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BANK FINANCIAL MANAGEMENT 

MODULE – A: International Banking 

Syllabus  

Unit 1- Forex Business; factors determining exchange rates, Direct and indirect quotations, 
spot/ forward rates, premium and discount, cross rates. 

Unit 2- Basics of forex derivatives; forward exchange rate contracts, Options, Swaps. 

Correspondent banking, NRI accounts  

Unit 3- Documentary letters of Credit - UCPDC 600, various facilities to exporters and 

importers. Risks in foreign trade, role of ECGC, types of insurance and guarantee covers or 

ECGC. Role of Exim Bank - Role of RBI and exchange control - Regulations in India, Role and 

rules of  FEDAI - Role of FEMA and its rules 

 

Unit 1 

                             Click Here 

 

Foreign Exchange Rates 

Foreign Exchange rate (ForEx rate) is one of the most important means through which a 

country’s relative level of economic health is determined. A country's foreign exchange rate 

provides a window to its economic stability, which is why it is constantly watched and 
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analyzed. If you are thinking of sending or receiving money from overseas, you need to 
keep a keen eye on the currency exchange rates. 

The exchange rate is defined as "the rate at which one country's currency may be converted 

into another." It may fluctuate daily with the changing market forces of supply and demand 

of currencies from one country to another. For these reasons; when sending or receiving 
money internationally, it is important to understand what determines exchange rates. 

Factors that Affect Foreign Exchange Rates 

This article examines some of the leading factors that influence the variations and 

fluctuations in exchange rates and explains the reasons behind their volatility, helping you 

learn the best time to send money abroad. 
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 Inflation Rates 

Changes in market inflation cause changes in currency exchange rates. A country with a 

lower inflation rate than another's will see an appreciation in the value of its currency. The 

prices of goods and services increase at a slower rate where the inflation is low. A country 

with a consistently lower inflation rate exhibits a rising currency value while a country 

with higher inflation typically sees depreciation in its currency and is usually accompanied 

by higher interest rates 

Interest Rates 

Changes in interest rate affect currency value and dollar exchange rate. Forex rates, 

interest rates, and inflation are all correlated. Increases in interest rates cause a country's 

currency to appreciate because higher interest rates provide higher rates to lenders, 

thereby attracting more foreign capital, which causes a rise in exchange rates 

 Country’s Current Account / Balance of Payments 

A country’s current account reflects balance of trade and earnings on foreign investment. It 

consists of total number of transactions including its exports, imports, debt, etc. A deficit in 

current account due to spending more of its currency on importing products than it is 

earning through sale of exports causes depreciation. Balance of payments fluctuates 

exchange rate of its domestic currency. 

Government Debt 

Government debt is public debt or national debt owned by the central government. A 

country with government debt is less likely to acquire foreign capital, leading to inflation. 

Foreign investors will sell their bonds in the open market if the market predicts 

government debt within a certain country. As a result, a decrease in the value of its 
exchange rate will follow. 

 Terms of Trade 

Related to current accounts and balance of payments, the terms of trade is the ratio of 

export prices to import prices. A country's terms of trade improves if its exports prices rise 

at a greater rate than its imports prices. This results in higher revenue, which causes a 

higher demand for the country's currency and an increase in its currency's value. This 

results in an appreciation of exchange rate. 

Political Stability & Performance 

A country's political state and economic performance can affect its currency strength. A 

country with less risk for political turmoil is more attractive to foreign investors, as a 
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result, drawing investment away from other countries with more political and economic 

stability. Increase in foreign capital, in turn, leads to an appreciation in the value of its 

domestic currency. A country with sound financial and trade policy does not give any room 

for uncertainty in value of its currency. But, a country prone to political confusions may see 

a depreciation in exchange rates. 

 Recession 

When a country experiences a recession, its interest rates are likely to fall, decreasing its 

chances to acquire foreign capital. As a result, its currency weakens in comparison to that 
of other countries, therefore lowering the exchange rate. 

 Speculation 

If a country's currency value is expected to rise, investors will demand more of that 

currency in order to make a profit in the near future. As a result, the value of the currency 

will rise due to the increase in demand. With this increase in currency value comes a rise in 
the exchange rate as well. 

Direct and indirect quotations 

Exchange rate quotations can be quoted in two ways – Direct quotation and Indirect 

quotation. Direct quotation is when the one unit of foreign currency is expressed in terms 

of domestic currency. Similarly, the indirect quotation is when one unit of domestic 

currency us expressed in terms of foreign currency. Let us learn in more detail about 

Exchange rate, Direct, and Indirect quotations. 

Direct and Indirect Quote  

Let’s now look at it in detail. In financial terms, the exchange rate is the price at which one 

currency will be exchanged against another currency. The exchange rate can be quoted 

directly or indirectly. 

The quote is direct when the price of one unit of foreign currency is expressed in terms of 

the domestic currency. 

The quote is indirect when the price of one unit of domestic currency is expressed in terms 

of Foreign currency. 

Since the US dollar (USD) is the most dominant currency, usually, the exchange rates are 

expressed against the US dollar. However, the exchange rates can also be quoted against 

other countries’ currencies, which is called as cross currency. 
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Now, a lower exchange rate in a direct quote implies that the domestic currency is 

appreciating in value. Whereas, a lower exchange rate in an indirect quote indicates that 

the domestic currency is depreciating in value as it is worth a smaller amount of foreign 
currency. 

Direct and Indirect Methods of Quoting Exchange Rate 

1. Direct Method: 

Under this method, the foreign exchange rate of a foreign currency is expressed as number 
of units of home currency (Local, domestic currency). 

Under direct method, the number of units of foreign currency is kept constant (normally a 

unit, with exceptions, viz. Japanese Yen, in which Yen is taken as 100, if Yen is foreign 

currency) and any change in the exchange rate will be made by changing the value of local 
currency or home currency or domestic currency. 

For example, US dollar 1.00 = Indian Rupees 46.86 (as on August 27th, 2010) would be a 

direct exchange rate for the US dollar in India, and US $ 1.00 = Japanese Yen 93.25 (as on 

March 31st, 2010) is a direct quote for Japan. The quotation of the exchange rate as found 

by Direct Method is known as “Direct Quotation” or “Direct Rate”. 

Direct Quotation – Buy Low, Sell High: 

A trader, organization, business unit, banks, etc. are the various parties who contribute to 

the trade and commerce, through their manufacturing, trading in goods and/or providing 

of services. They do this kind of activities to earn profit. Though their prime motive might 

be different, but they need to make profit to sustain themselves. 

In the same way, the banker buys the foreign currency at lower rate and sell at higher rate, 

which may result into margin, which help to cover his expenditures relating to the 

transaction, cost of storing the foreign currency, etc. and also a margin of profit. For having 

a practical idea, you may go to any of the Bank in your neighbourhood and inquire the rate 
of buying a foreign currency from them and of selling it. 
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You may see that there is some difference between them. In Layman’s words, the difference 

between the two rates is the profit of the banker; but in fact it is his margin, and he will 

earn profit after deducting all kinds of expenses relating to the transaction, or as per the 

method adopted by the bank. 

For understanding this we can take an example, where a bank buys US $ from its customer 

for Rs. 44.94 (rate as on March 30th, 2010) and sell it to other customer at Rs. 45.14 (rate 

as on March 31st, 2010). 

Thus under Direct method of Exchange rate the principle adopted by the bank is to buy at a 

lower price from customers and sell them at a higher price.  This principle can be stated in 
the form of a maxim: ‘Buy Low, Sell High’. 

2. Indirect Method: 

Under this method, the foreign exchange rate is quoted as number of units of foreign 

currency for a unit of local currency. Under the indirect method, the numbers of units of 

foreign currency are stated in exchange of a unit of local currency. Thus, in indirect method, 

the numbers of units of local currency are kept constant and the number of units of foreign 

currency changes. 

Under indirect method, any change in the exchange rate is stated as a change in the number 

of units of foreign currency. For example, US dollar 2.2153 = Indian Rupees 100 (as on 

March 31st, 2010) would be the corresponding indirect quotation in India for the US dollar. 

The method in which the foreign exchange rate is derived by keeping local or hone or 

domestic currency constant and the rate is expressed in number of units of foreign 
currency is known as Indirect Method. 
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It is also known as ‘Foreign Currency Quotation’ or ‘Indirect Quotation’ or simply ‘Currency 

Quotation’. Thus, under indirect method the change in exchange rate is shown by changing 

the number of units of foreign currency and keeping the home currency as constant. 

 

 

Indirect Quotation—Buy High; Sell Low: 

Buy more quantity and sell less quantity of commodities or goods or services at same 

amount of currency. Hypothesize the statement with respect to the quantity that a trader 

purchases and sells instead of the variation in prices. 

For a fixed amount of investment, trader 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, if for Rs.100 he gets 50 oranges 

from his supplier and for the same amount of Rs.100 he sells 40 oranges, he would make 
profit. 

Applying the same principle as discussed above in foreign exchange management we can 

state that the banker may also earn buying more quantity and selling less quantity of 

foreign currency at same rate. In indirect method, it is the number of units of foreign 

currency which vary and home currency remains the same. 

For example, for Rs.100, the bank may quote a selling rate of US dollar 2.3000 and buying 

rate of US dollar 2.3100. The difference between US dollar 2.3100 and US dollar 2.3000 is 
the bank’s margin of profit. The position is summed up in the maxim – Buy High, Sell Low. 

Spot and forward rates 

What is a Spot Rate? 
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The spot rate is crucial to understand if you want to start trading forex, or in the foreign 

exchange market. The spot rate is the rate of a financial instrument at this current moment. 

This is why it’s called a spot rate – because it concerns the price at its current spot (place). 

The spot rate concerns the price of the financial security in the moment of a contract 

settlement, but a contract is not necessary to settle based on the spot. 

