of cover (see overleaf);
4. Clauses (see overleaf).

Premium Paid

For and on behalf of all insurance companies participating
Alllanz Vers!cherungs-AktiengeseUschaft
Zwelgnlederlassung fur Norddeutschland
Groller Burslah 3. 20457 Hamburg.
Postfach,20448 Hamburg
Telephone (040) 36170. CablesAlUanzfrank
Telex 211392 azhh d.
Facsimile (040) 36173322
Sd- Sd-

See overleaf for instructions to be followed in case of loss or damage.
claim setlmg agent

\
\

Claims Surveyor: .,
T.A. Taylor & Co. (Madras)
Private Ltd. .
18. Shrt Ram Nagar South Street
P.O.Box 51
.Madras 600 018 (Tamil Nadu)
Phone (044) 450088

451709

,
,
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..

pray for. Il depcnds-cpon the safety of the goods during the voyage as wei! as the
safety of the vessel that carries the goods. The loss of or damage to goods during
the voyage would affect anyone or more parties involved In the transaction, viz"
the Importer. the exporter, the shipping company and the bank which has paid
ngfllnsl U1edocuments covering the goods, Marine insurance offersthe desired cover
against loss of or damage to the goods during the transit. It allows a free now of
international trade by absorbing an Important uncertainty connected with il.

In India marine insurance is governed by the Marine Insurance Act. 1963. Section
3 of the Act defines a contract of marine Insurance as "an agreement whereby the
insurer undertakes to indemnify the assured, In the manner and to the extent
thereby agreed. against marine losses. that Is to saYithe losses tnctdental to marine
adventure."

Murine tnsurance may cover the ship '(hull insurance) or the goods (cargo
insurance), Our Interest Is Lo study in some d<et'allthe marine cargo insurance.
The constderatlon for which a marine insurance contract is undertaken Is the
'premium'. . '. ,

o Nature of Marine Cargo Insurance
1. Parties The 'proposer' under the poltcy may be the shipper or the importer .

.The proposer may approach the insurance company directly or through an 'agent'
or a 'broker' because they know well the intricacies of marine insurance b~!' 'ness,
The! insurers in marine Insurance are generally called 'underwriters', The person
who is to receive payment in case of loss or damage is.the 'assured' .

.2. Insurable interest A person is having an insurable interest If he is interested
in the safe arrival of the cargo. Section 8 (1) of.We Marine Insurance Act provides
that the assured must be interested In the subject-matterttnsured at the ,time of
the loss;-though he need not be Interested when the insurance is effected. The
shipper/exporter has the lnsurable interest Since he is the owner of the goods, The
buyer acquires an insurable jnle\-est at a later dale, l~e.,when the goods are boarded
011 the ship. Thus either the seller or the buyer may effect the insurance. 'If the sale
con tract is on CIF (Cost. Insurance and FreighSJ basis, the seller has' to arrange
for Insurance. Iflhe contract is on CFR (Cost and freight) orFOB (Free on Board)
basts, it is for the buyer to arrange for Insurance. " .'
3. Utmost goodfaith A contract of insurance Is a contract of uberrtmae ({del,

i.e .. one of utmost good faiLh. If either party toihe contract has concealed any
material fact. the contract can be avotdcd by the ~ther, party.
4. Indemnity 'The contract of marine insurance Is a contract of indem~lly. The

assured under the policy Is not allowed to make a profit our or a claim under the
insurance. Gut the! marine insurance does not' represent a pure Indemnity. At the
time the policy is taken. the value of the cargo is:agreed between the parties. In the
valuatlon for the Insurance. In addillon to the cost, the transportaUon expenses,
and C1 certain percentage of profit is also mcluded.Normally U1einsurance Is affected
for elF value plus 10%, " " ' , .

5. Assignment A marine policy can be transferred by assignment unless it
contaiils terms expressly prohibiUng assignment. Since a marine cargo Insurance
does not normally prohibit aSSignment. it can beasslgncd. The aSSignment can be

. made,ci,U1el' befor,e or afler a loss: The geI'l~~',<lJ:;1?~M~iq~),~}pgetthe policy assigned·
to banl<.s name by an endorsement thereon. . . "..... ,
(J Marine Insurancp. Policy.

\ . '

1. Contents of policy' The Marine Insural1t;e,Actprovides that a contract of
marine inSI.lf:Jnce shall not be admItted in evldence unless it is embodied in a
marine policy in accordance with the Act. Marine lhS1,.lrance pollcy may be issued
ill lhe form given in the schedule to the Act. which follows the standard format of
Lhe Lloyds of London. The policy must specify th,e foHowing:

I:' J
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(I) the name of the assured or of some person who affects the insurance on
lus uehalf . . .

(II) the subject-matter Insured and'risk insured against:
(iii) t!le voyage or period ofume or both, as the case may be. covered by the

insurance: ... .
(tv) the sum or sumsInsured: and
(u) the name or names of the insurer or insurers, The marine pollcyrnay be

signed by or on behalf oftwo Dr more insurers,
2. Voyage and time policies A voyage policy covers the goods from the

commencement and WI the completion of a parucular voyage. A time policy covers
the risk for a specified period mentioned In the policy. A contract for both voyage
and time may be Included in the same policy. A time policy can be issued for a
maximum period of 12 months,

3. VaLued and unvalued policies'Apolicy may be either valued or unvalued. In
a valued policy th e value of goods insured is agreed between the assured and the
insurer. An unvalued poltcy Is a policy which does not specify the value of the goods,
but subject to the lima of the sum Insured. leaves the insurable value to be
subsequently ascertained.

4. Specific and openpolicies A policy Issued against speclflc shipment of goods
is known as specific pollcy. This has to be on a stamped document. The policy
should be issued In the standard format. .

Exporters having continuous shipment may opt for an open policy. Under this
arrangement a policy covering tile expected shipments.Ior a period or, say. one year,
Is taken. As and when shipment Ismade. they are declared to the Insurer and
covered under the insurance. The Insurance policy issued for ·the overall lim1t Will
be u stamped document'. For the declaration of shipment made under the Insurance •
separate certincates of insurance are issued. The certificates of insurance arc
unstamped as the original policy is stamped. A variant of the pracuee+s the 'open

cover', An open coverts similar to anopen policy, but is no: a legal document and
not executed 011 stamped paper, .Speclflc policies or ccruitcates of insurance Issued
under the open cover are stamped. .
uMar" i';;': Losses

Bas/cRl$ks
The basic risks covered by any marine insurance policy are:
(l) Perils cr Sea which Include damage to the vessel or cargo by forces of waves,

storms, stranding of the vessel, sll11<ingof the vessel and collision wrtl: other
vessel. etc. '. .: '.

(II) Fire Which includes damage d.ircctly due to fire or efforts to extinguish the
fire. .

(iii) J'.!tUSOI1which means voluntary throwing overboard of some cargo to save
the ship and the rest of tile cargo. .

(iu) Barratry whlch.rneans loss due to fraudulent or wrongful acts of the captain
of the vessel or its crew.

Types of Losses
The loss of goods Insured may be.a totalloss or parual Joss. . .' .
Total loss A total loss may be'eltheran acluaJ' 'tota1loss or a constructlve total

loss. When tI1C goods Insured are destroyed or so damaged as to cease to be a .
thing of the kind Insured, or where tlle:assLlred Is irretrievably deprived thereof,
tllere Is an aClual tOlallol$s. The 'loss,ls a COI1~trllcUve total loss appearing to be
unaVOidable or because it could 'not Qe preserved from. actual toLal loss WiLhoul an
cxperldlture which would exceed their value when the expenditure had been
incilrred. .

./

c
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Partial loss Par~i:1l his's is defined as a loss other-than total loss. Parttal lce
may include particular average loss or general average loss.

General averaqe loss III Lime of general peril an extraordinary sacrifice or
expenditure may be made or incurred for the purpose of preserving the properties
ill common. Examples or such acts are:

fal Cargo.jetttsoncd in all effort LOrefloat the vessel. ~
(b 1 Goods damaged by water used to extlngutsh a Ilre, provided the goods

themselves have not been on fire. .
(c) Expenses of entering and leaving a port 6frefuge.
[d) expenses of discharging, storing and reloading of the cargo if that be"

necessary for Lhecommon safety. , . .
An act as is indicated above is known as general average act and the less the

general average Joss.Where there is general average loss, the party on whom it falls
Is entltled to H rateable contribution [rom the Other parties Interested. Such
contribution is called the general average contrtbunon, Where the assured has
incurred a general average of expenditure. he may recover from the Insurer In respect
o[ tile proportion of the loss which falls upon him. Inrespect of a general average
sacrtilce he may recover Irom the insurer in respectolthe whole loss without havtng
enforced his right of coutrtbuuon from the other partiesltable to contribute. Where
ihe assur-ed has paid. or Is liable Lopay. a general average contribution in respect
of the Interest tnsured. 11emay recover therefor from the Insured.
Particular average loss A particular average-loss is a partial.loss of the goods

insured. caused by a peril Insured against. and which Is not a general average loss.
Wh.!Ie the general average loss Is voluntartly undertaken for the common safety of
all the parues insured. a particular average loss is fortuitous or accidental. Il cannot
bepartially shifted to others but has to be borne i:)ftl1e persondlrectly affected.

We may summarise-the differen Ltypes of losses as in fig. 22;2
Q Aisks Covered

The exporter can gel cover for different risks according to his chotec. The risks
covered are incltcated by attaching the relevant-cargo clause to the policy. The
standard cargo clauses used In many countries. including India. are known as the
Insutute Cargo Clauses as they have been evolved by the Institute of London
Underwrtters, The principal cargo clauses are Clause C, Clause I3 and Clause A.
affording greater protecuonln the same order. ....
Q Pilsks not Covered

There are certain risks which are not covered by a.marine Insurance policy under
any of the cargo clauses mentioned above. They are: ...~., .'.

(al loss. damage or expense caused by delay :and Inherent vice or nature of the'
subject-matter: '. ..' ,

(b,l loss. d,ll11tlge or expense attributable to wilful rmsconduct of the insured:
(c) ordtnary leakage" ordinary loss in weight or volume, or ordinary wear and

lear of the subject-matter Insured:

Marine Loss

Total Loss ParHaf Loss

Actual
TOlal Loss

Constructive.
Total Loss

roticular
Average Loss

General
Average Loss

. . ,;
Fig. 22.2. Types of Marine. Losses.
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(d) insufficiency or unsuttablltty of packing:
(e) deliberate damage to or deliberate destruction of the goods: .
(fJ loss, damage or expense arising from insolvency or financial default of the

owners, managers, charterers or operators of the vessel: and
(g) loss, damage or expense arising Ircm the use of atomic weapons or nuclear

fission and/or oLher like reaction or radioactive force,
Institute Cargo Clauses ,

,"
1. Institute cargo clause (0) The policy under Cargo Clause (C) covers loss or

damage to goods covered by: .
(i) nrc IX explosion:
(Ii) standing, grounding, siriklng or capstztng of the ve~se.l: ' ,
(Ul) overturning or cierallment,Qf)anq conveyance: ,
(iu) collision or contact of vessel, craft or conveyance with any external object

other than water:' '
(u) discharge of cargo ut a.poi-to!' distress:
(vi) general average sacrifice: and
(uli) Jettisol1.· ,
2. Institute cargo clause (8) .In-addttlon to the risks covered by Institute Cargo

Clause (e), the following rtsks.are.covered by a policy with Cargo Clause (3):
(I) loss or damage, to the goods attributable to earthquake, volcanic erupuon

or lighlnlng:· ,
(Ii) washing overboard:
(lii) loss or damage to the goods ,caused by entry of sea, lake or river water Into

vessel. craft, hold, conveyance. container, lift xan or place of storage~ and _
(tv) total loss of any package lost overboard or cJropped whilst loading on to,

or unloading from, vessel or.craft. , ,.
By paying extra premium the following addn:rbna~ risks can be covered under

policy under Institute Cargo Clause (B). They will appear as endorsements to the
polley: '

(t) Theft, pilferage and non-delivery,
(ii) Fresh arid/or ruin and/or river water damage,
(Ul) Hook, oil. mud, acid anddamageby other cargo,
(iv) Heating.and sweating,' , ','
(u) Breakage. dentlng, chipping. scratching and blending,
(ui) Leakage, and
(t)ii) Bursting and tearing., '
3. Institute cargo clause (~)The policy with Cargo (A) offers the widest cover. .,

It provides cover against allrtsks except war and strike. riot and' civil commotion.
4. War and SRCCcover The: exporter can obtain war, strike, riot and civil

, commotion cover along, with anyof the three types of poltcles by payment of an'
additional premium. The above cover Is granted by attaching Institute War Clauses
(Cargo) to the policy of Insurance ..,
Warehouse-to- Warehouse Clause, ,

Marine policies usually provide for a warehouse-to-warehouse clause which states
that the goods are insured from till! time they leavethe warehouse 0[. the exporter

" and r~mnln.~ in force till the: gG:>Qds.,:reach, thedestination and are stored ill a
, warehouse there. But on the ship reaching the destlnatron. if the goods cannot be
taken delivery of due to reason be'yo~d the controlof the consignee, the Insurance
will be valid for 60 days from thedate of arrival of the ship afterwhich 1l expires.
Thus. the insurance will expire onthe goods being placed in a godown In the
importer's country or on expiry or:so days from the date of arrival of the ~hip
whichever is earUer. But the perlo¢ 'of 60 days Is allowed u..nly in cases where the
delay is beyond Ll1econtrol of the 'importer, ..,,- '
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1
1
'~

o Marine POlicy under"Letter of Credit
1. The documen.t Insurance documents must appear on their face to pe Issued

and signed by Insurance companies or underwriters or thetr agents [Article 34 (a)'
Insurance may be arranged through insurance brokers. If the proposal is acceptable
to him he would issue a cover note which would later on be replaced by an insurance
poltcy The trsurance is effect.ve from the date of cover note. Cover notes issued by
brokers will not be accepted unless specifically au.thotised in the credit [Article 34
(ell. • . ..

Unless otherwise stipulated in the credit, banks will accept an insurance
ceruflcate or a declaration under an open cover pre-signed by insurance companies
or underwriters or their agents, If a credit specifically calls for an insurat.1ce
certificate or a declarauon under an open cover, banks wlll accept, in ~ieu thereof,
an insurance policy. . . . .

2. Number Of copies If U1e insurance document Indicates that it has been issued
in more than one ortgtnal. all the .orlgrnals must be presented unless otherwise
authortsed In uie credit [Article 34 (B) l.
3. Type of insurance Credits should stipulate the type of insurance required

and, if any, the additional risks which are to becovered. Imprecise terms: such as
"usual rtsks" or "customary risks" should not be used; if they are used, banks
will accept Insurance documents as presented without responsibility fur any risks
not being covered tAr.tide 35 (al),

Failing specific stipulations in the credit, bankswlll accept insurance documents
as presented Without responslbtltty [or anyrisknotbelng covered [ArUcie 35 (b)].

Wilen a credit stipulates "insurance against.all risks", banks will accept an
Insurance document which contains any "all risks" uotatlon or clause, whether or
nc; oeartng the heading "all risks", even If t-he tnsurauce document In_91cates lhat
certain rtsks are excluded. without respcnstbthty.Ior any rlskts) not being covered
(Article 36). It may be noted that U1epresent Institute Cal'goClause (Al corresponds
to former lnsuuuc Cargo Clause Lxll Risks).. ..
4. Franchise. clc.use Unless otherwise stipulated In Hie credit. banks will accept

GUi insurance document which iudlcalcs that the.cover Is subject to a franchise or
an excess (deductible) [ArUdc ~i5 (c)). Franchise' Is.a Stipulated percentage which
must be reached before a loss can be recovered under the policy. If the.perr+ntage

, is exceeded, the enure loss is paid. Excess is a pcrcentnge which is deducted from
aU claims on Ule policy. If U·1Camount of loss does nol rccicl1the specU1ed percentage,
it Is not puyuble at all: If it exceeds the percentlilge, oilly lhe excess Is payable arid
not the enllre loss. . ,

5. Amount Of insurance Unless otherwise :sUtJulated· in the credit.; the
minimum amount: for which the Insurance document must indicate the insurance
cover to have been elTected Is tIle elF (Cost, 1l).suran,Ce and freight ". "named"port
of de~l!nalion'(J or CIP O,'j'etgl1(ft:arrlage and InsUrance paid to ... "named' paint of
desllnaUon") value of lhe'goods. ·as llle case maybe; plus 10%. However, if banks
C,ulIlOt clelcrrnine the elF or CfP.valut;, as the cU$cnluy be, from the documents or
their {ace. Lhey will accept (l~ stich mlllinium ·'111l0I.lnt 110% of the amount for
which payment, acceptance or neg011ationIs 1'I.!quested under lhe credit, or 110%or the gross atno.unb ~J the iI~v:Olce,Wl1icheyt~rIs ~r~aLer [Article 34.U}{lt),J.,. ,,:

6. Currency Of tnsurance Unless otherwl.se stipulated 1n the 'credit, the.
insurance document must be t!xpressed 'lnthe s~nlecllrrencyas the credit (Article
34 ![l (£)). .... . ... . ..

7. Date of policy Unless otherwise st!pulate~f1n th.e credtt, or unl~ss it appears
from, ~L1cInsurance docull1cnt(sJ.;·tl1at the cover:,is effective at the latest from the
dat<i of loa.ding on board or despatch or tak'ing tn·charge of the goods, banks will
npt accept an insurance docurne,nt which bears'·~·da~e Of lssuance later than the

~I
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date of loading on hoard or despatch or taking in charge as Indicated by the
transport document(s) (Article 34 (e)l,
8. cooeraqe cf voyage The insurance should. cover the entire voyage. If

transhipment Is permitted In credit, the insurance cover should be available for
transhipment I lsks also.
o Claim Procedure

.'

In the event of loss or damage .to the goods .glvtng risks to a claim under the
poltcy the assured should do the followtngi

(i) Give a notice of loss to the insurance company immediately:
(ii) Take all steps to minimise the loss, preserve all rights against third parties:
(iii) Arrange for survey by ship surveyors if the packages show any outward

~lgn of damage of loss:. . ,
(lv) Arrange for insurance s\.lrvey 'by'the' insurance company in other cases;
(u) Prefer claims with shipping company and' other parties where required.
The time limit for filing suit against-the shipping companies Is one year from

the date of discharge., '. . '
The time follm'ling documents should be submitted to the insurance company

whUepreferring a claim:
l iJ Ortgmal Insurance policy,
(li) Original Invoice and packing ltst,
(iii) Copy ()rbill of lading. .
(tu) Survey report/short land/non-delivery/landed but missing certificates.
(u) Copies of correspondence exchange Willi carriers or ballees, and
(ul) Claim bill.

22.3. INVOICES

1. Commercial Invoice.
A commercial invoice is a statement containlng full details of the goods shipped,

The general contents of a commercial Invoice used In foreign trade are:
(a) names and addresses oOhe seller and the buyer; ,
(b) detalls of goods sl1ipped-qucmUly. quality, dcscrlpuon and value:
(e) packing details and packing-marks: , '
(d) price and amount payable 'by the buyer:
(el terms ofl.rade-fOB, CFRor CIE etc..
U1 details of frelghtchiirges, tnsurarice premia and other charges: . .
(g) reference to the sale contract tnfulfllment of which the shipment Is.made:
(h) name of the vessel In which 'the goods are shipped; and
(i) reference to the licence number under whtch.the Import is made.
An Invoice is not a document of U~e to goods butIs only a description of goods.

[t serves the purpose of verifylng,that the goods shipped and the price Charged are
as per the contract. Though there is no specific proforma in which an invoice is to
be prepared certatn countnes may prescribe the format In which invoices for Imports
Into their countries have to be prepared. Such requirements have to be kept in
view while prepartng the mvotce.. ,,:;: ., , .. ' ,

ProvLsions'of'UCP,ArUcle' 37 contains provisions, regarding .cOIJU11,~.rol~' Invoice.
Unless otherwise stipulated in the credit, commercial invoices must appearon their
face to be issued by the beneficiary named in the credit and must be mode out In
the name of the applicant for Ole credit. ' , ' .

Unless otherwise Stipulated in the credit, banks may refuse commercial invoices
issued for amounts in excess of the amount permitted by the credit. 'Nevertheless.
Ifa bank authorised to pay, incur q,eferred,payment undertaking, ae~e::,t drafts or

, '~ -

1"" \' .::'

\ '



i
. i

!
i

DOCUMENTS USED IN FORf<:lCN TRADS 259
,

ncgouaic under a credit. accepts such invotces. its decision will be binding upon
all parties, provided such bank has not paid, incurred a deferred payment
undertaking, accepted drafts or negotiated for an amount in excess of that permitted
by the credit. . .

TIl~.descrtpuon of the ~oocls ill the commercial Invoice :t11l1stcorrespond with
the descrtpuou III the credit. 111 all other documents, the goods may be described
Ingeneral terms not mconsistentwrrh thedescrlpuon of.thegoods In the credit.
2. consutsr Invoice ...

II is a special type of invoice. usually in a prescribed form, describing the details
ofthe goods shipped and sworn as being correctIn all respects by the exporter
before the Consul of the trnporung country stationed .111 the exporting country, The
Consul of U1ennportrng country then certifies the Invoice.A consular tnvotce may
also contaln a declaration about the place of orlgln o[goods. It would serve we
importer ill gd~~nbthe duties assessed and goodsreleased by the customs Without
much delay. Any fals« declaration in the consutar.jnvotee involves heavy penalty.
3. LegslisedNissed Invoice ,

The purpose of a legalised or visaed invoiceIs Sil1111arto that of a consular involce.
The difference Is that Instead of a speciflc format oflnvolce, Uleordinary commercial
invoice is presen ted to the Embassv or Consulate {or certification. Certain countries
In Middle East require legalised Invoice. .. ...
4. Certified Invoice

A commercial lnvotce becomes a certified mvolce when il contains certain
ceruftcatton by {he exporter, The certification. l)lay:.stalc that (i) the goods are o[
particular COW1UYof ortgin; or (il) the goods are tn conformttywith a speclf1c contract
or proforma: or (iii) any other stipulatlon of theImporter has been fulfilled. .
5. Ptotorm« Invoice
It is essential to make a distinction between a commercta) invoice and a 'proforma

invoice. A proforma Invoice contains all the particulars In a commercial Invoice. It
is dtsungutshed from the latter by U1e words. 'proforma Invoice' appearing on it.

A proforma mvolcedoes not evidence a sale: The:proforma invoice may be required
ll1 the follOWing cases:

(i) It may be the basts on which the contraecof sale is concluded later.
(iij· When goods are sent on consignment basis. a proforma invoice may be used

Since the goods are sent only to an agent of the seller; it serves as a guide
as to the price at which the agent should. sell.the goods.

(W) It may be used to supporl a tender for sale·coutracl. ..... -
Delails of lhe goods in the commt!fclallnvolc¢ shOUld agree with that iii the

proforma invqicc. . .. . ': .
8. Other Invoices

Counlrles lll<eUSA and Canada require customs invoices in the prescribed form
for the purpose of Lllelr customs Valuation.Combined CertHlcates ofWlue aJld Orig1.n

.. are used between members of the Commonwealth,,·Special forms of Invoiceare arso
, ·'usedfor trade belween.members ofotl1erJree:.ltadc areas such as the EEC.a.ndL,A.F"TA·.· . _., '..... ... .. .:.". ,. ,.,:

22.4. CERTIFICATES AND OTHER DOCUMENTS.

1.Certificate of Origin
A certifIcate of origin dt:dares the place Q.f aCt\lal manufacture or .growth of the

goods. A country may place restrictions on imports from certaln countries. Or.
prHerential treatment may be accorded.in tarUff6r lii'lports from certain countries.
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For both these purposes, certificate of origin. becomes necessary, Usually such
certificates are issued by the Chambers of Commerce or Trade Associations in U1e
exporung country, '
2. Packing List

The list would contain the details of goods contained in tndlvidual packages,
This helps in identifY~l1gthe contents ofspeclfied packages and thus may, facilitate
assessment by the customs.
3. WeightNote or Certificate

Thl~ c;:ves the weight of Indlvtdualttems shipped, If the goods are shipped In
bulk, like foodgratns, the list may coverthe entire shipment. It is generally issued
by a public agency. Since the weight certlflcates are issued byan independent agency.
the Importer is assured that goods of.proper weight 0uye been shipped.

4. Quality or Inspection Certificate . ,
This may be issued by Ole supplteror.by an independent inspecUon agency that

the goods were examined and found to be as required under the contract of sale.
5. Analysis Certificate

This may be Issued.In the case of chemicals. drugs. etc" showing the results of
analysis made of theirIngredients. ,
6. Health Certificates, etc.

Where live animals are exported, they may certify that the animals are of good
health; if Ioodgrains are exported, they are fit for human consumption; the packing
materials are not a healLh hazard. . ' , - ._._'. __,,_

7.Blacklist Certificate
A country at war with or havlnga strained political relationship with another.

country may require a certntcatethat: (l) the goods are not of the origin of the
particular country, or (til the parties involved in 'jle transaction are not blacklisted,
or (£ii) the transport vessel will nottouch the other country.
Provision of UCP

1. When documents other' thantransport documents ....insurance documents
and commerctalmvotces are called for, the credit should stipulate by whom
such documents are to be Issued and their wording' or data content. If the
credit does not so stipulate" banks will accept such documents as
presented, provided. that thetr data content Is not Inconsistent with any
other snpulated document presented (Article 21): .

2. Unless otherwise snpulated in the credit, banks will accept a document
bearing a date of Issuance 'prtor.fo that of the credit subject to such
document being presented.wtthtn time limits set (jut In the credit and In
the UCP (Ar,ticlc 2'2).

i,-:"'''''' \ I, '.' -~'.':;'.:".',',: '. " :".,':I '.'.
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23 Transport Documents

Till!; carriage of goods in international trade.Involves more than, one mode of
transport. Goods are carried up.to seaport or airport by land and from,
there they are transported to the buyer'scountry, The goods may again be

transported by land/rail to reach the buyer's place. Carriage by each mode of
transport is covered by a separate.contract of carriage: But the modern trend is
the move towards multlrnodal transport. provid1,ngfo,r the continuous obligationor the carr lcr fur more than one mode of transport. In fact. the major reason Ior
the last two revtslons of UCP has been theadvances In transport technology.

23.1. BILL OF LADING
In tn ter nauonal trade shipping occupies an Important place as a mode of

transport. The document evidencing the carriage of goods by sea is the 'bUI of lading,
A bill oj lac~ing Is a document Issued by the shipping company or its agent.
aCknowledgillg the receipt oj goods jor carriQ.ge which are deliverable to the
consignee or his assignee in the same condition as they were received.
CJ Nature of Bill of Lading

'A bill of lading has been defined as "a document which evidences a contract of
carrtage by -sea and the taking over -of loading of the 'goods by the carrier, by which
tile carrier undertakes to deliver the goods against .surrender of the docnrnent+A
blll of lading renders the following three functions:

(l) It is an evidence of contract or carriage: .'
(it) It \:3 a receipt for the goods 'received by the.carrier: and

,(UU It is a document of title to goods,
1. ReceiptJor goods received by carrier The primary function of a bUl of lading

is Laserve as a receipt by the shipping company acknowledging that U1egoods have
been received for transportation, After receiving U1egoods Into its charge the shipping
company should. on demand by the shipper. issue to him a bill of lading showing
among other lhings (a) Lhe leading marks necessary for identification of the goods,
(b) either the number of packages or pieces. or the quantity, or weight 8S the case
may be. and (el the apparent order and condtuon ofthe goods. Such a bill of l:.ding
shall be prima facie evidence of the receipt by the carrier of the goods as therein
described (ArUcle IV,Rules 3 and 4 of The Hague Rules): Further. the Indian Bill
of LaCing Act provides that every bill ,of lading shall be conclusive evidence of such
shipment notwlthstanding that .such goods or some part thereof may not have been
so shipped. unless the holder of the b1ll of lading .shall have had actual notice at
the time, of receivtng the same that the goods had not in fact been taken on 'board.
2. Ev~dence'Of contract of carriage The contract: of carriage by sea is known

as the contract of affreightment. .The contract cf.affretghtrnent is concluded long
.before the blll of lading is Issued. This Isbecause 'the practice is to book the shipping
space i~ .advance. The bHl of lading thus serves as an evidence of the ter..s and
condltI6lis"u'tider which the contract ts-cencluded ..N~rmally; everybtll of lading "
contains the terms and conditions of the contract In fine prtnt, on the back of the '
instrument. It is also possible for the bill of lading to refer some other source for
the terms and conditiOn's., "
3. Document of title to goods A bill of ladlng.ts a document of Utlc to goods

and recognised as such by the Indian Sale ofOoods Act, The effect is that possession
of a bill of lading confers tile right to the goods covered by it. The person who is In
possession of the bill of lading in his name c~n. ,therefore. claim the delivery of

If'"



262 FOHEIUN TRADF: CONTRACTS AND DOCUMENTS

goods to him. Dllring transit. the holder can deliver the goods by merely transferring
the bill of laqing. ,

A bill .of lading Is not a negotiable instrument though it has some features of'
negotiability. Thus. it .C811 be transferred by endorsement and delivery and the
transferee for value and In good faith can sue in his OWII name. But it lacks one
Important' feature of a negotiable Instrument. In a negotiable instrument the
transferee gets a better title than what the person from whom he receives it nad.
dut u transferee in a bHI of lading gets his rights subject to defects in the title of
the transferor. 111 this connection Section 1 of U1eIndian Bllls of Lading Act, 1356
provides: "Every consignee of goodsnamed In a bill of Iadrngand every endorsee of
a bill of lading to whom the properly. ~nthe goods therein mentioned shall pass.
upon or by fI!asoI1ofsuch consignment or endorsement shall have transferred to
and vested in hlm all righls of suit. and be subject to the same liabilities in respect
of such goods as if the contract contained In the bill of lading had been made with
himself." Thus. in the strict.sense of the terma btll of lading is not a negotiable
instrument. It is commonly termed a quasi-negotiable instrument.
o Ma'te's Receipt and Bill of Lading

Bill of lading should be dtstlngutshed from the male's receipt. When the goods
are delivered to the shipping company for transportation, at first a temporary receipt
is issued which is known as the mate's receipt. On the basis of the mate's receipt.
the shipper has to pay the port dues and other charges. After these formalities are
over the mate's receipt is exchangedfor a regular bill of lading. .

A mate's receipt Is not a substitute for bill of lading. It is not a document of
title to goods. The transfer ora male's receipt does not pass the title in the goods,
nor is its possession equtvalent.to.possessicn ofthe goods.Its statement docs not
bind the shipping company. It is, however, prima)'c:lcie evidence of the quantity and

-oo-ndition of the goods 'received. The .possessor of the mate's receipt is generally .-
the person entitled to have the bill crlading issued to him. . .
'Where the letter of credit calls Jar a bill of lading. male's receipt cannot be

accepted. ' .
o Non-neg.otlabJe Sea Waybill!;

In recent years, as a move towards simplification of documentary practices, b.ills
of lading arc frequently replaced by non-negouable documentsslrrular to those which
are used fOI"other modes of transport thar. carrtage by sea. These documents are
culled 'sea waybills', 'liner waybills'. 'freight receipts', or variants of such
expressions. These non-negotiable documents are quite satisfactory to use except
where the buyer wishes to 'sell the: goods. In. transit by surrendering a paper
doclimen t to the new buyer. . '.. ....'',:. . ' .

The advantage of a wayb1ll Is that, It reduces the: Incidence of fraud. A copy of
the waybill is received by. the purchaser immediately by fax, and the delivery of the
goods Is not dependent on tneprodiiction.or the original document as in the case

, of bill of lading. The problems of.goods arrived ahead of ,documents and the
inconvenience of .dehveryagatnst letters of guarantee are also avoided.

A wayblll is non-negotiable instrument; it is not a recognised documen t of title.
Therefore FE:DAIhas advised that if u bank accepts a waybill. it has to ensure
thatIts security is well pI'Olecled\',e.Jq1~rby .narutng the bank as consignee or by.
rharkln-g'a:'li(!~l on the wa}:bllL·:':·~·::.'::"::~">" ',"". . . " ',:, •. ; .'-. ,
.Under a" letter of cn~.dn,where a b~1loeluding is culled for, these nou-negouable

documents will noLbe accepted. The newly added Al"rlcl(! 24'iOf UCP.provides the
cond!Uons to bl~fulnlled wherea credit calls for a noil~negouable sea waybW~These
are Similar to the provjsions for bill ~f lading as discussed below. '.. '

.'"w
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Q Description of Goods '
The bill of lading gives a brief description of the ,goods accepted for transportation,

The descriptlon given In the btll of lading should not be different from the
requirement of the credit. Where the descrtpuon differs, the bank Is right In refusing
to accept the documents. 'Wherethecredtt calledfor.documents covering a shipment
ofCoromandel groundnuts, the bIll of Jading evidenced shipmen l of machine shelled
groundnut kernels, the bank refused to pay, It was argued against the bank that
both the descrlptlons refer to the same thing. The Court upheld tne decision of the
bank asserting that a banker cannot be expected to have knowledge of the customs
'and terminology of each trade. '. _

However, the description in a bUl of ladtng need-not be a complete desert; ~:~:mof
the goods. It Is sufficlentif the description in the bJll of lading does not contradict
the clescrtpuon In the letter of credit. Article 37 (c) of .the UCP provtdes: "The
descrtpuon of the goods in the commercial invoice must correspond with the
description in the credit In all other documents the goods may be described in
general terms not inconststerit with the description of the goods in the credit." It
is, therefore, clear that full description of the goods Is not necessary In the b!ll of
lading, since It would not be feastble to Include the description, sometimes running
Into a few pages, In the bill of rading. If the description generally agrees with the
wordings of the letter of credit. it would be accepted. .'

. ..'o 8ill of Lading Under a Letter of Credit
The letter of credit normally calls [or a "Full Set Clean on Board Freight paid

Ocean bill of lading made to Order and blank endorsed." _ .
Each of the above requirement is discussed below,
1.Fu!1 set q,f -bill-Of lading The bill onading J5 usuallydrawn in sets of more

than two negotiable copies, goods deliverable against anyone of' the copies
surrendered to the shipping company duly discharged. Each negotiable copy is called
an original of lhe bill ot lading, The number ofnegotlable copies prepared would
be mentioned in the bill of lading which would also provide that "one of the copies
being accomplished, the others shall stand, void.'! :. .' .

Ifmore than one copy of the blI! of ladlng is negouated bythe consignee to third
parties. the first negouation will be valid asagatnst U1e subsequent ones. However,
the shipping company is discharged from its liapUity if it delivers, agaiJ;lstwhichever
copy is presented to it fl[st. In a letter or.crecnt transaction, the bank would like
to retain control over the goods till it is reimbursed by the importer. It is, therefore,
essential that (he bank obtalns all the copies ofthe bUlof ladlng, The UCP provides
that unless otherwise st1p~latcd In the' credit, b~riks will accept a, blll of lading
which consists of a sole ortginal bill of lading or, if issued inmore than one ortgtnaf
the ful! set as so Issued [Article 23 (al (lull, .

2. Clean rand claused bill 6f ladirt9 Antlcle 32 (a) of UCP states: "A clear)
transport docutnent is one which bears no plause or .notanon which expressly
declares a defective condition of the goods and/or thepackaging;" Therefore, a clean
bill of lading Is one which either states that tile goods are received in good condition
01' does not make any remark about the defective condttion of the goods or packing .
."The forrTt~·e9~.B.9\y'Ie,d.gementby the ca.rnYLtnfltYJ,~;gopd~il,av.~~~~~ :received on
board In apparent gooo order and conchtlon' ls.:rega:rded both In/practice and .In
law as a represcnlatlo in to the conSignee of the goods or hJs successor in lfUe
t.hat the carrier has made a reasonable Inspection ofU1e goods and found no defect.
in them. If the contract 'of carriage is subject to The Hague Rules, the carrier will
be liuble Lothe conSignee for damage found On deltvery at lhe port Of destination
un.less the Circumstances fallwlLhInany of lhe .defined exceptions.

As agal.nst a clean bill of ladmg a 'claused' or '.dirty'or 'fOlll'bill of lading contains
an adverse remark about the goods ,or paci<ing" 'S9ch as "packa(~es torn". or "drums
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leaking", etc. The carrier is always entitled after inspection to stamp, write (,)1' type
clauses on j he bill of l<:ldingto indicate that the packing is unsuitable or insufficient
or that the condition of the goods is below the normal standard or the damage
exists or evidence of possible damage is apparent, Clauses of that kind indicate
that (he carrier modifies, to L11eextent. his statement that Lhc,~o()ds are in apparent
good order and condition. and consequently reduces his liablhty ui.der, The Hague
Rules to the extent that damage on delivery can b.t identified with 0:: directly
attributed to the defects and condition recorded by such clauses. A clauscd bill of
la'ding would not be accepted by the bank unless the specific remark is acceptable
as per the terms of the letter of credtt. Article 32. (b) provides: "Banks will not
accept trausport docurnents beartngsucb clauses or notations unless the credit
expressly states the clauses or notations which maybe accepted."

Article 31 (Ii) of UCP provides: "Unless otherwise stipulated in the credit, banks
will accept transport docurnentswlnch bca:.. a clause on the face thereof such as
'shippers load and count' or 'said by shipper to contain' orwords to Similar effect."
The provision of UCPls to Iacllltate contamerised transport where the contents of
the containers cannot be verified by the shipping company.
3. Port of loading and port ofdis,charge The bill of lading should indicate

the same, port of loading and the 'port of discharge as stipulated in 'the letter of
credit. However, a bill of lading whl.ch:tnciicates a place of taking in charge dif\'erenl
from the port of loading, and/or a place 0f final destination different Irom the port
of discharge, and/or.contalns the indication 'intended' or strntlar qualification In
relation to the port of loadlngand/or port of discharge, as long as the document
also states the ports of loading and/or discharge stipulated In the credit [Article

_ 23 tal (iii) J,. The terms 'place brtaking in charge' (wlilch occurs earlier In the
-movemen-l of goods thai"1'the port of.Ioadlng) and 'Itnal destination' (which 'occurs

subsequen: to port of discharge) are applicable in container and multlmodal
transport extending the responsfbtltty of-the carrier beyond sea voyage.r'f'heir
presence, in addition to the requirement of the credit regarding the port of loading
and port of dlschargedoes not vitiate its requirements.. .

4. l>iL board and receiued forshipment bill oj' lading All 'on board' blll of
lading Is one which states that goods to be carried -have actually been loaded into
the ship. Sometimes the goods may be delivered to the ship.Ping company but they
may not be put into the ship because of.non-avanabtltty of space or non-arrival of
the vessel. In such cases the shipping company will issue a 'received for shipment'
bill of ladlng whereby it acknowledges that goods have qeen received by it for carriage
and will be carried by the nextavailablevessel or a s~eclfied vessel. Article 23 (c)
(tt) states that banks wi1l~ unless ,otherwise stlPUl?tcd iil the credit, accept a
document which indicates that ilie goods have been loaded on board or shipped
on a named vessel. Therefore, wbel'l a marine bill of lading is required and the
letter of credl t is silent, a received for shipmen t bIn of lading ,is not ~cceptable,

Loading on board or shIpment on a named vessel may be indicaled by pre·printed
wording on the ·bl11..of lading th(~.tthe goods have been loaded on board a named
vessel .or "hipped on a named vessel. In which case the date of issuance of the bin
of lading will be deemed to be tile date. of loading on boardand tile date of shipment.

When the good.$. are, subsequently put QI'l: the board of the ship, a received for
shipmcntb1ll of lading will be·s.tamped wHh the notalion 'on board', the name of
the vessel indicated if not,already there. signed or 'Inltlalled'aJld' ddted by tile cru"rier
or his agent. A received for shipment bill oflactlng thus noted is as good as any ~on

. board' blll of lading. In this case the date of the on: board notation will be deemed'
to be the date of si1lpmen t.

If the bfll of lading contains the indication ',Intended vess~I', or similar
qualification In rclullon to the vessel. loading 011 board a named vessel must be
evidel1('~d by an on board nolntioh which includesU1t! naIn\: of the vessel on which
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the goods have beet; loaded, even if they have been loaded on the vessel named as
the 'intended vessel',

If the bill of lading Indicates a place of receipt or laking in Charge different from
the port of loading. the 011 board notation must also include the port of loading
stlpulated in the credit aucl the name of the vessel on which the goods have been
loaded. even If.they have been loaded on the vessel named in the bill of lading. This
provision also applies whenever loading on board. the vessel is indicated by pre-
printed wording on the bill of lading.' ,

5. Shipped on deck bill of lading Goods carried 011 the deck. of the ship are
subject to the risk of damage and, therefore, If the bill of ladinp; mentions that the
goods are carried 011 deck It is not accepted under a, letter of credit unless the credit
authcrlses It. Nevertheless, banks wlll accept a transport document Which contains
a provision that the goods may be carried on clec}<,'proVidedIt does not specifically
state that they are or will be loaded on deck [ArtIcle 31 (OJ. Thus mere reservation
of the right to carry the goods on the deck will.not be a ground for refusal of the
dOClIl1lCIlL unless it states that the goods are or will be loaded on deck.

6. Freight paid andfreight collect bill of ,lading If the contract between the
seller and the buyer is 011FOB basis, the freight .ts payable by the Importer, In
such a case U1ebill of ladlng will be a 'freight to !J.ay'cor 'freightcollect' bIll of lading,
on which freight Is payable at the desttnatton by the coslgnee. If the sale contract

- is on elF' and GFR terms, the price quoted Includes freight and, therefore, the
exporter has to pay the freight In advance. Il1 such cases the bill of lading will be a
·.fl·elgltl:pard' bill of lading: Article 33 of VCP Is quite clear onthts subject:

"(a) Unless otherwise stipulated in the credit! or Inconsistent with .any i.,' the'
· documents presented under the credit, .banks will accept transport

documcn ts staling the.[.r.eight .or transpcrtauon.charges (heretnafter referred
to as 'freight') have still to be paid.

(b) If a credit stipulates that the transport document has to indicate. that freight
has been paid or prepaid, banks Will'accept a transport document on which
words clearly Indicating payment or prepayment offreight appear by stamp
or olhcrwtse, or on:which payment.offreight Is tndrcated by other means.

(e) The words 'frelghtprepa~able' or 'frelghttd be prepaid' or words of similar
effect, if appearing on transport documents, will not be accepted as
consutuung evidence of the, payment of rr~lght. .

(d) Banks will accept transport documentsbearlng reference by stamp or
otherwise Lo costs addltlonal to the freight, charges such as costs of, or
disbursements incurred. In connecttonwith, loading~ unloading or Sir.l11:u
operuuons, unless the conditions of the credtt speclflcally prohibit such
reference." ' .'

7.Ocean bill of lading The 'stipulation that the bill of lading should cover
transportation ~byan ocenn-going vessel. as against sm,aller vessels used In inland
transport, may be made to ensure safe voyage" This. Is a method of ensuring
seaworl.hlness or U1eship. UCP proyides that banks Will reject a transport document
which indicates that the carrying vess,e! is propen~dbysail only.

8. Straight or order bill of laqing A bill onp~iflg U1e'goods covered by which
arc deliverable to a named conslglie(! Ls ktlO\yt1 a$.~ ,straight bUI of lading. as against
ml'<Jr'cier bill of Jading which pi;ovldes thallhe goods are deliverable to a named'
person 'or hiS order. A stn.llght bill oC lading is no,t·~ IJegotlable' instrument and .ls
llormally lai<:en III Ole l1cll1")C of Uleconslg11ee (impoI'terl. Presentation of bill of lading.
may not be necessary for·delivery of goods tlllde(."a ,stralghl bill of lading if the
conSignee is known to the shippingCompruly. Good:S.Willbe delivered to him against
Ilis receipt. The exporter or the bai1k cnllnbll1ay(~' any right over lhe goOds once it
is shipped, since the bill of lc:ldlng is taken In the name of the consignee to whom
the title passes. Therefore. a straight 1:::i11:-f lading mny n'ot'be accepted by tanks
under a letter of ered il.
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AJ.1 order bill of lading is normally taken in tile name of the shipper or his order.
The blll of lading wtll tndicate .the buyer as the 'notify party'. That is. on arrival at
the port of desUnation a notice should be sent to the importer intimating the fact .
of arrival of cargo. But this does 110t entitle the importer to take delivery of the
goods. Under an order bill of lading the title over the goods covered by it is
transferred by endorsement and delivery of the bill of lading. The good:; are
deliverable to the last endorsee. Normally the letter of credit would require an order
bill of lal,:ing with shipper's name as consignee and endorsed to the order of the
bank or blankendorsed.
, An order blll of hidlng is also. known as 'negouable' bill of lading.
ClOther Types of .Bill of Lading ,

1. Through tOrport-to-port blltof.lading Where the goods are to be carried by
two or more ships or-partly byship and partly by r;;;,11,the bill of lading providing
[or the continuous responsibility oCalI the shipping companies or the shipping
company and the railway company is culled 8 through bill of,ladlpg. Where Issued
1.),V a railway company. it serves asa railway receipl for transport up to tile port
and as a bill of lading for the Sea voyage, Since it does not specify that the goods
are on board the ship. It is stmllarto a received for shipment bill of lading. Unless
otherwise specified In 'the credit. a through bill of lading issued by shipping
companies or their agents will be accepted even though they cover several modes oT
transport. .

In a through bill of lading Issued by the shipping company. U1eshipping company.
is liable for damages If it occursdurtng the sea voyage. For any damage to U1'egoods
during Land transport the shipping cornpany Is not liable. Though the shipping
company undertakes (0- arrange Ior land transport. the rail or road transport
company entrusted with the Job is<su.pposed to work as agents ofthe consignor.
TIm,S"". ul1der-a:tltroughbill-oflaalllg ..for the loss of goods.f+auy, during the land
transj.ort, the consignor cannot hay.e recourse to the slupptng company. To remedy
this situation. the combined transport documents 'have been evolved 'which are
discussed In the next section,' ..

2~Stale bill.()flading In order to avoid undue delay in presentation of documents
for negouauon arter effecting shipment, the letter 0(' credit. provides for a. period
from the dare of the transport document within which UH!Yshould be tendered for
negouauon. A bill of lading presented for .negouauon after the period allowed In
the credit Is considered a stale bill of lading. Artlcl~A3 (al states that every credit
should stipulate a specified period ofttme after the date of shipment during which
presentation must be made in comphance with the terms and conditions of the
credit. If no such period of' lime Is. stipulated. bon}~swill not accept docurnents
presented to them later than 21 days after the date of shipment. In any event.
documents must be presented notlarcr Ulan the expiry date of the crcdlt.
3. Charter party bill of·lqding'A complete ship may be made avalluble (0 U

shipper for a particular voyage. orIcr a particular period of lime. The document
conlalnlng the lerms'and conditions of tl11s contract is known as' the charler .party.
The shipper who has chartered the ship may agree to carry thc goods of others In
the ship and Iss,ue bill of ladlngJor this purpose. The bill of lading thus Issued is
subject to the terms and conditJol1~ of, the charter party. Unless specifically
authorIsed in the cr.edih·bllls·ofladiIJ,g,whlch .arc issued subJecl;La(a:~har:.te.r.·party .
will be reJecled (Article 23 (al (u)J ....·Where (he credit calls [or or pel"milS charter
P,d ty bill of lading, a bill of lading ~ubJect to charter parlyw!ll be accepted provided
j t [ulnts the stipulations of the credit. I3L1l.eve.n if the crealt reqUires the
presentation of the charter patly cOlitj-actln connection with a charter party bill of
lading. banks will noLexamine:; such' charter party: contract. bUl wlll' pass it on
without responsibll1ly on their parti .
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._.,. .
,4. House bill of Lading A few freight forwarders indulge in collection pCcargo

(rom different shippers and arwnge for a consolidated shipment under thelr name,
uorrnally m containers. They Issue'lhelr own bills ofJading In favour of the shippers
who have entrusted them with shipment. The bill qrlnding issued by such f'relglJL
forwarders is known as 'house btll of lading'. A house bill of lading does not afford
tho protection to the shipper as is normally available under a regular bill of lading.
The UCP provides that unless authorised by the. credit the banks wur reject a
transport document Issued by a freight forwarder unless it indicates that it Is issued
by such forwarder acting as a carrier or theagentor.a named carrier,

5. ~iner bill of lading A liner vessel is a ship op~raungon a Ilxcd route between
two ports or series of ports. It operates a regularscheduled service and the freight
charges can be quoted from 'a Itxcd schedule. A confererice Is an arrangement between
liners operatlng on U1e same route to avoid unhealthy-cornpeuuon among themselves,
A liner bill of lading or a conference liner bill of lading ensures regular service and
is welcomed by s}1ippers, As against liner vessel fs a tramp which Is a chartered
ship prepared to carry anything anywhere; there are no regular trips. The freight
charges vary and depend upon demand andsupply.,' ,
6.ShorL'Jorm bUl oj lading Normally the billofladmg contains the full terms

and conditions under which it is issued. A bill of la.ding; which indicates some or
all of the condiLlons of carriage by reference to a source or document other than
the bill 'of lading itself, Is called a short form or ~Janl< backbillof lading, Unless
the credtt stipulates otherwise a short form bill 011ading Is acceptable: banks will
nor eXHl11111e the contents of' such terms and condtttons (ArtIcle 23).

.!J-.-Third-pa..f"-ty-b.J1lof lading It is a bill of lading In wnich the consignor Is a
patty other 1118.11the seller, Unless otherwise stipulated in the credit banks will
accept transpor+documerus indicaU-l~g_asthe consignor .of the goods a party other
than the beneflclary of U1C credit (MLicle 13), '

23.2.I\iIULTIMOoAL TRANSPORT DOCUMENTS
The customary method of handlrng cargo for sea transport is known as 'break

bulk cargo' under which each prcceof cargo is handled separately. For instance, jf
the consignment consists of 40 packages, the censtgnor has first to arrange for Its
carriage to U1eport by land transport. The, 40 packages are to be loaded individually
at the factoryand slmllarly unloaded at theport. They have again to be loaded
indlvlduallyInto ship. Similar operations are required even if the consignment is
carried by rail from U1efactory site to the port. The container-system was developed
to clo away W1LhU1C tndividual handling of packages. Co,ntulners are large cmd strong
boxes (40' x 8' x 8' or 20' x 8' x 8') whlcll can be easlly pla..:ed on and locl<~,d
Into speUally buill trucks or railway wagons~Alllhe packages are now put lnto a
container which Is lifted frorl'l the factory and carl'led to the port by a truck or bv
rail. At the pol'~ the entire'contalner ls lifted and loaded into the ship as a sl11gl\~
piece, Thus develol.)ed the 'contalnerised cargo' or:the 'unitized cargo',
It was ,ste-,ted earlier that C,'1e disadvantage with through bill of lading is that

the shipping company does not unjjertake the rLsl,{'()f damage of goods during the
land.Journey. A need, therefore, arose for development ora douument which would
el~~ure,conUnue,cLresponsibllily of Uletran~pol·t:,Rqn1paI1Ydurillgthe ~nttre voyage.
An effort In thIs direction was made by the;Internatioi'iaI"Charnber of Commerce
(rCC) 2.nd the result was UleirUniform Rules for,a Combined Transport Document
These Rules· have no staLutory force; they operate by the contract n1ade by the
consignor and the shlppln.g company. ,

In India, the era of containerised transportation, began with the establishment
or Inland Container Depot (ICD) at Bangalore, by tlle, Government. The FEDAI in

• [1975 ReVision] ICC Publlcatloll No; 298,
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consultation with RBI and the Governmenl brouglu outtwo brochures entitled
FEDAI Rules for a Combined Transport DocnrncntIl-irochure Nos. 081 ~11'.c;i 082).
Both the brochures are based on .and incorporate 10 a great extent the Uniform
RuleS for Combined Transport Documents of ICC. Brach ure 081 and brochure 082
differ slightly in provtdrng for the UabilllY of the transport operator. The combined
transport Is known as rnulumodaltransport.

The Goverurnent passed tlle Muit,imocla1 TranspOrL<:.lliOll of Goods AcL, 1993
which now provides for the regulation of the rnulumcdal iransportauon or goods.
from any place in India to a place outside India on the basts of a multtrnodal
transport contract.

Multlmodal transportation means' carriage of goods by two or more modes of
transport fr0111 the place of acceptance of goods in India to D place of dct.very of
goods outside Inclla. ., ..

Amultimodal tran.sport docl4rnent'may be negouable or non-negotiable.
A negotiable n.1ultirnodcll transport document 111CanSa multi modal transport

document which 1s-
(l) made out to order or tobearer: or
(it) made out to order and Is transferable by endorsement: or
(iii) .nade out t.obearer and is transferable without endorsement.
A l1ofl:~Tlegotlctble mulllmo(ialtranspof't document means a ruulumodal trnnsport

document which indicates only one named consignee.
A rnulumodal transport document is to be regarded as document of title.

Every consignee named In the negotiable or non-ncgouable multlmodal transport
document and every endorsee of such document. as ll\~ cast!,may be. to whom the
properly ill the goods mentioned therein shall pass, upOIl or by reason of such
consrgnment or endorsement: shall-have all the righls and llabillties of the consignor
(Section 8).
Q Provisions of UCP

In amarine bill of lading ..the ports ofshipruentaud delivery are Indicated. A
multlmodal transport document has to talk of somethingelse. It indicates the place
of laking' harge andplace of final destination (both inland) which may be different'
from the port of loading and port of destination. Further, In such documents the
rnulttrnodal transport operator may not be In.a position to Ioretel! the name or the
vessel. etc .. In which the goods will be carried. Therefore, the. UCP provides that a
transportdocument which indicates a place of takfng In charge duferent [rom the
port of loadingand/or a place of .(llla! destinatton dtlferent from the port of discharge.
will not be rejected as long as the document also states the port of loading and/or'
port of dlscharge"stlpulated inth~,credit (Article 23). Similar is. the position of a
document which contains tl'leindlcjlUbl1 'Intended' or similar quallficriUon, in relaUon
to the vessel or other means of transport. and/or the port 9f loading und/or the
port of cHscharge. " ,

UCP provides a separate Article'2'() for mttHlmodal transport documenL whose
proVisions are simaar to Article 23 :op marine bill of lading with the difference that
the former talk~ of despatch. taklngJn charge of goods in place of port of loading
and port of dlscnargc. ..
o Transport Oocuments Issued by FrelgiRForWarders

, ' Unless otherwise authorised 1n{pe, credit. balll<Swill only accept,a~trc:lll~port
. document issued by Cl freight [orWard.er if it appears on Itsfacc to Indicate: ' .

(0 the name of the freighrfor~ard~r as D carrier or mulUmodal transport
operator and to have been signed, or otherwise autl1eq,Ucaledby U1efreight
forwarder as carrier or mulUmodal transport operator. or
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(iL) the name of the'~arrier or multimodal transport operator and to have been
signed 01 ut!~erwise au then Ucated bythe frelgh.tforwarder as a named agent
for or 011 behalf of the carrier or rnultimodal transport operator (Article 30),

Transhipment
Transluprnen t has been defined as a unloading and. reloading [rom' OI1.e vessel to

another during the course of carriage from the. port of loading or place 0'[ cuspatcr
or taking in charge to the port of discharge or place of desnnauon either from one
conveyance or vessel to another conveyance or vessel within the same mode of
transport or from one mode Gf transport to another mode of transport.

Transhipment Is inevitable where a rnultlmodal document is Involved, Unless
transhtprnent is prohibited by the terms of the credit. banks will accenrtransport
documents which Indlcate that the goods wlllbe tral1shlpped. provided the entire
cnn·!age is covered by one and the same transportdocument.

Even If transhipment Is prohibited by the terms.of.the .credtt, UCP provides that
banks will accept transport documents which: . .

(i) tndtcates llHll transhipment will take place as-long as tile 'relevant cargo Is
shlppccl in containers, trailers or LASH barg;cs* as evidenced by the
transport document; provided that U1e enure carriage Is covered by one and
the same transport document, and/or .

(li) incorporates clauses statlngthat the carrier reserves the rlghL to tranship,

23.3. AlA WAYBIl.L
Carriage by air Is sultable where quick delivery is essential. It Is frequently

.... - employed Irrcarrtage of Ufe-saving clr'.lgs, cosUy and .sophtstlcated Items, etc, where
the parties require the goods to be carried expeditiously and safely,

....._- Every carrier org0'ods byairhas the right to require the consigucr to make out
and hand over to him a document called the 'air wa,yblll', However, in practice. they
arc prepared by the carrier of his agent in which case they are acting on behalf of
tile cOIIsig110r. Every consignor 118,sthe righllo require the carrier to accept the air
waybill sub milled by him, The absence, rrregulartty or loss of the air waybill does
not affect the existence or tl)e validily of the conlract o(carriagc,

The air \vaybillis madeollt in three origlnals;:md handed over to the carrier
• along "jilh lhe ca.rgo, The c.ollsignor must also funlish such information and attach
to the air waybill such documentS as are necessary to rneet the formalltles of
nlstOl11S, octroi or police before the goods can be:dellvcrcd lO thc COl)signce, The
first of lhe originals Is intended for lhe carrier and is Signed by lile carrier The

. second inLendt~dfor the conSignee is signed both .py the conSignor and the.carrier,
II is sent along with the cargo, The ·third originalis a rete~pt [or the conSignor: it
is signed by the corrler, .' : .. ' .

An all' waybill serves scyeral purposes as [ollows:". .
t' ..... . '. '.

(i) It Is R primaj'acle eVidence of the conclu~lon :oflhe ,contract. or the receipt':". of cargo nnd of Lhe cOl1dillon or cargo,.. .
(Li) lL serves as an instruclion shecL giving aUUle Inslrllcl!ons needed for moving

lll(! goods and handling L}ielll at all Slag.:::! oCtllelr journey [rom departure
'LO destinatlon. .

(lii) . II ls ~ustol11er'::NlccolcH1nliol1ami a bill for lhe'frcigllL., ': '
(il.') If the amount and exlellt of insurance are included in. it, it becomes a

certlflcate of insurance, .. .
!t may. however. be noted tllat unlike a blll oOading, an air waybill 1s n .......' '1

docurnent of title to goods, The conSignor has the rlgl:ltlo call back the goods before

• i.ASH rererL~to Llghle1'Aboard S\llp, The barges are themselves londed Inloand carried by the
ship durlllg oceun voyage: Lhe)' are dlschargr:d at pOrls'where the barges carryon the Inland
waler journey. . . . .
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CONTAINER NO. MARKS & N(. NO. OF PKG

1 NOSU426
:>l
~
::t
(/) SUPERIOR JEWELLERY
~. MADURAI .
1:1
(1l

5l
2
;::)
c:
"ll
(/)

~r·c:.o

335.2

SHIPPER'S LOAD.
STOWAGE AND COUNT

DESCRIPTION OF said to contain
PACKAGESAND GOODS

12 PACKAGES 14560 Ka

COLLECT·

12 NbS GRINDING AND POLISHING
EgtJlPMgNT.

LADEN ON ORIENTAL BAY
BOARD ROTTERDAM
DATE:
29.11.1997

BY __ .. _

GR1SS WEIGHT xes MEASUREMENT

I X 20
CONT

..
.."o
::<l
(Il

23z
-l
::<l;:..o
(Il
()oz
;j
;:..o
-l
I./J
:rzo
oo
()
cz
(Il
z
-l
'./l

lTOTAL NO. OF .CONTAINERS
~OR P.o.CKAGES'(lNWORDS)

THREE

·FR£IGHT ANtf9HAROI=;S ~REPAID

\. TOTM,
" EX RATE I?REPAIDAT PLACEAND DATE OF ISSUE

BREMEN BREMEN
TOTAL PREPAID IN LeCAL CURREN~Y NO.OF ORIGINALS 'APPI.ICABLE ONLYWHEN USED AS A

3rrHRE E MORE THROUOH BILL OF !.ADING---------~~----------------~--~~--------------~

RATE-'. HEVENUE TONS. .PER

PAYABLEAT

Thepresent contract aqulred upon a subject to the
terms and cond tuons appearing on the lace and ask
r~lIef and to the terms of the Cancers Approcome
Tarms.



-----_. ---+-~- ----- --- ....._

SHIPPER/EXPORTER(COMf'LETE NAME ANDADDRESS)
TRUETZSC.-rLER GMBH AND CO.,
POSTRF'ACI141 01 64. D-4124 1.
MOENCHE~GLADBACH,
GERMANY'

CONSIGNEt (OR ORDER)
BANK IN INbIA .:MADURAl' ....

NOTIFY PARTY(~OMPLETE NAMF;AND ADDRESS)
SUPERIOR vEWELLERY
MADURA!' ,

LOCAL VES~EL (WHEN
TRANSHIPMfNT IS INVOLVED)

.:.,

PLACE OFRECEIPT
BY PRE-CARRIER"

MONCHENGLADBACH.

OCEANVE~EL VOY.NO

ORIENTAL .AY;,10

PORT OF LOADING

R07TERDAM

PORTOF or CHARGE
1 t: PLACE OF DELIVERY BY

ON-CARRIER

TUTICORlN CyTUTlCORlN.:iNniA

NEPTUNE ORIENT LINES LIMITED
(Incorporated In the Republic of Singapore). .....

Received hy the Carrier from the Shipper In apparent good order and
condition Hunless otherwise noted heretn) the tolal number of
Containers or other packages or others enumerated below and sald
by the Shipper to contain the Goods spcclflcd below (weight, quantlly,
contents, condiucn quality and value unknown) for Carriage. subject
to all the terms hereof INCLUDING THE TERMS ON THE REVERSE;
HEREOF AND TI1E TERMS. OF "tHE CARHlER'S APPL.ICABLE:
TARIFF) Irom' the Place of Receipt or the Port of Loadlng, whichever
.l.s;appUcab)e~ to.the Place o( Delivery or Port of Discharge, whichever
IS. applrcable •. The Iv\erchant In a~cept1ng Uiis Bill of Lading or In
presenting It to the Carrier expressly" accepts and l\,{(rees to all the
terms, conditions and exceptions whether printed; stamped; Or
wrnten or otherwise Incorporated. notw:tthstanding the .non-signing
of the Bllrof Ladtng by the .Mercbant. '.
IN .WlTNE:SS WHEREOF' tbe Master Or Agent of Ule said vessel has
aJIlrmcd tothe number orBWs ort.adlnj; stat~,crbelow all of this tenor
and data. One of whtcb betng accomplished the other shall stand
void,

Bill of Lading BIL No.
fJRM0129216·

NOL

FINAL DESTINATION (FOR MERCHANT'S REfERENCE ONLY)
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1t Is delivered to the consignee. He can also direct that goods should be delivered
at another place and/or to another person.

When the goods reach the destination. the carrier should give a notice of arrival
of cargo to the consignee. The consignee is entitled to require the carrier to hand
over to him and to cleltver the cargo to him. He must pay U1e charges UUt.

Article 27 of UCP provides the basis of reckoning the date of shipment in an air
waybill ror the purposes of letters cfcredrt. It provides that where the credit calls
for '.lI1 actual delle of dtspatch.The air waybill should indicate a specific notation 01
such dale. The date of dispatch so tndlcated on the air waybill will be deemed to
be the date of shipment. The tnformaucn appearing in the box on the atr waybill
(marked 'For carrier USC only' or similar expression) relative to the flight number
and dale will 110t be considered as a specific notation Qfsuch dispatch: In all other
cases. the date of issuance. of the .alr. waybill wtll b~ deenied .to be the dale 01
shipment. . ... .

ell louse Air Waybill .
Certain cargo agents have been-approved by the Internaii~Iial Air Transport

Association and given a scparateIATR Code Number. The approved lATA agents
consolidate air cargoes for individual consignors. Uncle!' thls arrangement, individual
constngo-> sending goods abroadby air have an advantage in air freight to be paid
by them. ,

A consignor who wants to avail.of thiS facility Should go through the customs
formaliLics [or the cargo and have the relevant shipping bll! duly passed and
autheuticated by the customs authorities. Such cargoes from different consignors
are collected by U1e consolidator who 'is an approved IATAagenl. The agent prepares
a Master Airway Bill Inwhich description of goods appear as 'consolidaUon cargo.
as per list attached'. The list attached contains in respect of each constgnment the
name of the exporter. the description of goods and their quantity and weight.
shipping-bill number and House Airway Bill Number. The house air waybtll+s-the
air waybIll issued by the lATA.agent to each of the consignors in respect of their
gcccls. The 11011se air waybill contains alltheparuculars or the consignment of an
indlvldual consignor concerned as i~ given in any normal air waybill. .The cargoes
are carried by air On the baSis of the master air waybill. The date of despatch in
such cases Is taxen as U1e date of the 'master air waybill as mentioned byOle airlines
in U1Crelevant house air waybill. A house air waybill Is acceptable under a letter of
credit. .

23.4. OTHER TRANSPOI3T DOCUMENTS

(a) ROtJdl Rett.or Inland Waterway Transport tioouments
If the credit calls for a road. rail: or inland waterway transport document, banks

will. unless otherwise stipulated in. the credit. accept a document of the type called
for. which indicates that the goodsliave been received for shipment. despatch or
carriage or wording to this effect-The date of issuance will be deemed to be the
date of shipment ul1less the transport document contains a reception stamp, in
which case the date of the reception stamp will be deemed to be the date li)f
shipment. . .. . .

In the.absence of any indtcation on the transport document as to the numbers
issued. banks will.accept the transportdocument.si presentedasconstttuttng a
full set. Banks will accept as origin:a1(s) the transport documentts) whether marked
a:-i .: .•ginal(s) or not (Article ~8)~ . ..... •

(b) Post Recefpts
'. .. .

If a credit calls for a post receipt or certificate of posting. banks will. unless
otherwise slipulated in the credit, :accept a post receipt or, certificate of posting

...._ ..
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whtcf appears on 1t5 face to have. been stampedor otherwise authenticated and
dated in U1eplace from which the credit stipulates the goods are to be shipped or
despatched and such date wi! be deemed to be the date of shipment or despatch
(ArLicle 29), .

(a) Courier Receipts
If a credit for a document issued by a courier or expedited delivery service

evidencing receipt of the goods for delivery. bankswttl. unless otherwise stipulated
ill the credit. accept a document. however named; which appears on its face to
indicate the name of the courier/service, and to have been stamped. Signed or.
otherwise authenticated by such named courter/service; Unless the credil specfflcally
calls for a document issued by a named courier/service. banks will accept a
document issued by any courier/service, The document should indicate adate of
pick-up or of receipt or worcllng to this effect. such date being deemed to be the
elate of shipment or despatch (Arucle 29),

.' ":.
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PART V-FINANCE OF FOREIGN TRADE

24 Financing :Exports
,

E statutory basis for regulation of exports [rom India is the Foreign Trade
. Developmentand Regulation) Act, 1992 which has replaced the Imports
. and Exports (Control) Act, 1947. The Government is empowered to ban

the export of certain goods [rom Indta and/or restrict export In quantity, value. etc"
by subjecting them to licensing procedures. ,

In exercise of the powers conferred '.under Section 30 of the Act. the Cen tral
Government has notified the Export and Import Policyvalid for a period of fiveyears,
1st April 2002 to 31sLMarch 2007. Durlng the currency of the policy, the Central
Government may make any amendments toil. Such amendments will be published
by means of Public Notices issued by the Director Oeneral of Foreign Trace.

Export'S from the country are generally free. Item-Wise Information 011 the
exportability of the product should' be verified from the book titled "ITe (HS)
Classnlcatton of Export and Import Items" published by the Director General of
Foreign Trade. The goods may be classified under any o[ the following categories:

(a) Free-items which can be exported without any restriction: ,
(b) Restricted-items.which carrbe exported only under a licence or permission;
(e) State tradin.g-items exportofwhtch can be done only through the specilled

State Trading Enterprtse.." .'
(d) Prohibited-items which cannot be exported.
Most Items fall under the c~tegoIyof free goods.

0. Role of Commercial Banks
All the financial requirements oLan exporter, Irorn the Ume he enters into a sale

contract and starts working on Jt and till he receives final payment [rom the
importer, are met by commercial banks, The Iactllttes available from banks are
generally divided into two broad heads : (!) Pre-shtprnent Finance, and (ii) Post-
shipment Finance. . "

(l) Pre-shipment Ftnance or packing credit is the advance granted to the
.exporter to procure, process, manufacture, pack and prepare the goods for
export. In other words, it Is.the facility extended to the exporter before and
ttll the goods are shipped fQr.,export. .

(in .Post-shipmen.t F"tnance refers' to the credit Iaciltues extended to the exporter
from the time goods are shtpped and till the export proceeds are realised.
Pcst-shtpmentIlnance may take any of U1efollowing forms:
(a) Negotiation of a bill drawn under a letter of credit;
(b) Purchase of a bill not drawn under a letter of credit:
(e) Advance against b!ll sent-for collection; and
(d) Advance against duly' drawback.

Advances at the pre-shipment stage are discussed,in this chapter and those at
post-Shipment stage in. the next chapter. . '. .

,', : ,;""'>'. ,: .~:t:,' t;'-·.'~_":'¥,'i.' .: u'.lt- ::' I •" , • . '__-.?-.:~_: .'.: ;'_;': '," ,,::-.'::,.:~ ',.~'.
24,1. PACKING CREDITADVANbE.~

Q Definition
A pre-shipment credit or packing credit Is any loan or advance granted to an

exporter for ~n~nclng the purchase, processing, manufacturtng or packing of goods
meant ft:' .. ~.xport.· ,
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a Eligibility
The pre-shipment credit can be granted to bonafide exporters generally on the

strength of letter of credit established by banksof standing abroad in favour of
Lhe exporter. If no letter of crediL has been established. the credit can be granted
on lhe strengin of a firm order. The bank-should ensure that-the letter of credit or
the firm order is lodged with It. In case the exporter is not able to lodge the letter
of credit or firm order trnrriediately, the packing credtt.rnay be granted on the
strength of cables, letters, etc., exchanged between the exporter and the importer.:
In such cases, it should be ensured that the exporter lodges the letter of credit or
firm order within a reasonable period of time. .... .
oType of Account . . . .

Normally. packing credit will be extended in the.iorrn of a loan account, a separate
account being maintained for each export order. The request from the party should
be supported by lodgement of letter of credit or firm order as mentioned ,'l.nder
'EligibUity' above. However,depending uponthe merits of the case, banks may extend
packtngcredit as a running account (i.e .. single cash credit account for all export
Orders) and also waive the Condition of prior lodgementof letter of credtt/nrm.order,
provided the following conditions are fulfilled: . .'.

(i) The need for 'running account' facility has been established by the exporter
to U1esatisfaction of the bank:

(ii) The exporter's track record continues to be.geed:
(iii) The letter of credu/flrm &rder should be produced within a reasonable time;
(iv) The packing credit account should be mamtatned separately and not mixed

WlU1normal current account or cash credit account of the customer.
Q Period of-Loan and Interest

The period [or which a packing credit tna.y be granted depends upon the
circumstances of the lndlvldual case, such as.the time required [o,r procul.dg,
manufacturtng or processing and. shipping tHe related goods. Banks have the
discretion to ':':e(.lde .the period for Which the pacldng credit is grantedsubject to
U1e following conditions: ' . ,

(a) Reserve Bank ofIndia will provide refinance onlyfor a perlcdup to 180
dayS: ...~'. '

(b) Concesstonal rate of interest ·,vtHbe withdrawn ab initio. if the' packing
credtt.is not adjusted within,360days from.date of advance.

Currently, interest is chargeable at PLRminu~2.'5% for period up to 180 days
and at PLR plus O.q%,ior period beyond lBO'days and up to 270 days. B.anks
have dtscretlon to charge their own rates cfInteres; fer period beyond 270.days
under tile category of ECNOS - Export Credit Not Otherwise Specified (pre
shipment sta~.),' , , ' . '

If the packing credit is adjusted Jrom export, proceeds within 360 days, but
beyond the sancuoned date. for the period beyond the. due date, interest at ECNOS
Is applicable.
If the packing credit is not adjusted within. 3,60 days, interest at ECNOS Is

. applicable from U1eIlrst day of the advance. .. " ' , •••.... .. . . . .'
·If'exports db net materiallse. domestic rate 6firtteres't plus penalty as deCided

by the Board ef the Bank Is appl!cable.. " .' .
Where the export house and the supplIer/manufacturer avail the packing credit

for the same order . .the period for which the conc¢ss!onal rateof i.nterest is aVailable
may be apportioned between the two. For exarilpfe. pre-shipment finance at PLR
1.1linus 2.5% p,n; may be made available to the 5uppller for 90 days and to the
export house fer the balance of 90 days. . .

Tl1e revision iil Interest rates made from tii'ne to lime is applicable to fresh
advances as also to exisung advances for the remaining period of credit.



I·

•FINANCE OF FOREIGN TRADE278

o Quantum of Advance \

Normally the amount advanced as pre-shipment finance should not exceed the
FOB price or the domestic cost of production whichever is lesser. Margin may also
be stipulated dependingupon the-party's worth and the commodity Lobe exported.
If the letter of credit or firm order Is on CIF/CFR basis, the value should be reduced
to FOB value and finance eligible shOulq be Calculated on that value.

Advance, exceeding the'fOB value. but up (0 the domestic cost of production,
can be mace in the following cases: t. ,

(al The commodity is ehgible fer-duty drawback. As soon as the shipment is
made, the bill amount should be adjusted towards the packing credit
account and any balance In the account should be; treated as a post-shipment
finance to be adjusted out ofduty drawback 10 be received later,

(b 1 Export: of HPS groundnuts and 'deotled/defatted cakes. The excess is to be
adjusted within 30 days from the date of export.

(c) Export of agro-based productsllke tobacco. pepper, cardamom, cashew nuts
where the exporter buys larger quantity of raw agricultural produce and
grade it.Ior exports. For packing credlt portion adjusted out of domestic
sales. Interest applicable for domestic advance' shouldbe charged from date
of advance, "

(d) Wastage Is involved in the pro~ess1ng of agro products like cashew nuts
and the excess pncklngcredtt is adjusted by export ofby-prcducts,

If the exporter has an intention Of transferring funds to 111sEEFC account out
of exports under a letter' of credit or firm order. packrng credit can be granted only
for the balance amount.

ClSources of Repayment
The packing credit account should be repaid out of U1C proceeds of forelgri bills ---

of exchange drawn under the export contract. H may also be repaid out of export
incentives like duty drawback. , ' "

Substttutioti oj contract. In case the exporter Is not able to export agatnst the
original contract due to reasons beyond his control. the packing credit may be
adjusted by negotiating export bills relating to another contract. provided the goods
financed against me exported under the substituted contract wllhin a reasonable
time. ,'" " .

SubstltuUol1oj cOfnmCJc1lty{fresh eXport: In respec l of exporters wt th good track
record. banks may: ' , '

(() permit liquidation of packfng credit by -expornng some other corrunodt ty
where It becomes cornrnerctally necessary and unavoidable: and

((iJ mark off the exrsung packing credit with export proceeds of documen ts
against which no packing cre¢Uthas been drawn by t;heexporter. "

The relaxation is not to be extended to transactions of sIster/assocIat'e/group
concerns. Banks should ensuretllatthe exporter has not availed of packing credIt
from another bank agaillst the'docuitients submitted. Banks'should also satisfy
themselves 'about the valid reasol~s',as to why the packing credit .extended for
shipment of a parUcl11ar commodity, cannot be liqUidated by ,U1enormal met'hod.
Rupee payment. If the export :capno,t take pla.ce at all. the account' may be

adjusted out of local funds. 13ut·Interes,t- at dome.?tlc rate plus penalty as per a
transparent policy approv~9,,:9;y.~h~1?,o,(\l~q"p,fthebauk should be ,charged on the
accountfrom the dat.e ofadvan:ce;" ',,: " " ", ...' " " , '"

r:J Appraisal
PackIng credit Is to beadjwsted out of the export bills tendered by the borrower

on shipment of goods. Therefore. the pa,cklng credit limit should be consider~d along
with limIt for purchase offorcign bHls. ,
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The normal credit appraisal norms used by the bank are applied in the case of
granL of packing credit also. The bank has to decide on the basis of the borrower's
character, capital, etc., besides his experience in export. In addition, the bank should
judge ifexport would take place. This entails enqutrtng into if exchange control
re,iJulations have been or ~1l1 be fulfilled. "
. (et) The applicant has an importer-exportercode number allotted by U1C Regional

Trade Control authortues. " . ". .
(b 1 The exporter's name is not in the exporter's 'caution list of Reserve Bank
(el The goods to be exported are not banned for export.
(d) The letter of crcdtt/Ilrm order provides a,ll essential details like the type

and qua lily of goods to be exported. price. quantity. shipment date, etc .
. They do not violate any of our exchange centro) regulations relating to terms
and method of paymen t. ""

(e,l . .There Is sufftcient Lime allowed in the letter of credit/firm order to enable
: the exporter to manufacture the goods ru)d export them.In The country to which exports arc to bemade is not under poltttcal or

economic stress, which may delay rerntttance of foreign exchange by tile
country. ECOC may help in getting lnfcrmatiou in tlusrcgarcl.

(9 1 If the letter of credit is restrtcted to some other bank. the exporter gives an
undertaking ~oroute the bills through the bank.making lhe advance.

ClCertain Special Cases
ManuJacturer suppliers Packing credit can be granted to manufacturer

suppliers who do not have letters of credit or expor,t orders hi their own name and
are routing their exports through U1eState Trading Corporation'Mmerals and Metals
Trading Corporation or other export houses, agencies, 'etc., adopting the !ullowlng
procedure: ""

(n The export house should Issue a letter setting,out the details of tile export
order arid the portlon thereof to be executed by the manufacturer and also
cerufytng that tile export house has not obtamed.and will nor ask for pllcklnrf
credit faclllty in respect of such portion of the order as is to be executed cy
the manufacturer. "

W) The export house sbc: .ld open inland letter of credit infavour of U1C supplier
giVing relevant particulars of the export tetter of credtt/orcier and the out
standing In the packing credit account should be extinguished by negotiation
of bills under such an Inland letter' of credit. .If it ls.lnconventen t for the
export house to "open such an mlandIetter of credit In favour of the
manufacturer, the latter should draw bills on the export house 'in respect
of the goods supplied for export and adJI~stpacldl1~rcredit advance from
the proceeds of such bills. In case the 0111s_drawn under such arrangement
are not accompanied by bills of lading or otl:ler .exportdocuments, the bank
should obtain through the manufacturer/supplier a certificate from the
export house at the end of each quarter ,th~t tl1e goods supplied under this
arrangement have in [act been exported.:. "

([(i) The manufacturer should:glve an under:taking that the advance payment,.if
anY;"recMv,ed'from the export house.aga-inst':lhe,exPQrt .order wpuld be
credlled to the pacl<ing credit account. :.

Sub-suppli~rs Packlrig credltcan be granteq'JO sub-suppliers of raw materials,
components of exported goods, on the basiS oftile.1nland letter of credIt opened in
favour of the supplier by the exporter concerned. On.supply made by the supplier
to the exporter. the exporter's bank will pay th~ Supplier and'absorb the alnount
in the pacl<ll1gcredit account of the exporter. The ~cheme covers only the first stage
of production cycle. i.e;, n. mnl1ufaclurer expo~ter will be nllowed to open inland
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letter of credit only in favour of his immediate supplier of raw material. component,
etc. It will notbe extended to supplier's of materials to such immediate suppliers.
Running account facllily is not extended to sub-suppliers.

Export processing units/export processing zone units supplying goods to another
EOU/EPZ unit for export purposes are also eligible for packing credit.
Deemed exports Packing Credit can "be extended 1'0 parties against orders for

supplies to projects financed by multilateral or bilateral agencies/funds (such. as
IBRD, ADB, OPEC) which is recognised as deemed export under the Export Import
Pollcy provided: , " ~ , , "

(ll The advance wtll be adjusted from free forelgn exchange representing
payments for the supplies ofgoods made under the order of the agency;
fund. However, in certain cases free foreign exchange may be. placed at the
disposal of a Central Agen~') of the Government of India like the Central
Water and Power Ccmrntssron, The supplier of'goods is not directly
concerned with the receipt of.[oreign exchange. Packing credit may be granted
on the basis of an authenticated copy of the contract between the project
authortues and the .supplrer, together with a certtflcate issued by the
concerned Central Agency to the party to the effect that he has won-a
particular tender undermternattonal competitive blddtng for supplies to
such aided project in India .., .,.. , .

(tll The supplies made by the ,lh'dlan suppliers are used by the agency/fund
only rOI' Its aided projects/programmes In India and are eltgfble for the grant
of normal export benefits by the Government of India.'

Construction Contractors
The packing credit advances to the construction contractors to meet their
Initial working capital requirements for execution of-eontract-s-a-broaci-may
be made on the basis of a firm contract secured from abroad, in a separate
account. The advances sho\11d be adjusted within 180 days-oflhe dale of
advance by negottatton of bills relating to the contract or by remittances
received from abroad in respect of the contract executed abroad. To the extent
the outstandtngs in the account are not adjusted In the 'stipulated manner,
banks will charge normal rate of interest on .such advance, ,

Export of consultancy Pre-shipment credit facilities may be granted to
consultancy firms for meeting the e,xp~nses of-the technical and other staff employed
for the project and purchase of anymatertals required for the purpose as well as
for export of computer software. both standard and custom buill software
programs, subject to the usual conditions of packing credit scheme. While deciding
the pre-shipment facilities, advance payments received against the contract must
be taken into account. " ,: , '. '

Floriculture,' grapes an.d'(J~er. a.gro-based products In the case of floriculture,
.pre-shtpmentcredtt is allowed to be extended by banks for purchase of cut-flowers,
etc. and 0",,:1 post-harvest experys.es In9urred for making shipment.

Packing credit at ,concesslonal1nterest can be extended also for working capital
purposes in respect'of'export-related activities of all agro-based products including
purchase of fertilisers, pesticides and other Inputs for growing of flowers, grapes,
etc" provided such activities as export-related and they are not covered by direct/
indirect finance schemes of NAEARD or anyother agency. ,

, , '" ',' Export credit should not be extended [qr Investments, such as, import of foreign'
technology, equipment, land development. etc. or 'any other item which cannot be
regarded as working capital.
Processors/Exporters-agri-e~port zones The producer has to enter into

contract farming with the 'farmers around the unit and, has. to ensure supply of
quality. seeds, pesticides, mtcro-nutrtents.and other material to the group of farmers
from whom the exporter would be ,p'urcha~il1g their products as raw-material for

"y"
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production of the ftnal products [or export. Suchexport processing units may be
provtdcd packing credit for the purpose of procuring and supplying Inputs to the
farmers so that quality Inputs are available to them which in turn Will ensure that
Only good quality crops are raised. The exporters will be able to purchase/import
such Inputs in bulk which Will have the advantages of economies of scale.
Advance paymentjor exportsWhere exporters receive direct remittances from

abroad by means of cheques, drafts, etc. in payment for exports, export credit at
concessive tnieresr rate may be granted to,exporters, of good-track record tUl their
realtsatlon. It should be ensured that the remittance is against an export order. Is
as per trade practices in respect of the goods in question and is an approved method
CI[ realisation of export proceeds as per extant rules. . . ..

If. pending compliance With the above condtttons, an.exporter has been granted
accommodation at normal commercial interest.rate, effect to concessive export credit
tate may be given retrospectively once the aforesatdcondtttons have been complied
with.. .. . .

Large value exports For large value exports-of selectproducts, ·which are
internauonally competitive and have high value addttlon, vtz., pharmaceuucals. agro
chemicals. transport equipment. cement, iron and steel. electrical machinery lec.4ther
and leather goods, textiles. products 01aluminium, petroleum products, sugar and
[Clodgrains credit Is extended at concesstonal rate of Interest for an extended period
up to 365 days at pre-shipment stages as against the maximum periods of 270
appllcable for normal export credits. The rate of'tntenest of export credil for pertod :
beyond 270 days and up to 365 clays will be the same as Iornormal pre-shipmen t
credit for period beyond 180 days and up to 270day~. Exporters of above products
With export contracts of Rs. 100 crore and above In valueterms in one year-a-re
. eJ.igible for the special financial package. 'I'htsscheme is valid [or theperiod up to
September 30, 2003.
CJ Conduct of Account

Separate loan account should be malntained.Ior each export contract unless it
Is clectded to grant the running account faciliLy/the loan should be disbursed in
stag>!s depending upon the requirements of the exporter Lump sum disbursement
disregarding the actual requirement for We' purpose of the loan should be
discouraged.. . .'

All Ute goods that are pl1rch~ed out of the loan are either hypothecated or pledged
to the bank. Thus packIng credH may be secured by hypothecation or pledge of
goods. But sometimes the credit may remain a clean advance also. This may be
. the case where payment is to'be made in advance for procurement of required
materials or where payment is made for servlces.: .

The normal precautions and procedures followed in advances against goods
should be [Ot\lowcd In ,the case of packing credits also, Thts.mcludes pertorltcal
inspection of godowns ancl stock verifications. Margin may also be stipulated taking
Into account the worth of Lhe party and the nature of goods to be exported.

Where the packing credit is in: the form' of cash credit account. the bank should
see (hat the operauons In the account are conuned only to export transactions. All
export proceeds should be credited to this account. Earltest.debtt in the account
wq.t:lld be adJlJsted,first;ollt of"the credits l11ade'jn~o the account. Irrespective. of
the 'contract to which such debits and credit~ relate ..

CJ Documentation
. All documents tal<en for advance against gbdds, vlz., Demand Promissory Note,
bypotl'.ecalion or pledge agreement. etc., should b~'taken for packIng credit also.
In addition sQme banks have a separaLe packing ~redit agreement.
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24.2. PRE-SHIPMENTCREDIT IN FOHEIGNCURRENCY
Under U1ePre-shipment Credit in Foreign Currency (PCF'C)exporters are allowed

to avail pre-shipment credit in a convertible currency at interest rales not exceeding
0.75% over 6 months Libor* plus withholding tax. The credit will be self-liquidating
in nature. and will be adjusted by discounting Lherelative export bill designated in
foreign currency. ... . ..

The banks which lend under the scheme may use the balance available in EEFC.
Resident Foreign Currency Accounts. FCNR (8) Accounts, and foreign currency
balances available in Escrow accounts .....Or. iLmay raise lines of crediL abroad at
a cost not exceeding 6 months Ltbor plus 0.75%. .

The credit under the scheme Is available for a maximum period of ;180 days. If
extended beyond this period. 2% pena) interest Is charged. I[ the PCFC is not
adjusted within 360 days, it will be adjusted at the TT selling rate for the currency
concerned and will be treated as a rupee advance. .

PCFC cart be extended in one convertible currency in respect of an export oreler
u.volced In another convertible currency For Instance. an exporter can avail of PCFC
In US dollar against an export order invoiced inDeutsche mark. The risk and cost
of crass currency transaction will be that of the exporter.

In case of HPS groundnuts and o.1l extracts packing credlt can be granted higher
than the FOB value, the excess to be adjusted within 30 days of export. For these
commodities packing credit can be granted bOU1 in rupees and in foreign currency:
restricting the PCFC only to the portion' to be exported,

Apart from the lower Interest rate. 'the major advantages under PCFC a: e cover
from exchange risk (due to fluctuation in exchangerates) and cost of buying and
selling the same foreign currency from the bank. provided the facility is used [or
lIn}..;,-" ..s and the imports are Invoiced in-the same-c-unenr.y- as expe·Ftunder the
order. For Instance, Lf the export order is for USD 1.00,000 and Import component
Is 60%.-aS!)1.1mingthe exporter avails PCFC of USB ·eo.ooo. the ltabllily-wi-H--be
adjusted by his submission ofa btlltn US dollars. If he avails rupee packing credit.
on imports bank wJlI apply the bill selnng rate and for the export bill submitted
bill huying rate. Under PCFCon USD 60.000 no conversion Is involved. The exporter
saves the dtflerence between the buying and selling rates for dollar. Further he Is
insulated from fluctuations In the exchange rate between dollar and rupee,

PCFC may also be avatlcd inrupees-towards local payments for materials, labour,
etc. In that case tile liability of the exporter \\111 be deslgnatecl in the foreign exchange
by applying the ruling 1'1' selling' rate ..

If PCFC has been availed by the exporter againsLan export order. the export bill
drawn under that Willhave to be discounted with tile bank under the Export Bills
Discounting Scheme. PCPC will be adjusted by dlscounUngthe bill. Interest at Llbor
plus 0.75% Is charged onthe bill thus discounted. The bank will realise tile bill In
foreign currency and adjust the foreign currency liability under Export Bills
Discounted account. The balance: ILimy,will be converted at the ruling 1'1' buying
rate and paid to the exportet.. '.' ..

Other condtucns ul,1deligibility are similar to that of packing credlt in rupees..
Cl Forward Cover for PCFC

No exchange rtskls Involvcd.tf the PCfC is avallcd In the dame foreign cLlrrency
as the Invqlce. Ifth.e i.nyolFels in In~lian rupee and the ?CrG .1s,Clvailedin Indian
. .' ' -. Ii: \I," ; .~~''" ,to.', ,; , • '. , ~, , . ~ <, .';' ",' .,'- ; , \ , I.

• The referellce rnte can iJ!! 1.lbOr or E;~iro,Llhor or Eurlbor. rderred to gCllcrnlly.a£ 1.luol" hen:.
Por meaning of these terms pleas\! rt!(er to Chapter 3 J Ollillterllulional Financial Mnrl<els.
SSCI'OWaccoullt Is lh\! foreign curl'ctlcy:accoulll qpclled ulIclcr a 'Collllll!rtl'udc' mrallg~:l1ll:llt.
CounlCl'trooe Is the modern' vcrslCllt'of barter tl'acie, A COlll1lcrlrudc agreemenl Is VOIUllt'~l'ily
entered Illto betwcen oli (lIdlQ1~pE\rty,J1nd an overseas pmt)'. whereby' the vallie: of goods
Il1lportl~d (rom the ovel':sel:lS party Is ~c.1~\lsteu ,".galllsl tile ..vulll!.! of eXporll> In~ldcto him.

.'..,.
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rupec.i yet the liab!lU,yofthe exporter under PCFC will be designated, In foreign
currency. say. US dollar. In such case. the exporter maybook forward cover as under:

(i) From the elate of order/leiter of credit' to the date of drawal of PCFC covering
. U1C amount of PCFC sanctloned: and

(il) From the elate of order/letter of credit 10 the dale of discounting converting
the invoice less PCF'C sanctioned/drawn.

If the exporter avails PCFC ill a currency otherthan the currency of invoice
forward CQV("f may be booked as follows: .

(i) Forward cover In the currency in which PCF'C Is availed of and the rupee,
from U1eelate of order/letter of credit to the date of drawal of PCFC, covering
the nl1loun t of PCFC sanctioned. .' .

iii) Cross currency forward cover in the currency in which PCFC is availed
against Invoiced currency from the date of order/letter of credit to the dale
of dtscounung. . '. . ,

(iii) Forward cover r~"omthe elate of order to',the date of discounting between
rupee and the currency in which peFC is taken, to the extent of amount
available after discounting of billsand repayment of outstanding PCFC.

On availing oJ peFC. the contract should be cancelled at prevailing market rates
to the extent of the PCF'C drawal used for payment towards imported inputs in
foreign currency. \ . ,

o PCFC-When Advantageous
Apparently pcrc Is advantageous as compared to the rupee packing credit due

to In~erest differential and avoidance of conversion cost. BuUbJ.s advaJ1.t~e will
accrue to the exporter only so long as the gaii~ thus made Is not offset by the
premium he loses on dollar [Qr:.J11e bill under the' export contract. _ _ .

Where PCFC Is availed, the export bill tendered 'will be discounted under the
export bill discounting scheme and no conversion into rupee is Involved. In case
the exporter had availed rupee ,pacl<.:ingcredit, for 'the export bill tendered, the bank
will apply the bill buying rate. The bill buying rate applied will have a built-in
premium [or the transit and usance period which is not available to the exporter
when he avails PCFC.

The actual final'lcial cost to the exporter under, PCF.C remains the same as the
Interest paid by him onPGFC. If he avails rupeepacklngcredtt, the total financial
cost would be the interest paid, plus conversion, cost (difference between buying
and selling rates). less the premium on forward dollar, If the premium gained is
more Ulan offset by the conversion' cost and Interest difference between rupee credit
and peRC, rupee credit would be. preferable to. PCF'C; Letus'fllustrate 11:with an
example. . .'

The followil1g are the merchant. rates for dollar: '
TT selling, Rs. 49.00
TT buying Rs. 48.80
Bill buying Rs.48.75
30 clays bill buying Rs. 49.45
60 clays bill buying Rs. 49.95

, ~Odays bUl buying Hs. ?O~50.< ,'.'
. Interest 011 PCFC and on Export'Bili diSCOunting is 4% p.a. .
Interest on rupees packing credit and rupee post·shipment credl1. is 9% p.a.
For simpliCity sake, ''V(eassume the doll?lr·rupee rates to' remain the s'ame

throughout the transaction.. . ' .'
PCF'C. Hihe exporter avails PCFC-of USD 10,000 for 3 montl1s and adjusts it

by exporl bill for equivalent amount. drawn payable 3 months from bill of lad lng,
lils cosl would be as under: .

-
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= USD 100
.= USD 100
= !.LSD 200

Converted at theTTsclllng rate of Rs. 49.00. therupee cost is Rs. 9.800.
Rupee PC If the exporter avails equivalent amount in rupees (Rs. 4,90.00C))'

Interest at 9% for 3 months would be Rs. 11.025. , .
For the expect bill, the bank will qBote 1;101 a rate of Rs, 59.50 and pay 111111Rs.

5.05.000. Interest for 3 months on Rs. 5.05.000 nl9% is Rs, 11.363. His COSL of
funds would be:

PC
Interest on PC

. Interest 011 bill

On PCFC interest at 4% for 3 months
On export bill discounted at 4% Ior 3 months

Rs. 4.~d,000
Rs. 1.1,025
Rs.' ···11.363
Rs. 5 ..12,388

Less: Export bill Rs. 5,Q5.Q.Q.Q
Cost of funds Rs. 7.388,
AV8P"'.~ of rupee packing credit turns out to be cheaper In.thls case.

,. '

24.S. ADVANCE AGAINST DUTY DRAWBACK .

'0 "

TIle import duty paid on raw materials or components for export products or
the excise duty paid on Items indigenously produced for export are repaid to tile
exporter on completion 0; the'export, The tterns on which duty drawback is available
is determined by Government policies: \. .

The need for advance against duty drawback arises because of the delay involved
1nverifying the claims of the exporter by the authorities concerned and payment of
the drawback by them. The exporter'sfunds are locked up during thls Interval and
he seeks financial asststance from ...th.e:..bank.to tide.over the situation'. .

Normally, the exporter can clatrn the drawback amount from the customs
authorltles only (Iller export. ofgoods-by-produclng. the-nccessasy documents to l-liem.
But bank finance against incennves may be made avatlable either at the pre.'
shipment sLage or at the post-shlpment stage. ' .

Advance at the pre-srupment stage may take the form of packing credit being
granted at a level htgher than the FOB value of the contract. As already discussed
under 'pre-shipment Ilnance', bank can grant packing credit advances up to certain
percentages.above the FOB value, but not exceeding U1C domestic cost of producUon
in respect. of goods which are entitled [or duty drawback from the government. In .
such cases, the.excess over .the FOS'ycilueadvanced by the bank amounts to advance
against duty drawback, Advance, against drawback at the pre-shipment stage is
granted only to exporters of good standing on their furnishing satisfactory evidence
to the bank as to the amount oLtheir entitlements. The exporter should also
undertake to authorise the bank to receive the entitlement when he makes claim
with the concerned authortues. .. .

Advance may also be made at the 'post-shipment stage asa separate limit. The
advance will be dtsburced when the exporter makes a claim with the concerned
authortttes and precoces copies of the claims to the, bank.

As per the Reserve Bank ofIndladirective. advance against Incentives can be
granted for arnaxlmum period 0[90 days at an interest rate of 13% per annum.
The advance is to be adjusted out ofthetncenttves to be received by the bank on
behalf of the exporter;,~} cl~~ .a.r,e,P9Y1 payable directly to ~~.;b~,~:.,~ qrP~~aUon
by the exporter authorising payment to the bank should be registered with the
concerned authorities, .

The bank may prescribe-a margin after ConSlderlllg the merits oreach case. If
the san'ction Is made as a part of pac~i~g credit, the documents taken [or packing
credit would be sufficient for tills fa.c1l1ty.also, If the 'facilityIs granted as a separate
llmit. an agreement for hypothecation ·o[book debts tnay be taken. The advance ,
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C$11 be covered under Export Production Finance Guarantee or Export Finance
Guarantee of ECGC. It is to be adjusted out of.the incentives received from the
government. If the advance Is not adjusted wtthm 90 days. it Is treated 8.8 overdue,
If the account Is adjusted out of local funds, t.e. not the export tncenttve. dornestlc
rate of Interest Is charged from the date of advance.

24.4. OTHER SERViCeS TO. eXPORTERS

Q 1.Advising Letters of Credit
The letter of credit Issued In favour ofexporters In India is normally advised

tilrough a bank in India, A'bank in India may receive a request to advise tile letter
of credtt from its correspondent bank abroad.

The letter of credit maybe received through cable or by airmail. Where the credit
Is received by cable, the bank should verify the authenticity by means of the test
code incorporated In the message. It should also be noted i[ there Is a mention
UQc;)Ulairmail confirmation. In Ole absenceof any such notauon, the cable message
will be the operative instrument. The bank should 'Incorporate the cable message
In Its own format and send u to tile beneflctary, The standard.formats used for
Lhis purpose are designed to convey to the beneficiary the' factthat the bank is
GIlly an advtstng bank and does not undertake any Habllity under the credit that is
being advised. ,', . '. . . '

Where tile letter bf credit is received by airmail. the bank should verify the
authenticity of the letter of credit. by comparing the Signature on the credit with
the specimen Signatures supplied by the issuil1g_bank,._tJleJetter of credit may be
advised in either of the lWO ways:

(a) The ccedlt received is incorporated In the. Iormat.of.Ihe advising bank and
COl-warded to the beneftclary, ..

(b) More commonly, the credit received is forwarded In cr tginal to the
benellclary The advtsing bank may cer,Lify that the signatures on the credit
have been verified, by way of a rubber stamp afllxed on the letter of CI edit.
Or, a covering letter from the bankmay accompany the credit. Such letters
of credit are called 'hand-on' credits.

W;heliler It Is a cable credit or airmail credit the bank shouldensure the followl11g:
~d) The letter of credit conforms to the exchange control requirements in India.
(b) Proper record is mamtatned of the letters.of credit advised.
(e). Commission for advising the credit Is recovered from the beneflclary, If the

beneflctary Iailsto pay, the bank can recover It from the opening bank.
(d) A notatlon is made In thecredit that stampsworth.Rs. 2 should be afflXed

011 the Instrument before documents are .ncgouated under the credit.
(,e) A statement, in Corm Stat g, is sent to the Reserve. Bank every mo..cr; for

all letters of credit advised. including those' confirmed byIt. . .
AdVisingAmendments. If Ole credit is amended, the bank should follow the same

procedure for advising the amendment as Is followed for advising the letter of credit.
Record of the amendment advised should be kept along wlth the record of advising
of the letter of credit. . .

Q 2,Oonfirming,.1.;;etters of Credit . ; ..... '. ;.
A letter of credit may be conhrmed by the bank In India when a request to this

effect Is received from the opening bank of the credIt. The branch which receives
llle reqllcsllO connrm ::;hould C!onsuit the Head ..Office to verify that the limit fiXed
Cor the opening bank for confirming letters,of credit Oil its behalf is not exceeded.

"l1e lelter of credit is confirmed by ri1aking ari. appropriate note In the letter of
credit under the Signature of the· offiCials of the confirming bank. The confj",~'ed
credit is I.hen adVised to the benefiCiary.
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For the risk involved III confirming letters of credit. the bank can avail of the
transfer guarantee of the ECOC.

03. Transfer of Letters of Credit
A request may be received from the beneflclary of the credit to transfer a part or

whole of the credit to other exporterts). The bank should verify that (il the credit
Is transferable: and (iil the second beneficiary is an exporter having an exporter's
code number. '

If the entire credit is transferred '~O another exporter and the first beneficiary
does not mind the importer and the second beneficiary knowing each otr er, the
transfer can be effected by simply making an endorsement to this effect and
forwarding it to HIe second bene0clary: In other cases: the bank may get the original
credtt.lodged with it and tssueanother credit. In favour of the second beneficiary,
·the ci edlt thus issued will conform to the requirements of UCP for transferring
credits. ' , " . "

If partial shipment Is allowed, theIlrs; beneficiary may require the credit to be
transferred to more than one second benettciary [or part of the amount each. If no
secrecy need be maintained, photostat copies of the original credit may be taken
and forwarded to the Second beneficiaries along with a letter of the bank
apportioning the creditto each, to the extent stipulated by the Ilrst beneficiary. In
other cases, bank w!lI Issue fresh credits. In all cases. the original credit is lodged
with the bank. . ,

The commission for transferring the credit should be recovered from the first
beneflciary
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2. Insurance is expressed in a cur rer.cy other U1Ullthe one in which UH~credit
is drawn.

3: Rlsk covered docs not agree with the requirements of the credit.
4. lnsurunce does noLcover the entire voyage;
5. Descrtptlon of goods and shtpplng marks do not agree with the invoice.
6. The name of the vessel indicated differs [rom that In the bill of lading.
7. Insurancepoltcy is not endorsed in blank .. '
8. lnsurnnce certificate Is not countersigned by UlC shipper.
9. Insurance policy is dated later than. the date of bill of Jading.
10. The place of settlement or claims diffcr~·;frol11that III the teuer of credit.
1I. Insurance policy is IlOL ill uegotiable form. , '
12. It Is signed by a ,pcrsoi1 otherthan U1CagelHbr underwriter of the Insurance

company. '. .
13. It Is not properlystamped.
14. Where more than one ncgoUablc copy tstssued, all copies are not submttted.
15. Transhipment risk is not covered, while credit allows transhipment.
16. Cover note I~ submitted when credit mststs 'on policy.

q 5..otner Documents
r: ';'l1c document tendered j:; not issued by lht~ .authortty specified in the letter

of credit. .
2.. The Ulk of document cliffers Irom that required.. .
3. The dcscrtptton of goods dlffers from that .Illtlle Invoice/credit.
4. Certtflcatton/Declm-attrrri, If Cfl1y;J'e-quiredby tire credit is not made.

25,2. DEALING WITH DISCREPANCIES--IN-GObuMENTS'.
Wilen the bank Is satisfied that the documents' tendered under a letter of credJt

satisfy the requirement of the credit, they may be negotiated arid amount paid to
(he customer. Where the documents tendered under a letter of credit show some
cltscrepanctes, the bank would polnt out such discrepancies to the exporter and
(151<him to get them recuned. This would be possible if the discrepancies are In
the documents prepared by the exporter himself. Par example, If the description of
goods In.the Invoice differs [rom that in the letter ofcredtt. the exporter can suitably
alter the Invoice and resubmit to U1e bank .:

The discrepancy in the docurnen ts may be such that they cannot, be rectified by
the exporter. For instance, the bill of lading is claused or shipment is later than
that allowed in the credit.Where the discrepancy' cannot be rectified .the bank may.
elect to negoUate or not to negotiale depending up()~{(l)the nature of th'e discrepancy, .:
(il) tl1e worth of the party~' (lU) the experience orth.e bank in handling documents
relating lo LrnnsacLions between the expol'ler al"td the particular i:nporter in the
pasl. Dependilig upon U1csefactors, the alterna,tlves avaIlable to lhc banl< are:

((1) Coqf/rmation qf Opening Bank. It niay Intlm~teLhc credit opening bank of
the discrepancies and sed{ their confi'rmatron. The opening banK will. In
turn, consult the imporler wheLher the dOCU'tllCllls Will1lhc discrepancies
can b~ C1r.ceplcdand InUmate U1encgoUatldg'pank Ils permission to negoUate
.the bill. When sticha permission Is·receIved, It.ilinClllnts't6 amendment of
the credit to Ule effect, but only in respecter the parUcular transaction and,
lherefore, the bank can negotiate lh~doCtlments. If lhe exporter w.ants the
money urgently, the list ofd1screpancies may be sent and the reply sought
by cable. The cost should be borne by the exporter. WhIle seeking
conOrmutiol1 by cable or letler, tile banksilould take cure to include ?-11the

, discrepancies found precisely and coinpletely, .'
, (b J NegotiaLlon under Heserve. Even where the conflrmation ohhe opening

banl< is sought by cable, it takes some lli11c,to get rt. If the party Is in urgent

,
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need of iundsand cannot wait and the bank's ral1ng of the customer is
high, the documents may be negotiated under reserve, That .is. the
documents are negotiated by the bank on the understanding that if the
documents are not accepted by the opening bank and the: negotiating bank
Is not reimbursed. the negotiating bank shall have the right to receive back
the amount pard to the exporter along with interest and other charges. I'.s
already noted, negouatmg'under reserve is done only for customers of good
standing. .... .

(e) Negotiation. against Indemnity. Where the bank is not sallsfled wl)11 the
Informal arrangement of.negetlattcn under reserve, It may adopt a more
.legaltsttc method qfobtaining an indemnity from the exporter. Under this
method. the exporter executes an indemnity bond in favour of t \le bank
under whlch he promlsesto reimburse the bank for"any loss that the. bank

. 11l8.Y be pu t to on account 9f negotiating the document with. discrepancy.
The ind ernn lty bond should include all discrepancies found in the
documents, Normally It also provides Immunity to the bank against any
OU1(!f discrepancy that may befound later.

(d) Take u.nder Collection, If thc.b~nk does not want to take risk, ilmay not
make Immediate payment against the documents and take the documents
only for collection.

Where the documents are presented-by a person other than the customer of the
bank. the negotiating bank may request that the documents be presented throug»
the exporter's bank, Here, too, if dlscrepancres are found in the documen ts, the
bank may: ,."