Example 

You are at the airport to fly from New York to London. You go to a currency exchange desk 

to exchange your U.S. dollars into British pounds. You see two exchange rates: 

 

We buy GBP at $1.2650 

We sell GBP at $1.2750 

The spot rate of the GBP/USD forex pair will be somewhere in the middle, probably around 

$1.2700. The exchange desk buys and sells at different prices because they profit from the 

difference, or the spread. 

How Do Spot Rates Work? 

If two parties settle a contract based on financial security, they enter it at a particular rate. 

This rate can be anything as long as the two parties agree. At the same time, they can settle 

the contract based on the spot rate of the security – the current exchange rate. If they settle 

the contract based on the spot rate, this means that the current (today’s) exchange rate will 

apply at the date of the trade. 

What is a Spot Contract? 

A spot contract is a bonding of buying or selling a financial asset. The contract is for an 

immediate settlement on the spot date – usually two days after the date of the trade. The 
spot contract exchanges the asset on its spot rate. 

What is a Spot Trade? 

A spot trade is an exchange of financial assets via a spot contract on the spot rate. 

Example 

You have U.S. dollars and you want to exchange them to euro. Another person has euro and 

wants to exchange these into U.S. dollars. 

Neither of you want to make a profit out of the deal, but just to purchase the other 
currency. 
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If you two exchange your currencies based on the current exchange rate, with no 
commissions or spreads, then you have conducted the deal based on the spot rate.  

What is a Future Spot Rate? 

The future spot rate is the rate of a financial asset in the future. For example, the two-

month future spot rate of the EUR/USD is unknown now but it will be available in two 

months and will generally be the price of the EUR/USD after two months. 

Investors will use the future spot rate of a financial asset to enter an agreement now. For 

example, you agree with a second party that in two months you will exchange euros for 

dollars on the two-month future spot rate of the EUR/USD. This will bond you now to 

conduct that transaction in two months on the spot rate, no matter what the price is. 

What is a Forward Rate? 

The forward rate is a preliminary negotiated rate between two parties which will apply in 

the future. This means that you agree now to exchange on a specific rate in the future and 

the parties negotiate on the rate now. The forward rate in a settled contract will apply no 
matter what the actual exchange rate is at the time of the forward rate implementation. 

What are Forward Contract and Forward Trade? 

A forward contract is an agreement based on the forward rate of a financial asset and a 

forward trade is a settlement between two parties for the exchange of financial assets 

through a forward contract and a forward rate. 

Why Do People Use Forward Rates and Contracts? 

The most common purpose of forward contracts is to hedge exchange rate risk. It is very 

useful to protect your future cash flows from currency exposure. This cash flow can come 

from deals where payments come in the future. Another source of future cash flow could be 

regular payments that you get from a trust fund or an inheritance. 

Example 

Steven lives in the United States. He also owns a house in Monaco, which is valued at 

€50,000,000. Steven needs money and he decides to sell the house. He finds a customer 
who agrees to buy the house and they sign a preliminary agreement. 

The agreement concludes the deal, but the payment will happen in two months. The 

payment needs technical time for processing since the purchase happens through a loan. 

The exchange will happen in two months (the client will pay in two months and Steven will 

give the house keys to the owner afterward). 
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In two months, Steven will receive €50,000,000, but since he lives in the United States, he 
wants to have the money in USD. 

He has two options: 

To exchange the future cash flow at the two-month future spot rate. 

To see if a bank can give him a good forward rate. 

Steven checks the spot rate of the EUR/USD, which looks normal to him – 1.1450. But he 

worries that the euro might decrease versus the U.S. dollar in the near future. He doesn’t 

want to wait for two months, keeping his future cash flow exposed to exchange rate risk. He 

decides to check the two-month forward rates in some of the biggest banks in the United 
States. 

 

Bank Currency Pair 2 Month Forward Rate 

Bank of America EUR/USD 1.1310 

JP Morgan EUR/USD 1.1350 

Citi EUR/USD 1.1340 

JPMorgan Chase & Co. gives him the highest two-month forward rate on the EUR/U bad 
situation because all two-month forward rates are all lower than the spot rate (the current 
exchange rate). What can he do since he doesn’t have the money yet? He will receive the 
cash flow in two months. In this case, he has two choices again: 

To do nothing and hope for the best in two months. 

To accept the forward rate of JPMorgan Chase & Co. 

If Steven chooses option two, he will sign a forward contract. He and JPMorgan Chase will 
agree now to exchange the cash flow at 1.1350 in two months no matter what the original 
price will be then (the two-month future spot). If Steven signs the contract in two months 
he will have: 

€50,000,000 x 1.1350 = $56,750,000 
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Since the forward contract backs the exchange rate, this amount is guaranteed by JPMorgan 
Chase. This way, Steven will not be subject to any exchange rate risk and his future cash 
flow will be safe. If the amount of $56,750,000 looks fair to Steven, his best move will be to 
take the forward rate. 

If Steven thinks that the amount is not enough, he can either look for better forward rates 
or do nothing and hope that the current price will hold. 

 

Cross rates 

Cross rates are the relation of two currencies against each other, based on the rate of each 

of them against a third currency. For example, the Bank of England sells or purchases euros 

for yen. To calculate the cross rate of the EURJPY, the bank will use the dollar quotes for the 

two pairs, EURUSD and USDJPY. As such, the Ask and Bid quotes of EURJPY will be 

calculated as follows: Bid EURJPY = Bid EURUSD x Bid USDJAPY; Ask EURJPY = Ask 
EURUSD x Ask USDJPY 

 

Let’s say that if there is an upward trend on the EURCAD currency pair, this means that the 

price of EUR against that of USD is growing at a faster rate than the cost of CAD against 

USD. It’s worth noting that cross rates are not the primary indicators, although by using 

them we can quite accurately define the speed at which quotes of key currency instruments 

change. It’s also worth remembering that cross rates often come under speculative 

pressure due to the small volumes at which they are traded. Changes in the rates are 

impacted not only by the economies of said currencies in the cross rate, but also by global 

fundamental news and the US economy. Therefore only experienced traders tend to be 

effective when trading cross rates. 
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Premium and discount Bond 

When the market interest rate is higher than a bond's coupon rate, the bond sells at a price 

lower than its face value and the difference is called bond discount. A bond premium occurs 

when market interest rate is lower than the bond's coupon rate and the bond sells at a 

price higher than the face value. 

As part of the bond issuance process, the issuer sets a coupon rate keeping in view the 

current market interest rate and its assessment of the credit risk of the bond. However, 

market interest rates are volatile, and the credit risk assessment might be different from 

the default premium investors require in the market. 

Bond Discount 

If the required return on a bond is higher than the coupon rate, the demand for the bond is 
low and it must be issued at a price lower than the face value. This represents issuance of a 
bond at a discount. 

Example 

Let us say your company wants to raise $50 million by issued $1,000 par value bonds 
maturing in 10 years and paying 6% semi-annual coupon rate. If the market yield on the 
bond turns out to be 6.4% (which corresponds to periodic yield of 3.2%), the bond price at 
which your company will be able to sell each bond works out to $970.79: 

P = c × F × 
1 − (1 + r)-t 

+ 
F 

r (1 + r)t 

P = 3% × $1,000 × 
1 − (1 + 3.2%)−10×2 

+ 
$1,000 

= $970.79 
3.2% (1 + 3.2%)10×2 

Where c is the periodic coupon rate (i.e. annual coupon rate divided by coupon 
payments per year), F is the face value of the bond, r is the periodic bond yield and t is the 
total number of coupon payments till maturity. 

Your company will be able to raise $48.54 million (=$50 million/$1,000×$970.79). Because 
the face value of bonds is $50 million, you will be required to pay $50 million at maturity 
date. The difference of $1.46 million represent the bond discount. 

Discount per Bond 
= Issue Price − Face Value 
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= $970.79 − $1,000 
= − $29.21 

Total Bond Discount 
= $29.21 × 50,000 
= $1,460,500 

The total amount of bond discount is directly proportional to the difference between the 
coupon rate and bond yield (i.e. market interest rate) and the time to maturity. You will be 
required to amortize the bond discount over the life of the bond. This will result in your 
interest expense to be higher than the interest payment. Your will effective interest rate 
will be higher than the coupon rate. 

Bond Premium 

If a bond’s coupon rate is set higher than the expected rate of return, the demand for bond 
will be higher and it can be sold at a price higher than the par value. The difference 
represents the bond premium. 

Example 

Continuing with the example above, if the annual coupon rate is 7% instead of 6% and the 
market interest rate is 6.4%, your bond will sell at $1,043.82 raising a total amount of 
$52.19 million. The amount by which the bond proceeds exceed the face value of the bond 
is the bond premium. It equals $2.19 million. 

Premium per Bond 
= Issue Price − Face Value 
= $1,043.82 − $1,000 
= $43.82 

Total Bond Premium 
= $43.82 × 50,000 
= $2,191,000 

The bond premium causes the interest expense to be lower than the interest payment such 
that the effective rate of interest is lower than the coupon rate. 

Bond discount and bond premium i.e. the difference between market price of the bond and 
face value decreases as the bond nears its maturity as illustrated by the following chart: 
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Cross Rate 

The cross rate is the currency exchange rate between currency A and currency C derived 
from exchange rate between currency A and currency B and between currency B and 
currency C. 

Currency vendor provides quotes for only the most liquid currencies such as the US dollar, 
Euro, Pound Sterling, Swiss Franc, etc. Exchange rates between other currencies is 
normally calculated as the cross rates using the quotes for major currencies. 

Formula 
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Using mid-point exchange rate quotes, the mid-point cross exchange rate can be derived 
using the following formula: 

A/C=A/B ×B/C 

Where A/C is the exchange rate between A and C expressed as units of currency A per unit 
of currency C and A/B and B/C are exchange rates between currnecy A and B and currency 
B and C respectively. 

If instead of B/C we had an exchange rate in terms of C/B (i.e. direct quote vs indirect 
quote), we would need to take a raciprocal of the exchange rate to get the exchange rate in 
B/C form. 