(a) pay after getting conflrmatlonIrorn the opening bank: or
(b) pay aga:Jrist indemnity of-the exporter's bank; or

.-.- Ic) refuse to accept the documents.
25.3. PURCHASE/NEGOTIATION OF eXPORT SILL

(Under' and Not under Letter of Credit)
When a bUi is drawn under a Iettet orcrecu. the bank has the credit to look for

the condlttons to be fulfilled Inthepreparauoo ofthe documents. But where the
transaction is not covered by aletter: of credit, only the sale contract between the
exporter and the importer shquld·,·be relied upon, The bank may have a _gC!neral
scrutinv of the sale contract to see that the documents tendered are in order. Besides.
spectnc instructions should be obtf;ilneo[rpm the exporter regarding such matters
as the tenor of the bil]. whether the documents 'should be delivered against payment
or acceptance. the bank through whom the documents are to be submitted, the
commission and other charges tg be recovered from the drawees or from the
proceeds, case-In-need if any for the bill, etc. The bill is purchased at the bUl buying
rate. .' . ,..:'. \
q Procedure on Purchase/Negotratlon of Bill~. . ' .

1. All documents should be v~r1.fledalong with the covering schedule received
from the exporter. They should bebrandedwith the bank's roundicollecUon
stamp. FBP/FBN number sho.uld be entered on 'all documents. While
entering the number,.· the-bank should follow the uniform procedure
suggested.by the ReserveBank, -.- . . '.' . .

2. ''''he documents will normally be sent in .two sets unless the letter of cred.J.t
or the instructions of the ·dr~wer prevents it. All documents are endorsed
in favour of the colIecllilg bahk before tJ1eyare sent.

• The uniform numbering suggested by.Reserve Bank ll,cludes nnnlphol:-etlctil prefix N (bills
negollalcd)' P (bills pllfchasl;.o), 0 (bills dlscounl~d). C Ibills sent for collecllon), A (consignment
export lacl~ollnl sale)), M (others lml~cellal1eousl) and a :sl.x dl~ll serial number slartlng wllh
000001 on 1st January every,year, . ". ....W- - .

..........._' .... ,.." ..
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25 Post-shipment Ftnance

'.

TH'~ exchange exchange control regUlal,lOI,l"S,st,l,pt,llCltethat within 21 d~.I3 of
shipment of goods [rom India, the exporter should submit the relative
documents for collection/purchase to an authorised dealer, The documents

prepared would be as per requirements of the letter orcredu, if one exists, or as
per the sale contract between U1eexporter and the Importer.

For those parties who have been granted a packmg credit, the understanding is
that the packing credit would be adjusted out of the bills tendered under the export
contract, Therefore, along with fanctloning ofthe.packtng credit limit, the party
would have been sanctioned foreign bills purchase/negotiation limit also. For others,
depending upon their requirements. only the bilIs purchase/negotiation limit might
have been sanctioned. For such bfthe parties who only make occasional exports,
regular limit [or purchase.may not have been sancttoned. but depending upon the
worth of the party, bills tendered may be purchased on an ad hoc basis. Thus
bills drawn by the exporter may be: , "

(al purchased/negotiated by U1ebank where lt ts drawn under a letter.of credit;
(b) purche sed/negcuated by the bankwhereItIs not drawn under a letter of

credit: or
(c) taken for collection by the bank.

25.1~SCRUTINY OretttS DRAWNUND-ER LEttER OFCREDIT
Bill,s under a letter.or ..credit maybe receive,d)o,r negotiation frgm a customer of '

U1ebank. Bills may also be received from a person: other-than its customers where
the credit is restricted to the bank or it is nai1\ed,:th~ paying banker under the
credit. While negotiating documents under a letter of credit.The bank will adhere
to the prinCiple oj stric: compuance. That Is, the documents presented should agree
with the sttpulatlcn of the creclltin toto. Non-compliance with lhe terms of the
credit. however minor such discrepancy maybe, would provide a ground for the
issuing bank to reject the documents.and refuse payment under the credit.

When approached to negotiate documents under a credit. the bank should verify
the credit usetf to see that It is valid (i.e" It has notexptred) ; that it attaches no
onerous clauses 011 the negouatingbank a....d that payment is not made conditional,
It shouk; verify Individual documents tendered and satisfy that they are 111 agreement
with the terms of the credit. Any alterauon In the document should have been
authenttcated. Further It should scrutinise the documents inter se (t.e.. one with'
the other. .llke bill of ladil1g with invoice) to see that there is no discrepancy. The
C0ll11110:1 dlscrzpanctes that may be found in the :doculilenls tendered under a letter
of credit are listed below, ' .:. ,

Tile discrepancies Ilsted are by no means exhaustive,
a 1. Bill of Exchange

1. The bill is drawn on the importer tnsteadofon t.he issuing bank as required
In U1e credit, , ,-"'-' , -',,'

2, Reference to U1eletter of credit is mtssing. ' ,,', " '
3. Tenor of the bill Is different from that requtred under the credit.
4, Interest clause Is missing, where stlpulated,
5, Amount In words and figures differs, ,
6, In case of usance bill. it is inadequately stamped/unstamped.
7, The name of the party Is misspell. .,~'
8, It is ,not drawn/Signed by U1e beneficiary of the credit.
g, The bill is not drawn payable/endorsed to the bank.
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I· _.....

Q 2. Invoice
1. . 'T'J,einvoice is not addressed to the importer.
2. The amount exceeds the limit under the credit or the unit price exceeds

that mentioned In the credit.
3. The amount differs from that mentioned in the bill of exchange.
4. The details of the cost. insurance and freight 'and other charges are not

shown-separately where it is required under the credit.
5. The description of the goods does not agree with ~he descripUon in the credil.
6. The number of packages/quantlty differs Irorri the credit requirements. The

difference may be with respect to the quantity or number of packages
men tioned in the bill of lading also. . .

7. Invoice is net certified as .correct/algned by the exporter,
8. It does not certify the orlg1n.6fgoods, where a certified invoice is required.
9 Any other certification required by the credit Is not Iurnlshed with the

Invoice.
10. Re.erence to the Import licence number as required by U1ecredit. is missing.
11. The markings, etc. diITer from.that appearing on the blll of lading .

. 12. Charges not permitted py the terms or contract are included.
13. The number of copies is less than-the number required.

Q 3. Bill of Lading
1. The full set ofnegottable copies or!bilJ of lading Is not submitted: The bJlI

of lading would mention the number of copies Issued. All copies are to be
submitted. !

2. Blll of lading 1::;elaused: ' .. ,: ,
3. 011101'lading Is not ruanually.stgned by the master or an authorised agent

of the shipplng company (rubber stamp so acceptable).
4. The number of packages/Weight differs [ron1 that in invoice.
5. Bill of lar.ling is issued by forwardIng agents.' . .
6. Bill of lading does nottndicate that goods have been received on board the

ship, . . '.
7. I3illor lading indicates that goods are carrted.on deck.
8. Where the credlt is on CPR Qr elF basis, freight payable bill of lad!ng is

submitted instead' of freight paid bill of lading.
9. Blll. of lading' is drawn with the importer as consignee Instead of the

exporter, .
10. It is not endorsed in blank or In the name of-the bank as required.
11. The bill of lading is dated subsequent to U1C latest date of shipment.
12. B11Iof ladtng.Is presented after undue delay. That Is, It Is presented after

the time allowed in the creditor, where there is no provtslon in the credit
. it is presented after 21 days from the dale of Issue.' .' ,

13. Bill of lading indicates franshlpment when it is not allowed under the credit.
14. Descrtpuon I')f goods does not agree with the invoice.
15. Port of shipmentand port of destlnatton do not agree with the stipulations

in the credit. . .
1R Bill of lading is issued under ~ charter party
1·i'. SUI oflad~ng indicates a third party as shipper when It is prohibited bytl1e 'credtt; '.' .. ' . . .. .
18. The notatton 'on bo~rd·.()p a receipt [or shipment b'i!l of lading Is not

authenticated by the carrier or his agent. .
04. Insurance Documents

1. The amount covered is 10w..·The minimum coverage should be for CI:c<'value
plus ten per cent. .

. , .....
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3. The bank has an obligation to Reserve Bank to see that the proceeds are
received in India in full. To do so, the bank may provide columns in the
export bills register for entering the GRiPP form number, due date of
payment. the period [or which ENGStatementcovering the transaction was
sent. lhe period or Return with which theduplicate OR Conn is submitted
to Reserve Bank. For OR procedure please-seeSection 25:8.

4. In respect of bills purchased or negotiated, the bank should submit to the
Reserve Bank a statement in form ENe every fortnlght along with R Returns.

5. On purchase/negotiation ofthe bill. the account of the customer is credited
with the value of the bill. converting it tnto Indian rupees by applying the
sighl blll buying rate in the case of sight blllandrelevantusance bill buying
rate In the case of usance bills. If a Iorwardcontract had been booked for
the export, U1econversion would be at the contracted rate.

6. The commission and/or discount declared by the exporter in GH form
should' be recorded against relattve entry in bills register to facilitate
reference while dealing with application for rernlttance/deductlon from invoice
on account of commission/discount. '.

7. Simultaneous with purchase of the bill. .the.banlc should recover in~""rest "
. [or the normal transit period plus usance of-the bill at the rate applicable

for exports. There me two exceptions to.this rule: . >,

(i) In the case of 1"1' (documentary) bins,;: wherein reimbursement for
Documentary bills is obtained by ToT. banks shall recover interest at
the lime of negotiation [or 5 days. IC however, the bank is permitted to
draw o··~F...T-· directly in respect of negotiation under the Jetter of credit.
no such interest shall be charged lethe 'customer;

.. .. (Ii) In tire-case of -e:xP(~.r~b Ills despatchedby courier scrvtce interest shall
be charged for a period of 10 days only provided: ..
ra 1 courier charges are recovered from the customer, and
(b) courier service pertains only to point-to-point service and it is not

IIp to a point other.than final desttnation of the documents (place
of the Importer), .

The method of calculauon of interest and the concept ofncrrnal translt pe..cd
nrc. explained In the chapter on Ready Exch;:U1~G,Rates.

8. The bank should follow up the btlts sentandkeep a.watch that-payment.
advlces are received from the collecting bank In Lime. In case of delay, it
should take up thematter. both with the collecting bank and the exporter.
If the bill was drawn under a letter of credit and the documents were in
order, tile pr tme.iresponstbtltty ortrie cr,eqit opening bank exists. if the.'
documents bore some discrepancies or the'documents were not drawn under"
a letter of credit; the purchasing bank should arrange for taking care of.!
the goods. 111'many countries where the trnportIs subject to import control,'
Ii may not be possible for the collecting bank to.clear the goods and arrange
for their storage. in the absence ortmport'ttcence, But if import into bonded
warehouse facilities are available, they may. be availed, \ ..

9. If thetmporter defaults. the bank may.ask the, exporter to find out an
alter native buyer. IrJ~halte'rnative bllyer·c8.rinot'be found on suitable terms,"
the goods may be retmported. The decision will depend upon the cost of'
l'ell1iporllng (i.e.. additional freigl:,t Jnvolv~d agamst the value of the goods),

10. If the shlpmcnl is lost before payment against the consignmenUs rccelved~';
. the han I< should prefer claim with the insurance comprulj' for the loss.

1r: '. For any rcuson (other thail the harll(s ()\Vn~.deftlllit or negligence) if the bill
is, not fJUid. the bank should lodge claim with ECOC tinder the poliCy and
guarrultee issued by U1CCorporation covering the transacUon.
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uPost Negotfation Procedures., .

Foflow ..l..·". 'f Overdue Bills
The bank should closely watch realisation of bills through Bllls Register, Where

a bill remains outstanding beyond the due date for payment. the matter should be
taken up With the exporter concerned. lethe exporter fails to arrange for delivery of
the proceeds on the due date; ihe matter should be reported t.oReserve Bank, unless
the exporter had sought permission for extension of time. Banks are required to.
follow up export outstandmgs.wttn exporters systematically and vigorously so that
action against defaulting exporters does not get delayed,

The bankshould furnish to ReserveBank half-yearly consolidated statement in
form XOS. giving details of ali.export qills outstanding beyond the period prescribed
for reallsatlon. as at the end of June and December every year. This statement should
be submitted (In tr~pl1cate) within fifteen days from the close of the relative half year.

Shipments Lost In Transit .
When shipment-s from India forwhich payment has not been received are lost in

transit. the hank should see that'-the insurance claim is made as soon as loss is
known. The duplIcate copy ofGR/PP form should. be forwarded to Reserve Bank
with the following particulars regarding insurance:

(a) Amount for-which shipment was insured.
(b 1 Name and address of the insurance company.
(c) Placewhere claim is payable.
If claim is payable abroad, the bank must arrange to collect the full claim through

the medium of Its overseas branch/corresponden; bank and forward the dupllcate
copy of GRIPP form to Reserve Bankonly after the amount is collected. ..
In case the settlement is partially settled by shipping company/airline under

carrier's liabill roY. the bank shQ.lJld ensure that amounts of such claims jf settled
abroad are also repatriated to India: by exporters ....
Payment of clelm oy EqGC

Settlement of a claim by ECOC does not absolve the exporter of the obligation
011 lhe GRIPP form to realise proceeds of the export within prescribed period, In
such cases, exporter should, In consultatlon with ECGC. take all necessary steps
1'01' realising the proceeds. The bank should continue to hold the duplicate copy of
GRIPP fonn In its custody and .initiate· fallow-up measures In the normal manner.

Accounting for NonlOelayed8~alls.at/~n .
When the bill is purchased, the·~ransact10h is reported as purchase of foreign

exchange by the bank to the Reserve Bank in R Returns, If the ·blll Is not realised
within 30 days from its due date.Tollowtng procedure advised by FEDAI should be
followed: . ,. .

]. For bills I'cmalllingQripald'for.a period ot 30 days after the transit period
in case of demand bills andthe due dates In case of usance bills. the foreign
currency HmOUIl t shall be reversed from the "export bills purchased
portfollo" on .the 30th day. In case. 30th day happens to be 'holiday. or
Saturday, it shall bereversed on the next working day. The rate applicable
to such reversal shall be the ready TT selling rate of exchange on that day
and shaH=·'be rt:ported as ,~'Notional Sale" of foreign currency. The. rupee
equivalent of the foreign currency thus reversed shall be held in the advances
portfolio of the bankunderthe head "advances against overdue export bills
realisable account". .

2, Export bilJ~ payable in countries with externalisation problems shall also
be crystallised into rupee liabrllty like any other unpaid export bill
notwithstanding receipt of advice of payment in I02~' currency. '

. ....
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3. If the rupee liability crystallised on the overdue btll Is less than the amount
ortgtnally advanced against it, the shortfall Shall be recovered Irorn the
customer, If It Is higher than th e original advance. the surpl us wll1 not be

'. "passed on to the customer but treated as addlUonal advance by bank.
4. Interest shall be recovered for the pertodfrom notional due date to:date of

crystallisation at U1eappropriate rate of interest as directed by Reserve Bank.
for overdue -export bills.

5. The unpaid btll shall be treated as outstanding under the sanctioned limit
of the customer In a separate foliOwith the exchange risk open against the ..
customer. .

6. On receipt of realisation advice, the bank.shall apply the IT buying rate
on that date and adjust the advance created in the books against the blll
as given above. Any shortfall/excess shall be recovered Irom/palc; to the
customer. The bank shall report 'purchase' of Ioretgn currency, Interest for'

. the overdue period shall be recovered atthe rate perrntsslble by Reserve
Bank for overdue export. bills.

7. If the export bill Is returned unpaid the bank shall adjust the advance
created 1n their books against the btll. Such adjustment would be by
recovering In rupees from the customer. Interest shall be recovered from
the date of purchase of the bill to the date of adjustment at the domestic
rate 0: rate applicable to overdue bills whichever is higher.

8. If the post-shipment credit is adjusted out of rupee resources received from
ECOC under their transfer delay guarantee, interes t applicable to over d lie

_.l~illsshall be applled even If It is outstanding beyond s1Xmonths from date
ofshtpmerrt. .

9. If the blll Is dishonoured before the cryatallisatlon date, the bank shall
recover from the customer: .
(a ~ The rupee equivalent of the bill arrived at the current spot TT selling

rate or the amount originally advanced. whichever is higher.
(b) All foreign currency charges converted at the ruling spot TI selling rate.
(e) Other charges, if any, .'
(d) Interest at the domestic rate or that appIJcable foroverdue export bUls,

whichever Is higher.'. . . . '. ..
10. In the case of highly volatile currenctea.It Is up to the bank to negon, ....

the bill at the riskand responsibility of thecustomer.
Q Interest on Post-shipment Advance

ForNorma/Bills
Interest on' post-shipment credit up to 90.days IS chargeable at a rate not

exceeding PLR minus 2.5% and from 91 days and up' to 6 months at not exceeding
PLR plus 0,5% p.a. For periods beyond six monthe banks are free to fix their own
Interest rates. '.

The concessional rate is applicable only up to .the notional due date/actual due
date (where ascertatnable) wotchever.tseartter, . . .

. ...., If the 1:)111is realised earlier than.the duedate, theexcess interest collected should
be refund ed. .... .

The revision of Interest rates made from time to time is applicable to fresh
advances as also toexisung advances for the remaintngpertod of credit.
For Overdue Bills
. For tile overdue period', the rate fixed forECNOS - Expert Credit Not Otherwise

Speclfled (for post-shipment stage) should be charged,
If export proceeds are not realised and the credit is adjusted out of rupee

resources, interest at ECNOS should be charged, provided the EeOC has adn.Itted

......
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lhe claim of transfer delays. In all other cases of adjustment out of rupee resources.
interest at commercia] rates or ECNOS. whichever is higher. should be charged for
the entire period of post-shipment advance. The excess can be refunded if U1e export
is realised in an approved manner subsequently. .

25.4. POST-SHIPMENT CREDIT IN FOREIGN CURRENCY
(EKport :SWs Rediscounting Abroad ~icheme)

Exporters who avaned tile preshipmenl credit in foreJgn currency have necessarily
to avail the pest-shipment credit also In foreign currency. Those. who availed the
presluprnent credit in rupee termscan avail the post-shipment credit either in rupee
terms or in foreign currency. . .

There are three avenues through which the post-shipment creditcan be made
available In foreign currency: '..

(al Use of on-shore foreign currency funds:
(b) Banks raising foreign currency funds abroad;
(c) Exporters raising fqre~gn,c.uI'rency funds abroad.

Use of On-shore Foreign CurrenqY'Fuhds
Banks may use funds from foHo~1~g on-shore sources to extend post-shipment

credit Ln foreign currency: . . . . "
(l) Funds available in Exchange Earners foreign Currency Accounts, Resident

Foreign Currency Accounts, Foreign Currency (Nou-Resldent) Account
(Banks) Scheme. These funds can be used for dtscounung usance biils and
relaining them in the portfolio of the Ixtpk without redtscounung, In case
of demand bills. the Iacllltycanbe extended in the form of foreign exchange
loan.

(Ii) A bank which has availed Bankers Acceptance Facility abroad and having
unutiltsed limits there may offer rediscounUng facility to another bank in

'India. . .
(ill). Banks may avail ofltnesofcredlt from othej banks in India subject to the

condition that. ultimate cost to the exporter should, not exceed 0.75 per cent
above Ltbor".

Banks Raising Funds Abroad. . . .
Banks may arrange a 'Bankers Acceptance Fac{ltty (BAP) for rediscounung export

bills without any margin and duly covered by collaterullsed documents. The BAF
limit r ".\ be ftxed with an overseas bank or a rediscounting agency or factoring
agency (on without recourse 'basis for Iactoring]. The Iaclltty can be against bills
portfolio or on btll-to-blll baslsln case of Iftrge value transactions.
Exporters Arranging Funds Abroa~. .

E~orters themselves can arrange ltnes of credit abroad With an overseas bank
or any other agencY,.in.cludmga ..'f:.~.ctor1ngagency. Direct d.iscounting.of export bills
by an exporter wsth overseas banl.<!agency Will be done through the branch of bank
desjgnated by him for this purpose, The designated bank will be the bank from
whom the packing credit factHty has been availed of. In case, the bills are routed
through an)' other bank, .the: latter will first arrange to adjust the amount
outstanding under packing credtt with the concerned bank out of the proceeds of
the rediscounted btllsn. .:,',':." "..'

RepQr.tto RElserveBank.
Details of the BAF/Uneof credit.arranged by the bank/exporter should be reported

to Rc~erv\! Bank. .... .

• III this chapter, the term Llbo.r refers' to Ltbor, Euro Llbor as well as Eurlbor. I'or rnclIlllng of
these lerms, please refer LoChat)tet' 31 onlntcrnallonal ftnan9tlll Markets ....~ !..,

.. '. '.,~,'. " . '" . .:....._,.......,........_ ..,'......:...
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The Scheme _",-
(ll The scheme covers export bills withusance period up to 180 days frcT'

the date of shipment. Demand bills may be included if the overseas
Instttutlon has no objection to it. .. ,

(ii) Prior permission fr0111 RB,I is required (or discounnng bills with usance
exceeding 180 days,

(ill) The Iaclllty can be offered in any convertible currency.
(iv) BBR facillty can be extended to exports to ACU countries also.

,(v) As the discountlng of bllls/extensron ofJoreign exchange loans (DP'b1l1s)
wlll be III actual foreign exchange, the appropriate spot rate will be applied
and the rupee equivalent held in bank's books distinct from exisnng post-
shipment credit accounts. .

(vi) The interest applicabJe isnot exceedingQ~75% over Libor, up to 6.months
from the shipment provided the bilI ts not overdue.

(uli) III case of overdue hills interest at 2% above the rediscountmg rate for
normal bllls will be charged from due date-to date of crystallisation. Interest
rate applicable for rupee post-shipment credit Willbe charged from the date
of crystallisation.. .

(viii) If the export bUI is unpaid. the bank canremit tile amount of bUl discounted
to U1C overseas bank/agency. Without theprior approval of Reserve Bank.

25.5. COLLECTION OF EXPORT BILLS
An export b.lll which is not purchased or negotiated by the bank may be taken

up [or coilecuon. Whilecollectlng the bill for the customer, the banker acts as an
agent Ior the former. He takes steps to collect bill 'on behalf of and on account of
the customer and in accordance W1U1the tnstructlons of the latter. The amount of
the bill is credited to the customer's account only after realtsation of the bill.
Therefore, there Is no risk involved for the bank. However, the work involves expense.
FUrther. the bank has an oblrgation to see thatthe exchange control requirements
are not violated. Therefore. thiS service Is rendered only to known and worthy
customers of the bank.

QUniform Rules for COllection
CollectIon of a foreign bill Involves many 'parties: the expcrterIprtncrpa) or

drawer). hts banker (rerrutttngbank). the importertthe drawee), and the bank In
his country (colleGling bank). To have a common code of understanding and
standardised procedure and practice Ior the 'purpose, the Uniform 'Rules for the
Collectton of Commercial Paper. a publtcatton of the 'Internattonal Chamber of
Commerce. was first brought out In 1956. {twas revised in 1967 and Iurther in
1978. and was titled 'Unlforrr, Rules for Collection' ..

The current 1995 revtsion of.the rules. (Pu~lication No. 1522of the Intemancnal
Charnberof Commerce) has been adopted With effect from 1st January, 199.6. They
have been accepted Inmany countrtes. They ate binding on tile parties involved In
the collection of foreign bills In the.countrtes where they have been accepted, unless
otherwise expressly agreed. FEDAl has approved the, adoption of the rules in India.

The Rules cover comprehensively the proc~dure to be followed for pres.r.n t8.tion,
paym:ent. ·a.cceptance, protest, adVice of fate, ,etc. '.'and the responsibilities and
liabllit1~s uf the bank involved. In the dlscu~slon that follows, the provisions of
tbe Rules have been tai<en into account :'the NtIcles referred to are of the Uniform
Hulcs for Collectlon.·'·· '..
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Q Drawer's Instructions
When approached by hiS customer to cpUect a·bill. the. bank should get from

him a 'collection orde~' giving complete and preCi$e instructions. The collection order
should cover, inter alia, the folloWing pOints: '

;,
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1. If the exporter would like the documents to the drawee through any specified
bank In the drawee's country. Where no tndicauon is made in the collection
order. the bankcan utillse the services of any bank of Its own or another
bank's choice. The utilisation of the services of other banks would be for
the account of and at the risk of the drawer (Article 5). Normally. the bills
arc sent to banks with whom. the remitling bank has correspondent
rclatlonshl p. . . .

2. In case of usance bills, if the documents are to be delivered against
acceptance (D/A) or against payment (DIP), In the case of D/A bills. the bill
of lading and other documents would be handed over: to the drawee when
he accepts the bill on presentation to him. The drawee is free to ~et the
goods released and deal with them in any manner he llkes. The 'payment
will be made on the due date olthe bill. The drawer, therefore. loses his
hold on the goods before payment Is received. In the case of DIP bills the
, documents are released tothedrawee only When payment is made. In the
absence of instructlonson thts point in the collection order the documents.
wlll be released only against payment (ArttcleZl. .

3. The place at which the documents are to be presented. Full address of the
drawee should be given to enable the collecting bank to contact tile drawee,

4. Currency and amount to be collected from the drawee ..In case the collection
order requires collection ofinterest from the drawee. and no provision Is
made in thebill of exchange to this effect. it should be specifically stated
that the interest should not be waived. In the absence of speclflc prohibiUon
the coltecung bank wlll deliver the documents without collecting such
interest if the drawee refuses to pay the interest (Article 20). Slrnf larly. if
the collection Charges and other .expenses are to be recovered from the
.drawee. the collection order should expressly state that such charges and
expenses should not be waived. In the absence of speciflc_jJ.J:QhibHionthe
collecting bank-may deliver documents LO the drawee Without collecting the
charges and expenses, If'he refuses to pay such charges and expenses. When
the charges and expenses are refused by the drawee. they would be deducted
from the proceeds to the drawer (Article 21). . ,

5. If the advice ofpayment and other matters such as non-payment or non
acceptance Is ·to be sent by mall or cable. In the absence of specific
instructions, the collecting bank would send the advice by the method of
its choice at the cost of the remitting bank (and ultimately the drawer)
(Article 26). . . :. ...

6. In the case of non-payment/non-acceptance by the drawee. the mariner In
which the bill is to be dealtwith. If the drawer nominates. a representative
to act as case-of-need, In such.an event the collection order should clearly
and fully indicate the powers 'of such case-of-need. In the absence of such
indication. banks will pot accept.any instructions from the case-of-need
(Article 25). .. . . .

7. Care of goods in the case o[non-payment)non-acceptance by drawee, if the
goods should be cleared. Insured arid,stored at the expense of the drawer ..
Banks have no obltgatton to take any action in respect' ·of goods.
Nevertheless, In case the.b~ks take action for the protectton of the gc)ods,
whether instructed or not. they·are not liable.or responslble.for the condiUon
or fate of the goods .•Any char.ges l;l!i1a:·expeilsesincurred by banks· for· th·e
protection of th.egoods ~llJ?e for the accourit of the drawer (Article ;10).

8. In case of non~payment/non.".ac·ceptance.1fj)l'otest Is to be made:' In the
absence of specific in$tr~~Uon,. banks have 110 obligation to have the
documents protested. Any ~harges incurred by bwiks in connection wllh
such protest wll be lor the ·ac·countof the drawer (Article 24 J.

9. In the case of usance bllls. ifany rebate Is Lo,be allg.wedfor early payment.

".
" A..cilo...-""'·M4W.~,'I ...·.,,~ •..... ---!,:,-_ ... ..'•....
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o Procedure at the 'S'ank
The bank whlch receives the bill for collecuon should verify that the collection

order gives complete Instruclions as required. Itshould verify that all documents
as lis Led in the collection order arc received. In case of.any dtscrepancytr should
Immedialely be broughllO the .r1,¥Jceof the drawer. The bill should be sent without
delay to a bank In the drawee's country, In Its coyerlng letter, all the instructions
of tile drawer should be clearly incorporated,

All advlces received from the ('~oJlectJngbanker ..should be promptly intimated to.
the drawer. Similarly, when Jntlmation of payment Is received from the collecting
bank the proceeds of the bill should be Iorthwlth placed to the credit of the
ClIslOI11<.',r's.account, subject. of course, to the advances Ifany, made by the bank to
the drawer aAnlnst the bill. . .':

The rate of exchange (0 be applied on realisation of the bills is the TT buying
rate. Since the rate does not Include bank's cornmtsston, Itis recovered separately
at the rates prescribed by FEDAI. .

As an authortsed dealer. the obligation of thebank.to the exchange control to
see that the export proceeds arc received into India 1$ there' in U1ecase of collection
also, Alongwith the documents, the drawer should' submltto the bank the duplicate
of OR form rclattve to the export. The bank should submit to Reserve Bank the
statement ENe, when the b!ll is sent for collection,' The duplicate copy of GR form
should- be submitted to the Reserve Bank, along with R Returns, when the b!ll
amount Is realised in full. ' .

If the blll is drawn in foreign currency. the bank 'may advise the drawer to bock
a forward contract to avoid exchange risk. The due date of the forward contract
should be the probable date of reatrsanon ofthe bill, If a forward contract has
been booked. the bank should apply the agreed rate on realisation of the bill.

. ,. '.
25.6. ADVANCE AGAINST BILLS UNDERCOLLeCTION

An exporter; whose bill has been taken for' collection by the bank. may
accommodate hl111by allowing an overdraft or, granting a loan up to a certain
percentage of the b.illunder collection. .' :... '

The major difference between an advance, against. bfl]for collection and purchase
ora btll Is that the former Is a, rupee advance an,d 'the .exchange risk remalns 'With
the customer. The final amount that the customer realises, in rupees, on the bill
will be determined by the rate of exchange prevatling on the date of realisation by
the bank, . ,

Secon.dly. when a bUlls purchasedthe full value ,of U1ebUlls paid to the exporter,
If margin Is stipulated, the full value less the margin Is paid to him, Normally,
advance against the bill under collection is made only up to a percentage of thebill
value, ..•... . . ','

Thirdly, when a blll is purchased, the bank becomes the holder of the bill. When
an advance is made against the bill under collection. the bank conttnues to be an
agent of the exporter. The bank retains the right to reimburse ttself irom the
proceeds of the bill. If the bill is dishonoured. or otherwise there Is undue delay or
difficulty in realtstng the bill, the bank can recover the advance from the exporter,

The differ.e,l~c~)~~.t;').vi~,~J\..P,H~,chase of a blll ami advance against it while under
collection wQuld'be clear.' ffcilr(an example. ' ';'," ",,~,. , ;';.,., ,

Illustratio~. The exporter tel'1ders a bill [orUSD)O,OOO. The bill buying '.: 1.,~

[or US dollar as 011 the date is Rs. 48,50., ..'. ' .' .
Purchase, if tile bill is purchas(,!d. the amount:'t,liat would ,be paid to the customer

Is Rs, 4,8tLOOO, Interest on thisamount W'ill be. charged ttlI the date of realisation
of,lhe btll. .' ". ":. '

Advance against bllljor collection, If the above bill Is taken for collection, the
rate of Rs. 48,50 is not applicable for the trat1$actlOn. The bank rnay gr'~t a loan
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of. say Rs.3.50,000. Interest will be charged on Rs. 3.50.000 Ull the dille of
realisation of the bill.and adjustment of the advance, The balance amount payable
to the customer will depend upon 'the T r buying rate prevailing on the date of
realisation.

The Need. The need for advance against 11lllsfor collection may arise in the
following cases: .. .. :

(a) The bill has discrepancies; bu t the exporter is trustworthy.
(b) There is Itkellhood of undue delay in the rcallsatlon of export proceeds. If

the export is to a country like Nigeria which presents difficulties in
realisation of export proceeds, the bank may be reluctant to purchase the
bill. Instead. the bill may be taken for collectton. The exporter may be
granted an advance ofa lower amount to meet his trrimedtate requirements.

(e) The currency In which the bill is denominated is ruling low. but the exporter
expects it togatn value soon.

25.7, CONSIGNMENT eXPORTS
In a consignment export. the gc>ods are sent to Ult\exporter's agent abroad. The

agent receives the goods onbehalfof the exporter, arranges for their storage and
sale and remits the 'sale proceeds afterthe sale is effected. Conslgnmentexport is
allowed only inrespectof selected'commodtues like cashew. tea. coffee. etc.

Nobill of exchange normally accompanies the documents covering a consignment
export. The documents are takenfor collection by the bank. The bank should submit
the statemenl,ENG to the Reserve Sank when the documents are forwarded for
collection. The proceeds may be received over a period as and when sales are effected
by the agent abroad. .,

The Important exchange control regularlons relaung to consignment exports (in
addition to the above) are: '

(i) While forwarding shipping documents to_itsoverseas branch/correspondent,
the bank should instructthern to deliver the documents only against trust
recetpt/undertaktng to deliver sale proceeds by a specified dale Iurnished
by the agent/consignee. 'The date specified should be within the period
prescribed for realisation of proceeds of Lheexport.

((() The agent/consignee may deouct from sale proceeds of goods: expense
normally incurred over:tl.lereceipt; storage and sale .ofthe goods and remit
net proceeds. to the .exporter, . ' "

((ll) Freight and marine Insurance.must be arranged In Indla.
(iu) Declaration in account sales should-be supported by bills/receipts in original

except in case' of petty Items llke postage/cable charges. stamp duly etc.
Interest

Export 011 constgnrnent sale should be treated at par with exports on outright
sale basis for .charging Interest.Even If extenston of time limit is granted by Reserve
Bank for realisation of export proceeds. the concessional mterest should be charged
only up to the notional due datevsubject to a: maximum of 180 days.

However. in the Iollowtng cases, where longer period fpr realtsatton of export
proceeds 15 permitted by Reserve Bank; the concesstonal rate can be charged Ior
longer period, as indicated: "', . '

(a) Consignment exports tQ'CIS and East,European Up to 12 months
countries ".'" . ...,',' .i;':i~::, "r, ',',, ,':':"

(b) .Consignl11ent exports 'by Export Houses/Tradlng Up to 360 da~s
Houses/Star Trading Houses/Super Star Trading
Houses to Russ~an Federation against repayment of
State Credit in' rupees , ',.' " . ,

.ct,) -Exports through the Warehouse-cum-Display centres Up to 15 months

.J, abroad " ,.......

.... -.
..... ~~ ..... '., ..... -'10~'.... "'·'·~"':·."'·"·"·""·""··'''''_''''':'''''..,. .. _r..... ~,~,.
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with commercial banks In Sri Lanka . .tills in India wUlarrange to credit equivalent
amount.of US dollar to tile account of the Reserve Bank with Federal Reserve t.,......ik
of New York 011 the value date. The Reserve Bank-will arrange to credit equivalent
amount in :\Cr.! c'ollar to the accounts of the ADs in Sri Lanka through the Central.
Bank of Sri Lanka on the value dale. ,

The excess liquidity In the ACU dollar accounts is repatriated byADs by selling
to a local commercial bank which desires to fund. its ACU dollar account in that
participating country concerned or by Instructfng their correspondents In the
participant countries to surrender ACU dollars to the central banks of the concerned
countries. In the latter case. upon instructions from that central bank. the Reserve
Bank arranges to credit' US dollars to the; account of the AD In India wtth the
correspondent In New York through the Federal Reserve Bank of New York.

For the purpose of funding or repatriation of excess llqutdity, the Reserve Bank
receives and pay,s the US -dollar without exchange of any Indian rupee. The Reserve
Bank does not undertake any forward purchaseof the ACU dollar from the ADs.

The settlement of transactions between .the participant member countries lakes
place at the end of 2 months by paymentof US:doUars by net debtor country to
the country which has net credit position; The account at the ACU headquarters
is maintained In Asian Monetary Unit (AMUl which is equivalent to one ACU dollar
or one US dollar. .
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26 Project Exports arid
Investments Abroad

Tl-II~ last chapter reviewed financing of exports by commercial banks,
confining mainly to short-term exports, t.e.. where the export proceeds
areto be realised within So pertod of 180 days from the date of shipment.

Most of the tradtuonalItems are exported under this term. Export of non-traditional
Items, especially engineering Item, requires provision of longer terms of credit to
the importer. Exports where the proceeds are to be realised .bcyond a period of
180 days are known as .cleferred .paymcnt exports on.deferred paymen ( terms and
executlon of turnkey projects and civil construction contracts me collecuvcly referred
to <lS Project Exports., .

26.1. DEFINITIONS
", "

I""

To Jacrlttate better lmderstancliI1.g certain terms often used In cor.nccuon with
project exports are den,nee! below.
1.Seifer's Credit

The finHncing of an export trausacuon can be through seller's credit or buyer's
credit:

Seller's credit or supplier's credit is the nor mal procedure where the exporter
avails the crediL himself from the bank or uses Ills own Iiuids and allows' the
-i1..llporlcrJ.Q_puy qt a later date. Tho transaction is J'in'tl1ced by the exporter (seller
or supplier) or by his borrowing and hence it is known as the supplier's or seller's
credit. The exporter may avail pre-shipment Ilnance from his bank which enables
him to procure the raw metertals-requtred. manufacture as finished product and
ship Il to the improper. At the pest-shipment stClge he muyallow the tmporterto
pay tile amount in mstalrnenrs. 'He would then avatl post-shipment finance for a
similar term from his bank: In addition to granting pre-shipment and post
shiprner-t Jlnance the exporter'sbank may be required to execute performance
guarantee on behalf oJ the exporter guaranteelng the performance of his obligations
under the contractof'sale. ,

The seller has given an undertaking to his bank to repay the loan he has
borrowed, This undertaking is independent of the payment of the contract amount
by the Importer. Therefore. seller bears the rtsk of non-payment by the importer
(lhts rlsk Is known as the credit risk). Further his borrowing from the bank would
be 111 the local currency while the contract may be III the Ioretgn currency. Therefore,
the exporter faces Ole risk ofIluctuatton of exchange rates when payment is actually
made by the Importer (this Is known as :the exchange risk), The exporter should.
therefore, take adequate .steps .lo gllard hlms~lf against this risk. In lnclla, EeGC's
Exchange Risk Cmdlt Policy protects the' exporter againSl exchange risk.
2. Buyer's Credit

Under buyer's credit the exporter's bank dlrecLly finances" the importer or the
importer'~ bank. The exporter gels payment Immecllalely. At the pre-s!1lpmct,t stage,
the buyer b credit,may,t'l~~ll1e fann of the importer opening a 're~ clause' letter 01
credit authorising U1eexporter's bank to extend pre-shipment fUlance to U1Cexporter.
At the post-shipment stage. t.he eXporter's banJ~ wl)uld make Immedi.<llC payment
to the exporter by exlendlng,loan to the 1mporter. That Is, the exporter Is paid out
of the l<Jan granted to the Importer, The Jmporter's b:ml< wOLlld gllarantee the
repayment of the loan by theim,porter, Or, U1e loan may be granted to U1e importer's
bank illsteaai of to the importer.

.....~
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The seller receives the amount due under th.e contract immediately and is not
responsible [or payment by the importer. Therefore. the credit risk is berne by the
bunk in the buyer's credit. If the loan Is granted in Ioretgn currency repayment
would C0111C III that currency and therefore the bank Is bearing the exchange rtsk
also. .. ,

The exchange control regu laLiOIlS ill lndla require that banks should obtatn prior
approval of the Reserve Bank before agreeing to extend buyer's credits to trnporters
abroad, IL is also sttpulate d that the exporter will have either to provide In the
contract. Itself for the exchange fluctuations. rlsk to be borne by the financial
Insututton in India. ..

:r.

3. Deferred Payment EXP(;UTS
. All export contract providing for payment extending beyond a period of-six months
from the date of sluprnent Is known as deferred paymentcontract. Payment may
be made by the importer over a period In instalments. All deferred payment
contracts rcqutre prior approval of the Reserve Bank Export 011 deferred payment
terms are allowed in respect of selected engineering' goods. .

4. Turnk!JYProjects
Projects which Involve rendering of services Uke! design. civil construction, erection.

comnusstonrng of plant or supervision thereof a.I011gwith the supply of equipment
.arc known as turnkey projects. All requirements of projects llke Issuing of
guarantees by bank on behalf of exporters. opening of site offices. opening and
DI)cl'clLing ofJoreign_currency_accounts_abroacLbrldglng finance by vay of remittance
from India on repatrtauon basis or overdraft arrangernen ts with overseas banks,
lhlrd country imports and-payment of commlsslen-to agents are governed by
exchange control regulauons, All proposals for turnkey projects, whether 011 deferred
payment terms 01' not. require prior approval ofthe Reserve Bank.
S. Construction Contracts
. Tht! turnkey project as deflucd above may beentrusted to two dlflereut exporters.

one undertakmg the construction contract and tile other exporung services/technical
know-how. Thus construcuon contract involves erection. civtl works and
commtsstonrng apart from supply of equipment. .
. 6. Expert (J.lConsultancy Services

ln the case ofpure service contracts/assignments Invol ving supply of tecnnlcal/
managerial know-how, engineering services. p~ofeSSlo~al consultancy, etc; .. the
contractor is not responsible for organising suppli(!s,of machinery. equipment and!
or materials going Into the turnkey/construction projects. At best he may have to
procure tools, Instruments. etc., for his 0WI1personnel for performing the Jobs. In
certain cases 'he may be called upon to give performance guarantee limited to the
scope of his work and for satisfactory performance of the personnel supplied and
tecIlIllcal services rendered. ,

26.2. FINANCING OF PROJECT EXPORTS

ciW6iking Group ,
Various as[)ects of project conLracts require approval of several InstltutJons In

India such as Reserve Bank. ExJm Bank. ECOC:and the financing bank. wHn a
view t.o obviating the necessity for exporters to approach different agenCies for .
obtainillg ~~pr!"o"aland avoiding delay. a worklhggtoup comprisIng representatives
of SXi111Bank. Reserve Bank. ECOC and the b~lil<ers of the exporter with Exlm
BanI< as the focal pOint Is functioning to grant package clearance to proposals
submilLec! by exporters. In case of contracts of hIgh vruuerepresentatives of Finance
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and Commerce Ministries ofGovernment of India will also ordinarily par ticipate
in the meetings of the WorkingGroup. In order to obtain immediate clartftcauon
and thus quicken the disposal by the Working Group. ex-porters are also associated
with the meetings. With the same object, participation oj' the main sub-suppliers.
sub-contractors and their bankers in 'such meetings is also encouraged. particularly
where high value proposals are involved,

For executing a project abroad. the exporter has to pass through the followingstages:
(i) Obtaining pre-bid clearance from theWorking Group;
[10 Submission of bids to theemployer:
Wll Obtaining post-bid clearance from the Working Group: and
(tv) Taking up and cornpletionof the project.

a Pre-bid Clearanc~
, Exporters desiring to submit bids' for deferred payment exports or turnkey
projects should apply to their bankers in form DPX-l in ten copies. at least ten
wo: i:,,!g days before the last date for submission of the bid. If the contract 1s for
Rs. 25 crores or less the bank concerned, and if the contract is for value above
Rs.25 crores out within Rs, lOO crores the Exlm Bank can grant clearance in
principle provided the followingconditions are fulfilled: .

(a) The period of deferred credit should conform to the maximum period
allowed by exchange controlregulattons. For capital/producer goods and
turnkey projects the period of credit that maybe offered Is as under: .

Contra~t Vahle CapitallProducer Goods Turnkey Projects
Up to Rs, 10 lakhs 3 years 4 years
-Over Rs. 10 lakhs but not
exceedtngRs, 50 Jakhs 5 years 6 years
Over Rs:~50,lakhsbut not -
exceeding Rs. 1crore ' 8 years 9 years
Over Rs. 1 crore 1 1 years 12 years
Consumer durables and miscellaneous engineering goods should ordinarily
be exported only on cash terms. In exceptional cases deferred payment
terms may be extended up to one year from the date of shipment. Where
the value ofmdivldual export order Is Rs. 10 lakhs or more. credit period
maybe increased up to a maximum of two years. .

(b) Moratorium for repayment.of prtnctpal should not exceed one year in respect
of export of capital/producer goodsand twoyears for turnkey projects. No
moratorium for export ofconsumer durables and for payment of lnterest.

'(el Deferred receivables shol.llp be received in equal half yearly instalments over
the agreed period with relation to the mean date of shipment or the date of
respective shipments. . .

(d) The rate of interest on-deferred receivables should 'normally cover the cost
of post-shrprnent credit to. U1eexporter at.the prevailing rate.

(e) Down payment together,~jlh advance payment should not be less than
,10 percent of the contract value. The rate ,ofagencycommissron should not
exceed 5 percent of the contract value. .

lfl Down payments anddeferredpaymentsrecetvable should be secured by a
letter of credlVbAAK~*~~~e,,()IprOmissory note from the foreign government.

(9) Bridge finance for meeting temporary shortfalls Inwot·king capital shuuld
not normally exceed 10 percent of the contract value.
Proposals not, conrorming.to the above and those in excess of Rs. 100 crores
should be got cleared bythe Working Group, .
Once the proposal is cleared the bankers of the exporter may furntsh the
bid bond. If the bid is successful. the exporters may enter into the contract
with the overseas buyer-and apply for post-ewacdclearance.
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.0 Post-bid Clearanc~'
Within fifteen days of entering into contract. the exporter should submit to his

hankers an appltcauon in form DPX-3 (In respect of deferred payment supply
contract) or in form PEX-4 (in respect of civil construction contracts). in ten copies
along with eight copies ofthe contract. If there are any Indian sub-contractors. they
should be advised by the prime Contractor to submit stmtlar applicatton to the
bankers of the prime contractor for obtaining approval of the portion of the 'contract
entrusted to each sub-contractor. .

Depending upon the factwhqther the pre-bid clearance was granted by the bank
itself. Exlrn 8(111kor by the Working Group, the bank wi\! grant the post-bid
approval or forward the application to Exlrn Bank or the Working Group as the
case may beIor their approval.vl'he approvals grven by these lnstttutrons.are only
approvals In principle. In all cases, the final approvals for various fund-based and
non-fund-based faciltttes as well as requisite: exchange control approvals will be
issued separately by the .concerned institutions and the exporter's bankers C~•• he
basis of the decisions taken while grunting package post-award clearance.

All exports under deferred payment terms should be declared on GRIPP form
bearing domicile prefix of th::J.toffice of Reserve Bank in whose jurtsdtcuon their
Head Office Is functioning. Likewise, all sub-suppliers should declare their exports
on forms bearing the same domicile prefix as that used by the prime contractor
for the latter's export, Irrespective of the location of.the offlce of the sub-supplier.

All GRIPP forms should bear a suitable notation on the top of U1C form Lndlcallng
the prcjects/job for which suppliers are being made and number and date of Reserve
Ea.n..lLsapproval. The.handhng of OR formsls same as discussed i11 the previous
chapter, . ,

I'

26.3. EXPOA·f"b~SERVICES
Contracts for export of consultancy technical and other services generally fall

under the followingcategories:
(aj Preparation of projecrs/reesictltry reports, drawings, designs etc.
(b) Supply of technical know-how/engineering services in different fields,
(el Oper attons. maintenance and supervlston of manufacturing plants.

buildings and structures, etc.
(eL, Management contracts for ccmmerclal concerns.
Service contracts undertaken 011 'cash' term and requiring no Jund-based or non

fund-based facilitydo not require clearance from Reserve Bank or Working Group..
The Income earned abroad less expenses should be promptly repatriated to India.
In case of service contract In computer software. income equivalent to at least 30%'
of contract value should be repatriated to India and balance can be retained abroad
to meet contract related expenses.
a Pre~bld Clearance

Pre-bid clearance should be obtained in the case of export on cash basts but
requiring fund-based or non-fund-based factlrues, from authorised dealer and Extm
Bank where the value of contract exceeds Rs,'S crores and Rs. 10 crores respectively.
Cash exports beyond Rs. 10 crores and .all deferred payment exports require
clcaran'd~;bYW6'rkli'ig;nrollp. .'

The contract should fulfill the Iollowtngrequirements: ,
(a) The value of the contract should not be less than Rs. 20 lakhs, li deferred

. payment terms are to be offered. The credit period should not exceed the
[ollowlng limits: .

'.,! :.
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Contract Value Maximum credit period
(including moratorium)

(i) Over Rs, 20 lakhs. up to Rs. 3 crores 3 years
(Il) Over Rs. 3 crores, up to Rs. 5 crorcs 4 years
(ili\ Over Rs. 5 crores 5 years----- -----~----------~-(b) The rate of interest on deferred receivables should cover cost of export credit
in India.

(e) Advance payment up to'25% should be provided for In the contract. In
exceptional cases it may be reduced to 5%. In any case. the advance/progress
payment should fully cover the foreign exchange outgo and personnel
expenses on theproject, \

(dl Payment of instalments should be secured by letters of credit/bank
guarantee or by Oovcrnmentguarantee in respect ofpubJic sector units.

(~J The rate.of agency commission should not exceed 12.5% of contract value.
The exporter should apply to his bank in Form TeSl In len copies at least ten

working days before the last date for submission of the bid to the overseas
employers. The bank will give In prtnclple sanction where the bid/oflcr Is Rs. 5
crorcs or less. If the proposal is exceeding Rs. 5 crores, the bank will communicate
detailed comments andrecomrnendattons to Exim Bank in form TCS2. Contracts'
lip to Rs. 10 crores will be cleared by Exlm Bank and those above Rs. 10 crores
by the Working Group.
o Progress Reports

Exporters should submit quarterly progress reports to all members of the
Working Group.
2£.4. EXPOR.:r GUARANTEES

Apart from extending credti. an Importaii] and useful service rcndc+cd by
commercial banks to exporters is lha(or issuing various guarruuees. Bank guarantee
Is an undertaklng by the issuing bank to the importer or Importer's bank or the
government ofthe importer's country that In the eventuality of the exporter not
fulfilling the conditions of the contract. the bank would compensate them for the
loss. subject to the rnaxlmum amount specified in me guarantee.

Thus tile bank guarantee 1s.all assurance to the importer that the exporter would
be able to execute the contract of tlie standard required and within lhe time
specincd. If the exporter fails. the importer is compensated for the loss Incurred •
by such failure. .. .- . '

The bank safeguards the importer by issuing a guarantee tn his favour. If secures
its own position by getting an under.taking [rom the exporter on whose behalf the
guarantee Is issued that in case the. bank Is made to pay under the guarantee he
should lndemnny tile bank of the loss. This undertaking from tile Importer is known
as the counter-guarantee. . .

The rauonale of'a bank guarantee Is similar to that ora leuer of credit. The'
Importer and exporter. may not know each other so well. The bank's premise In
the form of the guarantee assures .the importer that the contract terms would be
fulfilled. The Importer reltes on the superior credit of the bank when he entrusts

, : thework to the exporter . For the ~p9.n.~r,,~9(»)~et:~~lkguarantee ts usefu' as he Is
enabled to gel the contract which may not be possible for him without the guarantee.'
Cl 'T""I'es of Guarantee

An cxporl contract may run intO,various stages; (i) acceptance of the contract
by (he expor(~~r. (ii) actual supply/erection of the machinery, etc .. and {ilt] proper
functioning Dr the machJnery for a minimum period, VarJous types of guarantee have
been evolved to cover these aspects separately. .
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1. Bid Bond Gua~;'an.teeThe i111porter. in the case of co I1S uucuon con tracts
find turnkey projects and other contracts involving 11ugeamounts. may call [or global
lenders. To parttclpate in the tender the contractors are required to Iurntsh bank
guarantees Ior the value of about E)% of the contract amount Under the guarantee.
known as the bid bond guaranke. the bank undertakes to pay the amount fixed
under the guarantee if tile contract is allotted to-the conLractor but he fails to take
It up. Thus the bid bond guarantee assures theimporter that only those contractors
with reasonable means and capacity to execute the work paructpate In the tender
and the contract would be taken up by the bidder. when allotted to him. The bid
bond is normally Issued for short periods of three to six months ancl is terminated
all the couuactor raking up the contract-or ontheexpiry of the period. Bid bone
g\l<lrantee is also known as tender bend guarantee:

2. Performance Guarantee If the contract is-awarded to tile contractor J'~!would
be required to furnish a guarantee whereby his execuuou of the contract as per
terms ancl condluons agreed is guaranteed. ThIs Is Imown as the performance
gll!:1rEU1LCe.The value of U1eguarantee should normally be about 10% ofthe contract
amcunr. The Importer is thus assured that the exporter would execute L,le contract
of tlie same standard and specifications as agrCyd and within the specnted perlod.
In case of failure on these counts he can claim from the bank under the guarantee.
The Itablllty of U1CIssuing bank under this guarantee Is normally to meet the Ilnanctal
obllgatlon lip to the ..amount g,uaraJ.1teed in the case of [allure of the contractor and
a claim being preferred on the bank. In some countries the obligation of the Issuing
baql< may be to arrange for performance of the contract, instead of monetary
.payment. .

3. Aduance Paymen.t .Gu.arantee Some contracts may provide for payment by
-..l.l1ctruporter .of some.advance arnount jo U1~exporter to enable him to execute the
contract. In such cases the importer mayrequlre a bank guarantee-that the amount
of advance would be repaid to U1etmporiertfthe contract could not be fulfilled by
theexporter, The difference between the performance guarantee and the advance
money gllarantee Is lhat In the former the bank t(nderlakes to pay up to a certain
percentage of the contnict amount on the failure cjf the exporter. In the r.ase of
advance payment guaranlee. the exporter has received soine advance and the amowlt
equivalent to this would be pUid by the bank toJhe importer in case of exporter's
failllre. Advallce payment guarantee IS also known·as repaymcl1Lguarantee.

4. Retention Money Guarantee Many of thcturnkey projects and construction
conLracts provide that a.part of the contract arn6unl be retamcd by the importer
to be paid after a period during which time .the proper functioning of the work
executed cO\.lld be verified by him. For example, the contract may prOVide that on
completion of the contract 95% of the contractamount be paid lo the exporter.
The balance 5% would be palel to him after a p.etloq of,.say, 6 months, during which
tlme lhe lmpQ.rter would be watchlng Ule performance of the work executed to verify
that it is of the required standard and does not develop any problem. If this
cOI1.clition is satisfied the 5% amount retained. would be paid to the exporter.
dU1crwlse, it would be forfeited. Where the contract involves large amotu1ts. retenUon
of 5% of the contract may mean locking up dfa sizeable amount for the exporter.
As an alterna~lve arrangement. the corttract'niay provide for payment of 1000/0·of
the contract amO,tlnt.:0n.1tsexeculion and furnishing ofa bank guaranteewhich
provides thal In cnse the work executed is found to be defective withln the specified
period Lhe bunl< would pay the speCific percentage or the contract amo~I'·~lto the
in'lporler. Thl8 guaran tee which secures release ~rreten~lon money to the exporter
is lmown as 1I1eretention mOl)eyguarantee. .

a Uniform Rules for COr'ltract Guarantees
The export guarantees mentJoned above, also)moWh as contract guarantees. hav~

the difficult ti:lsl< of creating a ·fair equillbril1n:1 among the legitimate interests of
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the three parties involved. viz .. the exporter, importer 2,.,~1 the Issuing bar.k. They
should also define the rigl1ts and oblig8ti0l1S 01' the three parties with sufftclent
precision to avoid disputes. But in practice it is found thru lack of expcr.erice in
ccr' I cases, or abuse by CJ. party of its dominant posiucn in other cases. has
tended to create Incquttable situations. leading to dispute and distrust. This state ,
of affairs is hindrance to the development of international commerce.

To remedy the situation the International Chamber of Commerce adopted
Uniform Rules for Contracts. Guarantee [ICC Publication No. 325 (1978)) which
endeavours to secure the uniformity of practice. The rules define the different
guarantees. and specify the right!' and obligations of the parties. clarify the last
elate of claim. the expiry of guarantee. and details the claim procedures.

The appllcatton or the Rules to a guarantee is voluntary. Therefore. it must be
evidenced by a specific statement in.t1ie guarantee document Itself that the guarantee
is "subject to the uniform Rules for Tender. Performance and Repayment Guarantees
("Contract Guarantees") of the International Chamber of Commerce (Publtcation
No. 325)." '
a Exchange Control Regulations .

1. Authorised dealers themselves can issue bid bonds. advance payment/
performance guarantees in cases where (hey have been empowered to
approve the proposal W1U10U,t 'reference to U1e Working Oroup.

2. Where the proposal requites approval of Exlm Bank/Working Group, the
guarantee can be issued by the bank only afLer the approval is received ..

3, The bid bond can be extended for a period not exceeding the period for
which they were originally issued In case the proposals were approved by
the Wor,!cingGroup. In case Of. proposals .8.pprovcd by Exim Bank. or the
bank itself further extensioncan be made lor a reasonable period.

4. Where exporters .execunng turnkey/civil ccnstructton/servlce contracts
abroad are granted an approval-In principle by the .Worlcing 'Group/Extm
Bank to ratse foreign currency loans/overdrafts abroad against counter
guarantees of their bankers in India, for bridging temporary shortfalls in
the cash flows. the authortsec; dealer may issue the reqursite guarantee.

5. Authorised dealers may make remittances under the guarantees issued. A
special report should. however, be .sent to the Reserve Bank where the
amount of remittance exceeds USD 5.000,

6. Authorised dealers can giV.~ on behalf of their customer and overseas
branches andcorrespondents. guarantees In the ordinary course of business
in respect of missing or defective documents. authenticity of Signature and
other minor purposes. ,

a Security .
The counter-guaran tee executed 'by the exporter forms the primary security for

the guarantee Issued by the banks, In addition. the bank may require margin.
Depending upon tlje rating of the customer by the bank, the margin required for
issue of guarantee would vary, Itrnayvary from 20% to 100% of the amount
guaranteed and may be. required tc,.b~kept in deposit with the bank. In some cases,
instead of margin or ltl addition to the margin, some ~gible assets of the customer
may be required to be charged.to the bank. . , '
o Precautions

. 1. The creditworthiness of the customer should be studied witb emphasis on
. their ablltty to execute.thecontract. The balance sheet of the customer for
the past few years rnay help' the bank in this task.

2. The local condtuons IIIth~country where the contract is to be executed (In
':: ~ case of turnkey projects and exports on deferred payment terms) and
their economic and pollttcalcondltlons should be-studied.

~ .
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3. Where approval of the Reserve BankJWorklng Group is requii ed for issue
of guarantee. it should be obtained.

4. A counter-guarantee from the customer should be obtained for the guarantee
issued. .

5. Commission for the period of U1eguarantee should be recovered from the
customer at the rates prescribed by FEDAl. .

6. ECOC's Export Performance Guarantee should be taken which would afford
. . reasonable cover [or the risk faced by the bank In issuing the guaranter-

26.5. INDIAN INVeSTMENTS ABROAD :
Investment abroad by Indian residents may take the form of:
(a) investment by Indian entiues in overseas.jotnt ventures (JV):
(b) investment by Indian entities in wholly owned subsidiaries abroad (WOS);

and
('C) investment by a person In shares and securities Issued abroad.
Foreign Exchange Management (Transfer or Issue of any Foreign Security)

Regulations. 2000 governs such investments. . .
General permission has been granted to residents for purchase/acquisition of

securities: .
(a) out of funds held tn RFC accounts:
(b) issue as bonus shares on existing holding of foreign currency shares: and
(c) sale of shares/eecurinessso acquired. .... .
General permission has also been granted to a person resident In India for

purchase of securities out of their foreign currency resources outside India as also
[Ol~sale of securtties SQ acquired. _ •

For the purpose of tnvestrnent ill foreign securities in other cases the Regulations
have been divided In two parts viz.:

Part I Direct" Investment outside India
pill'lll Investment In Foreign securities other than by way of Direct

Investment.
Qirect Investment abroad

1. Permitted investment An Indian part has been defined as"a company
Incorporated In India or body created under an Actor Parliament. making Investment
in a JOint Venture or Wholly Owned Subsidiary abroad, Including any other entity
as may be nottfled by Reserve Bank. Any Indian party can make Investment in
overseas joint venture/wholly owned subsidiary to the extent and subject to the
conditions mentioned below:· .

(a i investment upto USD 1VO mlllldn, or its·.~quivalent In a block of three
flnancsal years. except Investment in Nepal & Bhutan: ,

(b) Investment In Indian Rupees uptoRs. 350.·crores in Nepal and Bhutan In '
a block of three financial years. (The celling ~lll include. contrtbutlon to
the capital of the overseas .JV/WOS. loan. granted to the JVtwOS, and 50%
of guaran tees issued to or 011 behalf of the JV!'NOS.)

(e) The investment sh ..gMlq,.,b.~ipaJox:eign entity engaged Inthe same.core actlyity
(i.e .. activity which 'cdI1sUWt.es at least sq% of the turnover in the previous
accounting year) carried on by Indian cornpany:. ...

(et)" The Indian party should not have been.or; Reserve Bank's caution I1st··or
. under investigation by Enforcement Directorate. .

(e) All rransacuons relating to a joint venture/wholly owned subsidiary should
be routed through a branch of an authorised dealer to be designated by
l.hi:.'Indian party.
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2. Funding The investment may be funded out or one or man: of the [allowing

sources: ,
(i) Balances held In EEFC accounts ofIndlan party;
(in By remittance from India up to the extent 0[50, per cent of Indian party's

net worth as on the last audited balance shed:
(W) Utillsauon ofproceeds.of foreign currency funds raised UlrollghADRlGDR

issues.
Where :.,1:. investment is entirely funded out of balances tn EEFC account the

conditions referred to in clause (c) of paragraph 1 will not apply.
3. Investment out offundS raised throu.ghADRlGDR issues An Indian party

is permitted to make direct Investment 'without any monetary limit ~O' the extent of
50 per cent of funds raised through ADRs/GDRs (inclusive of any investment already
made out of proceeds of ADRs/GORs.

4. Investment in finan'cidl sector Where the Indian party seeks to make
Investment ill an entity ouistde India engaged in f:nancial sector it should also fulfil
the following conditions:

(a 1 It has earned net profit during the preceding three financial years from the
financial services activities;

(b) It is registered with the appropriate regulatory authority ill India for
'conducting the flnanctal.servtces acttvitles:

(el It has a minimum net worth of Rs. 15 crorcs as 011 the date of the last
audited balance sheet; and

(dl It has !'ulftllcd the prudentlalnorrn relating to capital adequacy as prescribed
by the concerned regulatory authority in India.

5. Investment under swap or exchange of shares arrangement An Indian
party engaged in information technology a n d enter tatnrne nt software or
pharmaceutical or biotechnology sector is permitted to acquire shares of a company
outside Indta which is also engaged-in the same activity in exchange of ADRs/GOO-s-
issued to the latter for the shares 50 acquired, provided:

(al U1Cinvestment does not exceed .USO 100 million, or its equivalent: or
(b) an amount equivalent to 10 Urnes the export earnings oflndlan party during

preceding financial yeartnciusive of any other direct investment made dt:ring
the same f!j1<U1cialyear, Includtng investment made under (a) above, ,

The Indian party acquiring shares under.swap or exchange of shares arrangement
should comply with the conditions specified in this behalf.

6. Approval of Reserve Bank In all other cases of direct investment abroad
which nrc not covered by general permission referred to in previous p~_ragraphs,
Reserve Bank's approval would-be required. for this purpose 'applicauoiis should
be made ill:

(a) Form COl If Investment In overseas JVN/OS. ,
(b l Form DOS if the Investment is by way of swap or exchange of shares.
7. Capitalisa,tion ofexport~ arid otherdues Tile lndlan party is permuted to

capttallse the payments due from the foreign en tlty towards exports made to it
(other than those whicb have remained outstanding for more.than G months) us
also fees, royalties or any other payments due [rom the Ioretgn entity wtthtn the
ceilings applicable for investment In overseas JVN/OS. The related GRlSDF,/SFTEX
form should he superscribed 'as "Export against equity paructpauon in the JV/
was aoroud", Witl~in,J,5r ~'?-Y~,;9Le.ffeCl1ng the ship.t1H~I),t..tl~<!.JllQlap"part~1should
subrnu to the Reserve Bunk a cus'toms cerllficd copy of the liivolr.e through tIle
nuthorised dealer, Within six montll~ from the date ofexpMt. or uny fur'JlC1'lime
allowed by Reserve Bank copies ofshare cerUficates or any olher documenl iss\lecl
by JVNlOS abroad as eVidence of investment made. . '

8. Acquisition oj aJoreign company through bidding or tender pr'ocedure
Aulhorised dealers have been perI,Tlitted to remit earnesl money deposit cr i::;slIC a
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bid bond guarantee 011 behalf or 8Jl Indian party foracqutstuon of a foreign company
lhro~)g~lbidding and lender procedure and also allow subsequent remittances.

9: Dbligation oj Indian party The Indian party Is under. obltgauon to (0) receive
share ccruflcates or ,U1Yother document as an evidence of Investment, (b) repatriate
to India the dues receivable from foreign entity and (e) subrnlt the documents/Annual
Performance Report to Reserve B<mI~,

10. Transfer oj shares by way oj sale. Sale of shares of JV;VVOSabroad held
hy an Indian party would require approval of Reserve Bank.

11. Credit facilities The Indian party has been permitted to pledge the shares
or JV(lNOSto an authorised dealer or a financlaJ1nstltuUol1 In India for availing of
any credit Iaclllty for Itself or [or the JV;V..;OSabroad.

12, Reporting to RBI Any investment made in terms of Regulations contained
ill Part l should be reported to Reserve Bank in fOI·mOOA.
q Other Investments

These regulations relate to Investment by residents in foreign securities other
Lhan by way or direct investment. .. ,

1, Ocncr al perrnisston has been granted to a person resident in India,
(a) to acquire Ioretgu sccurtties as a gifLfi'om any person resident outside

India:
(b) to acquire shares under Cashless Employees Option Scheme issued by

a comp~1Y outside India; , ; ,
(e) to acquire shares by way of inheritance [rom a person whether resident

in or outside India:
(d) who is an employee or a director oflndlan offlce or branch of foreign

company or of a subsjdrary In India of a foreign company or of 8.:1 Indian
company in which foreign equity is not less than 51per cent to purchase
equity shares offered by the said foreign company under the L:.:mpIoyee
[;lock Option Scheme provided fa) such shares are ISSLled at a
concesstonal price and (b) the amount of consideration [or purchase or
shares does not exceed USD 20, 000 'or its equivalent in calendar ye.u..,
Authortsed dealers have been permitted to allow remittances for
purchase of shares under the scheme by eligible persons.

2. The shares acquired by persons resident in lndla in accordance with the
provisions of the Act. Rules or Regulations made thereunder are allowed
to be' pledged for obtatntng credit (acUtttes 'In India. from an authorised
dealer. '

3. Reserve Bank would consider applications from residents' for acquisition
of foreign securities In following cases: '
(a) Acquisition of quallflcation shares for becoming a director of a company

outside India.
(b) Pl1rchase of rights sh8res of a company outside India provided the

consIderation' therefor does not exceed usn 10,000 in a block of five
calendar years. ,

(e) Purchase or shares ofa JVN/OS abf~ad by employees/directors of an
Indian promoter company In t.J1c rield of software subject to ~le certain
cOtldlUol1S sp'ecifled, ' ' , ',r" ,,::::::!';'i: . ,,'

(d) Purchase of foreign s,ecuritles under ADRlGDR llnl<ed stock option
schemes by resident employees of In~lal1 software companies including
worl<1.ngdirectors proVided purchase cons1derationdoes not exceedUSD
50,000 or its equivalent. in a bJo.ck offive ,calendar years,

4, Reserve Banlc WOUld, on application, Ijetmit Mutual Funds in India to
pmchase foreign securiLics subject to such, terms and condilions as it may
stip~llale,

"

:l.

J
it
s
e
>(.

i/
c1
e
e
c1



27 II<

Export-Import Bank of India

THI:: Export-Import Bank of India (Exirn Bank) is a public sector ftnancta.
institution. established on .January 1. 1982. It was established' by an
Act of Parllament Ior the purpose of financing. factlnaung, promoting Iorcign

trade of India. It Is the principal Itnanclal Instttutton [or coordinating the wQ~'king
of institutions engaged.in fillanclng export and imparl. The Exlm Bank Act also.
empowers the Bank to finance export of consul tancy and related services. assist
Indian Joint ventures in third countries, conduct export market studies, finance
export-orten ted industries and provtdeInternatlorial merchant banking services.
Exim Bank concentrates 011 medium and long-term Jlnancing, leaving the short-term
finanCing to be handled by commercialbanks. : . I

Externally oriented companies form the target group for theBank. Tue Bank's
primary objective is to. develop commercially Viable relationships with such
companies by offering them a comprehensive range of products and services. aimed
at enhancing their tnter'natlonallsatton efforts. Its fee based services help identify
new business proposlUons. source tradeand investment related information. create
and enhance presence through Joint-network of institutional linkages across the
globe. Services Include search for overseas partners. Identification of technology
suppliers, negotiating alliances, and development of.joint ventures in India arid
abroad. The Bank also supports Indian project exporters and consultants to
partictpate In projects funded by multilateral funding agencies.

The activities of the Bank extend to different fields of lending, offering advisory
services and promotional activities. The activities of the Bank canbe grouped as
under: -- .

·1. Lending
(a) to Indian companies
(b) to foreign Government/companies
(elLa Indian banks

2. Guaranteetng
3. Advisory ,
4. Promotional

27.1. LENDING TO INDIAN EXPORTERS

Cl Flnanoe for Project and Service Exports...

1. Supplier's Credft for Deferred Payment Exports
Exlm B,.,...ic offers Supplier's 'Credit in Rupees or in Foreign Currency at post

shipment stage to flnance export or eligible goods and services on deferred payment
terms. Supplier's Credit is available both fer supply contracts as well as project
exports: the latter Includes construction, turnkey or consultuncy contracts
undertaken overseas. . .. .
. Finance up to 100% of post-shtpmerucredlt extended by exporter to overseas

.. , ".. buyer Is available under-the schemec.I'he facUlty can be availed of,J~lJndla,t}.:~.qpees. .
or .In Foreign Currency. The rate of interest for Supplier's Credit In Ru·pees is a
fixed rate, Supplier's Credit in foreIgn currency is offered by EXim Bank on a floating
rate basis at a margin over LIBOR dependent upon cost of funds.

Based on pamphlets and website of Exlm Bank.
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As already noted {~ the previous chapter, the credit extended to exporters on
deferred payment terms is subject LO stipulauonsofthe Reserve Bai.k with regard
to period of credit. quantum of finance, securlty etc. Accordingly, the facUity should
be, secured by way of acceptable letter of credit and/or guarantee from a bank in
the countryof import or any third country is necessary, as per RBI guidelines.

Period of credit is determined for each proposal having regard to the value of
contract, nature of goods covered, security, competitlon. Repayment period for
Suppllers Credit Iaclllty is fixed coinciding with tlierepayment of post-shipment
credit extended by Indian exporter to overseas buyer, However, the Indian exporter
will repay the credit to Exlm Bank as per agreed repayment schedule, Irrespective
of ...vhcther or not the overseas buyer has paid theIndian exporter, "

Exlm Bank enters into Supplier's Credit Agreement with Indian exporter as also
wltb exporter's commercial bank in the event of the latter's par tlctpatlon In the
Supplier's Credit. The Agreement covers detatls.of draw-down and repayment.

Cornrner clalbank negouates export documents and seeks reimbursement of
Suppllers Credit amount from Exim Bank along with particulars of shtprnent/s
made and copies of shipping documents. Exlm Bank either credits the amount in
Rupees under Rupee Supplier's Credit Into theaccount of the commercial bank,
maintained with Reserve Bank of India (RBI) at Mumbal, or the commercial bank's
Nestro Account under Forctgn Currency Supplier.'s Credit and advises details of
the amount credited to bank/exporter, ... ' '

'The exporter repays principal 'amount of credit to Exlm Bank as pel' agreed
repayment schedule, Interest amounts are payable to Exlrn Bank half-yearly Without
any moratorium. '

2. Consultancy and TeChnology Services Finance Programme
Indian ccrrsultants executing oVerseas contracts involving consultan-v and ,..-

technology :';t;rvlces, wherein deferred payment terms. need to be offered to the client,
can utilise the facility. The credit will be extended by Exlm Bank in participation
with' commercial banks or the commercial bank may financeand obtain refinance
from Exlm Bank. ., .

Loan will be generally In ludlan rupees. LOan in other currencies can also be
considered, if necessary, . ....:

The exporter Is normally expected to obtain rin advance/down payment of 25%
of contruc; value and remGlil1i~g portionwould be covered by credit under the
programme, The currency of the credit would normally be Indian rupees. Loans in
oLh~r currencies Cal) also be COllsidered, lfrequir:~d:

1 he loan is to be secured by guarantee of for,elgn government or 8:: guaral1te~/
irrevocable letter of credit of a bank acceptable to Exim Bank. The exporter would
also be required Loobtain ECOC insurable,cover,

.' '. . . - "

3.Pre-shipment Rupee Credit
Credit iGav:llbble to eligible exporters to bUYr~wmaterials and inputs required

to produce capital eqUipment that has to be exp()ttcd. EXlm BaJ:lk participates in
the credit.. if t.he requlremenlls fbI' periods in excess of 180 days, Pre-shipment
cred1L up to 180 days is available [tom commercial banks and. therefore, Exim
sante;:does nQl erilerlaill proposals not exceedlngithis,p~riod;
4. Foreign Currency Pre-Shipment CredU(FCPCr

Under this programme. short.term, foreign currencYflnance Is available to. eligible
exporters for finanCing inputs for export production such as raw materials,
compol1r-;nls 8nd consumables, The finanCe Is r.¢payable in foreign currency from
pl'oceeds of the relaUve eXports. ..... . .' '. . ,

Exp0rLll1g companies and Cornm,erclal Banks for, on lendIng to exporting
cusLomers can avail this faCility. FepC can be a,' cost effective funding source as



compared to rupee export credit aswell as overseas supplier's credit depending
on market conditions for loons under FCPC. As far as commercial banks are
concerned. loans availed of fro 111 Exlrn Bank are exempt from Cash Reserve Ratto.
Statutory Liquidity Ratio and Incremental Credit-Deposit Ratio requirements. ,

The interest rate shall not 'exceed 2% over LIBOR. In case FepC is extended I!:~;
Lhrough comrnerclai barik which does not have foreign branches. the interest rate
should not exceed 2.5% over LIBORor any other rate as specified by Reserve Bank
of India from time to tt.ne. Interest on refinance to commercial banks will be
mutually agreed upon. The loan Js repayable within 180 days from the date of
dlsbursernenL. '

5. Finance for Rupee E~penditure for Project Export comrects (FREPEC)
This programme seeks to finance Rupee Expenditure incurred/required to be

incurred for execution of overseas project export contracts such as for mobilisation!
purchase/acquisition of materials, and equipment. mobilisation of personnel.
payments to b~madem India to staff, sub-contractors. consultants and to meet
project related overheads in Indian Rupees.

Indian project exporters who are to execute project export contracts overseas
secure on cash payment terms or these funded by multilateral agencies will be
eligible. Upto 100% of the peak deficit as reflected in the Rupee cashflow statement.
prepared for the project is eligible. Exirn Bank will not normally take up cases
involving credit requirement.pelow Rs. 50 lakhs. Wher= feasible, credit may be
extended in particlpatton with sponsorlng commercial bankl s). . ,

Disbursements will be made in Rupees through a bank account of the borrower
~on~r' .y against documentary evidence or expenditure incurred. accomparued.hy a
certificate of chartered accountants:

Repayment of credit would normally .be.out or project receipts. Period of
repayment would depend upon the project cashflow statements. but wlJlnot exceed
4 Ifour) years from the effective date of project export contract. The liability of the
borrower to repay the credit and pay Interestand other moneys will be absolute
.and will not be dependent upon actual realisation of project bills. '

o Facilities for ExportCapability C~eatio.n
1. Lendlng Programme for Expor:t..ortentea Untts

Units set up/proposed to be set up In Export I;'rOCeSSI11g Zones, Export-oriented
Units, units importlng capital goods under Export Prorriotlon Capital Goods
Scheme, and units undertaking expansloll/moderI11satlon/upgrldatlon/
diversification programmes of exlsUllg,export-orienteclllnlls with export orientation
of rntnlmurri 10% or sales orRs.'5 crores per annum, whichever Is lower.are eligible.

The Iactllty may take the form ofterm loans in Indian rupees/Foreign Currency
and/or Deferred Payment Guaranteefor Imparl ofcapttal goods. The interest on
Rupee term loan ltnked to Bank's mlntmurn lending rate. Foreign currency term
loan Is available at J1oaL1ngor fiXed interest. rates based on Bal1l<'s Cost of fundS.
The repayment can be extended HptO ten ,vears. based 011 projecled cash flows
inclllsive of suitable moratoriUm. ..

2. Working Capital Term Loan,P;rQgj-ammef9( E)fPCltkprlented Units (WC.T~)" 'I

The eligible units are as und~r, the previous scheme. Working capital term 'loans
in Indian rupees or in foreign currency, upto 80% of the demand loan.component
of working capital with a minimum 20% margin.

Interest rate Is also .similar to the previous schen'lC. The loan Is gramed upto 2
yeflrs. depending upon the projected H.m,dsflow of Ule borrower con"ipany. Repaymen t
can be a bullet payment at the ehd'cfthe loan tenor or semi-annual instalments.
Rollover of WCT~ may be consicler~d :at Lhe discreUol1 of Exlm Bank.
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3. Long Term Working'Capital Pr'ogramme for Export-oriented Units
Finance Is provided as long term working capital in Indian rupees or foreign

currency to financially sound companies With a m1nimwn export orientation (present
or targeted) of 10% of their net sales or export sales of Rs, 5 crores (per year).
whichever Is lower. Interest rate is as applicable to EOUs. The loan Is repayable In
1-5years. detcrmtned on the basis of projected cashflows with suitable rnoratortu...,
4. Production Equipment Finance Programme

Under the Production Equipment Finance Programme (PEFP), Exim Bank seeks
La finance non-project related capital expenditure of.export-ortenteduntts. PEFP Is
structured as an umbrella arrangement under whtch various equipment, Imported
and Indigenous. can be financed, thus obviating the 'need to arrangeflnance for every
such procurement. It is not necessary to Identify.epeclflc equipment sought to be
financed at the lime of application: this could be done at the time of disbursement.
PEFP is a fast-disbursing window available to export-oriented units.

ltxisting export-oriented units with minimum export orientation (present or
t.argeled) of 10% of total sales or Rs. 5 crores in value, whichever is. lower, are
eligible. . _ .' :

'term loans in Indian rupees.foreign currency are made available for a period of
one year from the dale of sanction at interest rates as forEOUs. A minimum margin
of 10% is prescribed. , .
5. Import Finance

Term loans in Indian rupees/foreign currency is available to Indian manufacturing
companies [or import of capital goods/plant and machinery technology/know-how,

The interest rate will be based 0.11 prevailing market rates, Rupee term loan is
-- linked to Bank's minimum lending rate and the foreign currency-term loan at

Dotttingor fixed interest rates based on Bank's cost offunds. Maximum period for
repayment is seven years.
6. Bulk Import ,r:insnce Programme (BIF)

Short term working capital finance in Indian rupees or foreign currency Is
provided to manufacturtng companies to access consumable Inputs. The import of
eligible items should be With a minimum order site of Rs -.1 crore.

For Rupee loans interest rate will be 1% below.' the rate on cash credit facility
charged by U1ecommercial (lead) banker subject to a'minimum interest tate flx(!d
by Extrn Bank. For foreign currency loan Interest.wlll depend on cost of funds to
Exnn Bani<with a maximum 0[0.75% oye,rLIB<?R~,Repaymet1Us in 1year.
7. programme for Export Facilitation

Exlm Bankoilers term Ilnance and non-tundedfacntties to Indian corpcrates to
create Infraatr'ucture facilities to facthtate India's International trade e,: thereby
enhance their export capability. Jnfrastructur'al facilities covered under the
programme are:

.. Software
• Port Development ;, . , '
• Any ether tnfrastructu.al facility for promoting India,'~tnternatlonal trade

Financing Port Deve'loptn'ent Jndtan companies .W1dert:.aKi:rig'#i.Irio{portprojects
and suppliers of equipment to minor pert development projects can aV8~term loans
for construction of ports/leutes and acqutsttion offlxed assets for Indlvtdual
actlvittes such as stevedornig, cargo handling. storage and related activities like,
dry docks, ship breaking. ' '. .'

Interest Rate Is li.nked to Banl(s MLniml.Ull Lend1.ngRute.For term loans in foreign
currency loans interest rates be at fioating for fIxecl.rates. In the case of non-funded
facilities. applicable rate or commission is charged. Repayment Period \ViIIbe 7 to
10 years Inclusive 01moratorium,
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t.endiriq Proqratnme for Software Trainin.g Institutes Established software
exporting company with good export track record and sound Ilnanc.als ai.d reputed
software training Institutes engagedtn high end software training can avail term
loans in Indian rupees or foreign currency [or [a) acquisition of fixed assets including
land. butldlng. hardware. software and related equipment: (b) extending loans
towards tuition fees and other charges; and (c) any other activity connected with
training that may be agreed to by EXim Bank. Interest rate will be as under previous
scheme. The repayment period Ismaximum ofDveyears, based on projected cash
flows inclusive of suitable moratorium. '
B. FExportMilrketlng FInance Programme

Under the lending programme-for Export Marketing Finance. the term Ilnance
requirements [or a structural and strategic export marketing and development effort
of Indian companies are met. ' '

Acuviucs asscclatedwtth exportmarketing and export capabilttv creation are
financed under the programme. Typical activities eligible [or finance tinder this
pr ogr+-une are desk/field research. minor product adaptation. overseas 'travel.
training. quality certification, product launch. investment in machinery arid
equipment. testing/quality control equipment. and factory premises.

Term loan irt'Indian Rupees/US dollar is repayable wtthtn five years inclusive of
moratorium. Interest rate is linked to Exirn Bank's'Mln1mumLending Rate for rupee
loans. For foreign currency It canbe floating or fixed.'Margin required Is 20%.
9. Export Product Development Programme \.

The programme alms to support systematic export product development plans
of established exporting enterprises with focus on industrialised markets':

Eligible Acuvtties include (a) product design and development a~U'-1~J~s:,~d (b)
research and development acnvtues including cost of manufacture of prototypes
developmen to pilotplants.-product testing. development of tooltngs, Jigs_.&. fixtures.
process development costs and product launch. ,

Rupe , ;'erm loan is provided on soft term basts with interest rate decided on
case-to-case basis. The repayment can be spread over 5-7' years. The margin
required is 20%. "

10. Programme for F(nanclng'cxporl vendor Development (EVD)
The scheme provides finance for export strategic vendor development plans for

export companies with a Viewto enhancing exports through creation. strengthening
of backward ltnkages with vendors.

Export companies and Trading Houses and manufacturer-exporters with strategic
plan for vendor development for exports are eligible to seek finance under this
programme. Cornpanles pu~cha,sing from vendors finished. semi-finished or
intermediate products With the exporter; adding value to the product in the form of
further processing or marketing them are also eligible. ,

Activities undertaken by exporters to develop and upgrade vendors that wtll Jead
to export addtuonaltty are eligible.for finance under EVD.Examples are:

• acqulsttion of production machinery:
• purchase of tooltngs, moulds, jigs, dies and ancillary equipment:
• core working capital assistance extended 9Y exporters to vendors;
• 'soft' expenditure on vendo.I':,cl~yelqpm~ntsuch as vendor training. technical

assistance to vendors .. ,', ' ' " -,
Rupee Term loans ,including soft.loan component Ismade available with a margin

of 20% and repayable in 7 years, Soft loan carries interest at 7.5% subject to a
maximum of Rs. 50 lakhs. The rupee loan carried interest lmked to bank's
minimum lending rate. " ' ,
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11.Programme for Financing Research & Developrrient

Companies wlth a minimum export orlentauon 0[20% oftheir net sales can
avail finance under the scheme for the ellgible research activities and research
cxpcucluure. Basic research will: 110 identified appltcauon, academic research anc;
normal process control. quality control, inspection. repairs and maintenance,
contract research will not be eligible under this Programme.

The facility is available as Term Loan in lndiari.Rupees (subject to a maximum
of Rs. 15 crores per company. Amounts In excess of Rs. 15 crores will attra; ,
normal Interest rate). Concesstonal Interestrate at 50% of the normal interest that
the borrower company would be eligible for subject to a nnntmum of 8% p.a., payable'
with quarter.y rests. Defaul l :0 loan servictng willattractIlquldated damages/penal
charges (il 2% over the normal interest rate. Repayment Is generally notto exceed
seven years. wtth appropriate moratorium. .
o Facilities for Joint Ventures Abroad

1.Overseas Investment Finance
Any Indian promoter making equity Investment In an extstlng company or a new

project overseas with U1erequisite approval for such Investment from tile Reserve
Ban~'Of India (RGI)/90vePil1lent of Indio, as alsoIrorn the government and other
concerned authortues in the host country Is eligible for flnanceunder the scheme.

The lactltty will take tilt! form of (a) Rupee termloan to Indian companies Cor
fil111I1Cir:g their equity Investment overseas: (b) ~upee term loan for on lending to
their overseas joint venture/wholly owned subsidiaries; and (e) .Guarantee for ralslng-'
finance overseas [or equity investment and for.workmg capital requirements for
overseas joint ventures/wholly owned substdtarres=

Interest rate on Rupee term loan Is linked to-Bank's minimum lending rate.
Foreign currency term loan is made at floattng or fixed interest rates based on
88.1)1(scost of funds.

1V1nrp:111is maximum upto 80% of the Indian company's equity contribution In
overseas JVI'NOS.

-A"Ji-Ovei;seaslilvcstriienlinsllrance policy should' be-obtrune-d by the company from
ECpC/MrGA and asstgned 111 favour of'Extm Bank. Exhn Bank provides 100%
refinanCe lOcOl11l11Crcial ban 1(5In res peet Of rupee term loans extended by them to
Indian promoter company for eqllity contribution 1n overseas JVN/OS. As per.,.

• prevailing REI gllideilnes. cornm~rclal banks can consider 10a11[orequitY investment
only uncler Exlm BWlk's Reflnance,scheme. .

2. As/an Countries Investment Partners Programme (ACIP)
1ile programme nl1~lsto promote joint ventures, in IndIa betWeenIndia!1 companies

& companies f~'omAsian' COlllltrJes through CourJ~cilHles that address different
stages of lhe project cyc.le. AC[P seeks Lo catalyse,Jnvestment flows into India by
creaHon of Joint Ventures'in India petween Indian compallies and companies from
East Asian COUll tries, ACIP is proposed to be a fundm.g i.nstrument providing finance
at vllrious stages of a JOint Venture project cycle vlz., sector study. proje~t
.lclenUnca lion, feaSilJJ1Jty,$tLl,c1y",Px:o~8tyP~ qevelopm'en t, setUng",Up prpJect,anc:i
Lecllnical. 111wiagerial assistance~ .: .","

27.2. LENDING TO FOREIGN GOVERNMENT, COMPANIES, ere,." , "

1.Buyers' Credit
eredi l is eXlended QYF,Xim Bank to buyers abroad to enable them to import

englLlccrlng goods and projects frorn India on deferr~d credit terms, SimUar to du'ect
lending to exporters, the facility (s to be secur~a by' a letter of credit or bank
guarantee or guarantee from government or promIssory note from government. An
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undertaking letter [rom the central bank of the country regarding prompt release
of exchange towards receivables may also be required,

Exlm Bank will directly enter into an agreement with the overseas borrower
outlining the terms and conditions of the credit covering the export contract.
2. Lines of credit

Exim Bank extends ltnes-of credit to overseas governments or agencies nominated
by them, to enable buyers In these countries to import capttal/engineertng goods
from India on deferred credit.terms. This facility enables Indian exporters to offer
deferred credit to customers in these countries. as per terms and conditions already
negotiated between EXimSank and the overseas government. The exporter can obtain
payment from Exim Bank against negotiation of shipping documents, without
recourse to the exporters, '

-. "I, lines of credit are dertorntnated in convertible foreign currencies or Indian
Rupees and extended to sovereign governments/agencies nominated by them or
Iinanctal mstttuttons. Such governments/agencies are deemed to be the borrowers,
W1U1 Exlm Bank as U1e lender. Termsarid condlUons of different lines of credit are
subject to vartauon and particulars can be obtained for each line of credit from
Exlrn Bank. It,would also need to be ascertained from time to time that the lines
of credit have corne into effect .and. are available for utilisation, '

The buyer arranges to obtain allocation of funds under the credit line from the
borrower. The exporter then enters into contract with the buyer, for the eligible
items covered under Line of Credit. The contracts would conform to the basic terms
and coudluons-of the respective hne of credit.

The buyer arranges to comply With procedural formalities as applicable In his
country and then submits the contract tome borrower ..Jor.approvar. The borrower
in turn forwards copies of the contract to Exim Bank for approval. "

The EXim Bank advises approvalofthe contract-to-the borrower, with-copy to
the exporter, The buyer, on advtceIrom the borrower, establishes an irrevocable
letter of credit and advises it through a bank In India designated by Exlm Bank

On shipment, the exporter submits the documents to the designated bank for
negotiation, Bank forwards documents to the buyer and copies or the documents
to EXimBank. Exim Bank reimburses the eligiblevalue to the negouaung bank for
onward payment tothe exporter. Itthen debits the borrower's account and arranges
to..> collect Interest and principal receivable Ondue dates under the terms of the line
of credit agreement between Exfrn B,ankand the respective government agency,
3, Re·/end1ng Facility . '

Credit Is made available to'oveI'$e~ banks for their lendingto importers of capital
goods from India. Oversea~ banks' thus would intermediate between foreign buyer
and Exim Bank, who tntermedtateswtth the supplier. '

The borrowing bank may be a commercial bank, a central bank, an investment
bank or merchant bank of a .eountry With a good credit standing. The loan made
by these banks to the importers should be forImport of capital goods/equipments
and/or services from India. The credit limit for each bank would normally be USD
5d 0 million and may be raised to USD 15 million .in select cases. .

The loan is extended up to 85% to $0% of any single contract. The limit sanctioned
should be availed.orw~th.ln 1year from effectivedate of agreement. Therepayment
period may'vary from' '2 'to' 5 years. i,nchiding a'mdratorturh of 6 mOl'{i:.lls'to1 year,
The currency of theloan is US dollars and requirement 'should be In the same
currency. The mlnlrnurn vafue.of contract should be USD llakh.

The borrowing bank will make ~l.1b·loans,Within Its own discretion, in developing
.countrtes with which India has trade relations. Repayment period of sub-loan
should be In conformity With the l.oan. Interest rate charged by the borroVling bank
Is to be not higher than 1% above-the l,oan interest rate, unless Exim Bank agrees
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otherwise. The borrowing bank will takethe political and credit risk on the end
borrower. , ,
,27.3. LOANS TO COMMERCIAL BANKS IN INDIA

1.Refinance of Export Credit
Under this programme. commercial banks tn.Iadta. which are authorised dealers

In foreign exchange. can obtain from EximBank'lOOper centreftnance term loans
extended for export of eligible Indian goods. Such credit enables Indian exporters
to offer credit terms to foreign importers. An export contract up to Rs. 3 crores
can alone be brought under this programme. For contracts above Rs, 3 crores,
commercial banks can 0,,btall:1flnancing partictpatton under Exim Bank's other
programmes. Including Risk syndication fac1l1ty.,'
2,.Export Bills Rediscounting Fpcility

Commercial banks (authorised dealers) can rediscount their short-term usance
export bills portfolio with Exim Bank. Exim _Bank provides funds under this
programme for a period of 90 days against export bUls that have equal peri(~r-!to
run before realisation. The b1ll ellgJble for rediscount. should not have a usance
exceedlng 180 days and at the time of rediscount ..should have an unexpired usance
of 90 days. On rediscount the commercial bank is paid 100%·of the bill value (less
rediscounting charges).
3. Syndication of export Credit Risks

Under this. commercial banks can support.export proposals without blocking
tl1~irfunds for long terms. They.can participate in the syndication arrangement.
At the Working Croup-meeting which accords clearance to the export'proposals,

the parttctpation .arrangement for the funding ofexporr credit is also determined.
E>dl:nBank and other banks partictpatlng in' the fundlng of the loan would syndicate
the rcspectlve credit risks to other eligIble commercial banks. who would then
assume part of.the total risk. , .':

Risk will be assumed by risk partrcipatrng banks as a percentage of the credit.
extended for a particular contract. expressed in Indian rupees, irrespective ofthe
currency of the contract. The rtsk.ts assumed pr.o rataon all outstanding amounts
by way of prtnctpal, Interest and other moneys Which become due and payable by
the borrower.

Commission 15 payable in advance by risk selling bank/lundlng bank to risk
paructpattng batik, every half year. till due repayment date at 0.5% p.a. pro. rata
on outstanding principal amount. plus interest accruing for the period.

Export 'credit is secured by securities availedof from the exporter/foreign importer
as well as ECOC policy. Risk partictpatmg banks can look to these securities. and
amounts received would be distributed pro ra~ci to participants. who may have
met claims against risk undertaken, ... ...
, Risk parttclpattng banks are expected to furnlsh in favour of Exim Bank/Risk
selllng banks a standby letter of credit. guaranteeing to assume proportionate risk
and pay on demand in the event orany default by b,brrqwer.
,_ " .. ",._. ' ,""'~ • "",' • - "" -.:' . ',-:-',' 'c' •. '," ,~,i': "", '," .,:.... ,,".' ,-'," ,:.., ..,' •

27.4.NON-LENCING SERVICES

Guaranteeing of Obligations
Exrm Bank Issues guarantees 011 behalf of exporters of construction anti turnkey

projects. " . .
E;KitnBank issues following guarantees directly or in participation with other

banks, (or project export contract:
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I

Bid Bond Bid Bond is generally issued for a period of six months.
Aduance Payment Guarantee Exporters are expected to secure a nwbi:i,SC1tion

advan. .t., 'Jf 10-20% of' the contract value which is normally released against bank
guarantee and is generally recovered on a pro-raw basis from the progress payments
during project execution. .'

Performance Gu.arantee Performance guarantee [or 5·10% of contract is issued.
valld upto complctton of maintenance period normally-one year after completion of
contract period and/or grant of Final Acceptance Ceruftcate (FAC) by lhe overseas
employer. Formal of guarantee is expected to be Iurrushcd by exporter. at least four
weeks before actual issue, to facilitate discussions and formal approval.

GuaranteeJor Release oj Retention Money Tlus enables the exporter to obtain
the release of retention money (normally 10%orcontract value) before obtaining
Final Acceptance Cerlificate (FAC) Irorn client. . .

Guaranteejor Raising Borrowings Overseas Bridge finance may be needed
at the earlier phases of the contracts to supplement the mobilisation advance. Bridge
f1nance ' ~to 25% of the contract value may be raised in foreign currency from an
overseas bank agalns! thts guarantee Issued by a bank in India. Request for overseas
borrowings must be supported by currency-wise cash flows. also indicating the
outstanding letters of credit and L / C drawal schedule,

Other Guarantees e.g. in lieu ofcustoms duty or security deposit for expatriate
labour.

Exim Bank participates WiU1commercial banks III India in the issue of guarantee.
o Guarantee facility for Banks

Under this scheme Exlm Bank extends guarantee to commercial banks against
the pest-shipment su-ppller.s:_cred1t7"'"from one ycar to three=-anc the amount of
cover is equivalent to U1eamount covered by tile exporter under EC6C. The guarantee
commission payable by the bank-as per the PEDAl rule is 1.8% on an annualised
basis. _ . --

Banks can avail refinance Iaclltty Irorn Exlm Bank at 1 % lesser than the RBI
facility, In case of defaults, the guarantee wtll be converted to a refinance facility
and the trueresr rate charge~ Will be 2% below the rate charged by the banks to
their customers. subject to a minimum of 13% per annum. Since ExJm Bank w111
pay under the guarantee wilhln:30 days, It will protect the Joan asset from being
classified as non-perforrntng asset by the bank. Also, tf the claim 'Is rejected by
ECOC, the amount will be written off by Exlm Bank and commercial bank will not
be liable to repay. .

o Advisory Serviqes :
Through Its International Merchant Banking Dtvrsion. Exlm Ba~l<' offers the

following advisory services:. . .
(1) work closely with Indian companies in deslgnlng Ilnanclng packages for joint

ventures in third countrtes: .
((i) advise Indian corirpautes. executing contracts abroad. on sources of

favourable [lllancing overseas;
(ill) provide access to euro nn~nc1.11gsources and globaJ credit sources to Indian

companies engagedIn exports: .
(iv) advise on excbangecontre] practlces globally: .
(v) ad ,lise and designfU)arlClal packages for export-orien.ted indus~ics in !ndia.
These :,ervlces are being added, to, in order Ulat tailor-made finanCing paclmges

for high value export contracts ru;~available.
Q Pror.-wtional Activities

Up,der lhe Export Import I3ank of India Act, 1981, the promolional acUvl Ues
expected of Exlm Bank are.: ...

!
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1 ..
(i) undertaking and financing of research, surveys. techno-economic or ar.other

study in connection with the promotion and development of international
. trade: .

(U) providing technical. administrative and flnanclal assistance of any kind for
export anu import. .

(iii)·. planning. promoting, developing and fmanctng export-arlen ted concerns: and
(tv) collecting. compiling and disseminating market a.nd credi t information in

respect of international trade. . .

Multilateral Agencies Funqed Projects Overseas (MFPO)
Exiur Banks provides Information and support services to Indian companies to

help Improve their prospects for securing business in multilateral agencies funded
projects through: '.'

• Dissemination of business opportunities in .Iunded projects
• Providing detailed information on projects of.interest .
• Information on Procurement Guidelines. Poltctes, Practices of Multilateral

Agencies
• Assistance for Registration with MultilateralAgencies .
• Advising Indian companies on preparation .of Expression or Interest,

(:apabllity Profile .
• Bid Intervenuon

Promoting Indian Consultancy
Extrn Bank encourages Indian consultants to gain and enhance their International

exposure by assisting them 111 securing assignmeflts Overseas.
Asstgnments are awarded under programme sponsored by.lnternattonal Finance

Corporation lTFe) in Washington to promote private sector development In select
countries and regions. Arrangements set in place cover:

• Africa Project DevelopmentFacility
'. African Management Services Company'

Africa Enterprise Fund .
• South-east Europe Enterprise Development Facility

Mekong Project Development Faclltty
• Business Advisory and Technical Assistance Services (BATAS)
• Oilier Technical Assistance & Trust Fuilds .., .

EX1mBank assiste these agencies 'In the.recrultrnent of Indian consultants and
meets the professtoual fees of the consultant selected by If'C. Consultancy
assignments undertaken comprise pre-feastbfllty studies, project and inve~tment
related services. management information systems. operations and maintenance
support mainly. for SMEs In a variety ofsectors.Hke agriculture. agro-Industry,
consumer goode, llght engineertrig, telecom.· -

26~5.FORFAITING
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of Cl Factol'ing and Forfaiting . '.
Factoring Is the system of advancing against book debts. Factoring Involves

assignment- of book debts by ellen ts In favour! of the factoring company for a
constderatton. The.Iactorassumes thecredtt and collectlon function for its client
by purchasing his receivables. maintaining the sai'~s ledger. attending to other-book-
keeping duties and performing ancillary functions. .

Factortng differs from bills dtscounting Inasmuch as the factor purchases the
'enure debts of the unit .and is responsible fer their collection, while I' bills
dtscounttng the credit risk rests with the seller;.Fac.totlng can be with or without
recourse but the former is more common. For the customers (sellers) factoring
affords a number of advantages like availability of liquid cash immediately after
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sales, reduction of bad debts, reduction in the cost of managing book debts. etc.
Factoring can be both for domestic and export trade Followtng the recommendation
of a Study Group on Factoring Services headed by Shri C.S. Kaluanasundararn.
Reserve Bank h8.S permitted few subsidiaries of banks to undertake the factoring
service. .

Forfalung is similar.Io export factoringwith :: diITerencethat while export f{lCloring
is generally for short term. Iorfalung is for medium term to cover exports on deferred
basis. ForialUng affords advantage of better l}qUI?ity and faster turnover of
resources, avoidance of credit risks, eltrntnatlon 01 exchange risks, etc., to the
exporter.
CJ Forlaltlng. by Exim Bank .

EXimBank has introduced a scheme of forfaltlng as an instrument of flnanclng
exports. The arrangement envisages discounting by Indian exporters of bills of
exchange/promissory notes relating to export transactions which are 'avallsed' or
guaranteed by the buyers' bankers with overseas fortaillng agencies on 'without
recourse' basis.

Brlel1y,the procedure involved in the scheme offorfaltlng by the Exlrn Bank is
as follows: . . .

(al Exporter initiates negotiations wtth the prospective overseas buyer with
regard to the basic contract price, period of credit. rate of interest. etc.

(b) After successful negouattoris, he furnishes the relevant particulars such as
name and country of overseas buyer. contract value, nature of goods, tenor
of credit. name andcountry of guaranteeing bankers to the Exlm Bank and
requests for an indicative discounting quote. Extrn Bank obtains the

--lndlcat-ive'quote" of [or.faiting discount together with commitment fee and
other charges, if any, to be paid by the exporter, from an overseas [orfaiting
agency, -_- ... ,

(el On receipt of the Iridtcatlve quote from the Exim Bank. the exporter finalises
the terms of contract, loading the discount and other charges in the value
and approaches Exlm Bankfor obtaining a firm quote. Exlm Bank arranges
to get U1esame [rom ail appropriate overseas forfalting agency and furntshes
the same to the exporter, At this stage, exporter would be required to confirm
acceptance of the arrangement to Exim Bank wlthln a specific period as
stipulated by that bank, .. .

(d) The export contract .shculd clearly indicate that the overseas buyer shall
prepare a series of avallsed 'promissory notes in favour of the exporter and
hand them over against the shipping documents to his banker. The
promissory notes will beendorsed with the words 'without recourse' by
the exporter and handed over to hls banker in India for onward
transmission to the EXltn'Bank, .. '

(e) Alternatively the export contract may providl for exporter to draw a series
of Bills of ,Exchange on the overseas buyer which wlll be sent with the
shipping documents through latter's banker for acceptance by the overseas
buyer, overseas buyer's' banker will handover the documents against
acceptance of bills ofexcharige by '(he buyer and signature of laval' or the
guaranteeing bank, Av:alisedand accepted bllls of exchange will be returned
to the exporter throughhis :.b~l<er, Exporter Will endorse aYal~sedq"ill~ of
exchange with the words.Witboutrecoursc' and return them 'to his banker"
"-~ onward transmission'to the E;.ojmBank.. •

if) Exim Bank wlll for..vardthe bills of exchange/promissory notes after
verification to the forfaJtlngagenCy for dlsC:O'..lntingby the latter. .

(g) EXim Bank will arrange to collect the discounted proceeds of promissory
noteslbllls of exchange [roin the overseas [orfalling agency and effect payment
to the nostro account of the expo,·ter's banl< as per the latter'S Instructions.,

I

·-i
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\ -
The role of Exnn Bank is as an intermediary between the Indian exporter and

the overseas Iorfatttng agency. Exim Bank will receive avaltsed bills of exchange or
promissory notes, as the case maybe, and send them to the forfaiter for discounting
and arrange for crediting the discounted proceeds to the nostro account of the
exporter's bank who will repatriate the proceeds to India for payment to the Indian
exporter. ,

Exim Bank will Issue a certificate to the exporter with a copy to his bank
indicating the rate of forfaiting discount. While completing the respective Gr'JPP
fotm(s), the exporter should indicate the total Invoice value of the goods Inclusive
of the forfartlng discount and should show the amount of discount against the item
'other deductions' to arrive at net realisable value.Copies of these certificates should
be attached to both the copies of GRIPPform.

Exirn Bank will also issue a certificate to the exporter, once the exporter accepts
the firm forfaitlng quote, Indicating the rate of.commitment fee payable by the

• exporter to the overseas Iorfal tingagency together with other service Charges, if any.
It would be in order for authorised dealers to allow remittance of commitment feel
service charges payable by the exporter as certified by the Exim Bank. Such
remittance may be permitted in advance tnonelurnp-surn or at monthly Ir,; .vals
as certified by the Exlrn Bank, Payment of these fees may be treated analogous to
bank charges. In case. however, the cornmttment.fee and other charges exceed 1.5%
of the invoice value. the export.er should be advised-to obtainprior approval of the
Reserve Bank of India. Exlrn Bank wlll charge a service fee for rendering above
services to the Indian exporter, which will be payable In Indian rupees.
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ANNEXURE

~·XIM BANK-LENDING AND SERVICE PROGRAMMES

Programme Use
For Indian Entities,
Export (Supplier's) Credit

Flnance for Consultancy and
Technology Services

Pre-shipment Credit

Finance [or JeemeG Exports

Foreign Currency
Pre-shipment Credit

Finance for EOUs & Units
in EPZs '

Foreign Currency Lines of
Credit for Imports
Export Vendor Development
Finance

Export Product Development

uverseas Investment' Finance

Software Tralnlng Instl tu tes

Export Marketing Finance

ProducUon Equipment Finance.

Services
Underwriting

Forfalttng

Guarantee Facility.

Enables Indian exporters to extend term credit
to overseas importers of eligible Indian goods.
Enables Indian exporters of consultancy and
technology services to extend term credit to
overseas importers.

, Enables Indian exporters to buy raw material
and other inputs lor export contracts involving
cycle time exceeding six months.
Enables Indian companies to meet cash Dow
deficits of contracts secured in India and
financed by multilateral funding, agencies,
Enables eligible exporters to access
finance [or import of raw materials and other
inputs needed [or export production.
Enables Indian companies to acquire indigenous
, and imported machinery and other assets for
export production.
Enables eligibleexport-orlented units to acquire'

, ,1m-ported machinery for export-production.
" Enables vendors of export-oriented units to
acquire plantand machinery and other assets
for increasing export capabtltty,
Enables Indian firms to undertake product
development, R&D [9r exports,
Enables Indian promoters to finance equity

, contributlon in Joint ventures/WOS set up
abroad. '
-Enables setting up of institutes for software
: training,
.Bnabtes exporters to implement market
development programmes and finances
.:productive capabtlltles through loan financing,
Enables eligible export-oriented units to
acquire equipment.