If we have exchange rates in the form of bid-ask quote, we can derive the bid-ask cross rate 
by multiplying the bid rate of one currency with the ask of the other such that the common 
currencies cancel out and vice versa. This point is illustrated in Example 2 below. 

Example 

Cross rate with mid-point exchange rate 

As at 27 December 2012, the exchange rate between Euro and US dollar is €0.75 per US$. 
Exchange rate between US$ and Swiss Franc is 1.09 US$ per Swiss Franc. Find the exchange 
rate between Euro and Swiss Franc in € per Swiss Franc. 

Euro per Swiss Franc = €0.75 per US$ × US$ 1.09 per Swiss Franc = €0.8175 per Swiss 
Franc. 

Finding the same exchange rate in Swiss Franc per Euro would involve taking a reciprocal 
of the exchange rate calculated above. Swiss Franc per € exchange rate would be 1.223 
Swiss Francs per € (=1 ÷ (€0.8175 per Swiss Franc)). 

Cross rate with bid-ask quote 

You are in UK and $/£ exchange rate is 1.540- 1.560 and ¥/£ is 149.06 – 149.50. Calculate 
the $/¥ exchange rate. 

We need the cross exchange rate in the form of $/¥, i.e. $ in numerator and ¥ in 
denominator. The exchange rates we already have are in the form of $/£ and ¥/£. We need 
to take a reciprocal of any one of the exchange rates so that the British pound cancels out 
when we multiply. The reciprocal exchange rate for ¥/£ is £/¥ which equals 0.006689 – 
0.006709 calculated by taking reciprocal of the ¥/£ exchange rate's bid and ask legs and 
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then switching their positions i.e. (1/149.50 – 1/149.06). We have switched their position 
between the bid must be always lower than the ask. 

The bid leg of the $/¥ cross rate is 0.0103 (=1.540 × 0.006689) and the ask leg is 0.0104 
(=1.560 × 0.006709). The cross-rate quote is 0.0103-0.0104. 

 

Unit-2 

Basics of Forex Derivatives 

• Derivatives are the instruments to the exposure for neutralize or alter to 
acceptable levels, the uncertainty profile of the exposure. E.g: Forward contracts, 
options, swaps, forward rate agreements and futures. 

• A risk can be defined as an unplanned event with financial consequences 
resulting in loss or reduced earnings. 

• Some of the very common risks faced in forex operations 
• Exchange Risk 
• Settlement Risk/ Temporal Risk/ Herstatt Risk (Named after the 1974 failure of 

the Bankhaus Herstatt in Germany) 
 
Liquidity Risk 

(i)Country Risk 
(ii)Sovereign risk 
(iii)Intrest Rate Risk 
 

Operational Risk 

• Movement in exchange rates may result in loss for the dealer’s open position. 
• In case of excess of assets over the liabilities, the dealer will have long position 
• Country risk is a dynamic risk and can be controlled by fixing country limit. 
• Sovereign risk can be managed by suitable disclaimer clauses in the documentation 

and 
also by subjecting such sovereign entities to third jurisdiction. 

• Operational risk can be controlled by putting in place state of art system, specified 
contingencies. 
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• RBI has issued Internal Control Guidelines (ICG) for Foreign Exchange Business. 

Various Dealing Limits are as follows: 

• Overnight Limit: Maximum amount of open position or exposure, a bank can keep 
overnight, when markets in its time zone are closed. 

• Daylight Limit: Maximum amount of open position or exposure, the bank can 
expose itself at any time during the day, to meet customers’ needs orfor its trading 
operations 

• Gap Limits: Maximum inter period/month exposures which a bank can keep, are 
called gap limits 

• Counter Party Limit: Maximum amount that a bank can expose itself to a particular 
counter party. 

• Country Risk: Maximum exposure on a single country 
• Dealer Limits: Maximum amount a dealer can keep exposure during the operating 

hours. 
• Stop-Loss Limit: Maximum movement of rate against the position held, so as to 

trigger the limit orsay maximum loss limit for adverse movement of rates. 
• Settlement Loss Limit: Maximum amount of exposure to any entity, maturing on a 

single day. 
• Deal Size Limit: Highest amount for which a deal can be entered. The limits are 

fixed to restrict the operational risk on large deals. 
• CCIL (Clearing Corporation of India Ltd) takes over the Settlement Risk, for which 

it creates a large pool of resources, called settlement Guarantee Fund, which is used 
to cover outstanding of any participant. 

• The Clearing Corporation of India Ltd. (CCIL) was set up in April, 2001 for 
providing exclusive clearing and settlement for transactions in Money, GSecs and 
Foreign Exchange. 

 

Forward exchange rate contracts 

Overview of Forward Exchange Contracts 

A forward exchange contract is an agreement under which a business agrees to buy a 

certain amount of foreign currency on a specific future date. The purchase is made at a 

predetermined exchange rate. By entering into this contract, the buyer can protect 

itself from subsequent fluctuations in a foreign currency's exchange rate. The intent of 

https://www.facebook.com/BankPoClerk/?ref=aymt_homepage_panel
https://www.facebook.com/groups/2148759855448538/?source_id=117234085093214
https://t.me/joinchat/J8jQkg8azrnOjC1LiWFvJg
file:///F:/Ambitious%20Baba/One%20liner/January%202019/t.me/ambitiousbaba
https://www.accountingtools.com/articles/2017/5/10/foreign-currency
https://www.accountingtools.com/articles/2017/5/10/foreign-currency
https://www.accountingtools.com/articles/2017/5/6/exchange-rate
https://www.accountingtools.com/articles/2017/5/6/exchange-rate


 

Facebook Page                     Facebook Group                    Telegram Group                    Telegram Channel 

  

AMBITIOUSBABA.COM | MAIL US AT 

CONTACT@AMBITIOUSBABA.COM 
19 

 

 

this contract is to hedge a foreign exchange position in order to avoid a loss, or to 

speculate on future changes in an exchange rate in order to generate a gain. 

Forward exchange rates can be obtained for twelve months into the future; quotes for 

major currency pairs (such as dollars and euros) can be obtained for as much as five to 

ten years in the future. 

The exchange rate is comprised of the following elements:  

• The spot price of the currency 

• The bank’s transaction fee 

• An adjustment (up or down) for the interest rate differential between the two 

currencies. In essence, the currency of the country having a lower interest rate will 

trade at a premium, while the currency of the country having a higher interest rate will 

trade at a discount. For example, if the domestic interest rate is lower than the rate in 

the other country, the bank acting as the counterparty adds points to the spot rate, 

which increases the cost of the foreign currency in the forward contract. 

The calculation of the number of discount or premium points to subtract from or add to 

a forward contract is based on the following formula: 

      Days contract 
duration 

Premium/discount = Exchange rate x interest rate differential x ----------------------- 

      360 

Thus, if the spot price of pounds per dollar were 1.5459 and there were a premium of 

15 points for a forward contract with a 360-day maturity, the forward rate (not 

including a transaction fee) would be 1.5474. 
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By entering into a forward contract, a company can ensure that a definite 

future liability can be settled at a specific exchange rate. Forward contracts are 

typically customized, and arranged between a company and its bank. The bank will 

require a partial payment to initiate a forward contract, as well as final payment 

shortly before the settlement date. 

The primary difficulties with forward contracts relate to their being customized 

transactions that are designed specifically for two parties. Because of this level of 

customization, it is difficult for either party to offload the contract to a third party. 

Also, the level of customization makes it difficult to compare offerings from different 

banks, so there is a tendency for banks to build unusually large fees into these 

contracts. Finally, a company may find that the underlying transaction for which a 

forward contract was created has been cancelled, leaving the contract still to be 

settled. If so, the treasury staff can enter into a second forward contract, whose net 

effect is to offset the first forward contract. Though the bank will charge fees for both 

contracts, this arrangement will settle the company’s obligations. An additional issue is 

that these contracts can only be terminated early through the mutual agreement of 

both parties to the contracts. 

Example of a Forward Exchange Contract 

Suture Corporation has acquired equipment from a company in the United Kingdom, 

which Suture must pay for in 60 days in the amount of £150,000. To hedge against the 

risk of an unfavorable change in exchange rates during the intervening 60 days, Suture 

enters into a forward contract with its bank to buy £150,000 in 60 days, at the current 

exchange rate. 

60 days later, the exchange rate has indeed taken a turn for the worse, but Suture’s 

treasurer is indifferent, since he obtains the £150,000 needed for the purchase 

transaction based on the exchange rate in existence when the contract with the 

supplier was originally signed. 
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Option 

What Is an Option? 
Options are financial instruments that are derivatives based on the value of underlying 
securities such as stocks. An options contract offers the buyer the opportunity to buy or 
sell—depending on the type of contract they hold—the underlying asset. Unlike futures, 
the holder is not required to buy or sell the asset if they choose not to. 

• Call options allow the holder to buy the asset at a stated price within a specific 
timeframe. 

• Put options allow the holder to sell the asset at a stated price within a specific 
timeframe. 

Each option contract will have a specific expiration date by which the holder must exercise 
their option. The stated price on an option is known as the strike price. Options are 
typically bought and sold through online or retail brokers. 

KEY TAKEAWAYS 

• Options are financial derivatives that give buyers the right, but not the obligation, to 
buy or sell an underlying asset at an agreed-upon price and date. 

• Call options and put options form the basis for a wide range of option strategies 
designed for hedging, income, or speculation. 

• Although there are many opportunities to profit with options, investors should 
carefully weigh the risks. 

How Options Work 
Options are a versatile financial product. These contracts involve a buyer and a seller, 
where the buyer pays an options premium for the rights granted by the contract. Each call 
option has a bullish buyer and a bearish seller, while put options have a bearish buyer and 
a bullish seller.  