.Enables Indian exporters to raise Ilnance from
capital markets through publ1c/r,ights issues
of equity shares/debentureswith the backing

, of Exim Bank's underwriting commitment.
. Enables Indian exporters to convert credit sale
, to cash sale on without recourse basis,
Enables Indlan companies to provide 'requisite
guarantees to facilitate execution of export
contracts and irnpoce transactions.
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LlC Conflrrnauon

Project Preparatory Services
Overseas

Business Advisory & Technical
Assistance Services Overseas

Cooperauon Arrangement
with African Managernen t
Services Co. (ANtSCO).
Amsterdam
Africa Enterprise Fund

Africa Project Developrnen t
Facility ,

EC Investment Partners
Faclltty

For Coll1Mercislllanks
'Refinance of Export _._
(Supplier's) Credit

Export Bills Rediscounting

Small Scale Ind ustry (SSI)
S:xport Bills Rediscounting

Re-lending Facilily

Refinance of Term Loans u:
sou,

t'

Bulk Import Finance

Guaran tee-cum-Reflnance
Supplier's Credit

Fbr Overseas' Entities
Lines of Credl t

Bllyer's CrediL

331

Confirmation of Lies covering import of capital
goods.
Enables Indian consultancy firms to undertake
project preparatory stud les in developing
countries' by gl;ant/loan Itnunclng.
Enables Indian consultancy firms to undertake
specJ.flc assignments in select countries
through gral1t financing.
Enables Iridian consultants to secure assign
ments in various projects that are managed by
AMSCO in different parts of Sub-Saharan
Africa, through grant fmancmg,
Enables Indla n Consul Laney Firms to
undertake specific assignrnents to assist small
and medium entrepreneurs in Sub-Saharan
Africa.
Enables Indian consultancy firms to undertake
specific assignments in Sub-Saharan
Africa through grant financing.
Enables selling up of jotnt ventures in India
between Indian companies and enterprises in
U1e European Community.

Enables banRs to offer credit to Indian
exporters oTe,liglble goods. who extend term
credlt or over 180 days (0 importers overseas.
enables banks torediscount export bills, with
usance not exceedtrig 180 days.
Enables banks to.redtscount export bllls of
their SSI customers wnlt usance not exceeding

. 90 days, ,
Enables banks overseas to make avallab
term: finance .to their cliente, for import of
eltgible Indian.goods.
Enables banksto offer credit to eligible export
oriented U11!.ts to acquire rridtgenous arid.
imported machinery and other assets for
export.prod ucuor, ",' . . .
Enables banksto offer finance to importers for
bulk Import of consumable Inputs.
Enables banks to protect their own cash flow
as also its exporter ellen t's cash flow on
account of default by, ,over~~~~bHyer. PI:9tects
.the Bank bynot treatlng·tlieAdvance as 'a Non
performing Asset for provisioning purposes.

Enables overseas finanCial tnstltutlons, foreign
governments, their agencies to onlend term
loans to Itnance Import of eligible goods from
India.
Enables overseas buyer to il:1port ellgibJe
goodS from.Indla 011 deferred credit terms.
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INTERNATIONAL tr.ade. is hig.hlY.•.C.o..mpetlttve. To be succe.ss[ul. an exporter has to
offer good quality material at.competitive prtces and provide longer and liberal
terms of credit to importers. Atthe same time, selhng in internauonal markets

is highly risky. Some of the risks are in common with those involved in internal
t.J. ode. Some risks are aggravated in or are peculiar to internattonal trade.

Two major risks in tniernattonal trade are: (I) risk of loss of or damage to the
goods. and (ll) rlskof non-realisatton of export proceeds, The former is a risk which
is covered by general Insurers (under 'marine insurance). The latter risk is the
financial risk or credit risk which is not covered by general Insurer,

Non-receipt of export proceeds may be due to failure of the buyer to accept and!
or pay for the goods. This is known as commercial risk. Non-realisation may also
be due to reasons beyond the control of the buyer.Such difficulties may be attributed
to political and economic changes. An outbreak of'.war or Civilwar may. block or
delay the payment for goods exported, Economic difficulties 01' balance of payments
problems may lead a. country to impose restrictions on either import of certain
goods or on transfer or payments forgoods imported. The loss on account of these
risks may spell disaster for any exporter, Nevertheless, too cautious an 'approach
by the exporter in evaluating risks and selecting buyers may result in loss of hard
to-get business opportuntttes, It 15.1.\1 the broader mterests of the country toe that
exports should be encouraged. The need. therefore. arises [or a scheme of-export
credit msurance designed to protect.exporters from the consequences of payment
risks, both political and commercial; and to enable them to expand their overseas
business wl thout fear of loss. In India, the Export Risks Insurance Corporation
(BRIe.) was. setup by the Goverilment of Indl;!_inJuly 1957 to undertake this
Iunction.
" While the policies issued by ERIC provided adequ~te cover to exporters, it 'was
thought that its functions should be extended. Encouragement to exporters consisted
not only in affording protection against credit risks, but also In fCi~lljtatingtheir
getting timely and liberal credit facilities from banks. The availability of polictes to
the exporter was an indirect bene"fltto banks and should encourage their lending
to exports sector. But this Incenttvewas not thought to be sufficient to prompt the
flow of bank Iinance to exports. As ~direct encouragement to banks; guarantees
were begun to be Issued in their.favour, The guarantee, fundamentally, protects
the banl. .~gainst failure of the exporter to repay the bank advance. Consequently,
the ERIC was transformed into Export Credit and Guarantee Corporation Ltd .. in
1964. It has since been renamed "EXPortCredit Guarantee Corporatton of India
Ltd. ...,.

ECOC is a company wholly pwned'by the Government ofIndia. It functions under
the administrative control of tile Ministry of Commerce and is.managed by a Board,
of Directors representing Government, banking; insurance, trade. industry. etc.
Emerging Scenario

With the llberalisatton ofthe Insurance sector, export credit insurance is now
betng cff~r~d 1JYq~Q;er'~lInsurancecompantes also. But ~~lr.1mpact is yet to be
felV Similarly. ECOC is also expanding its actlvlties:and''is 'now offering maturity
factorIng.. .;' .'. . '

The functions of ECOC are reflected in the different schemes It has evolved to
protect the exporter and the. exporter's bank. The schemes of ECOC are classified
broadly in the chart below. . ..
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Schemes of EeOC

Ir
For Exporters

I
For Banks

Standard Polley Specific Policy Factoti,rig Gurantee .

\
1. Packing Credit
Guarantee

2. Export Production
Finance Guarantee

3. Post-shipment
Export Credit
Guarantee

4. Export Finance
Guarantee

.5. Export Performance
Guarantee

6: Export Finance
(Overseas'. Lending
Guarantee)

7. Transfer .
Guarantee

In .the following pages a brief description of'the different schemes of EC~.;: is
attempted,

28.1. S1'ANDAADPOLICIES

1. Spec'ftc Policy
2.' Small Exporters

Policy

1. Speclflc Shipment 1.
Pollcy (Short-term)

2. Supply COIl tracts
Policy

3. Buyer's Credit
4. Services Policy
s. Construction

Works Policy
6. Overseaslnvesunenl

Insurance
7. Exchange Fluctuation

Risk-Cover

Maturity
Factortng

The standard poltcles Issued by ECOC are meant to provide COYerfor shipments .
.on short-term credit on whole turnover basis. .

(1) Risks Covered The rlsks coveredmay be broaci1y.groupedinto (a) commercial
risks, and (b) political risks. , . . . ':'"

Commerclal risks covered are :
(i) Insolvency of the buyer: .
(il) buyer'sprotracted default to pay for gocds 'accepted by him; and ,
(iii 1 buyer's failure Loaccept goodssubject to certain conditions.
PoIWeaL risks covered are : .' .
(i) Imposition of restricuons OIl remittances by the government in the buyer's

country Or any government acnon which may block or delay payment of tilt:
export!""': ' '. . . '" •... . . . f-

(U) war, revolution or Civil disturbances in the buyer's country: .
(iii) new import llcenstng restrictions or cancellation of a Valid import licence

In the buyer's country : ..'
(iLl) cancellation of export licence or Irnposttlon of new export licensing

restrtcuons in India: . .
(l)) payment of additional handling. transport ,or insurance charges oceaetoned

by interruption or diversion of voyage whtch cannot be recovered from the
buyer; and .
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(vi) any other cause cflossoccurrf.ng outside India. nol normallyinsured by
commercial nsurers. and beyond the control of the exporter and/or tile
buyer.

(2) Risks Not Covered The following risks are not covered by the policies;
(1) commercial disputes raised by the buyer, unless the exporter obtains a

decree from a competent COllI"( of law in the buyer's country in his rave-LIt":
(U) causes inherent in the namreof the goods:
(iii) buyer's failure to obtain necessary Import or exchange authorisation from

uuthortt res In hts.country: ,
(i v) insolvency or default of an agent. of the exporter 01' of the collecting bank:
(u) loss or damage to goods which can be covered by commercial insurers:
(ui) exchange Ductuatlop... ..
(3) Types. Of Policies The policy issued may cover risks from the da te of

shipment or from thedate of contract. In either case, the policy may cover both
political and commercial risks Icomprehenslve policy) or it may cover only politJcal
risks. Thus U1e policy may be anyone of the following:

(t) Shipment (ComprehenstveRisks) Pollcy :
(il) Shlpll1ent (Political Risks) Policy;
(iil) Contract (Comprehensive Risks) Policy; or
(iu) Can tract (Political Risks )Po11Cy..
Whc. : the export is covered by a letter ofcredil or where the export ismade to

an associate concern riskdue to [allure Of the buyer Is not envisaged. Therefore in
those cases the policy covering political rtsk alorie may be preferred.

Contract pohcles, which cover rtsks from the date of contract. are issued only
In special cases when the goods to be exported arc manufactured to non-standard
spectflcattons of a buyer. In such a case, lethe export is frustrated. the exporter
may not-find an alternative buyer. __...; ..

(4) Extent of Cover ECGCnorrmilly pays 90 per cent of the losses on account
of polttlcal or commerctal.rtsks: In the event ofloss due to repudiation of contractual
obligations by the buyer. ECGGlndemnifles the exporter up to 90 per cent of the
loss jf final and enforceable decree against the overseas buyer Is obtained In a
competent court or law In the buyers country. The corporation, at Its discretion.
may waive such legal action where Jt is satisfied that such .legal action is not
worthwhile and In that event losses are indemnifled up to 60 per cent: Recoveries
made after the payment of the claim are shared with the ECOC in the same
proportion in which the loss was borne. .

The Corporation's liability is subject-to two limits: (a) maximum l1abllJLy,:imd
(b) credit limit. . . . .

Maximum liability Is the ltrntt up to which ECGC would accept liability for.
shipments made during the period oftlle·policy. If U1epolicy is issued for four years,
the maxiniuni Habtltty is in respect of each policy year. The exporter should therefore
esUr..,.J.te the maximum outstandlng payments due from overseas buyers at any time
during the.policy perio.d and obtain policy WiUl maximum llabilily for this amount.
The maximum lIabillly fixed under ~l:lepolley can be enhanced subsequently, Jf
necessary... . ..... . ... .

Credit limit is the limit up to Whlch.ECGC accepts claims in respect of each
buyer. The exporter should give comple~eJnformRuon :regarding.th~ b~yer.and his
banker. In the credit llh11tapplkatj'on~ l~ case the exporter has'already obUililCd a
credit report on the buyer, ilmay be:furnisbed to ECGC. In other cases. ECOC
fixes SUitable credit limits on ov~rseas bt,lyers. as commerCial rlsJ<s are riot covered
in the absence ofa credit limiton buycr.befor·e making.shipmcnL .

(5) Obtaining the Cover The export~r should submit a proposal to the ECGC.
After examining the proposal, Eeoc .V{Quldsend him ·an acceptance letter slating
the terms of ils cover and premium rates. The pol Ie.)' wilL. be Issued after the

rxr

exp
refu

1
dec
e;.~cl
con
ir:111
. docl

T
the I

lette
cxp
Thit

\II
COUl
are.
pa)'l
ever

( E
may
offe:
Car]
of ri

E
by t:
excl1

o
at ar

(7
vary
Pren

(8.
take
of al
ECG

G
or re

(9_
und(
beco
the I."
In ca
Clair
bY' tl·
paya
four

In '
the l:;

'J
F



EXPORT CREDIT INSURANCE 335

exporter conveys his consent to the premium rates and pays the snpulated non-
refundable policy Iec , , "

The shipments rr.adc are covered by the policy on the basis of monthly
declarauons made by the exporter. He should send to ECGC, by the fifteenth of
each month, a declarauon of shipments made In the previous month. Under the
contracts policy a declarauon of all outstanding contracts should be made
trnmedtately after U1epolley Is issued. Thereafter the exporter should send a monthly
declaration of contracts concluded and shlpments made during the pre-Vious month.

The exporter is required to insure aU shipmentsthat may be made by him during
the currency of U1C pollcy except those made agalnstacivance payment or irrevocable
letters of credit confirmed by banks in India. Howevet>With prior approvalof ECGC.
exports of certain commodiUes or exports to certain countries can be excluded.
This would mean adjustments in premium rates. '..

When payment risks become toohlgh in a country. ECOC provides cover on such
countries 011 a restricted basis. Policyholders tntendtng to export to such countries
are required to obtain specific approval of ECGCfor each shipment/contract upon
payment of a speciOc approval fee. If such approvalIs not.taken cover is not.available
even for political risks.

(6) Exclusions Where all exporter is deahng with several distinct items, ECOC
may agree to exclude all shipments of certain ,agreed items, provided that what is
offered for insurance, consists of .811items of an allied nature and offers the
Corpora lion a reasonable portion of'the exporter's total business with a Iair spread
of risks,' "
-Exporters who fall within U1e category or Trad!llg Houses and above as def1ned

by the Director General of Foreign Trade (DGFTk may be allowed the Iollowing
exclusions under the Shipment (Comprehensive Risks) Policy:

• shipment to any country/countries or a group/gFoups of countries otz, AI,
A2. 81. B2. Cl. C2, D:"

•.,' shipments of any commodity or commodtties
• any combtnatlon of U1e above ,J '.

Option to exclude can be exercised at the time ofjssuelrenewal of the policy or
at any time during its currency. which will be excluded prospectively.

(7) Premium The premium rates are closely related to theriskstnvolved and
vary according to countries to which goods are exported and the payment terms.
Premium is payable along with the monthly dcclaratrous. "

(8) Reporting Defaults, In the event of non-payment of any bill. exporter should
take prompt and effecuve steps to prevent or mtrnmtseloss. Amonthly declaration
of all bills which remain unpaid for more than 30':days should be submitted to
Eeoc In the prescribed form, indicating action taken in' each case. ,.

Granting extension of time for payment converting bills from n.p. to D.A. terms
or resale of unaccepted goods at a lower price requtre prior approval ,of ECOC,

(9) Settl,ement oj Claims A claim wilt arise when any of the rtsks msured
under the policy matertaltses. If an overseas buyer goes insolvent, the exporter
becomes eligible for a claim one month after h!slos,!?is admitted to rank against
the insolvent's estate or after four months from the due date. whichever is earlier.

i. In case ofprotracted default, claim 15payable ~n~rfollrmonths from the due date,
Claims in respect of additional handling, transport"or:!nsurance Charges incurred
by the exporter because of interruption or diversion of voyage outside India l:<, c
payable after proof of loss is furnished, In all o.ther cases, claim Is payable after
fOllr 1110nUu [rom the date of 1.11e event causing loss.

In case proceeds o[ shipments are held up due to foreign exchange shortage In
the buyer's counLry. ECGC considers claims aftel' the waiting period as applicable

, The c!a~~!ncnlion uf the couIllry for tile purpose of premium calculations, based Oil tile risk
pcrccpliull.
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for the country concerned. ~xchange transfer deJay claims should be made with
documentary proof to the effect that:

(a) the buyer has made the payment in local currency; and
(b) he has complied with all exchange control regulations necessary to effect

transfer of the payment. .
a Small Exporter's Policy

The small exporter's policy 1s basically the standard policy, incorporating certain
Improvements in terms of cover. It is issued to exporters whose anticipated export
turnover for the next 12months does not exceed Rs. 25 lakhs.

Th :.. .imall exporter's policy differs from the standard policy in the following
respects: . .' . .

(0 Period oIpolicy. Issued.for 12 months as against 24 months in the case of
standard policy. . .. . •

(li) Minimum premium, The minimum premium payable is 0.3% of lhe
anticipated turnover on DP and DA terms pf payment. plus where the
exporter seeks cover also for 'Le shipments. 0.10% of the anticipated
turnover on LC terms or Rs. 1,000 whichever is higher.

(ill) Declaration oj stitptrierits, Shipments need to be declared only twice: in
1J1e seventh month and the thirteenth month. .

(Iv) Declaratiori oj overdue pq.yments.Monthly declarations of all payments
remaining overdue by more than 60 days from the due elate. 3S against 30
days in the case of standard pollcy. . •

tv) Fvreentaqe ojcouer. 95%for loss due to commercial risk and 100% if due
to polltical risk. Covens 90% in both cases In standard policy,

(ul) Waiting period for claim. 'TWomonths as against four months in standard
pollcy.

(uii) Change in terms cf payment orexiension oj credit perlod.
(a) A small exporter may, without the prior approval of EeOC, convert a.

DP bill into DA bill. provided he has already obtained suitable credit
IimlL on the buyeron DA terms. .

(b) Where the val ue of the bJIl is not more than Rs, 3 lakhs, conversion of
DP bills into DA b1llsIs permitted even tfcredlt llmtt on buyer has
been obtained on DP terms only. but not more.than 'one claim can be
constdcred during' the policy period on account of losses ruislhg from
such conversions. .' . .

(c) Due date of payment.ofa DA bill can be extended, provided a credit
llmlt on the buyer onDAterms is in force at the time of such extension.

(ulil) Resale of uriacceoted. goocj.s. If, upon non-acceptance of goods by a buyer .
. the exporter sells the goods.~o an alternate buyer without obtaining prior
approval of ECOC as requiredunder the pOlicy, ECOC may consider payment
of claims up to an amount considered reasonable by it. provided it is
saUsfied that tile exporter djd his best under the Circumstances to minimise
the loss. r. '

(ix) Claims due to loss ordamq.ge to.qooas.Eeoc may also considerpayment
of claim up to an amount constdered by it as reasonable where loss is due
to loss of or damage to the goods .due to certain risks which are not normally.
included in generalll11arine Insurance pollcles, Tneexporters should, in such
cases. have exercised 'normal care in 'obtaining the general/marine lnsurance .
pollctes. . .' . .. ..

In all other respects, the small exporter's policy Is the same as the standardpolicy. .. . .
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28.2. SPECIFIC POLICIES

The standard policy, discussed in the previous section, is 8. whole turnover petrey
designed La provide a COntinuing insurance for the regular flow of an exporter's
shipments of raw materrals. consumer goods and consumer durables for which
credit period does not exceed 180clays, Contracts [or export of capital goods or
turnkey projects or constr uction works or rendering services abroad are not of' a
repetitive nature. Such transactions are, therefore; insured by EeOC on a case-to
case basis under speciffc policies, Exception to the general arrangement that
standard policy is for short term exports and specific pollctes are for 1C'.ngterm
exports is the new spectuc shipment policy (short term) available on 'individual
shtpmcn: basts covering short term exports,
1. Spe'Cific Shipment Policy (Short term)

Spcctflc Shipment Policy (Short term) offers to cover one or more shipments
only under a particular COI1tr:oJ't Option is available to cover both commercial and
political r181<sor only political risks. The risks covered are the same as under the
Standard Polley. A separate policy Is available to cover shipments made under letteror credit agatnst the risks of insolvency and default of the I./C opening bank and
pcllttcal nsks, The percentage of cover is 80,

Thts policy cover can be availed of by exporters who do not hold the Standard
Policy or even by U10se holding it to cover the shipments speciflcally permitted to
be excluded from tile purview of the Standard P0 Iicy,
2. Specific Policy for Supply Contracts ,

Specific;_policy [or supply couuacts covers exports of commodities for period
beyond 180 days. The policy may takeany of the follOWing four forms:

(1) Speclflc Shipments (Cornprehenstve.RisksjPollcy-c-to cover both commercial
and poliLical rtsks at the post-shipment stage;

(ili Specific Shipments (Political Risks) Pdlicy-Lo cover only political risks at
U1epost-shipment stage in cases where the buyer is an overseas Government
or payments are guaranteed by a Government or by banks, or are made to
assocta tes:

(iii) Speclflc Contracts (Comprehensive Risks) Polley ; and
(iv) Speciflc Contracts (PoltttcalRisks) Policy.
Contrncts poltcy provldcs COverfrom the dale of contract. Losses that may be

sustained by all exporter at the prc-shiprncnt-stage due to frustration of contract
are covered under this policy in addition to the cover provided by the Shipments
po Ircy. "

'...
3. Insurance Cover for Buyer's Credit & Line» of Credit

Financial Instttutlons tn India, ltke those In several other countries, lend directly
to buyers or Ilnanclal inslltuliOl1s in developing countries for importing machinery
and equipment from India, ThiS kind of financlngfacll1tates Immediate pn:r'·'.'lent
Lo(!~pOrlcrs and frees them from the problems:oJ ,credit management as wt::llas
frol11 the fear or loss on account ofbverseas credit risks. _'

FinanCing may take the form of Buyer's Creditpr;'~!;ie of;qredlL Buyer's Credit
is a loan extended by a finanCial institution, or a .consoruum offinanclal InsUtutions,
Lo the buyer for finanCing a particllJar export cO:l1tract. Under Lines of Credit, a
loan is extended Lo government or ·financial instituti'ons In the 1i11pOl'tlngcountry
[or flnancing import ofspect'!ed items from. the leljeJing',cuuntry. .

ECOC has evolved schemes to\protect financial in~tilUUons in India which extend
U1ese types of credit for fl.llCll\Cing c>-'Ports from India. Insurance Agreement Will be
drawn up on a case-lo-case basl&, having regard t9 the terms of the credit.
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'.. ",~.

4. Services PoUcy
'. '

When Indian firins render services to foreign parties they would be exposed to
payment risks similar to those involved in export of goods, Services Policy offers
protection to Indian firms against such payment risks, The policy has been designed
broadly on the lines of ECOC insurance pollctes covering export of goods, and Is
issued to cover specifJc transactions, Two types of policies are issued: (a) Specific
Sp"'''ces Contract (Comprehensive Risks) Policy to cover commercial as well as
political risks; (b) Specific Services Contract (Political Risks) Policy to cover
political rtsks only.'Where the contracts are with overseas governments or payments
are guaranteed by overseas governments or are covered by bank guarantees/letters
of credit. or are to associates. politlcal risks policies are issued. '

A Wide range of services like technical or professional 'services, hiring or leasing
can be covered under the policies.

TIle Comprehensive Risks Policycovers tile following risks:
(l) the insolvency of the .buyer ;
(til protracted default inpayment;
(Iii) restricUon on remittances in the buyer's country or any Government action

which may block or delay payment LO the exporter;
(iv 1 war between India and the buyer's country;
(v) revolution or other civil disturbances in the buyer's country ;
(ui) Government action In India or in buyer's country which prevents the

performance of the contract; and
(vii 1 any other case of loss occurring outside India and beyond the control of

the buyer or the seller.
The pollcles do not cover lossesartsmg from events preventing the completion

of the contract in circumstances where such frustration could free-the buyer [rom
},Is obligation to make payment under the contract.

The policy covers 90 per cent' of,the loss suffered by the seller. The claim is
payable after four months from the due date of payment If the loss arises due to
the risk of protracted default In case of insolvency. claim is payable after four
months from the due date of.paymentor one month afterthe loss is admitted to
rank against the insolvent's 'estate: whichever is earlier.', It is payable aft.er four
months [rom the due date or the date of the event which Is the cause of loss, asthe case may be, if the loss tscausedby any of the otherrtsks.

Premium rates are closely related to the risks Involved and vary according to
the country of the buyer and theterms of payment. "

The Services Polley covers such contracts under which only services are to be
rendered, Contracts under whlch.rendertng of services ts part and parcel of a bigger
contract for supply qf goods or machinery or erection of a plant are covered under
Const.ruction Works Policies. .
5, Construction WorksPolicy

F.,.I.A.JC'SConstruction Works Poltey covers civl] construction jobs as well as
turnkey projects involving supplles~d services, It provides cover for all payments
that fall due to the contractor under the contract.
, Two-types of policies have been-evolved to cover contracts With (0 Government
buyers, and (it) Private buyers.' The former covers political risks In respect of
contractswttti OVerseasOoyernm¢nts or where th~ payments are guaranteed by
Government. The latter covers cC)Q1prehensiverisks, In case of contracts with private
employers. the policy may be I~$u.edto cover only political risks if the payments
are guaranteed "bya bank or covered by Letter ofCredit,
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'1~llerollowing risks are covered in case of contracts wtth Government employers
01' II the payments arc guural~tted by U1(, employer's government:

(i) defaul t of the government employer:
(ti) delay in the transfer of payment to India;
(iii) war between India and the employer's country;
(iu) civil war or sirntlar disturbances in the employer's country; , .'
lu) imposition of import or export licensing (or cancellation of an existing

licence) for goods or materials manufactured or purchased by the contractor
after the date of contract, for use on the contract. and for which on the
date of loss the buyer has no obligation to pay In terms of the contract:

(ui) additional handling, transport or insurance charges due to mterruption or
drverston of voyage: and ...,

(vii) the employer's Iallure to pay to the contractor sums awarded In arbitration
proceedings under the contract,

The percentage of loss payable by ECOC in 85 under policies issued to cover
contracts with Government employers and 75 incase of poltctes covering contracts
wlth private employers,; , '. . . . , ,

The policy is Issued on the basis of estimated.basic contract price, estimated
interest and other payments dur under the contract, Premium is payable at the
outset on the estimated figures, Proportionate refund of premium is allowed where
the actual contract price and interest charges fallbelow the estimate.

Cover can also be provided [or the contractor's equipments (such as cranes.
bulldozers, and trucks which ar e used for oonstrucnon) against the rtsl, of
conflscauon. by means of an endor-sement Lothe policy If the contractor so desires.
6, Overseas Investment Insurance

EeOC has evolved a scheme to 'provide protection for involvement of exporters
ill capital partlclpauon in overseas projects, My mvestments made by way of equity
capital or un lied loan for the purpose of setung up orexpanston of overseas 'projects
will be eligible for cover under investment msurance.

The investment may be either in cash or in the form of export of Indian capital
goods and services. The cover would be available for the origtna! investmenttogether
with annual dividends and Interestpayable. .'. "

Tile risks of war, exproprtatlon and restriction cnremtttances are covered under
the scheme. As U1C investor would be having a haild In the management of the Joint
venture. 110cover for commercial risks would be provided under: the scheme, For
invesunent in any country LO qualuy.Ior rnvestment.Insurance there should preferably
be a bilateral agreement protecting investment of-one country in the other or. in its
absence. an investment protection code, ECGC may consider providtng cover in-the
absence of tlllY"agreemcntor code, provided It tssattsned that the, general laws of
the c~).uulry afford adequate protectlon to the Indtan investment. '

'I'lte period of itlsurance cover may be extended for a period of 15 ycars. In case
of projecls involving loan, erection period cover m'ay be extended for a period of 15
YCDrs from the dale of completion of the project ~ubJect to a maximum of 20 years
from Lh~:elaLeof commencement of investment. Amount insured shall,be reduced
progressl'vely in the Inst nve years of Lhe inSUra.11CCperiod, ' , ' .','

7.Exchange Fluctuation Risk Cover Schemes
The Exchange FluctuaUon Risk Cover Schemes are intended to provIde a measure

of proLection 'lo exporters of capi tai goods. clvll, engineering contractors and
consultants WllO have orten to receive payments o'ver,a period of years for their
exports, COllsLrucUon work or services, Where sU~,h:paymentsare to be rectived 111
foreign cur"ency, they are open to eXChange fiuctua,tion risk and the forward e.xchange
111~rkeldoes not prOVide cover for such deferred payments.
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The Exchange Fluctuation Risk Cover is available for'payrnents scheduled over
a period of 12months or more. up to a maximum of 15years. Cover can be obtained
from the date of bidding right up to. the flnal tnstalmeut.i

At the stage of bidding. an exporter/contractor can obtain Exchange Fluctuation
Risk (Bid) Cover. The basis for cover Vlill be a "reference rate" agreed upon. The
refer cnce rate can be the .rate prevailing on the date of bid or a rate approxlmatl ng
it. The cover will be provided initially. lor a period of twelve months and can be
extended. j.f necessary. If the bid 1$ successful. the exporter/contractor is required
to obtain Exchange Fluctuation (Contract) Cover for all payments due under the
contract. The reference rate for the contract cover will be either the reference rate
used for the bid cover or the rate prevailing on the date of contract, at the option
of' the exporter/contractor. If the bid is unsuccessful, 75% of the premium paid by
the exporter/contractor tsrerundedto h1m.

The Exchange Fluctuation Risk (Contract) cover can be Issued only if the
payments under the contractare scheduled to be received beyond 12 months from
the date of contract but in such cases, the cover will appJy [or any instalments .
falling due within 12 months as well. Cover will be available for all amounts
receivable under the contract, whether it l:;i payment for gOOd,S and services or
interest or any other payment. Contracts coming under buyer's credit and lines of
credltare also eligible for cover under the schemes. The exporter has also an option
to terminate tile contract at expiry of the third year, by g\ving three months' advance
notice.

Cover under the schemes is available for payments speclfled in US dollar. pound
sterling. Euro. ,-~apane~e yen. Australian dollar. UAE dinar and Swiss franc.
However, cover can be extended for payments specified in other convertible currencies
at the dtscreticn of the ECOC. .

Exchange fluctuation risk cover will normally be.provided along with suitable
credit insurance cover. There is. however. provision to grant the cover independently
also.

The Contract covel' provides.a franchise of two per cent. Loss or gain within a
range of 2 per cent of the reference rate is to the exporter's account. If loss exceeds
2 per cent, EeOC will make good the. portion of loss in excess of 2 per cent but
not exceeding 35 per cent ofthe reference rate, In other words, losses up to 2 per
cen l and beyond 35 per cent of the reference rate will be to the exporter's account.
If there be a gain in excess 0[2 per cent of the reference rate, the portion whlch Is
beyond 2 per cent and upto 35 per cent will be turned over to the ECOC. ,

The Schem'! has been extended to Coverexport-linked import transactions and
advance payments fer exports onterms Similar to the above. The cover is issued
for the entire period of transaction subject to a maximum of 10 years.

The rate or premium Is 40 paise per Rs, 100 peryear.
2S:J hllATURITY FACTORING FACIl.ITY

A new service provtded by ECOC is maturity factoring facUity to the exporters.
Under maturity factoring the factor initially undertakes only sales ledger
administration and collection functions. The factor pays the amount of each invoice
to the client at the end of the credit termor on the agreed maturlty date.

Under the laclHlyoiTeredby ECOC it renders the services of credit protecuon, sales
ledger mairitc'mmce-a!~d·collccUon.:.E~ortLr3.risacUoi1's·involvegtairu:ng of d-edit to .
the buyer far a period not exceeding 180days. The exporter's bank will discount the
export ,bill in the usual way.The exporter has to remit factoring charges to ECOC
through the bank with copies of bUl of exchange, order/contract/tnvclce/projcrma
invoice, bill of lading/airway blll, GRform and bank's forwarding letter to overseas
bank immediately after submission of export documents by the exporter. Bank can
claim payment from ECOC 15 days after due date if payment Is not received from
overseas buyer by then, EeOC will make payment about 10 days after that.
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Matur lty factoring services are provided on whole-turnover basis for the period
of agreement. All shipments involving credit made to the buyers on whom permitted
limits have been approved to be ofTered for factoring. . .

Exporters with good track record can avail of the facUlty. Initially the factltty will
be available to only selected exporters for their exports to selected buyers, An
exporter holding ECGC's shipment policy can exclude the factored transactions from
the purview of the policy Banks can exclude the factored bllls from Individual Post
Shipm.ent Ouarantee/Whole-turnover Post Shipment Guarantee.

The exporter has to apply for the approval ofthe factoring facility (by routing
the application through the banks) and enter into a-factoring agreement. A separate
applrcation ·ls to be made for sanction of permitted limit 111respect of each buyer
(permttted ltrntt ts the maximum amount up to which the Corporatlon commits to
compensate the exporter for shipments made to the buyer).

F$ctoring facility and permitted limit on the buyer are provided at a nominal
cost. The factoring charge for individual invoice varies between 1.8% to 2.5%
depending upon usance period and country of destination.
Benefits to Banks

• The maturity factoring facility offered by EeOC does not disturb the existing
system of banking arrangement. ....•.....

• Banks WOUld..be able to Ilnance againstthe factored bills at zero risk, as
they would be protected even in case where the non-payment is due to dispute
between the exporter and the buyer.

• As the discounting of the bill under the scheme is to be done by the
exporter's bank. they would not face any hassle in adjusting advances
granted at the packing credit stage. .

Benefits to Exporters
100% risk protection in respect of transactions where the buyer accepts
the bills/documents w.thout recourse to th:e exporter.

• Sharing of loss in case of non-acceptance of goods/documents due to
Insolvency or financial difficulty,

• Receivable management and sales ledgermatntenance .
Enables the exporterto avail bank flnanceon easier terms.

o The exporter can avail of the above benefits without disturbing existlng
system of banking arrangements. .... .

Exclusions
• Insolvency or default of the agent of the exporter or of the collecting bank.
• Fatlure of the buyer to obtain authority as.per the regulations of the country,
e Failureror refusal on the part of the buyer. to pay due to dispute and the

resultant counter claim thereof. '.
Risk normally covered by Oenerallnsurers,. . .

Even in respect of these exclusions, the banks are fully protected to the extent
of advances gra~ted against the bill in question,

.. ,28.4. GUARANTEES TO BANKS
ECGC's guarantees protectthe banks from lOsses on account of their len~lngs

to exporters, These guarantees have been designed to encourage banks to give
adequate credit and other facilities for exports, bothat pre-shipment and post.
shipment stages, on a liberal basis,

ECGC offers followtng types of guarantees to provide for varying requirements of
bank. They are :

1. Packing credit guarantee;
2. Export production finance guoyantee :
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3. Post-shiprnen t export credit guarantee:
4. Export finance guarantee;
5. Export performance guarantee: '
6. Export finance (overseas lendiQ,gl guarcU1tee; and
7. Transfer guarantee. ; ,

'1.Packing Credit Guarantee
This guarantee covers advances grantect to exporters at the pre-shipment stage

for the purpose of purchase. manufacture. processlngal1d/or packing of goods meant
[OJ export against firm contracts-of sale. whether on credil terms or against
Irrevocable letters of credit. Advances given by banks to Indian firms engaged In
export of services or to those whlch take up construction work abroad to meet
prcllnunary expenses in connection.with such contracts are also eligible.

The guarantee protects the banl; against failure of the exporter to repay the
advance because ofhts insolvency or,' protracted default to repay, The guarantee
covers advances made by the bank over a period of time. normally a year ..Oil or
be.ore tenth of every month, (he .bank.hes to submit to ECOC a declarauon.of-crcdtts
gl'anted and repayments received during the previous mouth. The premium is
payahle at 10 paise per Rs. 100 per month or part thereof on the basis of monthly
declarations on the highest amourit.outstandtng on any day during the month.

ECOC bears loss to the extent of 60 % % subject to a maximum liability fixed
under the guaraMec. In case of guarantees on account of advances not exceeding
Rs, 2 !akhs granted to small merchant exporters ECOC's share is 90% or the loss.
2. Export Production Finance Guarantee

The purpose of this guarantee is to enabJe banks to sanction advances_';:lJ th_c
pre-shipment stage to thefull extent Ofcostof production when it exceeds the FOB
value of the contract/order. the differ.enqe represenUng incentives available. The extent,
arcover and (be premium rate arethesame as of PackingCredit Guarantee,
3. Post-shipment Export Credit Guarantee

Post ..L-,Ipment flnance given to exporters by banks through purchase. negouauon
or dtscouut of export bills or advances against such bills qualifies for this
guarantee, It is necessary, however. that the exporter concerned should hold suitable
policy of ECOC to cover the overseas crednrisks. '

The premium rate for thls guarantee is 7 paise p~r Rs. 100 per month. The
extent of loss covered Is 75%. .... .' ,

This guarantee can also be had, even where an exporter does not hold an ECOC
policy for finance granted againsfLC Q111s.provided that the exporter makes
shipments solely against LCs.The prerntum ratcts.t Opaise [or Rs, 100 PCl"month
on the highest amount outstanding on any day during the month, Cover is 75%.
Advances against bills under Les ..opened by banks in countries placed under
restricted cover is subject to prtorapproval of ECGe.
4. Export Finance GOarantee

This g:,H(rantee covers post-shipment advances granted by banks to exporters'
against incentives receivable in the form of-cash assistance. duty drawback. etc.
The premium rate is 7 paise per Rs. 1.00 per month and the cover is 75%,
5. Export Performance,lndemnlty

The indemnity which is in the nature of a counter guarantee is issued to the
exporter's bank to protect aga.1ilst lo~ses that it may suffer Oil account of guarantees'
given by it on behalf of the exporters,

The cover is available for such guarantees as bid· bond guarantee. performance
guarantee, advance money guarantee. retention mOlley guarantee. guarantee to a
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foreign bunk [or finance raised overseas, in caseof.paructpaung In foreign tenders:
guarantees issued for obtaining import licences with export obligations; guarantees
to customs for clearing goods Withoutpayment of duty: guarantee in respect of export
obligation to export promotion councils, commodity boards. the State Trading
Corporation <)[ India, the Minerals and Metals.Trading Corporation of India. or
recognised export houses. ,

Normally cover Is extended up to 75% of loss. butin the case of guarantees tn
connection with bid bonds. performance bonds. advance payment and local finance
guarantees and guarantees in lieu of retention money. the cover may be increased
tip to 90% subject to proportionate increase in premium. .
The premium rate [or Indemnity issued to cover bonds relaungto exports on

short-term credits Is 0.9% p.a, for 75% cover and 1.08% for 90% coyer. For bonds,
relating to exports on deferred credit and projects-the rate of premium is lower at
0.8% p.a. for 75% cover and 0.95% p.a. for 90% cover.
6. Export Finance (Overseas Lending) Guarantee

If a bank financing an overseas project provides a forelgrl currency loan to the
contractor. it can protect Itself from the risk ofuon..payment by the contractor by
obtaining Export Finance (Overseas Lending) Guarantee. Premium rate Will be 90
paise per annum for 75% cover and Rs. 1.08 perannum for .90% cover. Premium
Ispayable in Indian Rupees. Claims under the gUarantee willalso be paid onlyIn
Indian Rupees.
7. Transfer Guarantee
Tlus guarantee seeks to safeguard the banks on the confirmation they mighl add

La ieLters of credit opened by banks abroad in favour. of IndiC111exporters. The
guarantee covers risks of:. .. .

( I) Insolvency of the opening bank: .:
(lll, .Iallure of the opening bank to paywtthtn four months from the due date of
:.' payment; .

(Iii) operation oflaw which prevents. restricts or controls transfer of the amount
of the credit to India, in crrcumstances outside the control of the opening
. bank and confirming bank: .

(iv) OCcurrenceof war between the country of opening bank and India:
(L)) occurrence of war. hosultttes, civil war, rebellion, Insurrection or .other

disturbances In the country of the opemngbank. '.
The guarantee covers 75% of the loss in respeerof risks (l) and (Il) and 90% for

risks (Ul) to (u).· ..
the premium charges will normally be at the rates appltcable under the ECOC's

insurance poltcy covering export of goods. The actual rate wi1l depend upon the
country in which the letter of credit is opened and length of the period to be covered.
28.5. ECGCGUARANTEES ONWHOLE TURNOVEf(BASIS

The two most popular guarantees issued by" ~CGC are the packing credlt:
guarantee and post-shipmentguarantee. As a further' incentive to large-scale use of
these guarantees, ECOC.offers them on whole-turnover basis also. When a bank
opts fqr o/h()l~,turnover patktn.g cr..~cig,gu~~t~f; or·':Vflo~e,turnover post-shipment
.gUlran tee.·ttsgrees to cover under the'scheme alr'.el~glbleadvances by declaring
them to ECOC and paymg premium on monthly basis; , .:
The advantages that emanate from the use ofwhole turnover guarantee schemes

are mainly three: (il the bank gets higher percentage of cover; (il) the rate of
premium Is reduced: and (ilO the trouble of.getungmdrvtdua! guarantees Is.avoided.
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1. Whole Turnover Packing Credit Guarantee
The salient features of Whole Turnover Packing Credit Guarantee (WTPCG) are

as under:
(i) Advances covered. The 'WTPCG is issued to a bani" if it is prepared to

cover under the guarantee all-its packing credit advances with U1C exception
of packing credit advances to (a) small-scale Industrtal units. and (0)
Covernmeut of India enterprises. No exception is available for advances
gran ted to state government or joint sector units.

(tll Premium. The rate of premium on the guarantee is 6 paise per Rs. 100
per month as against 10 paise' In the case or tndtvidual packing credit
guarantee. further, the guarantee fcc is calculated on the average daily.
product instead Of on the highest balance outstanding In the month.

Ulustration. During April, a packing credit account had U1C following balances:
On 1st Rs. 50.000
On 10th Rs. 60.000
On 22nd Rs.90.000
The premium can be calculated as under:
50.000 x 9 days .
60.000 x' 12 days
90,000 x 9 days

= 4.50.000
7.20.000
8.10.000

_19.80.000

=
=
=

RS.19,80.00~ =. Rs>66.000
30

(iii) Extent oj cover. The extent ofcover provided Is 75% as against the normal,
.. 66.000-x 6 --,-- .:Premlmum at 6paise·per Rs. 100 = -_. __. "-,,.Rs. 396, .. 100 xl00

66 ~ 'Yo. In respect of advances to small-scale exporters with annual export
turnover not exceeding Rs.)O lakhs and hiS total annual turnover not
exceeding Rs. 25 lakhs, the extent.or cover is 90%.

(il.)) Dlscretlonary limit. Every guarantee mentions a limit up to which the bank
can allow packing credit advances to any of its exporter-clients without
ECGe's approval. This limit. known as the 'discretionary limit', varies from
bank to bank and may Change from one guarantee year to another. All limits
in excess of the dtscretlonary limit need the approval of ECOC. If this
approval is not obtained. the.Corporation's llabllily ts limited to the extent
under the dlscre denary limit.

(I.)) .Declarations. A packing credit gets the cover under the guarantee by its
declaration in the form specifted and payment of premium to the
Corporation. The money declaration along with the premium is to be
submitted by the Head/ZonalJRegional office of the bank before the end of
the succeeding month. ...

(vi) Annual statement. A complete statemen t of limits in force at the
commencement of the guarantee is to be furnished to the Corporation by
the Head Office of the bank wnne obtaining the WTPC.O for the first time.
Annual statements are-thereafter to be furnished as on 30th September
each year. Whenever,'ne.W·J{rrtits: are sanctioned or exlsUng,Jlmlts arc
enhanced, reduced or cancelled, the~' should be reported to the CorporaUon
immediately but In ~}':case \V.ithin30 days;. .

(uii) Specific approoal ltst. The Corporatfon issues once a year a list contatrung
names of exporters advances to whom will be covered only on spectftc
approval of the Corporatton.bemg obtained by the bank. The approvalIs
required even if the limit tswtthtn the dlscretlonary limit of th~ bank.

2.
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(UUi) Advance against incenLiues. For banks which have taken WTPCG. the
concession of reduced premium and extended coverage of 75% Is also
available to advances made by them at tile pre-shlpmentstage under exrv-rt
productton Iluance guarantee. Declarations shouldbesubrnltted separately
-under (11"export production finance guarantee on these bases. .

(ix) Extending due dates q{ adoance. No perrnlsslon from the Corporation is
required for extension of due date of an-advance up to 270 days from the
dale of advance.Extension beyondthis .pertod requires approval of ECOC.

(xl Default report. If the bank, apprehending losses In an account. stops
granting fresh advances it should recall the balance ou tstandlng in the
account and send a 'report of default' tothe Corporation. within 30 days.
Premium need riot be paid on an accountafter the occurrence of default.
The bank should keep the Corporation informed of the recovery action taken
by it. [L should also take such other steps as may be suggested by the
Corporation, . .', '

(xi) Nursing Programme. If in respect of a defaulted account. the bank agrees
[or a 11urslng programme. j t should place the terms and conditions for such
programmes before the Corporation for approval. If the, nursing programme
Is approved by the Corporation. such accounts should not be included in
tile monthly declarations under WTPCG.'Instead a separate packing credit
guarantee will be Issued Cor the account.'

(xU) Claims. If the recovery efforts made by the bank fall to recover the enttre
debt wllhln four -months from the date of occurrence of default, the bank
can Invoke the guarantee, Claim shouldbe flied alter four months from the
date of default but Within 12' months from the date of expiry o(guaranCee': '
No fresh advance should be m_ade_toan exporter who has defaulted.

2. Whole Turnover Post-shipment Guarantee
, 1:J1e salient features ofWhole Turnover Post-shipment Guarantee {WTPSG) are
as under: . ,

(I) Aduances covered. The bank should include' all post-Shipment advances.
except letter of credit transactions. There is no restriction that the exporter
should have obtained shipment policy of the Corporation. The.bank has
the option to cover LIC transactions under the guarantee. Advances against
exports on consignment basis are eligibJefor cover under U1C scheme, Banks
have the option to cover post-shtpmentadvances granted to small-scale
industries and public sector undertakings; ,

(ii) PrC!nllum. Premium Is payable on dally product basis Instead of highest
amount outstanding on any day during the,month, The rate of premium is
5 paise per Rs. 100 per month if.only ,non-Lie transactions are cove- "A
and 4..paise per Rs, 100per month if Lie transactions are also covered.

(iii) Percentage oj couer. The percentage of cover under the guarantee would be
85 (Instead of 75 under Indtvtdual.guaranteejtn case of exporters who are
ECOC policy holders arrd ,60% in respect.or.exposters who do not hold ECOC
policy. In respect of small-scale exportinguntts, the cover Is 90% and 65%
respectively, Similarly. if LIC transactions are also included, the cover
uv8iJable,!s,,90%'ru1d 65% respectlvely i.,' ",' '".",'

(iu) Discretion to sanction 11lnUs, Limits on IndiVidual exporters may be fixed
by lhe banI< Itself up tQ the. amount Indicated by the Corporation in the
guarantee . .Sru1cHon of limits beyolld U1e,d,lscrCtionary limits requires prior
approval of ECOC. .. '., '

(()) Countries under restricted cover,Banksare advised·.frol11 time to time of
the counLries placed under restricted covel~.Exporters holding ECOC polley
are required to obtain ECOC's prior approval for. each shipment which
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I "

should be checked by the bank before granting advances in such cases. For
non-policy holders, the bank should obtain ECGC's concurrence for each
shipment.

(vi) Extension oj due date. Extension i:l th'! due date of payment of bills can
be allowed by banks up to 180 days. Beyond this period, extension of time
requires EeOC's permission.

(vll) Term exports. WTPSO applies only to short-term exports. For advances in
connection with deferred term exports, construction contracts .or services,
the bank has to obtain a separate guarantee, The same concessions as under
WTPSO. including lower premium rate, will be extended for such guaranrees
also, '

(viii) Claims, In case of default, a.claim should be preferred by banks under the
guarantee within one year from the due date of the advance or tile extended
due date as the case may be, Where the bill of the exporter is not paid by
the buyer on the due date,' bills drawn 011 other buyers can be advanced
against till the bank prefers a claim with the Corporation, However, if the
exporter Is also unable to pay back to the bank the advance and a claim
is preferred under vrrpso, no further advance should be given by Lhe bank
to the exporter. In case.bank desires to nurse the account, it would do so
in consultation with the.Corporatton.
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.IMI'OIl.'!'S continue to exceed exports causing balance of trade deficit. Howeve-:
the current emphasis is 110l 011 import restriction; rather. it is on encourage
export oriented imports. This chapter lakes a look at the trade regulations

ill India so as to provide propel' background to theaspects of [inan~ingof imports.

29.1.·ANOVERVIEWOFTRAbE REGULATIONS'
As ill the case of exports, the statutory basis Ior regulatlonof'Imports into India

Is found 111 the FOreign Trade (Development and Regulation) Act. 1992 which
empowers the Central Government to prohibit or otherwise .control trnports. Deriving
pow~:I'Sunder tlus Act. Central Gover-nment has noufledthe Export and Import
Policy. 2002-07 (Extrn Policy). The policy specifies the Importabtlity or exportabtllty
of spectflc goods. Accord lng to the current policy capital goods. raw materials.
lutermedlartes, components, consumables, spares. parts. accessories. instruments
and other goods may be imported without any restrtctton except to the extent such
Imports are regulated by the book titled "ITe (HS) Classification of Export and
Import Hems" or any other provisions of Extrn Polley or any other law for the time
being in force, As seen under exports. the items are classified into:

(a) Free goods. .
(b) Restricted goods. Items which canbe imported only against a licence or as

pel' Public Notice:
(c) State traded goods, which can be imported only through the specifted state

lradil1~agency-and
(d) Prontbtted goods. Imparl of whichis prohibited.

Q Dlrector General of Foreign Trade {DGFT)
.DGFT Is authority vested with the duly of advising the Central Government on

the formulation of export Import policy and admmtstertng the pollcy. The offlce of
the DOFT Is at New Delhi. He is assisted by JOint DOF1's and Deputy DGFTs at
the regional level. DGFT Is the licencing authority under schemes under the Exlrn
POlicy.
q Importer-Exporter Code Numbe·r·. .

Every importer/exporter is required to obtain Importer-Exporter Code Number
(lEe) by applying to the regtonal licensing aul.horltyconcerned. The Importer should
quote his code number on the relevant bill of entry. The customs authorities wUl
110t allow imparl unless the above condition ts.Iulfllled. In the case 'of a company/
firm having branches. code number obtained forthe Head Office should be usee!
by all Its branches also,

In the following cases. the l~porters/exporters are exempt from obtaining code
numbers:

(il Importers covered by Clause 3( 1) [except sub-clauses (e) and O)l and
exporters covered .by Clause 32 [except sub-clauses (1) and( k) 1of the Foreign
Trade (ExeHlpfi6'ii'frbhfappllcation of y.·u)esIn certain cases) Order, 1993,

\(1) Mlnlslrles/Dcpartments of Central or a ~t~te Government.
(iii) Persons impor.tingtexporting goods for treir personal use, not connected

With lrade or manUfacture cJf agriculture. and
I. iv) PC!'.sr1I\.~ ImportlnglexporW1g goods fr0m.<to.Nej.)al/Myanmar provided the elF

value of a Single conSignment does not exceed Rs. 25.000.
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D Import licences
Licences are now required for tmport under certain special schemes like advances

licences, Licences art: Is sued by the .Jolnt/Depury/Asststant Director General or
Foreign Trade of the region concerned. '

Salient Features of a Licence
(1) Issued inDuplicate Licences are issued in two copiesjt) customs purposes

copy. and (ii) exchange control copy. The customs purposes copy I~.to be presented
to the customs authorttle.s along with Bill of Entry for obtaining clearance of goods
imported. The exchange control copy is to be presen ted to the bank for opening 8
letter of credit or for making remittance of foreign exchange against imports made
under U1C licence. The bank should deal with the exchange control copy or the licence
only. '. . . .

(2) Period of Validity The licence willstate the period of validity. The valtdlty
may range from 12 months to 24 months depending t,lPO!: lhe scheme under which
H Is issued.

The validity of an import licence t~ decided with reference to the date of actual
Jhip,.::,!1tJdespalch of goods from the supplying country and not U1edate of arrival
of goods at an Indian port. Therefore. the relevant date would be the date of the
biil of lading, air consignment note ordate stamp of the office of despatch of post
parcel ..depending upon the mode of transport. In case of landlocked countries. it
would be tile date of despatch by .train, road or other recognised mode of transport.

Where the elate of expiry of an import licence falls before the last date of a month.
tile' licence Will autornauc'ally be Valid up to the end of the month, Also. ill calculating
the validity date, the date on which the licence Is issued Is exciuded.

(3) Actual User Condition It means the imported goods should be used only
by the importer .ror. his own manufacture or trading or service activity. Where the
licence is issued the actual user' alone may Import such goods unless the actual
user condition is spectncally .dispensed With by the ucencmg .authortty,

(4) Value, Description and gU,antity The licence shallrndtcate the value (on
elF basis): U1equantity and the description ofspcclflc goods that can be Imported.

('5) Export Obligation The licence Issued under a specific scheme may Indicate
the export obligation to be fulfilled by the beneficiary of the licence in fulfilment of
the condition laid down in the scheme, This condition will not affect the ImportabUlty
of eligible goods. as the export obligation Is to be fulfilled onl~ in the future.
Q Schemes under the Exlm Polley,

The schemes under the Exlm Polley are aimed at either encouraging exports or
fa-:'lltaUng exports by making avallablethe Imported capital goods and raw materials
at concesstonal duty orcompletely d~ly fee.
Duty Exemption Scheme . ,

Duty exemption scheme, enables duty free import of inputs required [or export
production: Under this scheme .an advance licence Is issued. to allow import of
Inputs which are physically incorporated in the export product free, of customs duty.
The licence is subject to actual user condition which means the licence or the
materia; Imported thereunder is not-transferable even after completion of the export
obligation. The export obligation ts tha:Uhere should be a positive value addition
(r.e., FOB value of exports by the Itcence holcier should exceed the elF value of
imports oftnputs under Lhe"Ucence) within a perloc:l;of 18Jl1onths.
Duty Remlsslen Scheme

Duty remission scheme .enables post-export repJenlshment/remisslcn or C"lstoms
duty paid on inputs in the export product. The benefiCiary can obtatn either.:
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(a} Duty Free Replenishment Certificate. or
(b) DUly Exemption Pass Book. ,
Duty Free Replenishment Certificate (DFRC) lsIssued to an exporter for the

Import of inputs used In the manufacture of goods without payment of customs
duty. Within 6 months from the realisation of export proceeds. the exporter should.
apply to the li<;:enclngauthority [or grant of DFRQ. DF'RC ts subject to a minimum
value addition of 33%. Therefore. It will be tssuedfor the vlaue of 75% of the FOB
value of the exports. The DFR~ and the material imported under it are freely
transferable. The Validity of the licence is 18 months.