Options contracts usually represent 100 shares of the underlying security, and the buyer 
will pay a premium fee for each contract. For example, if an option has a premium of 35 
cents per contract, buying one option would cost $35 ($0.35 x 100 = $35). The premium is 
partially based on the strike price—the price for buying or selling the security until the 
expiration date. Another factor in the premium price is the expiration date. Just like with 
that carton of milk in the refrigerator, the expiration date indicates the day the option 
contract must be used. The underlying asset will determine the use-by date. For stocks, it is 
usually the third Friday of the contract's month. 
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Traders and investors will buy and sell options for several reasons. Options 
speculation allows a trader to hold a leveraged position in an asset at a lower cost than 
buying shares of the asset. Investors will use options to hedge or reduce the risk exposure 
of their portfolio. In some cases, the option holder can generate income when they buy call 
options or become an options writer. 

American options can be exercised any time before the expiration date of the option, 
while European options can only be exercised on the expiration date or the exercise date. 
Exercising means utilizing the right to buy or sell the underlying security. 

Swap 

What is a Swap? 

A swap is a derivative contract between two parties that involves the exchange of pre-

agreed cash flows of two financial instruments. The cash flows are usually determined 

using the notional principal amount (a predetermined nominal value). Each stream of the 
cash flows is called a “leg.” 

Introduced in the late 1980s, swaps are a relatively new type of derivative. Even though 

relatively new, their simplicity, coupled with their extensive applications, makes them one 

of the most frequently traded financial contracts. 

Corporate finance professionals may use swap contracts to hedge risk and minimize the 

uncertainty of certain operations. For example, sometimes projects can be exposed to 

exchange rate risk and the Company’s CFO may use a currency swap contract as a hedging 
instrument. 

Unlike futures and options, swaps are not traded on exchanges but over-the-counter. In 

addition, counterparties in swaps are usually companies and financial organizations and 

not individuals, because there is always a high risk of counterparty default in swap 
contracts. 

Some financial institutions usually participate as the market makers of swap markets. The 

institutions, which are also known as swap banks, facilitate the transactions by matching 

counterparties. 

Types of Swaps 

Modern financial markets employ a wide selection of such derivatives, suitable for different 
purposes. The most popular types include: 

#1 Interest rate swap 
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Counterparties agree to exchange one stream of future interest payments for another, 

based on a predetermined notional principal amount. Generally, interest rate swaps 

involve the exchange of a fixed interest rate for a floating interest rate. 

#2 Currency swap 

Counterparties exchange the principal amount and interest payments denominated in 

different currencies. These contracts swaps are often used to hedge another investment 
position against currency exchange rate fluctuations. 

#3 Commodity swap 

These derivatives are designed to exchange floating cash flows that are based on a 

commodity’s spot price for fixed cash flows determined by a pre-agreed price of a 

commodity. Despite its name, commodity swaps do not involve the exchange of the actual 
commodity. 

#4 Credit default swap 

A CDS provides insurance from the default of a debt instrument. The buyer of a swap 

transfers to the seller the premium payments. In case the asset defaults, the seller will 

reimburse the buyer the face value of the defaulted asset, while the asset will be 

transferred from the buyer to the seller. Credit default swaps became somewhat notorious 

due to their impact on the 2008 Global Financial Crisis. 

Applications of Swaps 

Nowadays, swaps are an essential part of modern finance. They can be used in the 

following ways: 

#1 Risk hedging 

One of the primary functions of swaps is the hedging of risks. For example, interest rate 

swaps can hedge against interest rate fluctuations, and currency swaps are used to hedge 

against currency exchange rate fluctuations. 

#2 Access to new markets 

Companies can use swaps as a tool for accessing previously unavailable markets. For 

example, a US company can opt to enter into a currency swap with a British company to 

access the more attractive dollar-to-pound exchange rate, because the UK-based firm can 

borrow domestically at a lower rate. 

Correspondent Bank 
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What Is a Correspondent Bank? 

A correspondent bank is a bank that provides services on behalf of another, equal or 

unequal, financial institution. It can facilitate wire transfers, conduct business transactions, 

accept deposits, and gather documents on behalf of another financial institution. 

Correspondent banks are most likely to be used by domestic banks to service transactions 

that either originate or are completed in foreign countries, acting as a domestic bank's 

agent abroad. 

Generally speaking, the reasons domestic banks employ correspondent banks include the 

limited access to foreign financial markets and the inability to service client accounts 

without opening branches abroad. 

How a Correspondent Bank Works 

Correspondent banks can act as intermediaries between banks in different countries or as 

an agent to process local transactions for clients when they are traveling abroad. At the 

local level, correspondent banks can accept deposits, process documentation, and serve as 

transfer agents for funds. The capability to execute these services relieves domestic banks 
of the need to establish a physical presence in foreign countries. 

The accounts held between correspondent banks and the banks to which they are 

providing services are referred to as Nostro and Vostro accounts. An account held by one 

bank for another is referred to by the holding bank as a Nostro account. The same account 

is referred to as a Vostro account by the counterparty bank. Generally speaking, both banks 

in a correspondent relationship hold accounts for one another for the purpose of tracking 
debits and credits between the parties. 

Example of Transferring Funds Using a Correspondent Bank 

International wire transfers often occur between banks that do not have an established 

financial relationship. For example, a bank in San Francisco that has received instructions 

to wire funds to a bank in Japan cannot wire funds directly without a working relationship 

with the receiving bank. 

Most international wire transfers are executed through the Society for Worldwide 

Interbank Financial Telecommunication (SWIFT) network. Knowing there is not a working 

relationship with the destination bank, the originating bank can search the SWIFT network 

for a correspondent bank that has arrangements with both banks. Upon finding a 

correspondent bank having arrangements with both sides of the transfer, the originating 

bank sends the transferred funds to its Nostro account held at the correspondent bank. 
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The correspondent bank deducts its transfer fee, usually $25 to $75, and transfers the 

funds to the receiving bank in Japan. In transactions such as this, the correspondent bank 

adds value in two ways. It alleviates the need for the domestic bank to establish a physical 

presence abroad and saves the work of setting up direct arrangements with other financial 

institutions around the world. 

NRI accounts 

An NRI (Non-Resident Indian) with earnings both abroad and in India often faces 

difficulties in managing his/her finances. They also find it difficult to track bank accounts in 

a different country, and also when trying to repatriate money to their home account. 

Two types of NRI accounts: 

i) Non-Resident Rupee (NRE) Account 

ii)Non-Resident Ordinary Rupee (NRO) Account 

 Why do we have NRE & NRO Accounts? 

As per the Foreign Exchange Management Act (FEMA) guidelines, it is illegal for NRIs to 

have saving accounts in their name in India. It is mandatory that you convert all your 

savings (money earned abroad) to a Non-Resident rupee (NRE)/Non-Resident Ordinary 

Rupee (NRO). Therefore, continuing to use the savings account in the home country can 

attract hefty penalties. 

Opening an NRE or NRO account is, hence, a viable option for Non-Resident Indians. It can 

help NRIs in two ways. One, they can send the money they earn abroad to India at any point 

of time. Two, they can also retain their income from India (via any assets) in the home 
country itself. 

 What is a Non-Resident Rupee (NRE) Account? 

The NRE account is an Indian rupee-denominated account, offering complete security. 

These accounts can be in the form of savings, current, recurring, or fixed deposits. The 

foreign currency you deposit into the account is converted to INR. You can transfer your 

funds (Principal & Interest amount) to a foreign account from an NRE account without any 

complications and restrictions. You need to noted that the amount you deposit into these 
accounts must be earned outside India. 

The international debit card enables you to transact and withdraw money 24*7. Also, 

mutual fund investments too become effortless and instant, if you link your NRE account 

number to the investment account. NRE account is primarily used for carrying out 

business, personal banking and making investments in India. 
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 What is a Non-Resident Ordinary Rupee (NRO) Account? 

An NRO account is a savings or current account held by NRIs in India to manage their 

income earned in India. Account-holders can deposit and manage their accumulated rupee 

funds without any hassle. The account allows you to receive funds in Indian or Foreign 

currency. 

You can apply for an NRO account jointly with a resident Indian or even an NRI. It is even 

feasible to transfer money from your current NRE account. However, the interest you earn 

in this account is subject to 

 

 

 

How to choose between an NRE & NRO Account? 

 

How is an NRE Account different from NRO Account? 

a. Repatriation 

NRO accounts have limited access for repatriation. An NRO account restricts you from 

remitting more than USD 1 million inclusive of taxes during an assessment year. You can 

repatriate the interest amount freely, but the principal amount can be repatriated only 

within set limits. It also requires an undertaking along with a certificate from a Chartered 
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Accountant. However, repatriation is free for NRE account holders for both the principal 
and the interest amount. 

b. Tax treatment 

An NRE account is tax-free (no income tax, wealth tax, or gift tax) in India. On the other 

hand, the interest earned in NRO account and credit balances is subject to respective 

income tax bracket. They are also subject to applicable wealth and gift tax. You can avail the 
reduced tax benefit under the Double Taxation Avoidance Agreement (DTAA). 

c. Joint account holding 

You can have a joint NRE account only if both the parties are NRIs. On the other hand, you 

can open an NRO account with another NRI or a resident Indian (a close relative) as 

mentioned under Section 6 of the Companies Act 1956. 

How is an NRE Account similar to NRO Account? 

Both NRE and NRO accounts are Indian rupee accounts. You can open them as savings as 

well as current accounts. Also, the average monthly balance you must maintain for both the 
account is Rs 75,000. 

The following table shows the differences between the NRE and NRO accounts: 

Parameter NRE accounts NRO accounts  

Deposits and 
Withdrawals 

Can deposit in foreign 
currency, and withdraw in 
Indian currency 

Can deposit in foreign as well as Indian 
currency, and withdraw in Indian 
currency 

Transfer of fund An NRE account allows you to 
transfer funds to another NRE 
account as well as to an NRO 
account 

You can transfer funds from an NRO to 
another NRO account, but you cannot 
transfer funds from an NRO account to 
an NRE account. 

Effect of 
Exchange Rate 
Fluctuations: 

NRE accounts are subject to 
conversion loss and 
fluctuation in the value of 
rupee against a foreign 
currency 

There are no risks involved in NRO 
accounts 
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Unit 3 

Documentary letters of Credit - UCPDC 600 

The Uniform Customs & Practice for Documentary Credits (UCP 600) is a set of rules 

agreed by the International Chamber of Commerce, which apply to finance institutions 

which issue Letters of Credit – financial instruments helping companies finance trade. 

Many banks and lenders are subject to this regulation, which aims to standardise 
international trade, reduce the risks of trading goods and services, and govern trade. 

The UCP 600 (“Uniform Customs & Practice for Documentary Credits”) is the official 

publication which is issued by the International Chamber of Commerce (ICC). It is a set of 

39 articles  on issuing and using Letters of Credit, which applies to 175 countries around 

the world, constituting some $1tn USD of trade per year. 

What’s the reason for the UCP 600? 

The UCP 600 replaced the UCP 500 on the 1st July 2007. It was brought about to 

standardise a set of rules aiming to benefit all parties during a trade finance transaction. 

UCP 600 was created by industry experts, and mandated by the Banking Commission, 

rather than through legislation. The first UCP was created in 1933 and has been revised by 
the ICC up to the point of the UCP 600. 

The UCP 600 rules are voluntarily incorporated into contracts and have to be specifically 

outlined in trade finance contracts in order to apply. They also allow flexibility for the 
international parties involved. 

An accompaniment to the UCP 600 is the International Standard Banking Practice for the 

Examination of Documents under Documentary Credits (ISBP), ICC Publication 745. It 

assists with understanding whether a document complies with the terms of Letters of 
Credit. 

Credits that are issued and governed by UCP 600 will be interpreted in line with the entire 

set of 39 articles contained in UCP 600. However, exceptions to the rules can be made by 

express modification or exclusion. 

The UCP 600 are the most successful rules ever developed in relation to trade and most 

Letters of Credit are subject to them. At the recent ICC UK Winter Trade Finance 

Conference, there was a special programme which addressed the UCP 600. This looked at 

recent developments in industry practice and ICC policy, as well as a review of the latest 

Banking Commission Opinions. 

Summary of the UCP 600 
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Here are a few of the key elements which make up the UCP 600: 

1. Definition of key terms which are prevalent in international trade (e.g. honouring [of 
payments], applicants, banking days, presentation) 

2. How international trade documents (Letters of Credit) can be signed and 
acknowledged by all parties 

3. The difference between documents, goods and services (and which parties deal with 
these) 

4. Which parts of a Letter of Credit are negotiable and non-negotiable 
5. How credit works, and how payment is made 
6. How banks can communicate the confirmation of goods (teletransmission) 
7. Transportation of the goods, modes of transport, and who bears responsibility 
8. How to deal with discrepancies, waivers and giving notice 
9. The provision of original documents or electronic copies 
10. Bills of Lading 
11. Insurance and covering the cost of goods 
12. Loss of shipping documents in transit 

 

Will the UCP 600 be revised? 

At Trade Finance Global, many people ask whether the UCP 600 will be revised. The UCP 
600 is a set of rules developed by the International Chamber of Commerce on the issuance 
and governance of Letters of Credit, which account for a significant proportion of global 
trade finance transactions. 
The UCP 600 has taken over 3 years to develop 

When looking at the UCP 600, it is important to look at the market environment and 
general notes about the current guidelines. It is general consensus that UCP 600 will not be 
revised any time soon. Some of the reasons for this and general notes about the UCP are 
outlined below: 

▪ there was a 14 year gap between UCP 500 and UCP 600; 
▪ The consulting group was established with 41 members from 26 countries, who 

held meetings on over 15 occasions 
▪ Over 5000 comments were received and reviewed once the first draft of the UCP 

600 came about, being unanimously approved in October 2006 
▪ UCP 600 is doing relatively well and works most of the time, there have been a low 

number of disputes, usually centred around some ambiguous wording that could 
not be agreed when the UCP 600 was drafted; 

 

The big question is, if it were to be revised, 
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▪ who would draft it and who in the market has the expertise to do so; 
▪ revision would take time and be at a high cost; 
▪ there is a lot of regulatory uncertainty in the market and policy would need to be 

drafted before any advancement of the documents; 
▪ it is unknown what will happen to various sanctions that are operating in the 

market; 
▪ the ISBP is used to clarify points and there are further opinions that do the same; 

and 
▪ the system will never be perfect as there will always need to be compromise – it 

covers over 150 trading countries and needs to reflect the commercial and legal 
realities. 

 

Summary of the Key Articles in UCP 600 

Articles 1 – 5 – General Provisions and Definitions 

Articles 6 – 13 – Liabilities and Responsibilities 

Articles 14 – 17 – Examination of Documents 

Articles 18 – 28 – Documents 

Articles 29 – 33 – Miscellaneous Provisions 

Articles 34 – 37 – Disclaimers 

Articles 38 – 39 – Transferable Credit & Assignment 

 

What’s the difference between UCP 600 and UCP 500? 

The UCP 500, was revised in 1993, a process which reviewed and overhauled opinions, 
decisions, URR525, ISP98 and eUCP. 

Seven key articles were amended. 

In comparison to UCP 500, 

▪ New terminology added, concepts & wording introduced 
▪ Reorganization of the rules 
▪ Substantive & cosmetic changes 
▪ Improved clarity, yet created new ambiguity 

 

Various facilities to exporters and importers 
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Export 

RBI and DGFT 
 RBI controls Foreign Exchange and DGFT (Directorate General of Foreign Trade) controls 
Foreign Trade. Exim Policy as framed in accordance with FEMA is implemented by DGFT. 
DGFT functions under direct control of Ministry of Commerce and Industry. It regulates 
Imports and Exports through EXIM Policy. 

On the other hand, RBI keeps Forex Reserves, Finances Export trade and Regulates 
exchange control. Receipts and Payments of Forex are also handled by RBI. 

IEC – Importer Exporter Code 
One has to apply for IEC to become eligible for Imports and Exports. DGFT allots IEC to 
Exporters and Importers in accordance with RBI guidelines and FEMA regulations. EXIM 
Policy is also considered before allotting IEC. 

Export Declaration Form 
All exports (physically or otherwise) shall be declared in the following Form. 

• GR form--- meant for exports made otherwise than by post. 

• PP Form---meant for exports by post parcel. 

• Softex form---meant for export of software. 

• SDF (Statutory Declaration Form)----replaced GR form in order to submit 
declaration electronically. 

• SDF is submitted in duplicate with Custom Commissioned who puts its stamp and 
hands over the same to exporter marked “Exchange Control Copy” for submission 
thereof to AD. 

 
Exceptions 
• Trade Samples, Personal effects and Central Govt. goods.Up to USD 25000 (value) – 

Goods or services as declared by exporter.22 
• Gift items having value up to Rs. 5.00 lac. 

• Goods with value not exceeding USD 1000 value to Mynmar. 

• Goods imported free of cost for re-export. 

• Goods sent for testing. 
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Prescribed Time limits 
• The time norms for export trade are as under: 

• Submission of documents with “Exchange Control Copy” to AD within 21 days from 
date of shipment. 

• Time period for realisation of Export proceeds is 12 M or 365 days from date of 
shipment. 

• No time limit for SEZ (Special economic zones) and SHE(Status Holder Exporters) 
and 100 EOUs. 

• After expiry of time limit, extension is sought by Exporter on ETX Form. 

• The AD can extend the period by 6M. However, reporting will be made to RBI on 
XOS Form on half yearly basis in respect of all overdue bills. 

 
Direct Dispatch of Shipping Documents 
AD banks may handle direct dispatch of shipping documents provided export proceeds are 
up to USD 1 Million and the exporter is regular customer of at least 6 months. 

Prescribed Method of payment and Reduction in export proceeds 
Exporter will receive payment though any of the following mode: 

• Bank Drafts, TC, Currency, FCNR/NRE deposits, International Credit Card. But the 
proceeds can be in Indian Rupees from Nepal. 

• Export proceeds from ACU countries (Bangladesh, Burma, Mynmar, Iran, Pak, 
Srilanka, Nepal and Maldivis can be settled in ACUEURO or USD. A separate Dollar/Euro 
account is maintained. 

Exports may be allowed to reduce the export proceeds with the following: 

• Reduction in Invoice value on account of discount for pre-payment of Usance bills 
(maximum 25%) 

• Agency commission on exports. 

• Claims against exports. 

• Write off the unrecoverable export dues up to maximum limit of 10% of export 
value. 

The proceeds of exports can be got deposited by exporter in any of the following account: 

• Overseas Foreign Currency account. 
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• Diamond Dollar account. 

• EEFC (Exchange Earners Foreign Currency account) 

 
DDA _ diamond Dollar accounts 
Diamond Dollar account can be opened by traders dealing in Rough and Polished diamond 
or Diamond studded Jewellary with the following conditions: 

• With track record of 2 years. 

• Average Export turnover of 3 crore or above during preceding 3 licensing years. 

• DDA account can be opened by the exporter for transacting business in Foreign 
Exchange. 

• An exporter can have maximum 5 Diamond Dollar accounts. 

EEFC Exchange Earners Foreign Currency accounts can be opened by exporters. 100% 
export proceeds can be credited in the account which do not earn interest but this amount 
is repatriable outside India for imports (Current Account transactions). 
 
Pre-shipment Finance or Packing Credit 
• Packing credit has the following features: 

• Calculation of FOB value of order/LC amount or Domestic cost of production 
(whichever is lower). 

• IEC allotted by DGFT. 

• Exporter should not be on the “Caution List” of RBI. 

• He should not be under “Specific Approval list” of ECGC. 

• There must be valid Export order or LC. 

• Account should be KYC compliance. 

• Liquidation of Pre-shipment credit 

• Out of proceeds of the bill. 

• Out of negotiation of export documents. 

• Out of balances held in EEFC account 

• Out of proceeds of Post Shipment credit. 
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• Concessional rate of interest is allowed on Packing Credit up to 270 days. 
Previously, the period was 180 days. Running facility can also be allowed to good 
customers. 