Duty Entitlement Pass Book (DEPB) ts issued with the objective of
neutraltslng the incidence of CUSl0l11S duty on the import content of export product.
Under this scheme an exporter Is eligible to clalm-credlt at a specified percentage
of FOB value of exports of speclfled cornmodtues made In freely convertible currency
The credit .thus earned can be used to importany freely importable, commodity
without payment of customs duty. DEPB is valid.fora period of 12 months. DE,tJB
and/or the 1(el'l'4~imported thereunder are freely transferable.

Export Promotion Capital Goods Scheme
Export Promotion Capital Goods (EPCO).Scherrte allows Import of new capital

goods as well as computer software systems at ,5% customs duty subject to an
export obltgauon cqutvalent to 5 times CIF' value ol capital goods imported to be
fulfllied over a period of 8 years. In respect of EPCG licences [or Rs. 100 crores or
more. the export obligatton can be Iulfllled i.'112ye~s.
Status Hplders

Exports who. fulfil the minimum export turnover are given status ceruncates
under Extm Policy as under:

Category of Status AverageFOB.value of exports during
the preceding 3 years Rs. Crores

Export House
rradlrig House
StUI' Trading House
Super Star Trading House

15
100
500

2000
Status holders are eligible lor the folloWing facUitIes:
(l) Licence for both Imports and exports .onself-declaratlcnbasts.
un Prtortty finance for medium and long term capital requirements as per

conditions notlfled by RBI. .
(iU) Exemption from compulsory negouauon ofdocuments through banks. The

remittance. however, would continue to be received through banking
channels,' , '

(lu) 100% retcnuon of [o'reignExcha.nge ill EErC account, ,
(u) Enhancement In normal repatriation period [rom 180 days to 360 days,

c Export Zones
, I;:kpoi"'c 'Processing Zone (EPZHls.aiii l.i~du~t.l'll:l.iestate: cordoned off' from domestic
tariff area, where trade barriers applicable to the rest of the. economy do 110t apply
and where export-oriented units can operate ,free, of import duties or quantitative
restrjcttons and are given other advantages Including tax exemptions; Seven free
trade zones have been set up in India at SantaCruz (MumbaiJ. Kandra. Chennal,
Cochln. Naida, Falta (Calcutta). and Visakhapatnam ..

Units In the free trade zone and export-oriented units (outside the zone; are
Similarly placed With regard to conditions and benefits bestowed on them,

An EOU/EPZ unit car:. ~mport free Of duty. raw materials, capital goods,
tqulpments. etc., required for production.
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The entire production of EOU/EPZ should be. exported except rejects upto 5%
which call be sold in the domestic tariff area (OTA) subject to payment of duties.
25% of the production may also be sold in the DTA area provided the use of lhe
indigenous inputs is more than 30% in value terms.

The unit should achieve a minimum value add-non of 20% : in case cf unlts
engaged in manufacture or production of specillcd items higher ltmus are
prescrtr-":'. '

Supplies made to EOU/EPZ units by untts in the domestic tariff area are treated
as 'deemed exports' entitled for export benefits.

Benefits. These umtsenjoythefollowtngbcneftts : •
(I) The units set up in the' EPZ/:i are eligible [or concesslonal rent [or lease of

industrial plots and standard.design factory buildings/sheds [or the first
three year's. '. , .'

(U) EOU and EPZ units are exempt from payment of corporate income tax [or
a block of five years In (he firsteight years of operation.

(iL:) Foreign equity upto 100% Isperrntssible. . ..
Units in Electronic Hardware Teclmology Park (SHTP) and Software Technology

Park (STP) also enjoy similar .status as untis in EPZs.
Special Economic Zone (SEZ) Is a specifically delineated duty free enclave and

Is deemed to be foreign territory for the purpose of trade operations and dulles'
and tariffs. Goods going inLo the SEZ area from DTA are treated as deemed exports
and goods ccrulng from SEZ are a Into ~TA arc treated as Imports.
29.2, EXCHANGE CONTROL REGULATIONS

The exchange control regulations relating to imports malnly cover (a) payment
against import (hLevldenc.e_for imports (e) opening of letters of credit. (d) handling
of Import bllls and (e) booking of forward contracts for importers. Opening of letters
of credit and handling of Import bills-are discussed In-subsequent sectlons. Forward
contracts were discussed In an earlier chapter. 'Other exchange control regulations
are briefly discussed below. The current exchange control regulaUons are contained
in Annexure to AP (OIR Series) Circular No.9 dated 24th August 2000 issued by
RBI.
a Payment against Imparts .

(1) Method of Payment For shlprnents made [rom Bangladesh, Myanmar. Iran.
Pakistan and Sri Lanka trnembersof Asian Clearing Union). payment should be
made in ACU dollar. For Imports from other countries payment can be made In
any permitted currency. including Indian rupee. '.

(2) Manner of Rupee Payment For payment of nnport bills. the bank should
collect rupees (rom the Importer. by.deblt to tile Importer's account or bya crossed
cheque drawn by the importer on his bankers. Cash payment should' not be
accepted. .

(3) Application for Remittance For making payment against Imports. the
importer has Loapply to the bank hi IcrmAt . Foreign exchange obtained. s-hould
be utilised for the purpose declared by Ute importer or for any other pur] ...ose
permitted under U1C regulations. Where used for imports. proof of uultsatlon should.
be submitted to the bank (detailed subsequently). .

(4) Time Limit for Payment Normally payment agai"st imports should be
. made Within sixmonths from' the date/of .shtpmerd. Norma!-/tisarice:'interest or
overdue interest is allowed to be payable against import bills for a period of six
monu= If there is delay beyond :slxmontl:ls. ba.nk may allow the payment provided
the reasons for delay are satisfactory to the bank. No interest should be paid for
the period beycnd six months. However ..if the overseas supplier inSists. interest
may be paid l1p to 60 days beyond ~80 days from date of shipment. provided tile
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Import bill is pa:.rJ within that period, Deferred payment arrangerncnts.tnvolvlng
payments beyond a per+od of six months requires permission of Reserve Bank.

{5) .Interest on Import Bills. 111case of prepayment of usance Import bills,
re mtuauces can be made only after reducing the proportionate Interest for the
unexpired porucn of usance at the rate at which the interest has been claimed or
the 'prime' rate of the country in the currency of which the goods are Invoiced or
LIBOR for the currency. whichever is applicable.

(6) .Endorsement on Import Licence When letters of credit are opened or
remittances are made against imports. endorsements should be made by the bank
In appropriate column at the back of the Import licence, Similar endorsement should
be made when the bank OPCl1S a back-to-back inland letter of credit on behalfof
duly free licence holders.The exchange control copy of the licence should be retained
by the bank opening the letter of credit till scrutiny by the internal uudlt or
Inspection is completed. .

(7) Advance Remittance Advance remittance against imports is permitted
subject ('0 the following conditions: .'

Cal The importer holds a valid licence. where required.
(b) Remittance is made direct-to the suppliers. .
(cJ Remittance in excess of USD LOO.OOOmay be allowed provided a guarantee

or counter-guarantee or standby letter ofcredr; from an International bank
of repute situated outside India has been provided In favour of the Importer.

(aJ The importer should give an undertaktng.to imparl within a period of three
. months (twelve months for capital goods) from the date of rcmlttance and

furrilsh documenta.ry-el71dence-wlthin I-fr'-daysfrom thereon. The bank may
permit extension of time for tmport.not.exceedtng one month (three months
for capital goods) provtded the reasons'for se'eki·ng extension ofttrne are
convincing. If the advance remittance has been made against a bank
guarantee. where necessary, it may be amended to cover the extended period, ,

(e':) In the event of non-import of goods, the amount should be 'repatrtated to
India or utilised for a permitted purpose. . .

CJ Ensuring import of goods .
Provisions have been made to ensure that imports against ,I/hicl1 payment In

. foreign exchange Is made de take. place. Where-the value of import exceeds USD
5,000 tile importer Is required to submit to the authorised dealer through whom
the relative remittance was made, the exchange control copy of the relative bill of
entry or customs assessment certlflcate or postalwrapper as evidence to show that
the goods have acLually been imported into Indla., . .

On receipt of the documentary evidence,' the bank should issue an
acknowledgement to the Importer containing the folloWing particulars:

(c) trnporter's name, address and code nurriper;'
(b) import licence number and date (where applicable);
'(c) bank's reference of letter of credit number, etc., if any;
(d) number and date of the bill of entry/postal appraisal form or customs

assessment form and the amount of impc,I't; and "
(e) particulars of goods imported. ,;_, : l, ;'; .>;:, . . ..: .

. The documentary evidence should be duly verifled and preserved for inspection
by their auditors/inspectors. The documents should be retained by the l,:I~I"k for
one-year after certification by the auditors/inspectors. In respect of cases under
investigation by investigating agencies, the documents can be destroyed only after
obtalnlng clearance from the tnvestlgattng agencycbncerneo.

In case an importer docs not furnish the exchange control copy of the customs
bill of entry or the postal wrapper. as the case may be, vvithil1 3 months from the
date of remittance, the bank should r1gorouslyfol1ow up for the next 3 months,
including issue of registered letters to the Importer, to produce it forthWith.\ . ,
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The branch should forward to the Reserve Bank wil" in 15 days froir end 01"
every half year, a staterneritjn forrh 'BEF' furnlEhing the details of transacuons
exceeding USD 5.000 in respect of which the importers have not submitted the
docu=cntary evidence within six months from tile dote of remutunce. For
transactions up to Rs, 31akhs. it.ls the responsibtlttv of the authorised dealer to
rigorously 10110''''''up un the documentary evidence is furnished by the importer.

The followf!1g two cases need not be considered as default:
(a) The advance remittance Was used for any permuted purpose other than

that lor imports;
(b) Into Bond Bill of Entry Is submitted as a provisional evidence of import

into India,· , ',
Imports through Courier Where the Clf" value of the consignment' iillported

through courier service Is Rs. 1 lakh or more importers are required to submit
exchange control copy-of Lhebill ofladmg for home consumption as in case of other
,imports. In case import is for less than R::. 1 lakh. the bank may accept a copy of
blll of en try in the prescribed form issued by the Customs in U1e I'Wl1'lC of U1C Courier
Compi1I1Y,duly certified by the Courier Company ilself.

Import of Software Where Imports are made In non-physlcal form. i.e.. software
or data through internet/datacom channels and drawings and designs through e
mail/fax a cerUficate from a chartered accountant that the software/data/drawing/
design has been received by the importer should be submitted.

29.3. OPENING A LEITER OF CREDIT

ClAppralsat .
Banks can open letters of credit only on behalf of their own customers who

maintatrruccounts with them andare known to be participating in the trade, By
opening a letter of credit, the bank.undertakes to make payment on behalf of the
customer to the-extent-of lhe amount of the credit. The bank should, therefore.
appraise.the crcdttworthlness orth~ customer as If an advance is made to 111m.

In particular. the bank would require the Iollowtnginformatlon from the customer
[or considering sanction of the faclUty,:.. .. "

(a) Nature of business of the unit-manufacturer; importer, exporter or trader.
(b) Amount of tile Import requirements and the amount of limit required.
(e) Terms of payment-slght or us~nce. ' ,
(d) Nature of goods to be imported and if import Ircence Is obtained,
(e) Details of past dealings ofthe unit (financial statements for the last three

years may be required).
{f) Security for the facility; addtttonal securuy, if' any, In addluon Lu clwrglng

of tlle goods to be lJnpotled; . ...
(9) 'I\~arginmoneyabtreed to be deposited for the facillty, 1'he maJ'gln agreed by

the bank will depend· upo'n varIous factors such a~ the Heserve Bank
sl..\pulations. the credilworlhm.ess OfU1C .appl1cant. nature of the commodity
to be imporred. etc. The mcu-gtn may be deposjled by the applicant or by a
thIrd party. "

(h 1 In case the llmit is for a large amount, details of the parties from whom
the applicant intends to Importmay be obtah1ed. The bank may obtain
credit report on Importanti:ntended exporter.

:The Reserve Bank has suggest~d. that>this ,letter of credit should be op'e:.ned'
no:mally for customers who enjoy credit facilities with the bank. In case Cl request
to open a letter of credit is receiveq from a customer who is having only current
account W1Ul tile bank, it should be satisned UUlt-

(al there Is genuine need ror establishing the credit:
(b) tbe customer has ab1lity to: retire the documents under the credit 'without

approaching the bank for credit limits to relirc such documents;

......,- .....- ... ,,_ .., ...... '. ~'.
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(c) the customer's Ilnanclal posiuon as evidenced by the financial statements
is satisfactory. His income and wealth tax assessment is also to be verified;
and

(d) adequate margin is taken; additional securities are also obtained. .
Where the customer has factlities with another bank and only a current account

with the credit opening bank. the bank should obtain in wrtung from the customer
the reason for not approaching the other bank. Concurrence of the existing bank
w110had sanctioned Iactltttes to the customer should also be obtained along with
sausfactory report about him.

The limit Will be sanctioned after a careful scrutiny of the proposal. For importers
with large turnover, where more than one letter of credit may be established. a

• general Iirrut [or opening of letters or credit may be sanctioned, lndtvrdual letters of
credit are Issued as and when required by the party, within the overall limit
sancttoued. Where frequency of transactions is not as expected. sane lion may be

, accorded [or tndlvtdual letter of credit. as and when required by the party .
o Documents to he verIfied

After obtaining sanction of the Iacil!ty, when the Importer wants a letter of credit
to be estabushed, he should produce to lhe bank-the following:

(a) Appltcauon-cum-agreernent for opening the. credit:
(b) Exchange control copy or the Imparl LIcenceor reference to ITC classlflcation:

Md .
(e) . The sale contract betwt'.etl exporter and importer.

.(ijAppliqat;onjor Opening the Credit The application for letter of credit Is a
srarnped document which, besides giVing details required for opening tile crcdtt,
also acts CIS auagreement betweenjhe bank and the customer. It stipulates the
condiuons governing U1eletter of credit, contains an undertaking by the customer
to make funds available in his, account with the bank when btlls would be presen ted
under the credit. It also grants right Lo the ballk, over the goods covered by toe
documents prrsented under the credit till payment is made by the customer. In
the. appncauo» the customer agrees to subject thecredit to the provision of Uniform
Customs and Pracuce of Documentary Credits.' The Bank should verhy that
p~11·Uc.\11F,ll'srequired lor opentngthe credit are Clearly stated in the application. The
appllcatlon is a printed form catting [or information ·lil<e:· ,

(al Name and address of the beneflclary: .
(0) Nature of credit-revocable or trrevocable, confirmed or unconfirmed .

. transferable, etc., . .
(e) Amount of UU!credtt and currency: ... .
(d) Details of goods to be Imported. th~ir n&.tu.re·j·qliallty. speclflcaUon, quantity

and unll.price:· .. . ..... . ... ..
(el Trade terms-wheU1er U1e price is U11FOB;.CF'Ror elF basis:
(fl Details of bill of exchange to be drawn· tenor 'and draw: _
(9) Mode of transport and document evidenctngshipment!bUl o[ lading. airWay

bill, eLc.: .
(11) Documents to be tendered-nature o[ documents aild the number Of,copies

of each dOCu111ent;
.. (i)' l(thsul'ru1ce'pollcY'(~ to be obtained, rlsks1tcybe c6vered·a.xld value:

U) Latest date .of shipment and for negotiation;
(Ie) W11eUlcr partial shipments are allowed: and
(1) Whether transhipment is allowed,', .

(ii) Import Licence If the Import is covered by 'a speCific IIcen·ce.Hie exchange
control copy of the licence should be obtained, The details that are aVailable In the
licence have been discussed in the previous section ..
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(iii) Sale Contract The sale contract between the exporter and the importer
should be verified by the bank and a note of verification should be made 011 the
credit applicattcn. If the customer is 110L in C1 position to submit the sale contract.
anyone of the following documents may be accepted for scrutiny by the bank:
(a lOrder together with the order conflrmauon of overseassupplier.
(b )Proforma invoice ofoverseas supplier duly countersigned by importer.
(cllnden~.·'"\~der from overseas supplier or his authorised agent.
aScrutiny of Documents ,

While scrutinising the documents tendered by the appltcant. the bank should
pay attention to the following:

(a) The documents arc signed. dated and complete in all respects.
(b) The licence is not reported lost or cancelled by the Reserve BankllTC'

authorities. .
(e) The comrnodityto be Imported Is the same in all the documents,
(ei) QlIanuty restricuon. if any. imposed in tile licence is not exceeded ..
tel Tile value of the conSIgnment 1s permitted under tile licence. Licences are

issued for elF value. Ifthe import is made 011 rOB basis. Ole licence cannot
be utilised to its full value on FOB basis. Provision has to be made on the
FOB value for insurance at t% and for freigllt at 10% for carriage by sea
and at ZO% for carriage Oyair. For example, if the trnport is for Rs. 20.000
on FOB basts, It is takenthat the licence is utilised to the extent of Rs.
22.2UO calculated as under:
FOB value
Insurance-I %
F'reigh t-1 0%

Rs.
Rs.
Rs.
Rs.

{fl Country of origin of goods; whether permissible.
(g) Currency of leHer Of credtt.ffperrnlsstble.
(hl Last date of shipment. It should Hot be beyond the valtdtty of licence.
(l) Date of expiry of letter of credit. The payrnen Lfor imports should be made

within six months from the date of shipment. Therefore. In case of letters
of credit calling [or usance bills, it should be ensured that tile credit provides
for payment within six months from the latest date of shipment allowed in
the licence.· .'. . .' "

U) If the contract term is CIF;the'lettcr of credit calls for freight paid btll.of
lading and insurance policy. If on FOB or eFR basis, the importer should
arrange for insurance of goods.

(k) If transhipment is allowed; the insurance covers trnnshtpmenr risk also.
Establlshino a Letter of Credit·

~! -.

(i) Limit The importer woulr; ~llbITl:1t an application for opening the letter of
credit to the bank. When the application is received. it should be verified
that the outstandlngs under the letter of credit and qills paid thereunder
butstlll not'released by thecustomer together wtth the' amount of the credit
now required to be opened do not exceed the limit sanctioned to thecustomer. . . .

(i i) Iss~e of Letter of Credit:'Each panJ< has its own prli1tcd form of ietter of
crcSiIt. The. letter of credit t$,,:,pr.~pared.in.5;Mt?,·.C;QI?UIS. depending Llpon.lllc.
requirements of tile bank. The minimum i1:)five caples to be uscd as:
(a 1 the beneficiary's C9PY.(t1le original); .
(b) Advising bank's COpy: . .
(el copy to the appllca:nt: . .
(dJ copy to Head OITtce of the bank: and
(e) file copy. .
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The letter of credit should be complete and precise in all respects:
The original of the credit and tile copy meant for the advising bank are sent
to the advising bank for onward transrnis slo n of the original to the
beneflclary If the advising bank is required to confirm the credit. It will be
specifically stated ill the covering letter, ....•

(iii) A.dvance copy If the applicant desires that only the.tnforrnauon about the
establishment of the credit be sent by cable, a short cable message may be
sent to 'the advising bank The message.gives only the essentials llke the
names of the beneficiary and the applicant. amount, brief descrrptton of
goods, last date of shipment and negotlatlon. The opening bank should
make dear its intention that the message is only for inrorrnatton and not
ro be treated as letter of credit by addlngthe words 'arrmaillngdetatls' or
'details to follow'. The regular letter of credttshould indicate prominently
that iL Is In confirmation of the cable messagealready sent.

(itl) Reimbu.rsement Clau.se If the opentngbank maintains an account with
, the advising bank, it may authorise the latter to debit that account when
bil ls are tendered under the credit. The credit rnayatso provIde
reimbursement to U1enegouating bank atany other bank in the same centre
or some other centre. In such a case the reimbursing bank wlll be sent a
copy of the letter of credit with authority to debit the account of the opening
bank with it when the negouating bank informs it that bills have been
negotiated under the credit as per the terms stipulated.

(v) Margin Margin as sUpulated in .the sanction letter should be obtained and
kept In the 'Margin on Letter of CreditOpenedAccount' or ather similar
account. .

(til) Eridifrsement on Documents The fact 'of establishment of the credit
should beendorsed on:
(a) U1elicence: and
(b) the sale contract.

(vii) Commission The commission to be recovered Is prescribed by FEDAI
Rules. III addition to commission, the bank is entitled to recover actual
cable charges and postage.

(uiii) Accounting Entries On opening the letter of credit, the folloWing vouchers
are passed: .. ...

D,: Customer's) .Iablltty on Letter ofCredtt Issued
Cr. Bank's liability on Letter ofCredit Issued.

'the rate applied for opening the accounts Is the bills selling rate prevalent on
the dale of opening of the letter of credit. , , '

" "

Cl Amendments
Subsequent to the opening of letter orcredti. the applicant may approach the

bank for advtstng certain amendments, The amendments may relate to, (a) the
amount. (b) the date of shtpmcnvncgouauon. or: (e) any other requirement of the
credlt. Such arnendmentmay be advised by the openlng bank provided they do not
exceed the licence provisions. The amendment is advised through U1eadVISingbank.

Ir the amendment involves tncreasing the llni,it or the letter of credit, additional
commission should be recovered. 'Further. for the enhanced limit accounting entries
should be passed:· If·it Involve,$ .extension orUme lirhlt oLth~:creglt(.addiUonal
commission for the cxlemJcd period, if chargeable; should be recovered,
Cl Cancellation

The liability under. the lettu of credit is reversed as and when bills are received
und paid u,ndcr Il. If. al Ule end oftJ1e period of negouauon allowed under the ('redlt,
a PCl'liOll or rlill value of the credit is unuLlliscd., it is automatically cnl1celled.
However. the elale is valid 1'01' negotiation at tile other end, Therefore. the opening
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bank should walt for a reasonable period after due date or the credit. say, for a
month; and then reverse the ..entries passed on opening the letter of credit.
Cancellation of the credit should be intimated to the beneficiary through the advising
bank.

29.4. PAYMENTOF IMPORT BILLS,. ,

Bills drawn on the importer may be.received by the bank:
(a) under a letter of credit opened by it: or
(b 1 other than under a letter of credit, t.e .. Foreign Inward Bill for Collection.

Q Bill Received under a Letter of Credit
When a bill Is received under a letter of credit opened by It. the bank should

first verify thatall the documents as mentioned in the covering schedule received
from the negotiating bank are in factrecerved. It should then subject the documents
to a thorough scrutiny to ensure that they strictly conform to the stipulation of the
letter of credit.

If any discrepancies are found in the documents, the bank should immediately
inform the negotiating bank of-the discrepancy and hold the documents at the
disposal of the negotiating bank. Stmultaneously an Intimation of the arrival of
documents and discrepancies found.therein should be sent to importer asking him
to call on the bank to verLfy the documents and see if they could be accepted. If the
importer refuses to accept the document, the fact should be Intimated to the
negotiating bank seeking their further advice In the matter. To the extent of the
bills received. the liability in the letters ofcredit issued account should be reversed.
In all other respects the procedure is same as if U1ebills were received [VI' ccllecuon
by the bank. .

If the +ocuments received are in order, the bank .should immediately pay the
negotiating bank. if r~jmbursement, has not already been obtained by it. An
intimation should be sent to the importer asking him (0 retire the bills immediately.

The bill is received In foreLgn currency and, ther.efore, the exact l1ab1l1tyof the
importer in rupees is determined -only when he makes payment against bills. On
the date of retirement ofthe bill oythe importer, the ruling bill selling rate Is applied
and the amount of the blU and bankcharges thereon (ir~ converted into rupees.

However. if the importer does not-retire the. blll Within ten .daye of receipt of the
bill by the bank. on the tenth day. t[le, bank should convert the foreign currency
amount Into rupees at the ruling b1llselling rate by passing U1e,Iollowtrig vouchers:

Dr. Advance Bills ',., , ,
Cr. Nostro Acc:ount" '

If a forward contract had been booked for the import. the conversion should be
doneat that rate. If the .tenth day happens to be a bank holiday or a Saturday. the •
conversion should be done on the' succeeding working day.

The customer is liable to payInterest on the import bill at the following rates:
(a 1 From tile date of negotiation ,0[' Rate applicable to non-prtorlty

bill abroad to'the date of debit, sectors :
to advance btllaccount ' ,

(b) From the date of debit to advance Penal rate
bills account to date of retirement'
of the btU ',' ' '", ,', .: ",'

Usance Bills Us~m'ce bills are tobe stamped according to 'tlie cllr~ent rates of
stamp duly converting the foreign currencyvalue Into, rupees at the rates prescribed
by Government of India from time-to time. The bill should be presented to the
customer for acceptance. If the bUl Is on D/A terms. the dqcuments·should be
delivered to the customer retaining the accepted bills.
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On receipt of the blll under the credit, the liability entries, passed at the time of
opening of the letter of credit, are reversed. At.the current bill selling rate the
following entries are passed:

Dr, Customer's Liability on Acceptances
. Cr. Bank's Liab1l1tyon Acceptances
On payment to U1enegOtiating bank on the due date of the bill, the above entries

an! reversed. . .
Q Foreign Inward Bills for Collection
Exchange Control Regulations

Exchange Control requires that banks should exercise due care while handling
Import bills upon collection basis on behalf oltmporter customers With reference
to their line of business, Ilnanctal standing, frequency of import. etc" to establish
the genuineness or the tmport. In the case of bills involving large value, they should
satisfy themselves that the Importer Is known tobe trading in the Items mentioned
in the shipping documents or that the items are required for his actual use, In
case of importers who are not their constituents. they should, at the time of
acceptance of the documents/making payment. call for detailed Certtflcate-eum-Report
fro 11:' their bankers in support of the genuineness cfimports, ..
Direct R3celpt of Dot;uments from Sellers

Import bills and documents should bereceived from the banker of the seller by
the banker of the buyer in India. Direct recetptof bllls direct from the overseas
seller ts-perrnttted only In .the followIng cases:

(a) Where the value of the import bill does not exceed USD 10.000.
"(b:-) Impor t-btlls-recetved by wholly owned.Indtan substdtartes of foreign

companies from their principals, .... '
(c) Import bllls received by Super Star Traclfng Houses, Star Trading Houses,

Trading Houses, Export Houses, 100% Export Oriented Untts/Untts In Free
Trade Zones, Public Sector Undertakings and LImited Companies.

(d) Where the value of import bill does notexceed USD 25,000 in respect of
import of (I) books and magazines, (to life saving drugs/equtprnents by
hospitals etc .. and (iii) Import by reputed research and other development
Institutions like Tata Institute of Fundamental Research,' C·Dat, Indian
Institute of Technology, Indian Institute of SCience and Universities,

(e) Import bills received by\a1! limited companies otz., public limtted and private
Ilmtted companies,

In all other cases, at the request of importers,' banks may receive bills direct
Irorn the overseas seller up to USD .25,000 provided the bankas fully satisfied
about the financial standing/status and track.record of the importer customer, Before
extending lhQ Iaclllty, the bank should obtain report 011 each individual overseas .'
seller [rom the overseas banker or reputed credttagency

" "

Procedure
When a bill is received from the correspondent bank for collectton, the bank is

acting as, an agent for the correspondent, bank-Therefore, the Instsuctfons given by
. the' collecting bankshould' be~:s.cfupulously{ol1qwed, .: .. . J .'; ;, ." ..

The documents received should be verified to-see that they do not contravene
the exchange control .regulattons of India. 1\1'1Y such discrepancy should be
immediately brought to the notice of the collectingbank and its instructions sought.
All bills should have a certificate of origin as one of the documents to determine
the currency of pa.ymen t.' .' . .

An Intlmation shou.ld be sent to the drawee of the b1ll to inspect the documents
and retire them, Simultaneously an acknowledgement of receipt of docuqlents for
collection should be sent to tl1e collecting bank ...
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',' "

When the blll Is retired by the drawee. the amount of the bill plus bank charges
payable abroad should be converted at the bill selling rate and the amount should
be recovered from the customer by debit to his account or by a cheque drawn on
his account with his bank. Bank charges and commission for the bank in India
can be recovered from the drawee. If he declines. the same can be deducted from
the proceeds to be sent to the collecting bank abroad: . '

UsanceBill The bill should be got stamped according to the current rates by
couverung the foreign currency value into rupees at the rates prescribed by
Government of India from time to time and got accepted by the drawee. An
intimation should be sent to the collecting bank of the fact of acceptance and the
due date of the bill.

On the due date when paymentIs.received, procedure to be followed is the same
as that for sight bills. ·
Q Dishonour by Importer

(i) Bill Received under Letter of Credit .
If the documents received under a letter of credit are In order. the issuing bank

should make payment to the negotiating bank irrespective of the fact whether the.
importer pays or not. ,
If the b!1lIs dishonoured either by rion-payrnen t or by non-acceptance. it is in

U1Cinterest of U1ecredit Issuing bank to take proper cure of the goods. Each import
licence issued in India bears aclause that the bank becomes a joint holder under
the licence if a letter of credit is opened by it against the licence. Therefore, as a
jotnt .rolder, the bank can get the goods cleared and arrange for lheir warehousing.
To avoid payment of the import dutyimmediately the goods may be stored in t11~
bonded warehouse, wherever possible; Also insurance should be kept alive. -

To do th~above. the bank should keep' a watch on the arrival of the ship. The
shipping company may send thebank'(as the consignee or notify partyl the steamer
arrtval notice. Itmay get the tnformatlon through trade journals or clearing agent.
For clearing the goods and arranging for their storage; the bank may utilise the
services of approved clearing agents·;:' .. .•

The goods cleared by the bank ..if subject to licensing. may be sold to State
Trading Corporatton or Government Departments Or actual. users for which no
permission from Customs is necessary. Sale to others require prior permission of
Customs. ... .

(Ii) Bill Received for COllect/on
The collecting bank ShOl,11d:bek~pt In,formed of the developments. It should be

informed that under exchange centro! regulations in India, it Is not possible for
the bank to clear the goods and arrange for their storage. The 'bill should be
protested for non-payment or non-acceptance as the case may be.
29.5. IMPORTTRUST RECEIPT,.

The importer has other facilities with the bank Ul<ekey cash credit or open cash
c. edit. When a bill received covertng import of raw materials or other Items, Is
released by payment by the importer out of his own sources or by debit to the
cash creditaccount. Tl1.~,.i,rI1P9rted'gbodsthus standas security for the cash credit
account. If the good~fare"tb'be':'charged as security for key-cash: credit .facJ11tYH';e;.
pledge), it is essential that the ..goods are in the possession of the bank and not
delivered to the importer. If the goods are delivered to the Importer, the essen tial
of pledge is lost and the bank loses, its.right over the goods. But unless the importer
isallowed to take delivery of the goods from the port.and place them in the godown
pledge cannot be created. .. ....". . .

.~-. -_.-_ ....._..
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Tile dtfllculty is obviated by taking a Trust Receipt from the imporLerand 'allowing
him to lake delivery of the goods and place themin me godown, In the Trust Receipt
the Importer specifics the gooJs and agrees that he Is holding the goods not as
their owner but as an agent for the bank, Thus the bank continues La have the
rlgllls of the p,edgee. • .. '

The need for Trust Receipt Iactlity also arises In case of letters of credit calling
101' usance bills, Suppose the letter .of credit calls fsr 90 days sight bUl. The exporter
on shipment lenders the bill through the negottalmg bank and gets it accepted by
the issuing bank. Since the bill bears the bank's acceptance he is assureo of
payment at matur ity, If be Is in urgent need of funds he can discount the bill with
hiS bank,

As far as lIH! tssutng bank is concerned, ttwould llke to retain possession of
the goods till payment is made by the importer, Importer, on the other hand, would
lilte to take possescton of the goods as SOOI1 as they, arrive, use them in the
manufacture and/or sell them and pay against the bill. Here again the bank may
release the goods against the trust receipt orthe importer, Depending upon the
credit rating of the customer, the bank may- ,..'

(a) allow the customer to use the products as well as sell the goods;
(b) allow U1C goods to be used for manufacture only;
(el insist on margin: and
(el) ngl'ct: [or release only in parts,

Q Value of Trust Receipt
In the trust letter the Importer acknowledges that goods are held by him In trust

for the bank and agrees LO make over the sale proceeds tothe bank, He further
undertakes to keep the goods and transactions ar1slI1g out of these goods separate
from other transacuons. In the-ease of insolvency of the importer, the bank can
repossess the goods; the offtclal receiver cannot-claim the goods, The banker can
appropriate Ute sale proceeds. if the goods were already sold by the borrower,

However, In practice, trust receipt does not secure the posltton of the bank toa
significant extent, The r181,s are t.hat-. "

(a) the importer may repledge the goods wtthanother bank or person;
(b) U1eimporter maysel! the goods without remitting the amount into U1ebank;

and
(c) ill case of insolvency of .the lmpor.tervI; would be difficult to trace the

proceeds 0(' the goods, .',','
Therefore, release of goods against trust receipt Involves addtuonal credit risk

to the bank, ' ,

a Clearing thruugh Clearing Agents
As an alternative to the trust receipt fadUily. the goods may be got cleared through

tile bank's approved clearing agents, The clearing and forwarding agents specialise
in Iacllltatjng the shippers in fulfilling the Iorrnauues relating to booking space in
'ship and complying with U1eformalities of the customs, port and shlpptng company
auuiortues both in booking and getting release of goods, The clearing agf'nt~
employed to get goods cleared and.dellvered at thegodown of.the customer secured
'ull~ter ;pledge to the bank act as, ag~l)t~,,8~Jhe Qf)n~"d\I,r.lpg:tl1etransit. The goo~~
conlinlle to remain In cifecl1vr. possession of the,bank and the essence of pledge is "
not violated, '

r::are is, however, reqllired In sele~ting the clearing agents. In approving clearing
agents. U1eir reputaLion in Ule market and Integrity are considered,

y
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PART VI-SOURCES OF EXTERNAL FUNDS

30 Non-resident Deposits and
Investments

MrrrANCES from India.nS.l..iving.abroad have been an important source
f foreign exchange for, India. These have been one of the major
venues by which the balance of payments deficit has been met.

Various deposit and ..investment schemes have been devised to encourage
investment In India by non-restdent Indians. As these schemes are for non
residents. we define first the terms resident and non-resident from exchange
control angle. Then the deposit and investment schemes, for non-residents
are ou un red. Recently, residents have been permitted to have been permitted
to hold foreign currency accounts in India. The features of this account are
given ill the end.

,:. . ,
30.1 DEFINITIONSOF RESIDENTSANO NON·RESIDENTS

c:J Residents ,
Under Foreign Exchanger Regulation Act. a ciUzenoflndta residtng in or a foreign

citizen who has came to stay in India In either case: .
(a) .for or on taking up employment in India, or '
(b) .for carrying on.a business 'or'vocation in India, or
(e) for staying with his or her spouse ..such spouse beinga person resident in

India, or ' .
(et) fo: any other purpose. In .such circumstances. as ~ould Indicate his'

intentlon Lostay in India for an uncertain period. was considered a 'person
resident' in India.

Indian Citizenswho proceed aboard for business tours, medical treatment, higher
studies and such other purposes which do not Indicate their Inten tron to stay
outside India [or an indefinite or uncertain period were considered as 'persons
resident In India' during their temporary absence from India,
Detinltion under FEMA

The definition of residents under FERA dtffered from that under Income Act.
Income Ta'X lays stress 011 the period of stay in India which Is totally absent in the
deflnltion under FERf\. The definition under FEMA has been modlfied.t'p fall in
line with the deflntrton under tncomerax. at least partially. Section 2{y) of FEMA
defines the term 'person resident in India' 'to mean:

til .a person restder.tm lndta Iormore than one hundred and eighty two days
during the course of U1C preceding financial year but does not include:
(A) a person.who has gone out of India 01' who stays outside India in euher

case: ".
(a) for or on taking up employment outside India. or
(b) for carrying on outside India a business or vocation outside India.

or ' ".' .' ,. .'
,." . (e) for any olher'putp'O$~';',in':su'chcircumstances as would 'tndlcate''hts

intention to stay outside India for an uncertain period.
(E) a person who has come to o,r stays In India. in either case. otherwise

than: . .", '
(al for or taking up employment In India, or ,
(b) for carrying on in India a business or vocation in India, or

'.'
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tc) for any other purpose in such Circumstances as would indicate his
inteuuon [0 SlClY in India, for an uncertain period.

(ii) any person or body corporate registered or incorporated in India:
(iii) an office, branch or agency in India owned and controlled by a person

resiclent outside India.
(1·U') an office, branch or agency outside India opened' or controlled by a person

resident in India.
Effect of the New Definition (0 Section 2 (u) ofFEMA defines the term 'person'

to include:
(l j an Individual.
(ii) . a Hindu undivided Iarntly,
(iii) a company.
(lu) a firm,
(u) an association of pea-sons or a body of lndtvlduals. whether incorporated

or not. .
('()i) every artificial judicia) person, not fa,llingwithin any of thepreceding sub

clauses, and
(uti l any agency, officeor branch owned or controlled by such person,
. Sub-clause (i) of the definition of person resident in India. which brings the period
of stay In India as a criteria applies to Individuals. Others are governed by sub
clauses (£l) to (luj. Accordingly a business established tnIndia remains a resident.
An office, branch Or agency established abroad by a resident In India ~salso a
resident.

(it) For persons from India going abroad. the. effect is Similar to ,the one under
erstwhile F'EMA. Such a person gOing abroad for employment or business
(trrespective of period of stay) or for any other purpose With intention to stay abroad
for an uncertarrrpertod becomes a non-resident lrnniedtately on departure from India. .' .
It may be noted that the requirement. of stay InIndla for a period of 182 days ts in
respect of the preceding financial year and not during the current year..

rWl A foreigner coming to India for employment or business cr. vocation or J01'
any other purpose with intention to stay In Indlafor lndefinite period becomes a
resident only when he fulfils the condition of stay in 182 days during the preceding
Itnancral year. That means. he.can become a resident earliest only in the second
futanctal year of his stay in India. If his vtstt.rc lndta is for purposes other than
those Just enumerated, he cannot become a resident irrespective of the period of
his stay in India. The law seems to be more careful 111 guarding against a foreign
citizen acquiring a residential status and thereby acquiring control over assets in
India.
a Non-residents

Persons who are not residents in IndIa are considered 'persons resident outside
Il\dla' or 'non-residents', ., .' .
Authorised dealers. are permitted to open .non-resident accounts without

permtsston from the Reserve Bank in the names.of..Ia) non-resident Indians and
(b). overseas corporate bodies predominantly owned by non-resident Indians. Non
resident Indians (NRls) can be either (l) Non-resident Indian-Nationals or ((l)
Persons o.(:~p.qian,.origin. . . i, ': ".'" .' . •. .... . . .

By lmpltcattcn noti-resuieni oj In.dian. natlQnal£ty is a citlzen of India, who has
gone or stays abroad (il for qr on taking up employment outside India. or (lll for
carrying on a business or vodanori outside India. or (iii) for any-other purpose In
such Circumstances as would Indicate his Intention to stay outside India for an
uncertain period. • :' .... < .
Persons oj Indian Origin A foreign citizen (other than a citizen of Pakistan or

Bangladesh) will be considered a person of Indian origlnlf(a) at any time he held
an Indian passport or (b) he or eIther of his pate;1ts or grand parents was an Indian
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and a permanent resident in undivided India at any Lime. The spouse (not being n
ciLizen or Pakistan or Bangladesh) of a citizen of' Indian or of ~ person .of lndian
orlgill is also treated as of Indian Ol'igilJcVtll lhough sill: may be 01 non-Indian origin.
Overseas Corporate Bodies (OeBs) These include overseas companies.

partnershtp Ilrrns, societies and other corporate bod ies which arc owned. to tile
extent of at least 60% by individuals of lridian natlonaluy or origin resident outside
India.' for overseas trusts at least 60% of the bt!neficic,11 interest should beheld by .
such persons.' .
30.2 NON-RESIDENT DEPOSIT ACCOUNTS

foreign Exchange' Management (Deposit) RegulaUons.2000 govern tile non
r::sicJ': ,deposit accounts in India. Authorised dealers are permitted under the
regulations to open any of the folloWing types of accounts for non-residents of Indian
nationality or Ol'lgin: .

1. Rupee r\CCOLllll.::;. . .'
• OrdinaryNon·rcsidenl Rupee Account.
• Non-resident (cxternall Account.

2. Foreign Currency Accounts . ...
• Foreign Currency (Non-resident) Accounts (Banks)- Scheme.

Two types of rupee accounts. ulz., Nan-resident (Nou-rcpatrtablc) Rupee Deposit
Account introduced in June 1992 anc~ Non-Resident (Special) Rupee Account
introduced In April 1999 havebeenWithdrawn with effect from September 2002.

The salient features ofeach of the above are described below.
o Exceptions

The Regulation docs noL apply to.the following accounts maintained with an
authorised dealer: .

(a) Rupee deposits by foreign diplomalic missions and dtplomatlc personnel
and their family members:. -~--

(b 1 Deposits held by diplomatic missions and diplomatic personnel in special
rupee accounts namely Diplomatic Bond Stores Account to facilitate'
purchase of bonded stocks Irom.Ilrms "melcompanlcs who have been grunted
special faclllties by customs authorities for importofstores into bond:

tc) Foreign currency deposits held by diplomntic missions and diplomatic
missions in India:. . . '...

(d) Rupee accounts matntatned by persons resident in Nepal and Bhutan:
(e) Deposits held by UNO and "its subetdtary/afftliate bodies In India and its

or their offlcials In India.· . .
CJ Nen-restcent OrdinarY'RupeeAccounts

Non-resident Ordinary Rupee (NRO). accounts are intended mainly to facilitate
domestic transactions ofuon-resident.lndtans. Funds in an ordinary non-resident
account are not repatria'ble abr9~d Without the permlSf?iOn of Res.erve Bank. Income
tax Is deductible at source. The advantage of ordinary. non-resident accounts Isthat
certain local funds :ac'Cruil1g to the account holder are allowed to be credited to the
account which facility is not available for other accounts.

1. Eligibility.
(a) When a person residentin. hidla leaves India for a cquntry (other than

'\' Nepal or.Bhutan) fortaking.up~c,Wpl()ymf11lrpr for carrying on busin~~s ..
or vocation outside India or ror ·any other purpose indicating his
intention to stay outSid~ ·India Jar an uncertain .period. his existing
account should be deSignated as a Non-ReSident (Ordinary) account.

(b) Any person residelit· outSide India may: open NRO account with an
authorised dealer or an ~uthorised bank for the purpose of putting
through bonafide tr~s~c~1ons in rupees nf;)tInvolving any violation of
the prqvisionsofthe Act·· .. , . .
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(c) The operations 011 U1C accounts should not result in the account holder
making available foreign exchange to any person resident in India against
reimbursement in rupees or in any other manner.

(d) At the ume of opening of the; account. the account holder should furnish
an undertaking to the bank that in cases of debits to the account for
U1C purpose of investment i11 India and credits representing sale proceeds
of Investments. he will ensure that.such tnvestments/dismvestments
will be In accordance with the regulations made by Reserve •. .mk in
this regard. .

Joint Accounts with Restdents. The accounts may be held JOintly with
restdents.
Types ofAccounts. NRO accounts may be maintained in the form of current
savings, recurring or Iixed deposit accounts. The requirements laid down
in the directives Issued by Reserve Banktnregard to resident accounts apply
LO NRO accounts., . . .
Permitted Credits. .
(I) Proceeds of remittances received tri.any.perrmtted currency from outside

India through 110JiTlai banking cnarinels 'or any permitted currency
lendered by the account-holder durin:g his temporary visit to India or
transfers Irorn rupee accounts of non-resident banks. .

(ii) Legitimate dues in India of the account holder.
Permitted Debits.
(i) r.;; ;,)cal payments in rupees Includingpayments for investments subject

to compliance with the relevant regulations made by the Reserve Bank.
(i0 Remittance outside India of currentIncome in India of the account holder

net or applicable taxes. _
Repatriation. Balances in NHO accounts. are not eliglble for remtttance
outside india without the approval of Re'serve Bank. Funds received by way
of remittances from outside lndt'" in foreign exchange which have not lost
their Identity as remittable funds will aIlly'be considered by Reserve Bank
for rcmtuance outside India. Where an account (current/savings) is opened'
by a foreign tourist visiUng India. wlLh·funds remitted [rom outside Inc~1a
In a speclfled mal'll1~r or by sale of foretgn exchange brought by him to India,
the bank Iauthortsed dealer) may couvert' the balance in the account at the
ume of departure of Ole tourist from India into' forelgn currency for payment
to the account holder provided the account bas been .maintalned for a period
not exceeding six months and the, account has not been credited with any
local funds, other than interestaccrued:thereoh.·· ..
However. WiU1eITcct[orm July 2002. banks may permit repatriation of funds
OLll of balances NRO Accounts. fOf lhe fc:>llowlngpurpo'se/? : '
(,0 U.plo usn 30.000 per academic year. to me~t e?<pcns,es In cO!1nectlon

WIUl education of their children: ',': '. '. .
. (UJ Uplo USD 1.00.000 to meet U1emediCal expenses abroad of Ule account

holder or his family members: and ....,.'.
(ill) Upto USD 1.00.000 per ye~r. represeriUrigsaJe proceeds of Immovable

prop~r.~Y. .beIt~:.by,:4\,e:mfora period; o( noUess than 10 years subject to
payment of'applicable taxes.

7. Loam,/Ouerdrajts to Account holders.
(t) Loans to noi1·resldel1~accounthoide~smay be granted in rupets agamst

the scClIri ty of fixed deposits subject to usual norms as are applicable
Loresldentaccollnts. for personaJ purposcs ot for carrying on husiness
.acUvitles except for tile purpose of ~elendlng or carrying on agricultural!
plantallon activity or for investment Inrenl estate business.. .

" ". ,
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(in Overdraft in U1C account of the account holder may be perrmued subject
'to bank's commercia} judgement and compliance wuh the interest rate
etc. directives.

8. Loaris/Ouerdrcfts to third parties. Loans/overdrafts to resident indtvlduals/
firms/companies in India may be granted against the security of deposits
held in NRO accounts. subject to the following terms and conditions:
(a) The loans shall be utilised only for meeting -bor rowe rs personal

requirements and/or business purpose and not '[or carrying on
agricultural/plantation activities or real estate business. or for relending;

(b) Reg41attons .relattng to, margin and rate of interest as stipulated by
Reserve Bank from tlme to time shall be complied with.

(e) The usual norms and consideranons as applicable In the case of
advances to trad,e/indl..ls!jy shall be applicable for such loans/ facilities.

(d) Return to India. NRO accounts may bere-deslgnated as resident rupee
accounts on the return of the account bolder to India for taking up
employment. or for carrying on business or vocation or for any other
purpose indicating his intention to stay in India for an uncertain period.
Where the account holder is only on a temporary Visit to India. the
account should continueto be treated as non-resident during such Visit.

(e) Payment ojJuncts to Non-resident Notniriee, The amount due/payable
to non-resident nominee' from the account of a deceased account holder.
shall be credited to NRO account of the nominee with an authorised
dealer/authorised bank in India.

(fJ Reporting oj transactions. The transaction in the account which may
appear to represent reimbursement in rupees against foreign exchange
made available to, a person resident In India other than authorised
dealer. as well as any other transaction Of suspicTous nature.eshoutd
be reported to R~serveBank.

o Non-Resldent (External) Accounts
ACCOtU1tsopened andmamtained with authorised dealers tn the names of persons

resident outside India In pursuance.of the Non-resldent (External) Rupee Account
Scheme are known as 'Non-resident (External) accounts' (NRE accounts).

Aduantages. NRE,accountsare designed to provide some special benefits which
a,e not available under Ordinary Non-resident ACCOW1tS.Tile main benefits available
under NRE accounts are: . , "

1. Interest earned on tile account is.exempt from Income Tax.
2. Balances held in the account-are exempt [rom Wealth Tax. ,.. '
3. The balance in the account, including interest. is repatrtable abroad without

reference to Reserve Bank of India. " ,
1. Eligibility The Non-resident Indians (NRIs) and Overseas Corporate Bodles

(OCBs) (other than those, of Bangladesh or Pakistan nationality) are
permitted to open and rnamtam these accounts with authorised dealers.
and with banks' Imcludtngco-operattve banks) authorised by the Reserve
Bank to maintain such accounts.
The account should be opened by the non-resident account holder himself
and not by the holder or.the power of attorney in India.
Ancccount may be opened In the name of an eligible NRI during his
tern porary vtst t to India agau)st tender of.forelgr1',cr.l.irrency"trav~IJers cheq ues
or Ioretgn currency notes 'and coins tendered. provided tile authorised dealer
is saUsfled that the person has not ceased to be a non-resldent.:

2. Operations by Poweroj' Att9rney, The account can be operated by a resident
power of attorney norden for local payments or for Investments In India.
The resident Power of Attorney holder shall not. however. be. allowed to
repatriate outside Inc;iia (untis held in theaccount under any Circumstances

I
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ect
ate or make payment by way of gift to a resident on behalf of the account holder

or transfer funds from the account to another NRE account.
3. JOint Accounts Joint accounts In the namesof two or more non-resident

individuals may be opened. provided altthe account holders are persons of
Indian natJonality or origin. When cne of the Joint holders becomes resident.

. his name may be deleted and the account allowed to continue as a NRE
account or the account may be redesignated as a resident account. at the
option of the account holders. Opening of these accounts by a non-resident
jointly with a resident Is not permissible. .

4. Types ojAccounts The accounts may be maintained inany form. e.g. savings,
current. recurring or fixed deposit account etc.

5. Permuted Credits
(a) Proceeds ofremiltances to India in any permitted currency.
(b) Proceeds of personal cheques drawn by the account holder on his foreign

currency account and of foreign travellers. cheques. foreign bank drafts
deposited by the account holder in person during 1115 temporary visit
to India. ,

(c) Proceeds of foreign currencylbank notes tendered by account holder
during his temporaryvisit to India .." .

(d) Transfers Irorn other NRE/FCNR accounts.
(e) InLerest accruing on U1C funds held in the account.
U1 Interest on Government securities and dividend on units of mutual

funds, provided the securities/units were purchased by debit to the
account holder's NRE/FCNR account or 'Outof Irtward remittance through
normal banking channels.. .

(g i Maturity/Sale proceeds of Governrn~l1tsec\.1rities includIng National .._.
Plan/Savings CerUflcates, units of mutual funds .provided the securities!
units were ortglr.ally purchased by debit,to theaccoi tnt holder's NRE/
FCNR account or out-of remtttances received from outside India in free
foreign exchange.' ..

(h) Refund of share/debenture subscrtpttons to new issues of Indian
companies or portion thereof, ifthc' amount of subscription was paid
from U1esame account or from other NREIFCNR account of the account
holder or by remittance from outside India through normal banking
channels. . .

(i) Refund of applicatton/earnest money made by the house .building
agencies on account Ofnon-allotment. offlat/plot, together With interest,
if any (net of Income tax payable thereon). provided the original payment
was made out of NRE,lFCNRaccount of the account holder or remittance
[rom outside India through normalbanking channels. .'

(f) Current income of the non-resident account holder like rent. dividend,
pension. interest,' etc provided mcornetax thereon has been deducted!
p~dlprov1ded for. as' the case may be. . .

(k) Any other credit Lf covered under general or special permission granted
by Reserve Bank

G. Permitted Debits
(a) Local dtsbursemcnts.
(b) Remittances out.s.ldeJQdia.. .....•.,
(c) Transfer to NRE/FCNR:a'cd)ui1'tsofthe accountholder or any other

person eligible to maintain such account
(d) Investment in shares/securities /comrnerctal paper of an Indian company

01' f0.1"purchase of immovable 'ptoperty in India provided such
lnvestment/purcuase is covered by the regulations made. Or the general!
special permission granted. by the Reserve Bank.
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(el Al,y other transaction if-covered under general or special permission
g: anted by the ReserveBank,

7. Special Series oj Cheques For easy tdenuflcatlon and quicker processing
of cheques drawn on NRE accounts. cheque books containing a special
series of cheques should be issued for NRE accounts.

8. Rate oj interest: Rate of interest applicable to these accounts wid be in
accordance with the directlons/Instr ucttons issued by Reserve Bank from
time to time. Currently the nueresr rate Is nil on current account. 4% on
savings account and free on term deposits.

9. Temporary ouerdrawings. Overdrawings In NRE savings bank accounts,
up to a limit of Rs.50,000 may be allowed subject to the condition that
such overdrawtngs together .wtth the interest payable thereon are repaid
within a period of two weeks, out of inward remittances through normal
banking channels or by transfer offunds from other NRE/FCNR accounts.