Post Shipment Finance 
Post shipment finance is made available to exporters on the following conditions: 

• IEC accompanied by prescribed declaration on GR/PP/Softex/SDF form must be 
submitted. 

• Documents must be submitted by exporter within 21 days of shipment. 

• Payment must be made in approved manner within 6 months. 

• Normal Transit Period is 25 days. 

• The margin is NIL normally. But in any case, it should not exceed 10% if LC is there 
otherwise it can be up to 25%. 

Types of Post Shipment Finance: 
Export Bills Purchased for sights bills and Discounting for Usance bills. 

Export bills negotiation. 

Discrepancies of Documents 
Late Shipment, LC expired, Late presentation of shipping documents, Bill of Lading not 
signed properly, Incomplete Bill of Lading, Clause Bill of Lading , Short Bill of Lading or 
Inadequate Insurance.24 
Advance against Un-drawn Balance 
Undrawn balance is the amount less received from Importers. Bank can finance up to 10% 
undrawn  amount. 

Advance against Duty Drawback 
Duty drawback is the support by Government by way of refund of Excise/Custom duty in 
case the domestic cost of the product is higher than the Price charged from the importer. 
This is done to boost exports despite international competition. Bank can make loan to 
exporter against Duty Drawback. 

Crystallization of Overdue Bills 
Consequent upon non-realization, Conversion of Foreign Exchange liability into Rupees is 
called crystallization. It is done on 30th day after notional due date at prevailing TT selling 
rate or Original Bill Buying Rate (Whichever is higher). 
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DA Bills 
Notional due date is calculated in DA Bill by adding normal period of transit say 25 days in 
the Usance period. 30th day is taken from notional due date. 

DP Bills 
30th day after Normal Transit Period. If 30th day happens to be holiday or Saturday, 
liability will be crystallized on the following working day. 

Policy has been liberalized and crystallization period will be decided. 

Export of services 
Credit can be provided to exporters of all 161 tradable services covered under GATS 
(General Agreement on Trade in services) where payment for such services is received in 
Forex. The provisions applicable to export of goods apply to export of services. 

Gold Card Scheme 
All exporters in Small and Medium Sector with good track record are eligible to avail Gold 
Card Scheme. The conditions are : 

• Account should be classified as Standard assets for the last 3 years. 

• Limit is sanctioned for 3 years and thereafter automatic renewal. 

• There is provision of 20% Standby limit. 

• Packing Credit is allowed in Foreign currency. 

• Concessional rate is allowed for 90 days initially which can be extended for 360 
days. 

• Bank may waive collateral and provide exemption from ECGC Guarantee schemes. 

Factoring and Forfaiting 
Factoring is financing and collection of Export Receivables. The client sells Receivables at 
discount to Factor in order to raise finance for Working Capital. It may be with or without 
recourse. Factor finances about 80% and balance of 20% is paid after collection from the 
borrower. Bill should carry LR/RR. Maximum Debt period permitted is 150 days inclusive 
of grace period of 60 days. Debts are assigned in favour of Factor. There are 2 factors in 
International Factoring. One is Export Factor and the other is Import Factor. Importer pays 
to Import factor who remits the same to Export Factor. 

Forfaiting is Finance of Export Receivables to exporter by the Forfaitor. It is also called 
discounting of Trade Receivables such as drafts drawn under LC, B/E or PN. It is always No 
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Recourse asis (i.e. without recourse to exporter). Forfaitor after sending documents to 
Exporters’ Bank , makes 100% payment to exporter after deducting applicable discount. 

SAMPLES OF Pre-shipment & Post-shipment Finance 
1. Received order of USD 50000(CIF) to Australia on 1.1.2015 when USD/INR Bill Buying 
Rate is 43.50. How much preshipment finance will be released considering profit margin of 
10% and Insurance and freight cost@ 12%. 
Solution 
FOB Value = CIF – Insurance and Freight – Profit (Calculation at Bill Buying Rate on 
1.1.2015) 

= 50000X43.5 = 2175000 – 216000(12%) – 191400(10% of 1914000) = 1722600 

Pre-shipment Finance = FOB value -25%(Margin) = 1722600-430650=1291950. 

2. What will be amount of Post-shipment Finance under Foreign Bill Purchased for USD 
45000 when Bill Buying rate on 31.3.2015 (date of submission of Export documents) is 
43.85 
Solution 
45000X43.85 = 1973250 Ans. 

3. Period for which concessional Rate of Interest is charged on DP bills from date of 
purchase. 
Ans - 25 days 

4. If the above said bill remains overdue for 2 months, what will be date of crystallization? 
Due Date of Bill will be 31.3.11 + 25 days = 25.4.2011 

The bill will be crystallized on 24.5.2011 i.e. on 30th day from due date. 

5. On 8th Sep, an exporter tenders a demand bill for USD 100000 drawn on New York. The 
USD/INR quote is as under: 
  
Spot---------USD 1 =34.3000/3500 

Spot Sep-------------------6000/7000 

Spot Oct--------------------8000/9000 
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Spot Nov------------------10000/11000 

Transit Period is 20 days and Exchange margin 0.15% 

Calculate Rupee payable to the customer. Customer wants to retain 15% in Dollars 

Solution 
Since, the currency is at premium, the transit period will be rounded off to the lower month 
(i.e. NIL). 

And the rate to the customer will be based on Spot Rate. If interest rate is 13%, how much 
interest will be recovered from the exporter. 

Spot Buying rate = 34.3000 

Less Exchange Margin = 0.0515 

=34.2485 or 34.25 per dollar. 

Amount in Indian Rupee = 85000(85% of 100000) x 34.25 = 2911250/- 

Interest will be charged on 2911250/- @ 13% for 20 days = 20738/-. 

6. On 26th Aug, an exporter tenders for purchase a bill payable 60 days from sight and 
drawn on New York for USD 25650. The dollar rupee rate is as under: 
Spot----------------------1USD = 34.6525/6850 

Spot Sep--------------------------------1500/1400 

Spot Oct---------------------------------2800/2700 

Spot Nov--------------------------------4200/4100 

Spot Dec--------------------------------5600/5500 

Exchange Margin is 0.15%, Transit Period is 20 days. Rate of Interest is 13%. 

What will be the exchange rate payable to the customer and Rupee amount payable? 
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Solution 
Notional due Date = 20+60 days from 26th Aug i.e. 14th Nov. Since, the currency is at 
discount, the period will be rounded off to the same month (higher of Oct or Nov). 
Obviously, the discount of Nov will be more and it will make the Buy Rate Lower. 

Dollar/Rupee market spot Buying Rate = 34.6525 

Less Discount for August to November = 0.4200 = 34.2325 

Less Exchange Margin @.15% .0513 = 34.1812 

Rupee Amount payable to exporter = 25650 X 34.18 = 876717.00 

Less Interest for 80 days @ 13% = 24980.0027 
Less out of pocket expenses = 500.00 = 851237.00 

 

Imports 
 
 
Imports – Prerequisites 
AD1 banks are to ensure that Imports are in accordance with: 

• Exim Policy 

• RBI Guidelines 

• FERA Rules 

• Goods are as per OGL (Open General list). 

• Importer is having IEC (Import Export Code) issued by DGFT. 

 
Imports Formalities & Time limit for import payment 
The following are essential elements of Imports: 

• An importer before remitting proceeds exceeding USD 500 must submit application 
on Form A-1 tothe Authorized Dealer. 

• AD banks can issue LC on the basis of License and Exchange Control Copy. 
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• Remittance against exports should be completed within 6 months from date of 
shipment. 

• Any delay beyond 6 months will be treated as Deferred Payment arrangement and 
the same will be treated as Trade Credit up to the period less than 3 years. 

 
Advance Remittances 
• AD Banks may remit advance payment of Imports subject to following conditions: 

• Up to USD 2,00,000 or equivalent after satisfying about nature of transaction, trade 
and standing of Supplier. 

• In excess of 2,00,000 USD, an irrevocable Standby LC or Guarantee from a bank of 
international repute or a guarantee from bank in India, if such guarantee is issued 
against Counter guarantee of International bank outside India. 

• The requirement of guarantee may not be insisted upon in case of remittances 
above USD200000 up to USD 50,00,000 (5 million) subject to suitable policy framed by 
BOD of bank. 

• The AD should be satisfied with track record of the exporter. 

• Approval of RBI is required only if Advance remittance exceeds USD 50,00,000 or 
equivalent. 

• Advance remittance will be made direct to Overseas supplier or his bank. 

• Physical imports must be made within 6 months from date of Remittance. For 
Capital goods, the period is 3 years. 

 
Evidence of Imports 
Importer must submit Evidence of Imports i.e. Exchange control copy of “Bill Of Entry”. 

The AD will ensure receipt of Bill Of Entry in all cases where Value of Forex exceeds USD 
100000, within 3 months from date of remittance. Otherwise, one months’ notice will be 
served. 

If there is still default of 21 days after serving notice, Ad will forward Statement to RBI on 
Half yearly basis on BEF 

Import Finance Importer can avail finance from banks/FIs in the shape of : 
• Letter of Credit 

• Import Loans against Pledge/Hypothecation of stocks. 
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• Trade Credit – Supplier Credit or Buyer Credit 

 
Trade Credit If the Import proceeds are not remitted, within 6 months, it is treated as 
Trade Credit up to the period less than 3 years. For period 3 years and above, the credit is 
called ECB (External Commercial Borrowings). 
 
Suppliers’ Credit 
• It is credit extended by Overseas suppliers to Importer normally beyond 6 months 

up to period of 3 years. 

• Up to 1 year for Current Account Transactions 

• Up to 3 years for Capital Account Transactions 

• Monetary Limit is USD 20 million per transaction. 

 
Buyers’ Credit 
It is credit arranged by Importer from Banks/Fis outside countries. Banks can approve 
proposals of Buyers’ Credit with period of Maturity: 

• Up to 1 year for Current Account Transactions 

• Up to 3 years for Capital Account Transactions 

• Monetary Limit is USD 20 million per transaction. 

 
Crystallization of Foreign Currency Liability into INR 
In case the importer fails to make payment, crystallization of Foreign Exchange liability 
into Indian Rupees is done on 10th day at TT selling Rate. 
In case of Retirement of Import Bill 
The crystallization is done at current Bill Selling Rate or Contracted Bill Selling Rate 
(Whichever is higher). 

• DP Bill: On 10th Day from date of receipt of Import Bill. 

• DA Bill: On Actual Due Date. 

 
All-in Cost Ceiling 
The present Ceilings for all-in-cost, including interest for buyers’/suppliers’ credit, as fixed 
by RBI is as under: 

• Up to 365 days –--------------------- LIBOR + 350 bps 
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• Above 1 year up to 3 years --------LIBOR + 350 bps 

These ceilings include management fees, arrangement fees etc. 

Example On 12th Feb, a customer has received an Import bill for USD 10000/-. He asks 
you to retire the bill to the debit of the account. Considering Exchange margin 0.15% for TT 
sales and 0.20% on Bill Selling Rate. What amount will be debited to the account. 
Spot rate is 34.6500/34.7200 

Spot march = 5000/4500 

Rate applied will be Bill Selling Rate 

Spot Rate = 34.7200 

Add Margin for TT selling (0.15%) = 0.0520 

TT selling Rate = 34.7720 

Add margin for Bill selling@ 0.20% = 0.0695 

Bill Selling Rate = 34.8415 

Customers’ account will be debited with Rs. 348400/- (10000X 34.84) 
 

          

Risks in International Trade 
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The various types of risks that an international trader faces are divided into the following 

categories: 

1. Commercial risks 

2. Political risks 

3. Risks arising out of foreign laws 

4. Cargo Risks 

5. Credit risks 

6. Foreign exchange fluctuations risks. 

Now, let us discuss these risks, in detail. 

1. Commercial Risks 

Causes of Commercial Risks: Commercial risks are caused due to the factors: 

(i) Lack of knowledge about the foreign markets: 

(ii) Inadaptability of the export product to change to the conditions of the foreign market 

requirements 

(iii) Longer transit time and 

(iv) Varying situations to be handled, not anticipated before export. 

Nature of Risk different in International Trade 

Commercial risks exist in domestic market too. But, their impact in international market: is 

greater, in comparison. to domestic market. The changes in international market are 

hazardous and difficult to anticipate. Suitability and acceptability of the product 

international market is rather difficult to gauge. Variations in demand and supply 

conditions are more unpredictable. 
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Most of the commercial risk s are to he borne by the exporters. Exporters cannot shift these 

risks to the professional risk bearers, paying insurance premium. The exporter is not, 

aware of the conditions in the foreign market as the way he is aware of domestic market. 

Long distances to travel along with cost and time implications distinguish international 

trade from domestic trade. Exporter cannot visit Paris with the same ease he does Mumbai 

from Bhopal. If goods are not sold or price realization is lower than anticipated, due to 

changes in demand or supply, exporter has to bring back the goods, incurring additional 

freight cost or opt to sell the goods at a loss. 

In international. market, as in domestic market, presence of competitors influences the 

demand and supply conditions and entry of new competitors depresses the market more. 

Further, local production may bring down the prices. Introduction of substitutes to capture 

the market may take away the exporter's share in the market. 

The price realization of the product in export market is influenced by: 

(a) Changes in Exchange Rates: Changes in home currency or foreign currency affects the 

price realization. If the home currency is devalued, the competitive capacity' of the 

exporter is enhanced. If the foreign currency is depreciated, there is ; considerable 

reduction in the exporter's competitive strength. 

(b) Changes in import Duties or Tariff Barriers: Changes in import duties and creation 

of tariff barriers disturb even an established market. In this field, through the efforts of 

GATT, import duties have been fairly reduced and market has become stable. On account of 

these impediments, exporters open manufacturing facilities in the importing countries to 

overcome these problems. 

(C) Changes in Transport costs: Transport costs constitute, generally, a major part the 

invoice value and so any change in transport costs affects the competitive edge of the 

exporter. Change in transport costs does not affect FOB price., There, is no problem even in 
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CIF contracts, which have escalating clause in respect of transport costs. Exports Have to 

worry in CIF contracts, which have escalating clause in respect of transport costs have to 

worry in case of CIF contracts that are net with escalation clause: 

d) Change in Foreign Market Characteristics: A classical example is change in styles 

soon after shipment of goods in particular, when the shipment is made without letter of 

credit , ready made garments suffer, greatly from this problem. 

Minimization of Commercial Risks: Commercial risks can be minimized by using 

forecasting techniques and keeping a careful watch on the changing business conditions in 

the concerned country, in particular, and also keeping a track of the changes in the world 

economy. Exporters have to be prepared to face any eventuality and wisdom lies in 

forecasti,44 and anticipating, of course, finally, quick responding, at the earliest hour. 

2. Political Risks change in These risks arise due to change in political situations in the 

concerned importing and exporting countries. Following are the factors, affecting the 

political situation: 

(i) Changes in the party in power in the concerned countries, followed by 1 head of the 

Government; 

(ii) Coups, civil wars and rebellions: 

(iii) Wars between the countries or among- many countries and 

(iv) Capture of cargo by enemies during war. 

Political Asks can be avoided, to a certain extent, by judicious selection of the countries to 

which goods are exported. Insurance companies may agree to provide cover for some of 

these risks, by collecting additional premium. Export Credit. Guarantee Corporation 

(ECGC.) also 'covers seine of the risks. 

https://www.facebook.com/BankPoClerk/?ref=aymt_homepage_panel
https://www.facebook.com/groups/2148759855448538/?source_id=117234085093214
https://t.me/joinchat/J8jQkg8azrnOjC1LiWFvJg
file:///F:/Ambitious%20Baba/One%20liner/January%202019/t.me/ambitiousbaba


 

Facebook Page                     Facebook Group                    Telegram Group                    Telegram Channel 

  

AMBITIOUSBABA.COM | MAIL US AT 

CONTACT@AMBITIOUSBABA.COM 
45 

 

 

3. Risks Arising out of Foreign Laws (Legal Risks) Every country has its own 

commercial law. So, different laws prevail both in exporter and importer countries. Legal 

proceedings are complex as well as expensive. In every relationship, however cordial and 

long-standing may be, differences are likely to arise. Legal risks can be avoided to a great 

extent by incorporating the provision for appointment of an arbitrator, in case of dispute 

about contractual terms. 

4. Cargo risks Transportation of cargo has undergone radical improvements over a period. 

Most of the goods are transported by sea. Transit risks are a common hazard for those 

engaged in export/import business. The list of dreary and hazardous risks in transit is long 

viz. Storms, collisions, theft, leakage, explosion, spoilage, fire, and high sea robbery. Every 

exporter should have working knowledge of marine insurance so that he knows whether 

he is getting the required risk protection at the minimum cost, It is always possible to 

transfer the financial losses resulting from perils of sea and perils in transit to professional 

risk bearers known as underwriters Principles of marine insurance are also equally 

applicable to insurance of air cargo also. 

5. Credit Risks, Risks are inherent in credit transactions; more so in international 

business. International business is invariably riskier than the domestic trade. Credit risk. is 

not the same whether one sells the goods in domestic market or in foreign market. Success, 

in international business depends, largely, on the ability of the exporters to give credit to 

importers on tree competitive and favorable terms. 

Export business has become highly risky as selling on credit has become very common. 

Importers are sought after so it is but natural they dictate terms as there are many 

exporters competing for the cake of international trade. Insolvency rate is on the increase. 

Balance of payment difficulties has severely affected the capacity of many countries to pay 

the import price. However, offering credit has become unavoidable to the exporters to face 

competition. Two issues stand before the exporters: 
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(i) The exporter must have sufficient funds to offer credit to the buyers abroad and 

(ii) The exporter should be prepared to take credit risks. 

Meaning of Credit Risk 

Once goods are sold on credit risks arising in realizing the sale proceeds are referred as 

credit risks. Risk may arise due to inability of the buyers to pay on the due date. 

Alternatively, even if the buyer makes the payment, situations may change in the buyer's 

country that the funds of 'buyer do not reach the exporter. An outbreak of war, civil war, 

coup or an insurrection may block or delay the payment for goods exported. Whatever the 

reason may be, if funds are not received, sufferer is, finally, exporter. Credit risk has 

assumed an alarming proportion on account of large volumes in international business and 

sweeping changes in political and economic conditions, globally. In such a high risky 

situation, credit risk insurance is of immense help to the exporters as well as banks that 

finance the exporters. 

Organization covering Credit Risk 

There are more than 40 organizations covering the credit risk, all the world over. In India, 

we have Export Credit Guarantee Corporation of India Limited to cover export credit risks. 

This is a Government of India enterprise, with its Head office located in Mumbai, under the 

administrative control of the Ministry of Commerce. Board of Directors representing 

Government, Banking, Insurance, Trade and Industry manages this organization. 

Types of Cover issued by ECGC: They are broadly divided into four groups: 

I Standard Policies: They are ideally suitable to exporters to cover payment risks involved 

in exports on short-term credit basis. 

2. Specific Policies: These policies are specifically designed to protect Indian exporters 

from the risks involved in 

(a) Exports on deferred payment contracts 
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(b) Services rendered to foreign parties and 

e) Construction works and turnkey projects undertaken abroad. 

Special Policies, beside the risks covered under Standard policies, are issued 1-, - ECGC to 

meet the specific requirements of export transactions. 

3. Financial Guarantee: They are the policies issued to banks for covering risks in 

extending credit at pre-shipment as well as post shipment stages. 

4. Special Schemes: They are meant to cover risks involved in confirmation to letters of 

credit opened by foreign banks, insurance cover for buyers credit,, line of credit and 

exchange fluctuations risks. 

Standard policies: The ECGC has designed four types of standard policies for shipment 

made on short-term credit. 