10. Loanto accourllilolder. Loans in India can be granted to theaccount holder
fu~' .
(i) personal purposes or forcarryingon busrness activities except ror tlie

purpose ofretendtng oj-·carrying on agricultural/plantation acuvtues or
for Investment In real estate business. The advances should. be fully
secured by the Ilxed deposlts.and regulations relaungro normaUnargin,
interest rate, etc. should.be complied with. Repayment shall be made
either by adjustment.ofthe deposit or byIresh Inward remlttances from
outside India through' normal banking channels. The loan tan also be
repaid out of local rupee resources in the NRO account of U1eborrower.
The interest on suchloans shall be in accordance.with curecuves issued

, by Reserve Bank from time to tiIne;-- ' . .
(Ii)' ..the pu rpose of making dirt!cUr. yesuncut in,il,1dia 'on non-reps trlatlon

basis by w~yof conutbuuo» to the capitol Or-JllaI~ln firms/companies
subject to compliance 'wtth the provisions of the Foreign Exchange
Management (Transfer otlndlan securityby a person restdenroutstde
India) Regulauons, 2000,Clnd Foreign Exchange Management (lnvestrnent
in proprietary or a partnershtp Itrru] Regulations, 2000.

(iii) the purpose-of ncqulsltton Ofnat/house iii India for his owr. rcs1ccntlal
use subject to the provtsions of the relevant Regulations-made under
the Act. .. . .

11, ~.-.:an in India to third partl?s: Any type of funci bnsed and/or non-fund based
faCilities may be granted toi"esident indivldu61s/flrms! companies In India
against the collateral of fixed deposits held in NRE accol.lnt sLlbject to the
following conditions: ....., .. • .
(l) There should be no direct or Indirect foreign exchange conslderalion

[or the non-reSident depositor agreeing to pl~dge !lis deposits to el1uble
the resident Indlvl.dlt,a1IOrrn/company to obtain sucb facUlties,

(if l Regulations relating to margin, Interest rate, purpose of 10(111,etc., as
stipulated'by Reserve Bai1k from time to time should be compIled with.

(iill The loan should be lItlllsed [or per~ol1al purposes' or for carrying 011
business acUvlUes other .than agricultural/plantation activities or real
estate bU$!ness. The 10ail Should not be utilised for re.I~~l,cHn,g.,

(it)) The u:!',ugll;. n9PJ)~~np,..,COl1Si,deraLionsas appli'cilbfc:!Jh~itli'e"'C'ase of '
~rivances to trade/industry shall be applicable to such credit fZ1c!l1tles.

12. Loans outside India Authorised dealers may allow their branches/
correspondents outside IndJa (Q grant £Illy typ~ of fund ,based and/or non
fund based facilities to onn .favour of non-resident depositor or to third
parties at the request 01depos,ltPr for' bOI~afide pllrpose against Ole security
of funds held in the NRE accounts in India and also agree to remittance of
the funds from India, if necessary, for liquidation of the outstandings.
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13, Ctianqe oj resident status q[ the accouni.noider NRE accounts should be
redesignated as resident accounts or the funds held In these accounts may
be transferred to the RF'C accountsIlf the account holder· Is eligible lor
rnatntalntng RF'C account) at the option of the account holder Immediately
upon the return of the account holder to India for taking up employment
or for carrymgon business or vocation or fol'; any other purpose indicating
mtcnuon to stay in India for an uncertain period. Where the account holder
is only on a short visit LO India, the account may continue to be treated as
Nr~E account even during his stay In India.

14. Repatrtauon OJfUllds to non-residentnominee Remittance pf funds lying
in the NRE account of the deceased account holder to hts nOI1-j esldent
nominee is perm itted.

15. Renuiiatices obroad by Resident non1inee Application from a resident
nominee [or remittance 'of funds outside India [01' meeting the ltabtltties, If
any, of the deceased account holder orIor similar other purposes. should
be forwarded to the Reserve Bank for corislder'atlon. . .

Q Foreign Currency Non-Resident (Banks) Accounts
NRE: accounts are opened in Indian rupees and the. amount is repatrtable at the

rate of exchange prevClJl..il1gon the date orrepatrlauon. The ..amount that the
dcposltor receives may be more or less than the amount deposited by h~;" and the
Interest expected thereon. If u depositor remits. USD 1.000 for opening an NRE
(Fixed Deposit) account for one year .. the amount Is converted into Indian rupees
aile! the account is opened for the resultant rtlfjce value, On me clue date, the rupee
balance and truer est thereon are converted ..Into US dollars at the rate prevrlillng
0[1. the date. While til';: depositor expects a t'.CPc;lYI''11I!l1tof USD-l-;-lOO tassumlng'
Interest at 10% p.el.) lhe ClclLlal amountrecclYed by him !11t1ybe less 01: more than
this amount. In other words, tire-exchangcriskis borne by the depos1tor.-Fo{elgn
Cui'rency Non-reSident (F'C~) Account schen'1ewas introduced in 1975 to afford
protection to the depositors against the exchange risk and assure thclill'epaymcnl
of-the expecled nmounl in foreign c:..lrrency. ,.'.

The eXChange rislt under '.l1e'scheme was b'elng bome by Reserve Bank of Ind.la,
Deposits received by banks were sold to Reserve Bank at notional rates. Repayment·
of cleposlls and periodical paYlnent ofinterest was made to depositors by banks
by purcnasing fron1 Reserve Bank the requiSite (o"'efgl1exchal1ge at the same notional
I~Clle,Foreign Currency (Non-Resldenl) ACColillts (8all1<s) Scheme (f<~CNR-B)was
inlrociuced ill ;vlay 1993 LoshirL the exchange rIsI, [tomHeselve Bankto commercial
lJtll1ks. Effecllve from 15t11August 1994, depOsits can be accepted only under Lhe
FCNR-8 scheme. . .' .

FCNR account Is a speCial scheme ofN~ account and all regulations governing
NRE accoLlnts a.re applicable to FCNR account ~so: Similarly, all benefits avnilable
to NRE account holders are available to F'CNRaccount holders also. However. FCNR
ncrollnts h~r...e certain features exclusive 10 Itw.hlthare described below:

1. Eligibility ..NRIs and aCBs (oU1er than hatlol'w.ls of Bangladesh or Pakistan)
arc eligible to open and Inaintaln U1es~aCcollnts.
These ar.counts may b~ opened with .[undsrem!t1.ed from outside India or
by lransfcr of funds from existing NRE;FCNR accounts.

2. DeSignated cllrrencles.Deposu,o,Lfu·nds,.I11.the accounts may.be accepted
in POLlnd SLerllng, US Dollar, Dc'utsche Mark, Japallese Yen and Euro. If
the remllianCe Is receiv~d in a currency other Ulan the desJgnated cUI'J'enc~'
It should be C0l1verted 111loll1e latler cl:lrrency by the authorised rlealer at
the 1'.151<:ancl cost of the remil~cr and account should be opened/credited In
only U1edesignated currency. . . "
In case tll.e depositor wiLh any 'convertible currency other than designated
currency deSires to place a deposit il'1th~se accounts, authorised dealers
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may undertake with the depositor a fully covered swap in that currency
against the desired designated currency. Such a swap may also be done.
bec.veen two designated currencies. .

3. Type oj accounL. These accounts may be opened only In the form of term
deposit for any of the three ruaturlty periods, viz. one year and above but
less than two years, two years and above out less than tl:ree years and
three years only. Recurring deposits are not per mtued under this scheme,

4. Rate oj Interest A bank should obtain prior approval of its Board of
Directors for the in terest rates will be offering on deposits of various
maturities. Board of Directors' of a bank may authorise the Asset Liability
Management Committee to.flx interest rates 01\ deposits subject to rcporUng
to the Board immediately thereafter. .

5. Permissible Debits/Credits. All debits/credits permissible in respect of NRE
accounts are permissible in respect of these accounts also.

6. Rate for Corwersion.
(i) Remittances received inJridian rupees for opening these accounts shall

be converted by the authortsed dealer into the designated foreign
currency at the clean T.T. selling rate for that currency ruling on the
date of conversion. \

(il) For the' purpose of payment in rupees, funds held in these accounts
shall be converted Intorupees at the authorised dealer's clean T.T. buying
rate for the concerned currency ruling on the date of withdrawal.

7. Inland Movement ojFunds. Any inland movement of funds for the purpose
of opening these accounts as well as for repatriation outside India of
balances held In these accounts will be free of inland exchange or
commission for the non-restdent.depositors. The Authorised dealer recelvtng
foreign currency remittances In these accounts will also, on request, pass
on the forelgn currencytoanother authortsed dealer u'.che account. has to.
be opened With the latter, atnoextra COSL tothe remitter.

8. Payment oj Interest. The Interest on the depostts should be palo on the
basis of 360 days to ayear, For deposits upto one year, Interest is payable
without any compounding effect. In respect of deposits for more than 1year,
it is payable 'at intervals of 180 .days.However, the depositor will have the
option.to receivethe interest on maturity with compounding effect.

9. Loansiouerdrofts. . , . .
(0 The .terrns and conditions as applicable to NRE deposits in respect of

leans and overdrafts In Indla to depositor and to third parties as also
loans outside India against security ofdepostts. shall apply mutatis
mutandis to FCNR (8) deposits. .. .

(it) The margin requirement shall be notionally calculated on the rupee
equivalent orthe deposlts.

10. Loan lnJoretgn curren_cy, LoanIn India in foreign currency can be made to
the account holder subjectto the.followtng conditions:

. (l) Loans should be against own FCNR tB) deposlts, The documents
should be executed bytl1e deposit holders themselves and not by their
Power of Attorney holders.

(li) The maturity of the loan shall not exceed the maturl ty of the deposit.
Wl) The purpqse shO~~9 )?~·9Jh~r.!;t;9-n}nyestnlents In India. " ....,.., .~,,;,.,.,. , .
(lu) Advances shall be fully. secured by the deposit and reguraUd'ris';' frany,

relating. to margin shall be complied With.
(u) Repayment Is to be-effected by fresh remittances in foreign exchange or

by adjustment .of the deposit. .
(ul) Extension ofthls (acility should have the approval of the Board of the

bank. .
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11. Change oj resident status. When an accoiintholder becomes a person
resident in India, deposits may be allowed to continue till maturtty at the
<':0:;,.['::~t"!d rate of Interest. If scdestred by him. However, except the
previsions relating to rate of interest andreserve requirements as applicable
to FCNR (B) deposits, for all other purposes such deposits shall be treated
as resident deposits from the date of return of the accountholder to India,
Banks should convert the FCNR (B) deposits on maturity into resident rupee
deposit accounts or RF'C account (if the depositor is eligible to open RFC
account), at the option of the accountholderand interest on the new deposit
(rupee account or RFC account) shall be payable at the relevant rates

. applicable for such deposits,
12. Other features.

(a) Reserve Bank will not provide exchartge tate guarantee to authorised
dealers for deposits ofany maturttytn these accounts,

(b) Lending of resources mobilised by, authorised dealers under these
acccunts are not subject to ariy interest rate stipulations.

(e) Premature withdrawal of F'CNR(B) deposits for the purpose of opening
NRNR Rupee Deposit accounts with an. authorised dealer other than
the one with whom the account F'CNR(B) Is maintained will attract
penalty as per the directions issued byReserve Bank from time to time,

30.3. RESIDENT FOREIGN CURRENCY ACCOUNTS
While the previous section dealt with holding In India of accounts by non

residents, the present section deals with noldlng in India of foreign currency
accounts by residents. The Foreign Exchange Management (Foreign Currency
Accounts by a person resident in India) Regulations, 2000 provides for opening of
the following lhre~Jypes of accounts by residents:

• Exchange Earners Foreign Currency Account
• Resident Foreign Currency Account
." Resident F'oreign Currency (Domestic) Account

In addition units in SEZ are also permitted to maintain foreign currency accounts,
o Exchange Earners Foreign Currency Accounts

Exporters of goods and services and. beneflciaries OJ inward remittances can
retain up to 50% of such renuttancestnforefgncurrency itself in an account entitled
'Exchange Earners Foreign Currency (EEFC) Account'. Export-ortented units.
professlcnals and status holder exporters can retain up to 100% of sucn
remittances. Amounts received in foreign exchange: by domestic units for supplies
to Export-ortented unlts are also eligible as for.eign exchange received. S1milarly
payment received by an exporter from an escrow a:CCOUl1t in respect of countertrade
Is also eligtble. However, remittances received pursuant to an undertaking or those
received [or meeting any specific obligation are not eligible for this fa:.:Uity.

1. Typeoj accounts, Banks can maintain EeFC accounts in any convertible
foreign currency, The account can be matutarned as non-Interest bearing
current account. . . .

2, Credits. As stated in Chapter 5, EEFCaccount is credited only after the
. forelgn.exchange.ts.eealtsed, In case of an e$ort,bll,l:; at-the time of purchase
. the exporter Is paid In rupees only that portion of the value of the bUl which
Is not required to be retained in foreign currency. On realisation of the bill
tile advance availed agatnst ts fully adjusted and only the balance ts credited
to the EEFC account in foreign currency ..

3, Uttlisatiou oj balances, The funds heldIn EEFCaccDunts can be used by
the account holder [or: .. .

, "
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.
(i) all permissible current and capital accoun l transactlons:
(it 1 payment in foreign exchange towards purchases from export oriented

units; ,
(iii) payment of customs duty:
(iu) trade related loans/advances not exceeding USD 3 million by an exporter

to importer abroad:
(u) payment in foreign exchange to a reslden t in India. (or supply of goods/

services including payment.of.air fareand hotel expenditure.
4. Ctieque factliti). Cheque books may be issued [or EEFC account holders

for making payments from such accounts for eligible purposes. The cheque
books should be superscribed with the words "EEFC Account". While
making payment or the cheque, the bank should ensure that the transaction
Is perrntsslble under current exchange conLrol regulations, .

5. Loans. Balance in the accountIs no; eligible for any fund basedor non-
fund based loan facility. -. . . . .

6. Accounts oj SEZs. Units in special economic zone are permitted to credit
100% Of their foreign exchange receipts in EEFC accounls except foreign
exchange acquired by wayof.purchase against rupees from any person in
India other than another unit in a special economic zone.

a Resident Foreign Currency Account
Resident Foreign Currency (RFC) Account was introduced in the year 199'2 to

help retur.ung Indians to retain their legiumate earntngs abroad in foreign currency.
The salient the Account are given below.

1. Eligib_LLUy. A_p.e.rs_onresident InIndla may open ..hold and maintain Vlllh
an authorised dealer in India a Foreign Currency Account, (0 be known as
a Resident Foreign.Currency (RF.c) Account. out of forelgn .exchange:
(a) received as pension or any other superann~aUon or other monetary

beneflis [rom his employer outside India: or. .
(b) realised on conversion 6f.the assets held abroad while resident abroad

or inhertted from a person who was resident abroad and repatriated
to India; or . . .'

(e) received or acquired as gift or lnherltance from a person referred.to in
(b) above; . . . ... ... '

. {d l [oreigl: exchange acquired or received before 8lh of july 1947 or any •
;'~~omeaccruing mercon which is held outside India in pursuance of a
general or special permission granted by the Reserve Bank.

2. uuusauon. The funds In a RFC Account is free [rom all restrictions
regarding utilisation of'forelgncurrency balances mcludtng any restrtctlon
on investment in any form outside India. .

3. Limit on holding. Unless .otherwlse sUpulatcd by the Reserve Bank, foreign
exchange can be held in the RFC account wtthout any limit. .

4. Types oj accounts. The account can be held in the form of current or savings
or term deposit account In case's where the account holder Is an Individual.
and In the form or current account or term deposit account In all other
cases. It can be held singly orJ,O_inUyill U1ename of person eligible (0 open,
hold and maintain such account.

5. Payment to norrunce, On U1edeath of a forelgncurrcllcy accou11UlOlder, the"
authorised dealer WIUl whom the account Is helel or maintained may remil
to a nominee being a personOtesident outside Illdia. funds lo the extent o[
hl.s share or enUtlement from the account of Ole deceased accounUlolcler. If
Ule nominee beinga person resIdent in India, is deSirous of remitting funci::;
outside India out of his:shareJor meeting the liabilities abroad of the
deceased. he should apply to tll¢ Reserve Bank for su_ch remittance.
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.n

o Resident Foreign Currency (Domestic) Account
Resldent Foreign Currency (Domestic) Account introduced in November 2002 Is

seen as a move towards maklng rupee fullyconvertible on capital account.A resider'
individual can open and maintain this account wtth anauthortsed dealeran account
in Ioretgn currency provided that such foreignexchange in the form of currency notes.
bank notes and travellers cheques was acquired by him: .

(a) while on a visit to any place outside India by way of payment for services
. not arising from any business in or anything done In India; or

(b) from any person not resident in India and who Is on a visit to Indla, as
honorarium or gift or for services rendered or in settlement of any lawful

, .' obllgatton: or :'
tel. by way of honorarium or gift whJleon a visit to any place outside India; or
(c1) earlier from CUl authorised person for travel abroad and remains unspent.
Debits to the account shall be for paymentto,w;3.rds current/capttal account

transacttons 111 accordance with the exisnng foreign exchange regulations. The
account will be maintained In the form of current.account and shall not bear any
interest. Cheque Iactltty will be available. There will be 110 ceiling on the balances
held In the account.
The faclilLyof opening of RFC (Domestic) Account is in addition to the existing

Iactlity of (il RFC Account and (ll) retention of foreign exchange in cash and/or
travellers cheques up to USD 2000 or its equivalent.
While opening these accounts the AuthortsedDealers are to fo~low the same

procedures. li1cludlng 'Know YourCustomer' guideltncs as applicable for opening
any other dornesuc account.
a Foreign Currency Account of a.untt in a specla: Economlc.Zone

A unit located in a Special Economic Zone may open hold and maintain a Foreign
Gttr-rencyAccount Withan authorized dealertrr Indta provided: .

. • all foreign exchange funds received by the unit In the Special Economic Zone
(SEZ) are credited to such account,

•. no foreign exchange purchased in India against rupees shall be credited to
the account WlU10l1t prtor permtsston from.the Reserve Bank.
lhe funds held In the account shall be used for bonande trade transactions
of the unlt In the SEZ with the person resident In India 0,' otherwise,

• the balances In the accounts shall be exempt from the restrlcttons 'imposed
under Rule 5. except Item 3 and 4 of the Schedulelll, of the Foreign Exchange
Management (Current Account Transactlcns) Rules. 2000. (Items 3 ami 4
refer to glfl:Sand donations exceeding USD ~IOOOper annum per beneflctaryl.

The funds held in these accounts shall not be lent or' made available in any
manner to any person or entity resident in IncUanotbelng a unlt.tnSpeclal Economic
Zones. . .

\ ..
3004. INVESTMt:NTS BY NON-RESIDENTS

Non-residents can make investments il~ India-only after obtarnrng spec1f1c
permission from the Reserve Banl~ of India. Investments by non-residents are
subject. to lhe policy gutdelmes framed by the Government of India from time to
time. in line with its Indu.strlal poHcy. However; iq:vestments by,non-residents of
Indian origin or natlonallty.are.a)lo\v.ed m.9re l1b~rruly 1n order, t9ig,tye:~~m'wlde
Investment opportunities. Foreign. Exchange Ma~agement (Transfer or issue of
Securily by a f-'~rsonResident OutSide India) Regt;llatiol1s. 2000. currently govern
investments in India by Iton·resldents. The regulaUOI"lS provide for non-resident
investments of the follO:Mng types: . i· ...

1. Investment in shares and convertible debentures:
(i) Foreign Dir~ct Investment
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(it) Portfolio Investments
(iii) Other Investments on non-repatriaUon basis,
(lu) Investment by Foreign Institutional lnvestors

2. Investments in securttles other Ulan shares and convertible debentures,

'. '

o Foreign Direct Investment S,cheme
1. Reserve Bank's A'utomatic Rqute An Indian company which is not engaged

in banking. N8FC's acttvtties in Financial Services Sector, Clvtl AViation. petroleum
including explorauon/reftnery/markettng, housing and real estate develop,menl s(:ct?r
for Investment from persons etherthan NRIs/OCBs, venture capital. invesung In
infrastructure and service sector, atomic energy, defence, agriculture. prtnt media.
broadcasting. and postal services Is permitted to issue shares to non-resident on
repatriation basis up to the extent specified below: .

Table 30.1 Sectoral cap 'on Investments by Non·residents
Sector , Investment

___________ c_a~p __

1. Telecommunication:
(I) In.manufacturtng acttvtty
(U) In basic. cellular mobile. etc.

:.;:, Housing and Real Estate
3. Coal anr' Lignite:

(ll In :,ublic sector undertakings
(ill Others

4. Drugs and Pharmaceuticals
'B;---Hotel and Tourfsm
6. Mining _.
- -nl Exploration and minihg of"ctlamonds and precious stones 74%

(U) Others 100%
7. Advertising 74%
8. Films . . 100%

.....,.-__;,,9_'._:..;An;;.;;::.;y..,;o;,..:th,;.:·_:.er;_ ..;;,;a..;;_ct_;.i __vi.,.;.:ty::..,. .;;_(O:;;;_.tl_1...,:;e..;_r...,:;tl;_1al1;;;,;;..~._;.th-:,"o;;:_s_e_re_s_tr_i_Ct_e_d.,;;'l ---...:...l00%
This general permtsslon Is subjec] to the conditions that: ' .
(a) The issuer company does not require an industrial licence:
(b) The shares are not being issued for acquiring existing shares of another

Indian company: . ". . . .
(e) : ff the person resident outside India to whom. the shares are being issued

proposes to be a collaborator, he' should have obtained Central Government's'
approval if hehad any previous investment/collaboration/tie up in India in
the same or allied field in whtch the Iudtan company issuing shares 1s
engaged. ' ' . . ,
1. Subject to compliance With the provisions of paragraph (1) above an

Indian company Which proposes to undertake activities in Table 30.1
is permitted to issue shazes/convertfble debentures to persons resident
outside India out'of freSh. capital issued for financing expansion
programme for carry1l1g em such acnviues.

2, A trading cowpany Is permitted to Issue ,sh~e$/GonyertJbl,e deben tures
to the exteilt ''of 51 per centof its capital to persons residenr outside
India. The remittance ofdrvtdend in respect of such shares would be
perrrussible only whent!ie company secures registration as. an E>q)ort/
Trading/Star Tradirig.House. :. . .

3. A SSP Unit may issue shares to non-residents up to 24 percent of Its
capital. Such a company is permitted to .issue shares beyond 24 per
cent subject to ceilings given in Table 30,1 if (a).!t gives up SSI status

100%
49%
100%

49%
50%
74%
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and (b) it is not engaged or does not propose to engage in manufacturtng
of Items reserved for SSI sector, .

4, EOUs or units in Free Trade Zones or:in Software/Electrontc Hardware
Technology Parks are permitted to issue shares to persons resident
outside India beyond 24 percent subject to compliance with ceilings
indicated in the Table, .

5, Issue of shares by an Indian companyto a person resident outside India
which are not coveredby the provisions of sub-paragraph (ll to (I)) above
would require approval ofSIA or FIPS,

6, .AIl Indian company IS permitted to issue fresh shares. to the depository
abroad for the purpose of raising resources through ADR or r:OR
mechanism subject to the conditions specified.

7, The price of shares to be issued by the Indian company to persons
resident outside India should not be less than that worked out In
accordance with SEBl guidelines. .

8. The consideration Iortssue of shares to persons resident outside India
under this scheme should be received,either by way of inward remittance
through normal banking channels or .out of funds held In NREIFCNR
accounts of NRIlOCBinvestor. .

9. The Indian company issuing shares-to non-residents under this scheme
should submtt to Reserve Bank, reports within 30 days of receipt of
conslderatton aud within 30 days of .Issue of shares in the specified
format. .

10, Reserve Bank's.permissron.ts.necessary.Ior retention abroad of share
subscripuon received by Indian company from non-residents,

11. It may be noted-that there-areno separate schem-es for-NRls/OCBs for
direct investment In India on repatriation basis; NRIs/OCBs are now
on par With any other torelgntnvestor.and theymay invest in the shares/
convertible debentures issued by an-Indian company under the Foreign
Direct Investment Scheme.

o Portfolio Investment Scheme
Tl,1iSscheme refers to purchase/sale of shares and/or convertible debentures by

'an NRIIOCB on a Stock Exchange In India on f!!paLriaUOnand/or non-repatriation
basis.

1.

, "

A Non-resident Indian (NRI) or an Overseas Corporate Body (OCB) may
purchase/sell shares and/or convertible debentures of an Indian company,
through a registered broker on a recognised stock exchange, subject to the
following conditions: ..
(l) the NRI/OC8 designates abranch of.an authorised dealer for routing

h~s/its transactions relating to purchase and sale of shares! convertible
. debentures under this Scheme, and routes all such transactions only
through the branch so destgnated. .'.. . .

(ii) the paid-up value of shares or an IndIan company, purchased by each
NRI or aCB both on repatriation and on non-repatrtatlon basis, does
not exceed 5 percent of th~ p~iq;!up value of shares issued; by the
company concerned;.' .. '" .'.'. • . ..., ".

(iii) the paid-up value of.each series crccnvernbte debentures purchr , '1
by each NRI·or·OCB both on repatrtatton and non-repatriation basts
does not exceed 5 percent of the' paid-up value of each series of
convertible dehentures issued by thepPrnP£U1Y concerned;

HI)) the aggregate paid-Up value of shares of any company purchased by all
NRIs and aCBs does not exceed 10 percent of the paid up capital of
the company and in the case of purchase of convertible debentures thei

·1
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aggregate paid-up value of each series of debentur.es purchased by all
NRls and OCBs does not exceed 10 percent of U1epaid-Up value of each
series of can v~r!lb]e debentures.
Provided that the aggregate ceiling of 10 per cent referred to in this
clause may be raised to 44 per cent if a special resolution to that effect
Is passed by the Gerural Body of the Indian company concerned:

(v) the NRI or OCB investor takes delivery of the shares purchased and
gives delivery of sharessold: .

(vi) payment for purchase of shares and/or debentures Is made by inward
remittance in foreign exchange through normal banking channels or out
offunds 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 ofthe NRlIOC8 concerned
maintained in India where the shares/debentures are' purchased on non-
repatriation basis": . .•. \.

(uU) the Overseas Corporate Body (OCB)informs the destgnated branch of
the authorised dealer immediately on the holding/Interest of NRls in
the OCBbecoming less than 60 per cen t.

:2" The link office of the designated branch of an authorised dealer should
furnish to the Reserve Bank a, report on daily basis giving the details of
(a) name of the non-resident Indian or OCB, (b) company-wise number of
shares and/or debentures and paid-up value thereofpurchased and/or sold.
bv '':'lchNRI /OCB. ..

3. T-he net sale/maturity proceeds (after ,payment of taxes) of shares arid/or
'debentures ofan Indian company purchased by NRI or OCB under this
Scheme. may he allowed: ... ' .
(a,)- .to be credued t'B his/its NRO account, where the shares and/or

debentures were purchased on non-repatriatton basis, or
\ (b) at the NRI or OCB investor's option, to be remitted abroad or cred ited

to Ius/tis NRE/fCNRfNRO account. where shares and/or debentures
were purchased on repetrtaucn basts,

Cllnvestment on Non-repatriation.bas]s ,
This scheme applies to purchase and sale of shares/ convertible debentures by

a NRI or an OCB. or. non-repatrtatlon basts. other than under .portfolio Investment
scheme. . ,

1, No purchase of shares or convertible deben tures of an Indian company C811
be made if the company corieerned is a Chit Fund or a Nldhi company or is
engaged in agricultural/plantatlon. activines ,or real estate business or
construction of farm houses or dealing In Transfer of Development Ri~hts,
For the present purpose real-estate business shal! not include development
of township. construction of residential! commercial premises. roads,
bridges. etc, , .. , '

2, A NRI 01' OCB may, wtthout.any limit. purchase on non-repatriation basis,
shares or convertible debentures ofan Indian company issued whether by
public issue or privateplacement or right issue.

3, The amount of consideratton shall be paid :byway of inward rem1ttClI1Ce
through normal banKil1g,chaimels from abroad or QuC6f',fuhcts11eJc.1:il'{ 'NRE/ .
FCNR INROaccount in India, ~11the case of an NRI/OCB resrdent In Nepal
and Bhutan. the payment should be made only by way of Inward remittance
ill foreIgn exchange ,through normal banking chanueis.

4, The amount Invested In shares. or convertible debentures under this Scheme
and the capital apprectatton thereon shall not be allowed to be repatrlated
abroad. . .. .

o
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o Foreign Institutional Investors
TI)iS scheme refers lo purchase/sale of shares and/or convcr tlble debentures of

an Iudlan company by a registered Foreign Insutuuonat Investor under Portfolio
Investment Scheme .

1. A registered Foreign lnsutuuonal Investor (FIll may, through the SecurlUes
an: \ Exchange Board of India, apply td the Reserve Bank for permission to
purchase the shares andconvertible debentures ofan Indian company.under
Portfolto Investment Scheme. The permlsston may be granted by Reserve
Barile subject to Stich terms and condinoris as may be considered necessary.

2.. The Fl! shall purchase the shar es/converttble debentures ,of an Indian
company through registered brokers on recognised stock exchanges in India.

3. The amount ofconstderatton for purchase-of shares / debentures shall be
paid out of Inward remittance from abroad through normal b8..!11c1ngchannels
or out of funds held in account rnalntatued' with the designated branch of
an authorised dealer ill India. '

4. Tile total holding by each FII/SEBI approved sub-account.of FII shall not
exceed 10% of the total paid-up equtty.capltal or 10% of th-epaid-Up value
of each series of convertible debentures Issued by an Indian company and
Lie total holdings of all FIls/sub-acCOunts of FIrs put together shall not exceed
24% of paid-up equity capital or paid up value of each series of convertible
debentures. The limit of 24% may be Increased to 4C% by the Indian
company concerned by passing a resclutton by Its Board of Directors
followed by passing of a special resolution to that effect by Its General Body.
For arriving at the ceiling on holdings of Ells, shares/ convertible debentures
acqu irerl both lhrough primary as well as secondary market will be
urchrded. However. the ceiling will not include Investment made by FrI
through off-shore FUnds. Global Depository receipts and Euro-Convertible
-Sonds. .-

5. A registered FIl may also be permitted to purchase shares/ convertible
debentures of an Indian company tbrO~gh private placement/ arrangement,
subject to the cetlmgs specified in paragraph 4 above. .

6. The Reserve Bank may, on applicanon, permit a registered FIr to open a
Foreign Currency Account and/or a Non-resident Rupee Account with a
desrgnateo branch of'an authoriseddealer for routing the receipt of and
paymen t for transactions relating to .purchase and sale of shares /
converttble debentures under thts Scheme, subject to the fonowlng
condlllons: .. .. . .
(i) the account shall be funded by InWafcirellllttance through normal

banking channels or by credit of sale proceeds (net of taxes) of the.
shares / convertible debentures sold.on stock exchangev , .

(il) The funds in the account shall be utilised for purchase of shares /.
convertible debentures.In accordance with this Scheme or for remittance .
uutside India. .. .... . ", . . I

(iii) The funds from Foreign Currency Account of the registered FlI may be
transferred to Non-Resident Rupee account of the same F,!I and vice
versa.

7. Th~ designated branch of an authorised deal~r may allow r\mlttance of net
sale, proceed ('after payment of taxes) or c·rc~HCChI! net amount of sale·
proceeds of shares I cOl'iverlible c!cbel1\ures to the foreign currency account
or a Non-resid~.l1t Rupee Account of the FII concerned. ...

8. Rcscl"VeBank may. subject to such terl11s ru'ld cOnditions as it may consider
nccessnry permtl a dOll1esllc as~el'matlagemel.ll company or portfolJo
mannger who is l'eglstered with SEBl cl.s.aforeign InstHuUonallnvestor for
managing U1efunds o~a sub-account, l~.make inveStl'l1ent unde~ the Scpeme
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on behalf of (£) a person resldentoutstde India who 1s a citizen of a foreign
state, or (il) a body corporate registered outside India. The investment .
should be made out of funds raised or collected or brought from outside
India through normal banking channel. The application should be made
through SEBI. investments permitted to be made shall not exceed 5% of
the total paid-up equity capital or 5'% of the paid-up value of each series of
convertible debentures issued by an Indian company, and shall also not
',.ceed the over-all ceiling paragraph (4) above.

o Investment in Securities Other than Shares and Debentures
This scheme provides for purchase and sale of securltles other than shares or

convertible debentures of an Indian company by a person resident outside India.
1. A registered Foreign Institutional Investor may purchase. on repatriation

basis, dated Government secur ines/treasury bills, non-convertible
debentures/bonds issued by an. Indian company and units of domestic
mutual funds either directly [rom the issuer of such securities or through
a registered stock broker ()x: a recognised stock exchange in India. The FlI
shall restrict atlocauon of its total investment between equity and debt
instruments (Includtng dated 'Government Securities arid Treasury B11ls in
the Indian capital market) in the ratio of 70:30. If the FII desires to invest
up to 100 per centIn dated Government SecuritJes including Treasury Bills,
non-convertible debentures/bonds issued by an Indian company. it shall
form a 100% debtfund and getsuch fund registered with SEBl.

2. An NRI or OCB may. without Ilmlt, purchase on repatrtatlon basis:
(I) Government dated securtties.Iother Ulan bearer securities) or treasury

bills or units of domestic mutual funds:
(Il) bonds issued by a public sector undertaking(PSU) in India:
(H-i) shares In Public Sector Enterprises being dlslnvestecl by the Ooverrunent

of India, provided the purchase is in accordance with tile terms and
conditions stipulated in the notice inviting bids.

3. An NRI or OCB may. without Iimit. purchase on non-repatriation basis.
dated Government securities (other than bearer securities), treasury bills.
units of domestic mutual funds, .unlts of Money Market Mutual Funds in
India, or National Plan/Savlng~'Ceruncates. ... .. ~ . -

4. An FII who purchases securltles under this scheme shall make the payment
for purchase of such securities either by inward remittance through normal
banking channels or out of funds held In Foreign 'Currency Account or Non
residentRupee ACCOWli maintained by the Foreign Institutional, Investor With
a designated branch of an authorised dealer witl; the approval of Reserve
Bank. . ',' , ,

5. An NRI or OCB who purchases securities on repatriation basts shall make
payment either bymward r~ml.ttance through normal banking chan.iels or
out of funds held in his/Its NRE/F'CNR account. .

6. An NRI or aCB who. purchases.secunnes on non "repatriation basis. shall
maxe payment either by inwars remittance through normal banking
channels or out offunds held in his/its NRE/FCNR/NRO account.

7, A non-resident who has purchased securrttes.tn accordance with this
scheme may: : r .: '.' :.. ':;" >:',:) , of - '

(a) sell such securities through' aregistered stock broker on a recognised
stock exchange or . "' -. ,',

(b) tender units of mutual funds to the issuer fer repurchase or for
payment of maturity proceeds or

(c) tender Government securines/treasury bills to the Reserve Bank for
payment of maturity proceeds, ' ' ,

"
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8. In the case of a-registered FIl the designated branch of an authorised dealer
may allow remittance of neLsale! maturity proceeds (after payment of taxes)
or credit the net amount of sale! maturity proceeds of such securttles to
the foreign currency account or Non-resident Rupee Account n[ U1e FII.

9. In U1e case of an NRl or OCB. the net sale/maturity proceeds (after payment
of taxes) of such securities, may be:
(a) credited to his/lts NRO account. where the payment for the purchase

of the securities sold was made out offunds heldIn NRO account. or
(b) rernttteo abroad credited to bts/tts NRE/FCNR/NRO account. where the

securities were purchased on repatriation basis in accordance With sub
paragraph (1) of paragraph, 2and the payment for purchase of the
securtues sold' was made by inward remittance through normal c··"Jung
channels or out of funds held in NREIFCNR account.
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31 International Financial Markets.

W TH liberalisaUonin the dornesticregulatlons and globaltsauon of ftnanctul
markets abroad. an increasing number or Indian companies are raistng
funds in tnternauonal Ilnarictal markets, Typically the operations are in

Eurocurrenrv markets. which provide larger access at competitive cost. This chapter ,
discusses the features of the Eurocurrency market and their off-shoot. orr-shore
financial centres, . .

Eurocurrency market is an International capital market which specialises in
harrowing and lending of currencies outside the country of issue. Thus, deposits
in dollars with a bank in London 'are Eurodollars. Sirnllarly, Japanese yen held by
banks in London are Euroyen: pound-sterling held by banks In Germany are
Eurnsterling. and so On. They are all Eur-ocurr'ericles. The main centres of
Eurocurrency are London and a few other places III Europe, The growth of the
market has extended beyond these limits and now it includes a few centres of Asia
tOQ, such (lIS Singapore and Hongkong,
31.1. FACTORS FAVOURING GROWTH OF THE MARKET

The foundation of modern Eurocurrency was laid in 1949. The new Chinese
Communist Government apprehended that their dollar earnings would be blocked
by the USA. To overcome the threat. it began to dtsguise Its dollar earnings by
placing them with a Russla-ownedbank in Paris, Following the outbreak 0'( the
Korean war ill' 1950. the USA blocked Peking's Identifiable dollar balances in tile
USA. Fearing similar actfon against their holdings. the Russian banks in Paris and
London began disguiSing their balances by placing them wlth banks in Western
Europe instead of depositing them 'directly in New York. Thus the Western Banks
had claims on dollar balances in the USA and the Communist depositors had similar
claims on the Western Banks.

Another contrtbuung.factor was tne.dectsion taken by the Brtush Government
In late '1957 to Impose a ban on 'new overseas loans. denominated in sterling to
finance trade between countries. outside the Sterling Area. During the same period.
exchange control restrleuonswere ~~raxcd throughout Western Europe. affording.
comrnerclal banks tile freedom Coconduct foreign exchange business and to accept
depostts In Ioretgn currencies. The sitnauon was uttltser! by the London brinks to
offer their restricted non-sterttngarea clients the alternatlve ofIlnanctng In US
dollars. . " . .

T:l. .eal impetus forthe growth ofEurodollars came from certain developments
In the USA itself. f<egtllatlon Q oCOle Federal Reserve Act provided mandatory
ceilings on Interest rates thatcould be paid on bank deposits. Under the rcgulatlons,
no .Interest was payable on bank deposits of less than 30 days' duration. while
Interest rates for longer terms were governed by strict ceilings, Thus the interest
rates payable 01) dollar deposttstn the USA was restricted. while no such restriction
was there Cor deposits outside the USA.' ByofCering hlghcr roles of intercst than

. those prevailing Inll\e USA. banl<s.operaUng OlllsleJe tile USA were able to uUrnel
subslanUnl dollar deposits [rom'1I01.'l·US residenls. The higher l'ute of Interest also
resulted In trnnsfel' of some of doll.or bnlances ke.pt IJYforeign Investors In New
York to outside Ule USA. Initially. U1ese deposits were. plncedwilh banks In London.
as they had a ready use of UteSe fund$:ln fore.lgl1 exchange b~lsiness and lending to
non-sterling areas. Thl"ls London gained prominence as a finallcial centre for
Eurocurrency. .
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Another regulation that encouraged flow of funds Irorn.tlie USA to European
centres was Regulation M of the Federal ReserveAct. This regulation required the
banks tc maintain certain percentage as reserves against deposits, Except for a
brief period. thrs regulation was not applied LO deposits of European branches of
US banks, This resulted in the cost of operations lower in Europe as compared to
that in the USA. A part of this economy in operations could be passed on the
customers in the form of higher rates of interest on deposits at the, European
centres. The absence of r egulatlons encouraged some US banks to move some of
their depositor's accounts, including those of Americans. to the European market.

AU lhe factors thus far mentioned encouraged the now of funds into the
Eurocurrency markets. Certain other factors ensured its sustenance by creating
adequate demand for the funds thus generatedcone such factor was the controls
and restrictions on borrowtng funds in the United'Stales for reinvestment abroad.
begun as a voluntary restraint programme in 1965 and made mandatory in 1968.
As a result of the restrictions. the borrowers were driven to seek loans outside the
US market and naturally they resorted to the Eurocurrency market.

To discourage flow of dollar from the country. USA introduced the Interest
Equalisation Tax in 1963. This was a tax on US residents' earnings on foreign
securities. To cover the tax. the US lenders chargedhtgner rates of interest from
foreign borrowers. Routing Lhefunds throughUle-Eurocurrency market helped to
avoid the interest equalisation tax and thus enabled the lenders to offer funds at
lesser Interest rates. .
31.2. SPECIAL FEAtURES OF THE MARKET

The following are tile special features of the Eurocurrency market: 'J

1. Transactions in each currency take, place ou tside the country of its Issue.
For example, dollars earned by a Japanese firm from exports may be
.depostted with a bank in London.The London bank is free to use the funds
for lending to any other bank. The bankmay use It for lending to a Fre. ,~:I
Bank Thus the utility of U1ecurrency is,entirely outside the control of the
central bank of the country issuing, the currency. For, this reason.
Eurocurrenctes are also referred to as offshore currencies.

2. Even though the currency Is unnsed-outstde the country of its origin, it
has to be held only in the country offt~ issue. To continue our example,
the Japanese firm deposits us dollar earnings With a bank In London. The
London Bank will keep th~ funds in a New York Bank in Itsown name.
When the London Bank lends the amountto the French Bank, it will give
suitable Instructions to the NewYork Bank. On receipt of the instructions.
the New YorkBank will debit the account or tile London Bank and credit it
to the account of the French Bank. Thus,ultlmately the settlement of all
dollar transactions takes placeIn NewYork Similarly, settlement of all
Eurosterl1ng transactions is made in London. .

3. Thoiegh Eurocurrencles are outside the direct control of the monetary
authorrues of their respective countries of issue, they are subject to some
form of Indirect control. This Is because the settlement or all transacLions
has to take place onlyin the country of Issue. If the country of issue imposes
any restrictions. the conversion of balances in the currency held outside
tile C01.m~ry1l1tO.8.Jl(?Ul~r currency would also be affected, As already stated
conversion' r11(O' cilidther currencywouldIrivolve clearlngtn the country of
Issue a t some point of the transaction, This automatically subjects them
to the restrtctlon. .. " . '

4. Eurocurrency market is not a forei'griexchange market. It is a market for
deposits with and between banks (mter-bank deposits) and for loans by
banks to the non-bank public. It is a market in which foreign currencies
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are lent and borrowed as distinct from U1e foreign exchange market. where
they are bought and sold. 1t consists of a pool of predominantly short-term
deposits which provide thebigges; single source of funds that commercial
banks transform into medium .and occasionally long-term international
loans or Eurocredtts,

5. The transactions In Ole market involve huge amounts runntng into millions
of dollars, The large-scale Ilua ncing has led to the development of
syndications of loans, where alarge number of banks participate in the
lending operations... '

6, Eurocurrency market Is a highly competitive market with free access for
new institutions In the market, Consequently. the margin between the
Interest rates on deposits and advances has narrowed down considerably ..

7. A special feature is the concept of 'floating rates of interest'. The rate of
Interest is linked to a base rate. usually Ole London Inter-Bank Offered Rate
(LrBOR). The interest on the deposit or the advance would be reviewed
periodically and .chenged in accordance With change.jf any, in LIBOR.

8. US dollar remains the leading currency traded in the Eurocurrency market,
even though its share Is decllning, Other currencies traded in the market
on large scale are Deutsche mark, Japanese Yen. Pound Sterling and Swiss
Franc,

9. The Eurocurrency market can broadly be divided into four segments:
(I) Eurccredit markets. wher-e International group of banks engage in

lending for medium and long term; .:
(it) Eurobond market. where banks raise funds on behalf of international

borrowers by issuing bonds: and .' ..
(iii) Eurocurrency Idepostts) market. where banks accept deposits. mostly

for short term. . 1

(Iv) Euronotes market. where corporates raise funds. :
The division Is not watertlghtand the different segments overlap each other.

31.3. IN:::REST RATE IN EUROCURRENCY MARKETS
The Interest rates in Eurocurrency.markets are determined by a multitude of

factors which uffcct tJ1C demand and supply condrucns of U1C,. currency concerned.
Some of the factors are: (l) volume of-world trade: transacted in the currency. (tl)
domestic interest rates. (iii) domestic monetary policy and reserve requirements.
(tu) domesllc governmentregulatlono:and (v) relative ~trength of the currency in
the foreign exchange market, In 'practice, domestic mtdrest rates.act as a Iloorto
Eurocurrency rates, because thefunds flow into Eurocurrency market seeking higher
Interest, Although the Eurocurrency market operates in a number of centres around
the world, interest rates for a parttcular currency are consistent, Any temporary
variations at different markets a.;re· quickly elimlnated.by International arbitrage,

Interest In Eurocurrency market is g~nerally a floating rate of'tnterest, Pertodically,
the interest rate wlll'change with reference to a benchmark rate I1ke LIBOR. For
instance, l' .,inlerest on a Eurobondfor nve years may be fixed at 150 basts poims '
over Libor. (One basis point Is 1/100 of 1%), The Ltbor at the time of issue plus
1.5% will be applicable for six months, At the end of this period. Llbor then
prevailing will be r~,~~9p~q .~;l1d'the ntterest for Jhc: .}~G:~}.~i}(:tp9Ptl1~will be based
on the Libor then preVailing. This willbe repeated every six months ..
LIBOR L!BOR 1s the 'London ·Inter·Sank Offered.Rate' and represents the rate .

at which banks in London w1lllen,.da currency to other banks for a specific maturity.
Since London is a major Eurocurrency market. Llbor is used as the basis for most
Eurocurrency transactions. Liborvanes Ior different maturities. Thus we have 1
month Llbor, 3 montnsLtbor, a··months Libor etc, Rates quoted by different banks
may vary slightly, the bigger banks<offerlng lower rates. In-respect of a particular
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contract based on Libor. say a Eurobond issue. the rate is fixed by nominating
reference banks. The reference banks may be fromamong those syndtcatlng the
issue, Cr. to maintain neutrality, they may be banks outside the syndicate. The
rates quoted by these banks at a stipulated ttrne, often 11 AM London lime, two
business days before start of the due date, Is taken as the basis. The average of
such rates is rounded off to the nearest 1/8 pCI' cent.

Ll81D is the 'London Interbank Bid' rate. It is the rate at which banks accept
Eurocurrency deposits. Bld rates are lower' than offered rates usually by 1/8 to 1/4
, per cent,

UMEAN Is the average of Libor and Libid.
EVRO LIBOR While LIBOR is applicable for dollar transacuons, Euro LAbor is

applicable for transactions in Euro. It is based on the rates quoted by 16 banks
In London. .

EURIBOR. Euribor (Euro Interbank Offered Rate), Is the benchmark rate of the
large euro money market that has emerged sinceJ999. Eurlbor Is the rate at which
euro interbank term deposits .are offered by one prime bank to another prime bank
and is publtshed at 11.00 a.rn. It Is based on rates quoted by 57 banks An, the
Eurozonc.

Prime Rate This Is the rate of Interest charged by first class banks in USA on
advances to their first class borrowers. For example, it may relate to an advance
made to a multinational corporation with a very-high credit rating. This rate is
usually a couple of percentage points higher than' the discount and Federal funds
rate. While Il follows the same trends, it ts determined rate calculated from money
market rates, specially from the socayscerupcateor Deposit rate,

Every bank In the USA announces Independently Its prime rate, but this tends
to influence the rate of other banks also. Similarly, the prime rate has influence
over the Eurodollar rate and Is also Influenced bytt. A change In the prln., rate Is
followed by a change Il1 the Eurocurrency rate and oice versa. .

SIBOR This representsthe Singapore Interbank Offered Rate. Similar to Libor,
It Is the rate at which principal banks In Singapore offer tolend ASIan. dollars and
other currencies to other banks. Sibor forms. the basis for Interest rate on Asian
dollar and syndicated I0311S. '. .

31.4. EUROCREDITS
Most of the lending In Eufucurrency markets lakes the form of Eurocredlt.

Eurocredlts are medium and long-terin loans provided by mternational group of
banks In currencies which need not be those of theienders or borrowers, Eurocredit
belongs to wholesale sector of the internatlcnal capttar market and normally involves
large amounts, . ,; ..•...,
Security Eurccredtts are provided mostly without-any collateral security from

the borrower, Oreater ernphasls Is latd on the c.r~dltrating of the borrower rather
than on any tangible security. Provldtng Eurocredtts as unsecured facilities also
renders the Job easy by avoiding complicated procedures to take charge of the
security,.r. ' .. '
Type of Facility The conditions sttpulatedfor drawing and repayment of the

facUity depend upon the kind of credit provided ..E'urocredlts are normally proVided
,In either of the ronowing two forms: (0 revolVing,cr.edlt and (tl) term credit.

Re()olving credit is similar to a cash credlt,f~ci1~ty. Il is a standby fnc!lity to
meett~mporary but reCurril}gfh1ancial,r~qulr,em.ents of the borrower. Interest is
charged on the actual amount utilised; 011 the sanctioned but unutillsed portion, a: .
commitment fee may be ch~ged. Repayment is,,af,rartged by progressively reducirig
the credit llm'1t till the entire facility Is thus reduced,' ., I ' ~

Term credlt'ls simUar to mediUm-term loans 'pr,oVid,ed by banks. At the beginning
itself both the lenders and borrowers agree on tn~ scnedule of drawing the facility,

·1
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The facility is utilised in full for some time and then, in accordance with the
agreement already entered Into. repayment begins. The-repayment schedule is fixed
Lakinginto account the expected revenue flowfrom the investment.

The borrower is expectedto give seven days' notice when he wants to avail the
tnstalmeut ClS per the schedule ofdrawlngs. Once he lias given the notice to avail
01" the drawlnp, he is irrevocably bound by it, Similarly. for Jorgoing the drawing,
seven days' nonce is required to be given to the lenders. Many loan agreements
provide for pre-payment of the full amount without any penalty at 30 days or 60
clays' notice. The provrsion helps the borrowing companies to repay lhe loan and
avail better condilions that may prevail in the market at a later date,

Period The penod of Eurocredits extends up to 15years. But most of .the credits
are for periods of 5 to 8 years. On an average about 5% of the total credits are for.
periods ranging from 1 to 5 years and about 10% from 10 to 15 years,
Interest Interest is Itxed at a certain percentage over a reference rate; generally

U1e interbank rate for Eurocurrency deposits. For dollar loans the reference rate is
the LIBOR (London Inter-Bank Offered-Rate): for Euro it Is EURIBOR. For Similar
reason. for loans in poundsterling the Parts Interbank Offered Rate is taken as
the base rate. . . . '

Generally interest for dollar ]onns· is fixed at a percentage over Llbor, say 1%
over Ltbor. The Interest is revised everysix months, considering the changes in
Ltbor, Thus, technlcally, the credtt is 'rolled over' or renewed every stx months.
The difference between the interest charged on the loan and the Libor is the lending
margin. The lending margin Is not fixed but depends upon the credit raling of tl.e
borrower and his bargalnlng capacity. .

Currency Most of the loans raised are In dollars, Some loan agreements also
provide for currency opuon. That is.· Inltially the loan is raised in dollars. The
borrower is given the option to roll over the loan in a different currency according
to his requirement. This again Is possible provided the bank_can procure the
re~Wrl:"7 urrency The multl-currency option helps the borrower In avoiding exchange
rlsk and also docs notinvolve the lending bank in any risk.
CJ Syndication 01 Loans

Each Eurocredlt runs into a huge amount of aIew hundred million dollars. It is
not safe or possible for a single bank to undertake the entire amount. Thus few
banks form a syndicate (Similar to consortiurri rending In dcimeStic banking) to
provide funds to the borrower. The practlce!s also partly due to.the US laws which
provide limltRtions on ioans of any single bank to ~ny Single. borrower. Bank
syndicates are not permanent groupings. They are fanned In each case by banks
wilUngto participate in the credit.· .:' . . . .

In arranging the credit the major rO.Ieis: played by (I) mM~g bal'ik(s) appOinted
\! .qy the borrower to arrange the credit:'(ii.) lead bank, providing'most of the money,
i.. ,and (Lit) agent bank apPointed by.lenders to look after Uleir interests once U,e loan

; agreement Is Signed. All U1efunc'fions may be rendered by a Singlebank.
_.. The managing banlvfs) is/are apPOinted by the borrower to arrange the credit.

The participants in lhe marl<:et fall1.nto two segments: (i) The wholesale large
commercial banks who arrange credits, .takemajor share and are a force to reckon
with: and (it) retail sectorsmall banks taking what partlcipation they can get.

The appolntment of the managing b~k Is formallseci WiUlthe award of mcmdate .
bythe borrower. The rtiaitEiglnguank helps· the borrower in drawtng'upa!sfaternent
of the borrower's. fina,nclal conditiOn and purpose Of the credit and the loan
agreement. It negotiates terms With other banks aJ1da~sembles the syndicate. The
manager's function comes to an end With the signing of Ole loan agreement by the
borrower 'and lhe participating' banks 'an9 the agent. bank take over fr.om there.
But, in practice, the managing ban,k cC?ntinuesto keep 1n touch with the l:1orrowcrs
to help protect ~heinteresls of the Jenciing syndicate.
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for the se rvice rendered. the rMmaging bank is entitled to the management fee
at a nat percentage of the Joan, It'Is paid by tne borrower atthe time of signing of
the agreement.

The participants in the syndicate are entitled to. participation fee, A part of the
management fee received by U1emanaging. bank is .passed on to the participants 8')

the participation fee in proportion to the share-of funds provided by eacn.
Participation fee is not payable if· share of a bank is less than a prescribed
minimum.

A sttuatton may arise where the borrower has to pay facility fee in addition to
the management fee, The facility fee is the, commitment charge paid on undrawn
portion of tile credit to compensate the banks for keeptn.g funds ready. It ts.payable
ut an annual rate. . ...
Protection to Lending, Banks One major step, taken by lending banks to protect

their interests Is lO analyse the position of the borrower and his country's economic
and poliucal environment thoroughly before commlttlng themselves on the loan,
Even though all members of the syndicate sign a common loan agreement, each
lending bank is responsible for its own decision and surveillance over Hie borrower,
BlIt the smaller banks may lack the desired infrastructure to undertake a detailed
country r151<analysis. They. therefore, rely on the larger banks.

Many covenants are included in the loan agreement sareguarding the interest of
the lending banks. Any misrepresentation by the borrower 11'1the information
furnished to the syndicate or failure to perform-the covenants will be considered
,15 default by the borrower, Default with any single lending bank wJll be regarded
as default WIUiall banks. The covenants include-negauve lien, maintenance of rauos
between assets and ltablltucs, umnauon 011 clividends and total debt service in
1'c:!3U0I1 (0 carnlngs. etc, Gut recourse Lo legal protection is rendered dlfflcult because
.he credits rall outside the jurtsdtction of any Single authorny Further compltcaucn
is the legal status of governments and international organisations as' borrowers,
although many countries have passed laws to waive sovereign immunlty-ln
commercial transactions. Therefore, in case of default, settlement by political
negouauon rather than by liligalion is tile crderof.tlte day.

The i11t~reS1Sof U1elending banks are protectedbetter when there is co-ftnanctng
by offictal mternauonat organtsauons like IMP and World Bank. In such cases

. Information about InlernaLiol)al fluanctal Ilows and debtor countries becomes easny
available. -In case of default IMF may proposecorrdtttons for management of
economic's CIS a correcuve measure. But co-financing by these tnstnuuons ts confined
Laa very few cases. ' .

In case of weaker borrowers, the lending banks trito cOl'npens<.lte the higher
I'isk inVOlved by prescribIng higher lendIng inarglns: Higher margins 111"Yalso be a
·pollte way of saylng '110' to the proposal. \ '

31.S. EUROa,ONCS "

i

, . .

A major Sdlll'Ce of bOI:l'ow!ngat Euromarl<ets'ts,;U'lrougli the issue of international
):londsknown as Eurobonds, Eurobonds are those sold for international borrowers
In s(!vel'alll1Clrl~els sil11ultaneollsly by InleruaUOllnl group ofbanl<s. TIley are issued
011,behalf of lllultinaUonul corp.orat!ons, Intel'llaUonal agenCies and governments.
III the past borrowers were largelyfrol11,lndustl'iallscd; countries, Of late, developing
COtll1iTleS hnve entered the market oll..a.lar.ge.:'~c~I,~~Most o{thelr borrowings had
be~n 'balance of payments-ol'lented. eIUH!r'difectly' or ·1i1dirccUy. .

Euroboncl should be dlsLlnguished f1'Ol'11 l'or,eIgn bonds. Foreign bond IS Issued
011behalf of a 11on-resldei1t borrower as In the case of Eurobond. But a foreign
bonG! Is sold only in'the domestic capital111arl<eLbfthc issuing country by a group
Of ba'lJ.<s in the .market .01' issue.ll is subject to r.egl1latlons of the country of Issue.
For example, u foreIgn bond 11.ay be issued on behalf (Jf a Japanese firm exclusively

';
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In West Germany, As against these restrictions a Eurobond is outside the
regulations ora single country. The investors are spread world-wide.

Eurobonds are unsecured securities. Therefore only borrowers of high Itnanctal
standing are able to issue such bonds. When they are issued by government
corpora Lionsand local bodies, they .are guaranteed by the government of the country
concerned. Issues by subsidtartes normally carry guarantee of the parent company.

Selling of Eurobonds Is done th[clUghSyndicates. The Lead Managing Bank is
responsible tor advising on the bestsize of the issue, terms and timing and for
coordinating the issue. Lead ;Qlanagetostake the help of co-managing banks. Entire
issue is underwritten by the managers and a larger group of underwriting banks.
In addltion there are' sWllarger'grqups of selling banks.
The lead managing bankts entitled to the management fee. the underwrIting

banks the underwriting allowance (;Ulcl selling banks to the selling concession. All
put together, the cost ofIssue may come to 2% to 2.5% of the value of the issue.
In!Ually U1elead manager holds the enure commission, allowance, etc. The borrower
gels the value of the issue less conrrmsston, etc., from the lead manager. The lead
manager allocates the bonds to all members of the selling group at face value less
their commission/allowance ..Thereafter every member ts on Its own. They can sell
to tnvestors at whatever prices they'.can obtain. Thus no two Investors in the
Eurobond market need pay the same price for newly issued, bonds.
Features Most Eurobonds are bearer securtttes. Most of the bonds are

denominated in US dollars. issued in denominations of USD .10,000. The average
maturity of Eurobondsls about 5 to ,6 years although It is normal to find issues
with maturity up to 15 years. , ' ,
o Types of Bonds

There are four maJn types ofEurobonds_:_
til Straight or Fixed-rate bonds; "
(if) Convertible bonds: '
(Ill) Currency optionbonds: and
(tv 1 Floating Rate Notes. '

(/) Stralghl' (JrFlxed Rate Blinds " .
These are fixed interest-beartng seourrues, the interest normally payable at yearly

intervals. Interest is payable on the 'basis of interest year of 360 days, Maturities
range from 3to 25 years, Maturity common is up to 15 years. But the actual life
ofa bond is reduced considerably by the borrower exerclstng the right to redemption
before maturity thatis Included in the bond. The redemption is done by offering
an aSia (premium). ,.' .
, Provision for redemption of bond may be made either through creation of a
purchase fund or a Sinking fund. In. a-purchase fund the borrower sets aside an
amount to repurchase some of h,ls' outstanding bonds in the open market up to a
stipulated amount in any given.yearof the issue's llfe-But creation of purchase
funds does 110tcreate ailY liability on':the .part of the borrower to redeem the bond
before maturity, The borrower may exercise his dtscretton when the market
conditions favour such a decision. Often the fund Is used to support bonds in the
secondary markets, for the sake of.cre:dit standing of the borrower a,n9,",t9)l,~,I,l?','
future borrowing A sinking.f~n.o ISinstltuted·when there is legal obligatlod'16:biiy;'
-back. Otherwise it is Similar to purch.a~e fund.

There are no Withholding taxes on interest earned 011 Eurob.onds. That is. there
is no deduction df tax atsource, BtU.the investor is expected to declare the income
to national tax authorities and pay, tax. But tax avoidance and tax evasion are
rampant. ".' " '

Though the rate of interest is ,fixed.,the actual yield from the investment depends
upon the price paid by the investor, Bond 'prices are Influenced by the level of short-
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term interest rates and the degree of liquidity in the money market. Price
fluctuations can produce capital gain or loss to the investor when he disposes of
t)1e 'bond in the secondary market. Price fluctuations often lead to swttch between
bonds in the secondary market and between bonds and other tnstruments,
(ii~Convertible Bonds

These are also Ilxed inlerest-bearing securities. The investor has; the option to
convert them Into the equity share (common stock) of the borrowing compar.. :'l1e
couversron will be done at a stipulated prtce.for the shares and during a stipulated
period. Thus convertible bonds are similar in nature to that of convertible
debentures .
• The conversion price is normally kept higher .than the market price for the equity
shares on the date of bond issue. Therefore the Investorwill exercise the option of
conversion only if the market price during tne option period is higher than the fixed

. price. . .
The rate of interest on convertible bonds is lower than that offered on a

comparable straight bond. This is because the investor will, profit from a rise hi
the share price. Another advantage to the borrowing company is that it w1ll also
receive cash lor a phased programme of newly issued shares when the investors
exercise their option of conversion.... . '.

The attraction of convertible bonds to the.Investcrs is that in addition to fixed
income 011 thetr Investment they stand to participate in the capital growth of the
company. Further, some of the bonds are issued in a currency ot.her than the
currency in which the shares of the company are denominated. This provides an
opportunlty to diversify the currency risk. Such bonds are issued with a fixed
exchange rate clause specifying the rate at which the conversion into shares will be
accounted. The investor's decision to convertor to hold bonds C:l.S such will depend
upon the relative movement in exchange rates.»: .

Bonds with Warrants A variant of conv.erUblc bonds is Issued with warrants.
Tile warrant gives the option of conversion tnto shares. Warrant is part of the bond
'but Is detachable and traded separately when the conversion takes place, The
investor can keep the bond and trade, the warrant for the shares.

, The value. of the warrant Is less Ulan the conversion price of shares. The investor'
has, therefore, to surrender a part of the bond or pay cash to make up the difference.

(iil) Currency Option Bonds
These are Similar to straight bonds withthe difference that it is issued in one

currency wiLh option to take payment of interest arid principal in a second currency.
. Normally option hands are issued in sterling arid provide option fOI !.Idyment in
dollar or Euro. . . '. . '.

The rate at which the conversion of cu.rroer'l,cYtakes' place depends upon the terms
of issue, Some bonds fix the rate of conversion at tile time ofl:3sue itself. But recent
Issues provide for hoa ting rates for conversion. The rate of converslonIn such a
case is the spot rate quoted in the market three business days before-each paymetit
is due for interest and principal. . .

(iv) Floating Rste Notes (F~NS)
'. FRNsal'e similar tostraightbonds in respect of maturity and 'denomination,
But tti'e'speci8.11ty ofthe FRNs is that the irite'rest:'l:i~yaltile'ii's'vary1ng in accordance.
with the market conditions. unlike the fixed rate 'payable on' a straight bond, .

Interest on FRNsis payable at a spread over the Ltbor which is normally
1/4~. But in individual cases .the spread GaIlvary from a low of 1/8% 1.(') <' high of
1.5%. The rate of interest ts adjustedevery.six.months depending upon the ruling
Ltbor, MarlY bonds also proVide for a minimum· interest clause in case the Llbor
and the spread fall below a certain level. S.ome bonds incl';lde a 'drop lock' clause

i..
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under which if the minimum rate happens to be paid, It is flxed for the remaining
pertod of the bond.

The advantage of FRNs is that they provide the investors with the facility of
investing for long term and also benefit from movemenl ill short-term rates. Most
issuers of FRNs have been banks. Banks also invest in FRNs.

31.6. EUROCURRENCY OEPOSITS
While Eurobonds represent the funds amassed by the banks on behalf of

International borrowers, EurocurrencY'deposits represent the funds accepted by
lhe banks themselves. This sector ofthe Eurocurrency market consists of all
deposits of currencies placed With banks outside their home currency. The deposits
are accepted IIIEurocurrenc1es or in currencycocktans (a unit reprcscnung a 'basket
of currencies) like SDR and ECU (European Currency Unit).

Eurocurrency time deposits are by far 'the most important instrumenls in the
Euromarkets surpassing by several Urnes the outstandlngs under Eurobond and
foreign I:'"'nd issues. Deposits may be placed at call or for fixed periods as lime
deposits. Call deposits may be made for overnight, two-day or seven-day notice for.
US dollars, Canadian dollars, Sterling and Japanese yen and for.a minimum nouce
of two days In othercurrencies.

Tune deposns are accepted for periods of 1, 3, 6 and 12months for all currencies:
Thus it can be seen there Is a close link In the functioning of the eurocurrency
deposit market and foreign exchange markets. Deposits in US dollars and pound-
sterling can be placed for periods up to, five ycars. , ' ' "

In general the mmtmum size of deposit that can be placed in Eurocurrency market
Is USD 50,000 or its equivalent. '
CJ Certificates of Deposit·

Acertificate of deposit resembles a time deposit wtth the difference that.the former
is negotiable while a ttrne deposit Isnot, Certificates of clcpostts (CDs) evidence
receipt of money by the bank and also carrythe bank's guarantee for repayment of
prmclpal and Interest.

CDs'are issued payabl~ to bearer and therefore can be traded In the secon dary
market. Most CDs in Eurocurrency market are in dollars and few in sterling and
yen, The mlntmum denomination, is USD 50,0.00. Normally they are issued for
periods up to one year., , ' '

CDs provide an' excellent avenue for banks who would like to keep the Jlquldtty
and earn interest at the same time, ,For example, if a bank feels that it can afford
to invest for about six months, it can purchase CDs for thts period. If need arises,
CDs can be sold in the secondary market.and funds recouped., .
Types of CDs The most common tyPe of CDs are straight or tap CDs. They

bear a ftxed rate of interest andhave a fixed maturity dale of 1 to 12 'months.
Interest Is normally fixed at 1/8 per, cent below Libor at the time of Issue. In
Jndlvidual cases the interest nxed 'depends upon the credit standlngo]' tile Issuing'
bank and liquidity poszion In the mark~t. ,", ,

Floating Rate Certificates ofDeposits {FRCD$) have caught the Imagination of
Indian banks too, whose branches or consortia are Iuncuontng abroad. Few issues
, of such certificates have been made in,~lngapore and other eastern markets. In
the ~urocurrel1cy market. FRCDs are ls~uedwith maturities up to three years.

" Interest Is:adjusted every six months·aft/4' p'er cen t ovcrure prevailing Libor. FRCDs
, are, therefore, more beneflcial to Investors when compared with a straight CD for
". six months rolled over three years; Interest is paid semi-annually. , '

Tranche CDs are issued wl~hmaturtues up to five years. They carry flXed rate
of mteres- L\ tranche CD is a share in a ,programme orCD issues by a bank up to
a predetermined level. say usa 100 million or more. Each tranche CD carries the
same rate of intel'est and matures on the same date. Usually they are placed directly
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with investors rather than offered publicly to the market, In many respects, therefore,
they represent short-term Eurobonds.

Discount CDs are issued at a discountand are paid at maturity for their face
value. the difference representing the interest for the period. Interest calculation is
similar to that for treasury bills, or bankers' acceptances. Initial issues \,(ere for a
period of one or two months at the option orthe lender .

31.7. EURONOTES
Euronotes constitute the instruments o(borrowing issued by corp orates In the

Eurocurrency market, with or Without the underwrtttngsupport of banks; This 1s
evolved as a process of dtstnterrnedtatton -In the, market whereby the borrowers
are directly approaching l~e lenders without the intermediation of banks and
Imanctal tnstltuuons, '

The following categories ~f instruments fall-under Euronotes:
(i) -Corumerctal Paper ' ,
(ill Note Issuance Facilities
(£ii) Medium Term Notes,

o Commercial Paper
Conuuc: c!:1.1Paper (CP) is promissory note of maturity less .than a' year Issued

by a corporate body. Generally the issue is not underwritten and therefore companies
wlth 11'lghranking issue CPoThey are tssjred for high denorntnattons llke USD
100.000, Usually they are issued on a discount to yield basis. '

Typically the period for which CP is Issued varies Irom 90 to )80 days. They
are unsecured instruments. The investors are mainly from major fund managers,
insurance companies. banks and corporates. ' .

For the borrowers CP provides a cheap source of finance as the interest-rate is"
lesser than that 'paid on bank borrCrwii?gtl It is flexible as the size of issue can be
varted according to the requirements. F s rl:l,tecicorporates may also back up their
issues wtth lines of credit from banks, from whlch they can draw ifCP is not fully
subscribed. For the Investors the yield, is higher than that on bank deposits, they
are negotiable and hence Ilqutd, and theduratton Is short so that it fits into their
short term financial plans.

CJ Note Issuance Facitlties
:'~"Note issuance facility (NW) 15 a deviceadopted to meet.the divergent needs of
the borrowers for medium term funds withthe \.V!1l1ngt1essof the investors to invest
in short term, The reconciliation Is achieved through the underwriting facility
provided by banks. ". " '

!':lIP is 0 medium term commitment under which a borrower can issue short
term paper In us own name, but the underwrtting banks are committed either to
purchase any notes which the borrower is, unable to sell. or to provide standing
credits. ,'"r '

Under this arrangement the borrowersplace short term notes (Euronotes) of,
SClY 3 months or 6 months maturity directly.to the investors. The notes are rolled
over on their maturlly. ThatIs, the existing notes are redeemed and fresh notes
are issued, Banks underwrtte that at the' time of each rollover they would take up
the unsold notes or provide matching credit ..',',: '

Dependtng-upon sUght,variatlon,in the methodology,~d9P~~dJ9r,~eirissue, NIFs
are variously known as Revolving Underwrtttng Facility (RUFL' Standby Note
Issuance Facility (SNIF), Note Purchase Facil1,ly (NPF), etc ...

o Medium-Term Notes, ,

Medtum-Terrn Notes (rviTNs) represent a-long-term. non-underwritten and fixed
interest rate source 'ofraising finance. comparable with Eurobond issues, Whereas

" ,l
;.,'
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Eurobond Is underwritten. MTN Is notunderwritten. They were evolved to bridge
the maturuy gap between the short term commercial paper of less than one year
and long term Eurobond of more. than 5 years.

MTNs are like privately placed bonds.but with great Ilextbtltty.The maturity can
vary from one year to ten years. Documentation procedures are Simpler as compared
to bond Issue. They enjoy; a highly liquid market. In view of these facts. these
Instruments have become quite popular.' .
31.S. OFFSHORE BANKING

Offshore banking refers to the international banking business involving non
resident foreign currency-denominated assets and llabllluesj,It refers to the banking
operations that cover only non-residents and do not mix with the domestic banking,
An offshore banking centre Is a place where deliberate attempt Is made to attract
international banking by offering many' COncessions In the form of taxes and Ievies
.being imposed at lower rates or notbeing charged, A more important relaxation Is
the exemption of the offshore banks from restrictions on operations. Offshore
banking units In these centres can carryon their activities of deposit taking from
ancllcnding to international enterprises or investors without conflict with the
domestic fisc.~.;and monetary policy.Tn .short, offshore banking is international
. banklng kept separate frorn-domesnc bankir-g.coupled with freedom of functioning.

Offshore banking is carried out in about 20 centres throughout the world which
orfer the following benefits:. .

1. Exemption from minimum, reserve requirements,
2. Freedomfrom control ontnterest rates,
3.. Low or non-existent taxes and Ievies. '.
4. Entry is relatively easy, especially for-large internattonal banks.rirr contrast

to the situation in neighbouring countries. which may strictly limit or
protrttrrt the entry of foreign banks. . ----- - ."

5. Licence fees are generally low, .
6. Close proximity to the 'Important loan outlets 01' deposit sources: e.g ..

Bahrain is an offshore base.for petro-dollars.
Offshore banking Is an extension of the concept of Eurocurrency to East. They

provide a link between Eurocurrency markets and the final borrowers. They are
providing essentlal time zone links which .are truly world-wide and ensure that the
market opera tes 24 hours a day. While 'offshore banking is an integral part of

.' -Euromarket. what distinguishes them from the mainstream of Eurornarkets is that
, they were especially set up by the host countries to promote International banking .
. ' The need for channellsing huge tnternational money resources that OPEC came to
" possess following the oil crisis resulted in setting up of a number of offshore centres.
, These centres exist in almost all Asian countries like Singapore, Hongkong. Korea.
Philippines, Colombo and Bahamas! :.' . . .

Offshore banking units are branches of international banks or other subsidiaries
or affiliates. They do 119t corry retail business, but generally provide wholesale
banking services, namely •.proJcctfinaJlcing, syndicated .Ioans, issue of short-term
and medium term instruments like negotiable certtflcates of deposits and capital
notes. as well as merchantbaJ1king activities in foreign currency denominated bonds
and equtty shares". The deals are mostly between banks or with large borrowers
or multlnatlon,a). qom9j;7ations. Multinational corporations .prefer'·.transacUng In
offshore Ilnanclal centres because of certain apparent advantages: (i) avoidance of
Ihigh tax iucidence: (ill freedom from eXchiulgecontrol; Uil) maintenance of secrecy
of deals due to non-Interference from government and regulatory authorities. and
(iv) deferring tax by floatrng subSidiary 'un'its In such centres and' delaying their
remittance of profile; to the parent company when it would be taxed. .

" .
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Cl Participation of the Indian Banks
'Offshore banking may be a measure of showing the sopmsucauon achieved by a

bank in international finance. That the response from Indian banks to offshore
banking Is positive reveals the development of these banks in lhe last few years in
the fteld cf international banking. A number of banks lncludlng State Bank of India.
ndian Overseas Bank, Bank of India and Bank of Baroda have set up offshore
banking units for deposit taking and flnal lendtng at places like Bahrain. Hongkong,
Colombo, Cayman Islands, etc. Indian Bank.Bank of Baroda and Union Bank of
India have jointly floated a deposit taldng company IBU International Finance Ltd,
in Hongkong to do both offshore and onshore banking ..

The benefits that would be derived by theIndtan banks from lhese ventures are:
1. They would earn sizable profits as these venturesinvolve 'relatively low

operating costs. ."
2. With mula-currency deposit bases the banks WOuld be abJe to serve better

the needs of their customers who have set up joint ventures abroad in the
form of foreign currency finance. In the absence of facilities With the Indian
banks such business would be dtverted to other international banks, .

3. The banks would be strengthenmg the balance of payments of the country
through repatriation of proflts from the.venture.

Cl Offshore Banking Centre in India
A persistent plea has been made by: financial experts to establish an offshore

banking centre 'tn India. Geographtcally, Irrdia provides distinct advantages In
attracting offshore banking units, because it has a stable economic and political
performance, a vast market, technical manpower which could find employment in
these centres. The geographical posltton is such that the Indian market would.open
a little before the Tokyo market closes and close a little before New York opens,
thus providing for international money market dealers a vital time link.,·-

In an era where many Indian corporattcns are functioning abroad and many
corporations are granted perrntsslcn to seek overseas finance. the establishment
.of an offshore unit Will help tap the resources easily. ,

The follOWingbenefits are expected from establishing an offshore banking centre
in India:' , .

1, Exporters would benefit .In terms Offiner. margins on loans and better
foreign exchange rates available via an offshore banking unit. The benefits
of multi-currency operations whlch.. to an, exten t. minimise currency
fluctuation risk. wtll be an added advantage. .

2. Salaries paid by offshore banks aIjldJocal expenditure incurred by them"
.contrtbute to' the welfare of the economy, For smaller countries the benefit
would be of greater Significance, For a, larger country llke India. however.
this may net form a significant portion of the total-Income.

3. This country may' earn revenue in-the Iorrn of licence fees, profit taxes
imposed on the banks operating in the area, It may also get the benefit of
banks' funds In the form -ofcapital and liquidity requirements.

4. The country can gain improved access to the International capital markets,
5. The domestic Ilnanctal system may become more efflclent through increased

cornpetltton and through exposure ,of the domestic banks to the practices
". oforrsllore.bank~ .•,:" t," .. ' '."':;"':""'.,.;i;"""'" . ,e ; ',,: :. , '

6. The offshore banking centre w!ll provide oppertunitles to tl'ain 'the local'
staff whIch .will in turn contribute. to a faster .growth of the domestiC
economy, .

7. The oITshore banking units would help channelise non-reSident Indian
investments.' , . '
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8. Setting of an offshore banking centre would trigger enforced development
r- r more advanced communication facilities which Is a must for its
functioning. '

9. As the exporters could get cheaper Ilnance from' this centre, the expenditure
on export Interestsubsidy can be saved. '

10. Such centre will add to the pn~st:igeof the country 'and establish India Ilrrnly
on the world ftnanctai map. '

The establishment of all offshore centre involves some cost to the host country:
1. An offshore centre requires certain Infrastructure in the form of good

telecommunication system, education and training facilities, etc. The host
country may have to incur heavily on these if the facilities are non-existing.
Tile cost involved may not bejusttfled by the beneflts derived.

2, The supervision arid regulation bf offshore banks mayInvolve substantial
costs. ,

3. Encouraging onshore banking may result in the diminution In auton orny of
domestic monetary policy,since it is difficult to draw a line always between
the offshore and onshore operations, particularly in the absence of exchange
control. , ' '

4. Offshore.banktng provides scope for tax evasion by residents. For example,
In Hongkong, it was found thatresidents place deposits with offshore banks.
and take .loans of the same amount. The interest on loan woulc be a
deductible· expenditure for taxation while the income from interest on
deposits is not taxed. ,

5. Offshore banks may prove to be deleterious competitors to the local banks
and may inhibit their growth.j.. ' ,' .. ,:

6. Offshore banks 'maytncrease-demeno [or dorrrcstlc resources like space
(land for office and housing) and skill (professionals). Since the supply In
the short run is inelastic, the]ncreased demand may-cause lnconventence

, to local residents. .
Itmay be observed from the above dlscusslon mat the cost of .havtngail offshore

banking centre would be substantial to a .country with limited resources and
undeveloped infrastructure. Fora country of the size of India, the, cost involved may
not be significant. There is, therefore, astrong case for India to develop an offshore
banking centre or international banklng.centre of i~ own. '. , .

Bombay.Is a suitable. centre for establishing offshore banking in India. It has all
the requirements-goods tnfrastructure in the form of telecommunications and
services, abundant and well-trained 'manpower and presence of many Irue; national
banks, both Indian and foreign, alreadyengaged ill international banking. Besides.
Bombay ~.,.having an tdeal location Inthe eastern tlme.zone. It 1s active along with
Singapore and Bahrain and has m~ginal overlap with London and Frankfurt. The,
setting up of the International. Bsq.klngCentre in Bombay would throw the door
open lor the free flow of internaUonal)z:-ade and withoutany strlngs attached. The
foreign loans or aid ar7 generally available onlywith certain condtuons, which can
be avoided by utilising tile funds from ~e offshore bank., .
Recommendations of SoC/hanl Committee

The Sodhani Committee on Foreign 'E~change Reform's (1996) has recommended
'"" ,a,l1(Jw!ng Indian banks atl(:tftAatlOJ~l.Jnsti tu tions to set.uP>,Q((~b.Q.r,ebanking',1,J.nUs

as it would prove to be cost-effective.ior local Inatltutlons. These units can offer
many services including managlngJunds raised by Indian corporates thfough GDR
issues. . ': " ' ",

To attract. investment 1n suchunits"the panel has recommended that, on the '
Hnes of tax-liavens such as Mauritiu'sand Cayman Islands, either nil tax or low
tax be l,evlcdon income generated,by the offshore banking units.

;_,
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OBUs in SEZs
While Introductrig th~ Exirn Policy for the years 2002·2007, the Honourable

Commerce Minister announced that for the first time in India. overseas Banking
Units (OBUs)would be permitted to be set up in Special Economic Zones (SEZs).
These untts would be Virtually foreignbranches of Indian banks but located In India.
These units would be exempt. from eRR. SLR and would give access to SEZ units
and SEZ developers to tnternanonal flnance at International rates. The Reserve Bank
has been enlrusted with the responslbtltty of formulating the scheme. It is reported
that the scheme formulated by ReserveBank has been approved by the Government.
Detailed Instructions are awaited. ..
o Tax Havens

A dtsuncuon should bemade between offshore bankingcentres and tax havens.
A lax haven is a terrttory where assets can be held without any local tax liability
or the tax Is substantially less. Therefore, theconcession is available-to all. domestic
as well as International banks, Even where concession Is confined to fc,·"'t.gnsourcc

. of income. It is restricted to banks alone.An .offshore financial centre is a place
whereby by deliberate attempts, domesticand international banking is separated
and lhe international banking Is free from Wi_lliholdlngtaxes and exchange controls.

"Tax havens ofTera good chotec [or development as offshore Ilnanctal centres,
:, Tax havens may be used by multtnattonals to conceal their income or avoiJing
taxes, These countries do not have tax treaties or treaties regarding information
~h~lrlng with other countries, Thus. while they provide channel for legitimate tax
avoidance. (heymay also Offera shield for unaccounted and illegal moneys Qowing
tnto them. -----~. .

Tax havens of the world can be grouped Into four types:
1. T-ax-Hauens that Haue no Income or Capitaf--Gains or-Gift and-Estate

Tax This Includes many of the. tax havens in the Caribbean, such a.s Bahamas.
Bermuda, and the Cayman Islands, Inthe Cayman Islands, foreign owned companies

.'are guaranteed against taxes for 20 years. It has no tax treaties and has I.Joderate
corporate and Incorporation fees,
:l. Ta:r. I.fllLlenS with Very Low ~ate oj Taxes British Virgin Islands, and

Netherlands Antilles are examples of this type.'Income taxes are very low. and there
are special tax privileges to shipping. aviation and holding cornpantes .
3. Tax Hau.ens that-Tax·Jncomefrom:Domestic Sources, b,ut Exempt all

lncome from Foreign Sources HongKong·.and Panama fall In this' type. In Hong
Kong a nominal tax of 15%Is imposed on Hong Kong-sourced income: Jorelgn-source '
Income Is completely exempt. There Is no taxon capital. capita; gains or dividends
remitted to foreign shareholders. : ... ."
. 4. Tax Havens with Special TQxPr,iLlileges and Suitable onlyfor Selected

Purposes These countries are tryingto promote development in certain regionsor
cncourage.industrtansation Within the country. They include Republic or Ireland','
Puerto Rico. Switzerland, Netherlands. arid Liechtenstein. Republic of Ireland:
exempts taxation for expert earnings of corporations that set up manufacturtng.
operations in certain regions. Tax evasion ISnota criminal offence in Sw1tzerlrm~.,
The local banks will refuse requests for Information even to Swiss federal tax
n\lthpr,it!~.s: Netherlands is atc.vc,Jl~Y~n. for,.h,oJ4~11g;9qr,'l:l.panieswhich do n9,t,p~y
flny tax on lncome and capital gains emana,.Ung from their direct participation in
either domestic or (oreign subsidiaries. ... .., '."
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32 Raising Funds Abroad

THERE at -.: two ways in which a corporate in India call raise funds in
International markets:' ,
(a) External Commercial. Borrowings
(b) Euro Issues. ' ':

The regulations governing raising funds abroad under the above Lwoschemes
arc outlined in this chapter; " ,

32.1. DECISIONTO BORROW ABROAD
The major advantages that accrue from availing a foreign currency loan are:
(al lower interest rate;
(b) freedom from exchange rls.k: and
(c) non-encumbrance on assets. "
In raising a foreign currency Joan. the prospective borrower should keep verify

that these advantages are avaflable to him:
First. the foreign currency loan Is offered in the international markets frequently

against the guarantee from a bank in India. Therefore. the borrower should add
the guarantee fee payable by him to his bank to the cost of raising the foreign
currency loan. The interest rate. the guarantee cornrntssron and other incidental
costs should aggregate to less than the cost of funds in the domestic market.

Secondly. the exchange loss on conversion can be avoided provided the purpose
for which the-roan is raised can be paid for in the currency of the loan and the
source of repayment is_also in U1esame ..currency for instance. tae loan is raised
for pay in dollars for raw materials imported arid export proceeds are also received
in US dollar. If the sources of repayment is in a currency other than the currency
of loan, the borrower will be facing exchange .rtsk, Forward cover may be arranged.
but this should be added to the costof'borrowtng. Further. hedging exposures for
longer periods is costly. ,. , , ',"" , '

The third advantage 1,Sthat since spec1.fl,c,:(1ssetsare usually r~OL charged for funds
raised abroad. the borrowing capacity in .the domestJc company is not affected.

The above factors should help the borrower decide whether to go for external
borrcwme= "11' not. If he decides to avail the-loan, the various aspects of the specific
loan should be considered to make itmost economical;

,(0 The period of repayment should synchronlse with the cash accruals of the
borrower. Loans forlonger periods.may be preferred. but in any case, the
repayment cannot exceed 10 years.: ' ,

(ll) The Interest should be on a floating rate basis. rather than fixed throughout
the period of loans. This will-give htrn the leverage of benefIting from Iall In
interest rates." ,

(ill) Where the currency orloan andthe currency of source of repayment are
different. the.lean agreement may be-made to include a currency option.
Even otherwise. the currency opnon may give a chance to the borrower to
take advantage of exchange rate ~()ve,rl].~nts: ".', , "

.,.' • , :;':;_l':.....'.I-..•i'..;·:.(~';<.,.Pl~~.'ii,.,~..~...•..'. ' ".,.:, •. '~.:,·..J.I,,·f,{.~'.,.;,'~""

" ' 32~2.EXTERNAL COMMERCIAL BORFfbWIN'aS
Generally the external cornrnerctalborrowmgs (EeB) refer to borrowings by the

business community from foreign scurces. The Government announces the policy
of ECB for the country as a part of prudent debt management. ' '

ECB are defined to' include commercial bank loans, buyers credit. suppliers'
credit. securltlsed instruments such as floating rate notes. and fixed rate bonds
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.
f."

etc .. credit f:Ol'~ cfflctal export credit agencies andcommercial borrowings from
the private sector window of Multila teral FtnancialInstituuons.
o Features of the Policy

The following are U1esalient features of the policy:
1. Approvals For proposals falling under the USD 5 million scheme or USD

lO mllllon scheme. approvals will be granted by RBI. Other proposals should be
approved by the ECB Dtvislon. Department ofEconcrntc Affairs, Ministry of Finance.

2. AverageMaturities The minimuin average malurity period prescribed is as
follows: ,"

(i) Loan amount not exceeding USD 20 million . 3 years
(iiJ Loan amount exceeding USD 20 mtlllon

(allOO%EOU'llnlts . 3 years
(b l Others . 5 years

Bonds and FRNs can be raised In trariches of different maturities as long as
the average maturity of the different trancues ..wlthm the same overall approval
sausfles the rnaturtty crlterla. '.' '. . ,

3. FOreign Exchange Earners Corporates who have foreign exchange earnings
are permitted to raise ECB up to thrice the average amount of annual exports during
the previous three years subject to a maximum ofUSD 100 million without end
use restrtcuons, ,
4. Infrastructure Projects' Holdlng cornpanles/promoters will be permitted to

raise ECB up to USD 50 million to finance equity.mvestment in a subsidiary/Joint
venture company implementing Infrastructure projects,

The following sectors 'qualify as infrastructure sectors: (a) power, (b)
telecommunication, (e) railways, (d) roads lncludLhg bridges, te) ports, if) mdustrial
parks. (g) urban Infrastructure-water supply. sanitation and sewage projects.
3. Long-term Borrowers '"ECB of eIgnt years and above of average maturlty will

be outside ECB ceiling. though Ministry ,9f£!nance approval wou lri continue to be
.·'-'°11ecessary. ,

To be ellgible [or U1i$ purpose. the long term debt Instrument should not i.iclude
any 'pur or 'call' options potenually reducingthe statedrnaturttles. .

Development Ftnancial tnstttutlons (DFIs) can-raise funds under this wtndow
in add!Uon to their normal annual allocated covered bythe cap.

Borrowing under the long term window shouldnotbe used to enhance the average
maturity of borrowings under normal Window. If theyare combined, then ~J1eentire
borrowings will fali,under the cap. ... ': .

corporates may raise these borrowings either through, FRN/Bond Issues/
Syndicated leans etc. as lODe; as (he maturity and-interest spread arematntatned
as per U1e guideunes. . . ' •.......' .

6. Qn-Len.ding by DFIs and Other Financial1ntermedia,1:ie.s, While DFls are
required to adhere to the average maturity cnterta.presortbed, they are permitted
to en-lend at different maturities. They may also. on-lend for project-related Rupee
expenditure. However, other Ilnancial intermediarIes :are required to adhere to the
genera] .ECB gUidelines on maturity In their on-lending programs. ."

~.11nnancla1lntermediarles. including DFls, ¥e required to on-lend their external
commercial borrOWingswithin 12months of dr€lwdoWn. '

DFIs are permitted to oll·lend such Recycled Funds (available with them on
account of Ume mismatch between repayment.obllgatibn of their s1.lb-borrowers Vis
a-vis those'of DlfIS;\lO":I!he':offshore lenders), out ofr¢t'igtnal: ECBs onlyfor'lmport of
capital goods and project-related rupee expen,diture. . . ' .

7. End Use Requirements 'There ,is ho restrict.lon on end use of funds except·
that they cannot be used for investment in stock market or in real estate.

8. Proceedsfr,om ·BondS, FRNs.and Syndica.te~ Loan, Corporate borrowers
who h~ve;.ralsed ECB for Imporl of capital goods and,services through Bonds/FRNI

I
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Syndicated loans are permitted to remit funds Into Indla. The funds can be utilised
for acuvtties as per their business Judgement except investment in stock market
or in real estate. for upto one.year or till the actual import of capital goods and
services takes place, whtcheveris earlier

9. ECBEntitlement Fa,. New Projects All infrastructure and greenfield
projects will be permitted to avail EeB to an extent of 35% of the total project
cost. However. ECB limits for telecorn projects are more flexible at 50% of the project
cost. Greater flexibility may also be-allowed in case of power' projects and other
inf. astructure projects bused on merits. 100% EOUs will be permitted to have
foreign currency exposure upto 60% of the project cost.

10. Structured Obliga.tions In order to enable corporates to hedge exchange
rate risks and .r aise resources domestically. Domestic Rupee Denominated
Structured obligations would be permitted to be Credit enhanced by Internallonal
Ban ks/lnterriational Financial Institutions/Joint Venture Partners SUbject to the
following conditions: , ,'.' ' '-,::",7,

(al In the event of default. foreign banks giving guarantee will make payment
of defaulted amount .after brtnging In the equivalent. amount of foreign
exchange into the country. ' '

(bl FEMA clearance-should be obtained from RBI in advance.
(el Prior clearance for bonds .zdebentures issue from RBI/SEEI should be

obtained. . .. . , . ."
(dl In the event of default. the default should be foreign currency equivalent of

the outstanding calculated irl rupee terms.
(e_) The llability_of the Indian company wtl! always be rupee denominated and

we debt servicing may be done in equivalent.Ioretgn exchange funds. Debt
servicing In-a post-default.situation-may be In rupees or Ioretgnexchenge
as envisaged Initially in the contract document. ' ,

(fJ The guarantee fee/comrmssron/charges and other incidental expenses to the
Indian company should be in rupee terms and not exceed 3% p.a.

(g) In case of default, the interest rate could be cpupon, on the bond/or 250
'bps over prevailing secondary market yield 0[5 year G,Olsecurity. whichever
Is higher. ... . .' .

II. Other Terms Clnd qonditions Apart from the maturity and end-use
requirements, the flnanctal terms and conditions of each ECB proposal are required
tobe reasonable and market-related. The choice of the sourcing orECa. currency
of the loan. and the interest' rate bci$is (l.e. floating or .fixed), will be left to the
borrowers. In case of borrowing by public sector unHs, the loan agreement should,
not conta+ the covenant that the, Oovernment wlll continue to hold at least' 51% of
equity, . " ..
12. Validity,of Approval Approvals are valid.for a period of six months. t.e.

the executed copy of the loan agreementis required to be submitted within this
period. In the case of,FRNs. Bonds etc., the same are required to be launched within
this period. In case of power projects, the validny of the approval will be for a period
of one year and 9 months in the case of telecom sector project. Bonds, Debentures, .
FRNs and other such instruments will" have additional validity period of three
months for all the ECBapprovals'acr.oss_the board. Extenston wHl not be granted,
beyond the 'val id it)'period. . . ,'., " · .,.,. ,',' , ,', .,'., ,.

13. Pr~-payment ojECB ,
(a) Prepayment facUitywould be 'permitted ,If they are met out of Inflow of foreign

equltyor out ofbaJances in EEFC account: ,.' .
(b) In addition to EeB being prepaid out of foreign eqUitY.corporales can avall

,either of following,two,opfio;lS 'for'prepayment of their EeSs: .
(tl On pe~mis~loil by Hie GoVernment. prepaYY1ent may be undertake!).

withm the permitted period, of all ECBs wi'{h reSidual maturity up to
one year. or

.. , - " .. ,
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(ill Prepayment upto 10% of outstanding ECB to be permitted once during
the llfe of the 10:::,1, subject to the company complying with the ECB
approval terms. Those companies who had already availed prepayment
facilily of 20% earlier would not be eliglble.

(e) Valldity of permission under the above two cptions Will be as under:
.' J. til Prepayment approval Ior ECBs other than: Bonds/Debentures/FRNs Will

. . be 15 days or period up to next interest payment date, whichever is
later.

(iO In case of BondslFRNs, validity ofperrnlsston will not be more than
15 days. '. ,

Prepayment Will be allowed by RBI. ' .
14. Rp.flnancing the Existing Foreign Currency Loan Reftnanclng of

outstanding amounts under existing loans by ratstng freshloans at lower costs
may also be perrnttted on a case-to-case bas.s.csubject to the condttlon that. the
outstanding rr.aturtty of the original loan is maintained. Rolling overof ECB will
not be permitted,

A corporate borrowing overseas for financing-its Rupee-related expenditure and
swapping Its external commercial borrowings with another corporate. which requires
foreign currency funds, will not be permitted.
15. Cost oj Borrowing The all-tn-cetllng for normal, infrastructure, and long

term ECBs are 300, 400 and 500 basis points over six month Llbor, for the
respective currency.tn which the loan is being raised or applicable benchmark as
the case may be.
C) 'Procedure for Avallment

The procedural aspects of availing BeBs are covered under the Foreign Exchange
Management (Borrowing, or Lending ...in Fordg_n Exchange) Regulations, 2000.
Regulatlon 5 provides that: .' .

(a.l A reslden t may borrow from a bank situated outside India, for. execution
ou tslde India of a turnkey project or. Civil construction contra; or in

," connection with exports on deferred payment terms, provided the terms
and conditions stipulated by the authortty whtch has granted the approval
to the projector contract or export. . ': <, '.

(b) An importer in India may, for import of gOods into Indtavavatl of foreign
currency credit for a period not exceeding .stx months extended by the
overseas supplier of goods, provided th~jn1port is in compliance with the
Export Import Policy of the GovernmentofIndla in force. .

, '.. . , . .

Approval of RBI or Centrsl Government
ECB is permitted under the following schemes."
(i) Short·term Loan Scheme' .

(a) FCfreigncurrency credit extended by the overseas supplier of goods to
an importer Of goods for financing Import6f gOOds into India, prOVIded
the period of maturity of credit is, more than six months but less lnan
three years. i .

(b J F"orelgn currency loan/credit extended to an importer in Indi~ for
financing importslntolndia, byanybahk or financlal1nstltutlon outside
IndIa, ptbvi'ded'the1p'ei'iod ofmatut1.ty-ofloart/cre'dlt'iS 'less thaI.1::'three'
years. ' ..•.'" ,

(it) Borrowing tLnde,rUS Dollar l"llJe MUlion.S~heme Borrowing In foreign
exchange upto 'USD fivemillion by an Indian entity foi' general corporate PlJrposes
at a simple minimum ma~urlty oIthl'ee y~ms. . . .,.. ' '. ..'

(iii) Borrowing under r;s Dollar Ten Million Sch~meBorrowing in forei·gn
excha'nge, not exceeding USD ten million by an',lndian entity for the following
purposes: '.. .
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(a 1 Borrowing [or Financing of lnfrastructur e Projects provided that the
minimum average maturity of loan is three years. In case the loan is
to be raised by more than one promoter entlty for a single project. the
aggregate of loan by all promoters should 'not exceed USD '10 million,

(bl For etgn currency loan raised by an Indian enttty for Ijnarictng
Infrastructure project. provided that the minimum average maturity or
han is not less than three yeru:s, ',"'_, I '\.',~ ,

(c) Borrowing rn forelgrl exc9;ang~;.byan ~~Botler/[orelgI1 exchange earner
upto three limes ()f the average'amount oftHI$ annual foreign exchange
earnings during tb~':BT~Ylqlls~.:f,ee.Yie~'~fSuRject,to a maximum (J[ USD
,10million witl1:ia.lgtt~Jrnl:1W:,a.*:;t~ge~m~turi~01 three years.

(d) Borrowing for general corpOrate purposes at the minimum average

(lv) SChe::f~;~~~~~hi%M:j~~~l1iRrS8rfRepdtriation Bas~'Borrowil1gs
not exceeding uas 2.50.000 or ttsequtvalent In foreign exchange by~n indivrdual '
resident in India from his close, relatives resident outside India. sabject to t.he
condttions that - .' " ~'L:Ji'~~I> .1 ~~ 2!, 1Q1:. C'l .

(a) the loan is free ofi;inter~§t [£:)0 :'l~.U22)_2~' ,~;';('
(b) the minimum maturity H~lURQ,iof the IQ5lg(lSAevenyears' 2
(e) The amount of loan is r~~~!~-ydby lm}lBFf6&em1ttance,~llfree foreign
.t: .exc11angejbrough.nOrmal :p9:f:l\{ingchan!'l~tM:9l,bydebit ~q,the NP.EIFCNR
" account of the non·resldeI1~lel,1.dcr;, i:i rtc t, .:

(4) .,The IOEID is utilised [or the borrower s pf.\5~o,IO~purposes or [or carrying
,.'.0 on~his normal business actlyIty but nO,b(9.fLiCarrylng..,gn agricultural/
0: rlal}.tat1on activitl~s. purcN?se of in1~11rcty~~bleproperty or shares/
: debentures/bonds Issued.by cornpanles ItH-frP..\a or Icrre-lendtng.

The "berrower-shallnof utilise the Iunds borrQwc9:-;;!jflgeranyof these Schemes
[or Investment in stockmarket orIn.real estate bu~lncss"'i:;, .,. '!

Automatic Approval With effe¢tfrom September 1.2000 ECBs upto USD 50
m1llionand refinanCing of all existihg EC~s have been placed under automatic route.
Accor.dingly. any legal entity can enter into loan agrcernents for fresh ECB with,
average maturity of not less than.3 years for an amount LlptOusn 60 m!lllon and
fpr refinancing an existing ECB provided it is in conformity with both the ECB
gUidelines framed by Ministry of'Flnance.and the regulations o[ RBI. There Is no
need to obtain prior approvalfrom Government or RBI.

The loan should be availed from·an InternaUonally acceptable and/or recognised
lender. such as export credit agencies,' suppliers of equipmen ts. foreign
collaborators. foreign equity 'ho~d·ers. International capital markets. reputed
international banks and financial institutions etc, Further the 'loan should be
organised through ,8 reputed mer¢hant banker registered with the regulatory
authorities of the host country.,uiz.! liSA. Japan. EU countries, Singapore and such
other countries as ma.ybe not.1fiedfrom time to time by the Government of India,
The lenders should be recogJ11sedand registered In the host countries for the
purpose of extending international ,finance_

The borrow<tr should submit thr:9ugh an authorised dealer three copies of the
signed loan agreement to the Res~rye Bank. The Reserve Bank will acknowledge
receipt of the copies of.the,agI;'eem~n.tand will a110falO'!D:.l¢,e,11tH1cat)dnnum~er to
suc:;h,an agrp.ement. The pr1maryre$pOnsibility to ensure that ECBs raised are in
conformity with the regulati0l1s'w1l1be that of the borrower. At f,l later date. I['any
~~~~n l~ fOU\I1d.approprl~te, ac,ti,on \VJ1l be taken ~y the,Re$erv~ Bank under

, The borrowor will also beperm.1t,ted to make n~cessary draw·doVlne under the
automatic route Withoutprior perm1$s10n from the Reserve Bank. A quarterly return
should be submitted through the a~thor'ised dealer.
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Opening of rOreign currency account for parking ECB proceeds temporarily,
pending uultsauon. will require prior approval of.Reserve Bank.

Prior Approual Borrowings, other than underautomatic route, up to USD 100
million require approval of. Reserve Bank, Proposals exceeding this limit require
prior approval of tile Central Go1ernmenL.:The application should be made inFormsea, . I

.~'/..::.

31.3. EURQISSUe.S -r- i .' : ~ j :.\ ..

Access to Euroequity market.ts.made thfough,the: issue of:
(i) Foreign Currency Coiiyer't$q1t Bonds; and, .'. ?
(1I) Depository Receipts. .: ,\, :_: \' .,'.-:,:;,. J\:'~.: .. :~~

. £<'oreigncurrency converUbl~;:boqC.1 (FC;Qf:})is-;tFp:urpRQnd which can be converted
~~~;~·~.aresat the opLlon of th~)nvestor;'~1'}}f~~~,s"a1~?\q~rl1explained under 'Euro

Depository Receipts, or the..rnorepopular a!11on~)l~e'rn,the Global Depository
Receipts. arc ex~lained below: ,n ~,'" -. .. ).. , •.,I.,J .

,.~~ d}l iG~ r: . - Ui :" .,
o Global Depository Receipt: li~: :':):' . ;,;' ..

A Global Depository Receipt is a negotiable' Instrument denominated In US
dollars, that represents shan;s.,1)s~l!ed in a lqcat ~qfrency,The shares of rhe-tssutng
company are issued in the lTam~·cof an inte?fhWbnal bank, called the depository
WI10 Is located lrt::i foreign cotifjWy.The phy'sil~fpossession of the shares issued
an! with a 'custodian: ..in the is'suit!ii country.l'ff\~CshC\tes are issued to the depository
in the local currency. Based on the sharesl:·hefd, by 1L, the depository issues the
GDRs in US dollars. The dlv'fSf€rl~;after wit~,~olding tax etc., is paid by 0e issuing
companyto tne.depcauor.rn l,the1ocal currency-The depository converts the dividend
received into US dollars aL·d1'tc~runn~~xchange rate arid distributes ttarnong the
GDR 1.+0l.ders. ODt{s are b@'ci'r:er' instrume:i1ts ao·d traded freely In international
markels either through st6'ck exchange mechanism or on an 'Over The Counter'
(OTC)basis. The settlem~nts ate done through 1nternational clearing systems like .1

Euroclear [Brussels) or CEDEL (London). . . .
GORs offer m,my advantages to LheIssu1rg company, The exchange risk is borne'

by I.be inve~tors ~s the payment towards diVidend is made in the local currency.
There Is 110 dispersal of vO.ting rights as right to vote Is vested only with the
deposiLory and Is regulated by an agreem.enl hetween lhe company and the
depository. !l enables the company lobroaden the ,capital base by tapping large
foreign equiLy markets, But the issue is subject to.country risk analysis and [or
companies from countries with poor credit raung; ~he Issuemay not be successful
or can succeed only at higher cosL The value of GDRs depends upon the value of
the shares of the. company, The prospects qfthe company fot fulllre issues may be
affected by declil~e it1 share prices in the local market which may be a market
phel101:ncllbn unconnected with the. per(o~mance' of the c.ompcU1Y.i '.

For the inve~tors. it offers portfOlio dlverslficat.lon ina freely traded instrument
in a convertible currency. The investors bear exch.ange. risk as well ~ risk of capital
erosion, . . ,

Amer),can Depository Receipt (ADR) is Similar· to ODR, but issued In the USA.
It is a security isslled by a bank ora depository Issued 1n.the USA aga1nstunderlyj-";'~
rupee shares of a company irlCorporateslil}lndla;

'" .... ",." ". ' . ,.'"."

Q Government Guidelines
",-:,".,

Government of India issued in June 1996 fresh guidelines for issuing ADRs!
GDRs and FCCEs. Revised gUidelines '.vere issued in,January 2000, appllcable only
for ADRs/ODRs. Essence of the guidelines for ADRlODR and FeCB ru:egiven below
separately: . ..

,,
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ADRlGDR
1. ADRJODR are reckoned as part of foreign direct investment. Accorritngly,

such Issues should conform to the existing FOr policy and only in areas
where FDI is permissible.

2. Indian companies issuing ADRs/GDRs through registered exchanges are free
to access the marketthrough an automatic route without the prior a.pproval
of the Ministry of Finance. private placement is also eligible for the automatic
approval provided the issue rs lead managed by an Investment banker,

3. In all cases of automatic approval. the mandatory approval' under FDI polley,
approvals under Companies Act and foroverseas Investment/business
acquisition. Ifrequired, should be .obtalned beforehand; -

4, Companies may retain the proceeds abroad or may remit funds Into India
In anticipation of the use offtinds for approved end uses.

5. The issue related expenses shall be subject to a ceiling of 4% In the case of
GDRs and 7% in the case of listing on US exchange. Issue expenses beyond .
the ceiling would require HBrapproval.

6. The proceeds cannot beused 'for investments in stock markets and real
estate. .. \

7. Separate gutdelinesbave been issued for (alissulngODR/ADR linked stock
option for software 'companies and (b) overseas business acquisition by
Indian soflware companies through ADRlGDR realisations/Stock Swap ..

FCCB
1. Only companies wttnacoriststent good track record for three years will be

alloweetc issue FCCBs, Thls requirement will be relaxed in case of Issues
,....'ttdefor investments in infrastructure industries such as power generatiori.
-telecommurncanon. petroleum explorauon and refining. ports, airports and
roads.

2. The issue will be treated as a direct Iorelgn investment and the clearance
of Fpreig9 Investment Proruotton Board (PIPB) .should be obtained where
necessar~. .. ~ .

3. FeCBs can. be issued for: restructurtngo]' external debt which helps to'
lengthen maturity and: SOftef:lterms .'and for use a,rfunds· which conform
to the norms prescrtbedbythe Government for External Commercial
Borr.owing (ECBs) from tim:e to time. Nol more than 25% of FCCS issue
can.be used for generalcorporate restructuring Including working capital
requirements" .'. ... . . .

4. FCCBs 'should have a supstanUal.f1ner spread than ECBs. Accordingly, the
all-In cost for FCCBs should be SIgnificantly better than the corresponding
debt tn.strument, .

5, Companies Will not be pe:r:m1tted to issue warrants along with their FeeS
issue,· , . .:
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