(a) Shipments (Comprehensive Risks) I OCY This covers from commercial and political 

risks from the date of shipment. 

(b) Shipments (Politico Risks): This covers from political risks from the date of shipment. 

(e) Contracts (Comprehensive Risks) Policy: This covers from commercial and political 

risks from the date of contract. 

(d) Contracts (Political Risks) Policy: This covers from political risks from the date of 

contract. 

The Shipments (Comprehensive Risks) policy is the one ideally suitable for goods exported 

on short-term credit basis. This policy covers from commercial and political risks from the 

date of shipment. Risk of pre-shipment losses on account of frustration of contract are 

practically nil in respect of export of raw materials, consumer durable or consumer good,: 

as they can be sold easily. Contract policies cover from the date of contract so they are 

ideally suitable in case goods are to be manufactured to meet the specific requirement of 
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buyers and do not have alternative buyers. Further, the risk of ban on export of goods is 

covered by the contract policy only. 

Risks Covered under Standard Policies Risks covered by Standard Policies fall into two 

categories. (A) Commercial Risks: This includes: 

(i) insolvency, of the buyer; 

(ii) protracted default in payment (Importer has to pay within four months of due date) a 

(iii) Under special circumstances specified in the policy, buyer's failure to accept the goods 

though there is no fault on the part of exporter. 

M) Political. Risks: This includes: 

('1) imposition of restrictions in buyer's country by the Government for remittance of • sale 

proceeds which may block or delay the payment to the exporter: 

ii) war, revolution or civil disturbances in the buyer's country; 

(ill) new import restrictions in the buyer's country or cancellation of valid import licence, 

after the date of shipment or contract, as applicable 

(iv) cancellation of valid export licence or imposition of new licensing restrictions after the 

date of contract, applicable under Contracts Policy; 

(v) payment of additional transportation and insurance charges occasioned by interruption 

or diversion of voyage which can not be recovered from the buyer and 

(vi) Any other loss that has occurred in buyer’s country, which is not covered under general 

insurance and beyond the control of exporter and / or the buyer 

In case where the buyer happens to be foreign government or government department and 

it refuses to pay, the default will fall under the category of political risks 
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Risks Not Covered : The standard policies do not cover the following risks. 

1. Commercial disputes including the quality disputes raised by the buyer, unless the 

exporter obtains a decree from a competent court I the importer country in his favour 

2. Causes inherent in the nature of the goods, 

3. Buyer’s failure to obtain import license or exchange authorization in his country 

4. Insolvency or default of an agent of the exporter or the collection banks 

5. Losses or damages which can be covered by commercial insurers; and 

6. Exchange fluctuations 

ECGC does not cover those risks that are covered by the commercial insurers. Exporter Can 

take comprehensive policy that covers both commercial and political risks. If the exporter 

want , he can take only policy that covers political risks, depending on the requirements. 

How ever, it is important to note ECOC does not issue the policy covering only commercial 

risks. 

lf the goods are confiscated by the customs on charges of smuggling, then insurance does 

not cover. 

6, Foreign Exchange Fluctuations Risks 

If the exporter has invoiced in the buyer's currency, he will be subjected to risk of foreign 

exchange fluctuations. If the foreign currency depreciates in terms of rupees, exporter will 

receive lesser amount in terms of rupees or vice versa. In the same circumstances, if the 

Indian currency depreciates, exporter stands to gain. If the export, bill is purchased or 

negotiated under letter of credit and the foreign currency undergoes fluctuation, the bank 

will be bearing the risk. However, if the exporter has sent the bill for collection, the 

exchange rate on the date of receipt of foreign currency in India will be given to the 
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exporter. If there is intervening difference in the exchange rate between the date of giving 

the bill for collection and date of realization, exporter stands to lose or gain, depending on 

the trend in fluctuation. 

There will be no foreign exchange risk in case the invoice is made in Indian rupees. In such 

a case, the importer will be subjected to foreign exchange fluctuation risk. 

 

 

Role of ECGC 

ECGC 
ECGC was established in 1964. Export Credit and Guarantee Corporation provides 
guarantee cover for risks which can be availed by the banks after making payment of 
Premium. Its activities are governed by IRDA. 
 
The functions of ECGC are 3 fold: 

• It rates the different countries. 

• It issues Insurance Policies. 

• It guarantees proceeds of Exports.  

 
Types of Policies: 
 
Standard Policies 
It provides cover for exporters for short term exports. These cover Commercial and 
Political Risks. 

The different types of Policies are: 

• Shipment (Comprehensive Risk) Policy – to cover commercial and political risks 
from date of shipment. Default of 4 months. 

• Shipment (Political Risks) Policy. 

• Contracts (Comprehensive Risk) Policy for both commercial and Political risks. 

• Contracts (Political Risks) Policy 
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Small Exporters’ policy 
A small exporter is defined whose anticipated total export turnover for the period of 12 M 
is not more than 50 lac. The policy is issued to cover shipments 24 M ahead. 

The policy provides cover against Commercial risks and Political risks covering insolvency 
of the buyer, failure of the borrower to make payment due within 2 months from due date, 
borrower’s failure to accept the goods due to no fault of exporter. 

Specific Shipment Policy 
Commercial risks – Failure to pay within 4M. It covers short term credit not exceeding 180 
days 

Exports Specific Buyer Policy 

Commercial risks – Failure to pay within 4M and Political Risks 

The other Policies are Exports (specific buyers’ Policy), Buyers’ Exposure Policy, Export 
Turnover Policy (exporters who pay minimum 10 lac premium to ECGC are eligible) and 
Consignment export Policy. 

Financial Guarantees 
ECGC issues following types of Guarantees for the benefit of Exporters: 

Packing Credit Insurance 

 Exporters Credit Insurance for Banks (whole Turnover Packing Credit) - ECIB (WT-
PC) 
This policy is issued to banks to guarantee export risks: 

For all exporters 

• Minimum 25 accounts should be there. 

• Minimum assured premium is Rs. 5.00 lac. 

• Period of cover is 12M. 

• The claim is payable if there is default of 4 Months. 

• Premium for fresh covers is 8 paisa per month and for others is 6-9.5 paisa percent. 
It is calculated on average outstanding. 
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• Percentage of cover ranges from 50-75% 

• If due date of export proceeds is extended beyond 360 days, approval of ECGC is 
required. 

• Claim is to be filed within 6M of report of default to ECGC. 

 
ECIB – PC – for individual exporters. 

• The advance should be categorized as Standard Asset. 

• The period of coverage is 12M and %age of cover is 66-2/3 %. 

• The premium is 12 paisa% on highest outstanding. 

• Monthly declaration by banks before 10th. 

• Approval of Corporation beyond 360 days PC. 

• Report of default within 4M from due date. 

• Filing of claim within 6M of the report. 

 
ECIB –(WT- PS) – Whole Turnover Post Shipment Credit Policy 
 

• It is a common policy for all exporters.32 
• Advances against export bills are covered. 
• Premium is 5-9 paisa % per month. 
• Over is usually 60-75%. 
• If the cover is taken by exporter individually, the cover increases to 75-90%. 

 
Export Finance Guarantee 
When banks make advance to exporters against export incentives receivables like Duty 
Drawback etc. The cover available is 75% and the premium ranges from 7 paisa onwards. 

Exchange Fluctuation Risk Cover Scheme 
 

• The cover is available for payment schedule over 12 months up to maximum period 
of 15 years. 

• Cover is available for payments specified in USD, GBP, EURO, JPY, SWF, AUD and it 
can be extended for other convertible currencies. 

• The contract cover provided a franchise of 2% Loss or gain within range of 2% of 
reference rate will go to the account of the exporter. 
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• If the loss exceeds 2% , the ECGC will make good the portion of loss in excess of 2% 
but not exceeding 35%. 

The other guarantees are: 

• Export Performance Guarantee 

• Export Finance (Overseas Lending) Guarantee. 

• Transfer guarantee – cover to the confirming bank in India.  

 
Maturity Factoring 
 

• ECGC provides full fledged Factoring Insurance services. It facilitates purchase of 
account receivables. 

• It provides up to 90% finance against approved transactions. 

• It follows up collection of sales proceeds. 

• Exporters of good track record and dealing on DA terms having unexpected bulk 
orders are eligible to apply. 

 

TYPES OF GUARANTEES OFFERED BY ECGC TO THE 

EXPORTERS 

ECGC is designed to guard exporters from the consequences of the payment risks, both 
political and commercial, which enables the exporters to expand their overseas business 
without fear of loss.   ECGC covers losses that may be incurred in extending loans by the 
banks and other financial intermediaries to exporters. The major forms of Guarantees 
offered by ECGC to the exporters are as under. 

Packing Credit Guarantee: 
The credit facilities extended to exporters at pre-shipment stage qualifies for Packing 
Credit Guarantee. This policy covers against losses that may be incurred in extending 
packing credit advances due to protracted default or insolvency of the exporter-client. The 
financer bank will be entitled to claim 66- 2/3 % of its loss from the corporation in the 
event of an exporter failing to discharge his liabilities to the bank.  Premium payable is 12 
paise per Rs.100 p.m., on the highest amount outstanding on any day during the month. 

Post shipment Export Credit Guarantee (Export Credit Insurance – Individual Post 
shipment 
(ECIB – INPS): 
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Banks and financial institutions who are authorized dealer in foreign exchange are eligible 
for export credit insurance from ECGC. The authorized dealers who extend post-shipment 
finance to exporters by way of purchase, negotiation or discount of export bills after the 
shipment are qualified for claim under the above policy. The policy covers non-realization 
of export bills and protracted default or insolvency of the exporter-client. The policy covers 
post-shipment credit valid for a period of 12 months. The percentage of loss covered under 
this guarantee is 75%. Premium payable is 0.09% on the highest amount outstanding on 
any day during the month. 

Export Performance Guarantee: 
During execution of projects exporters are required to furnish bonds assuring due 
performance of the contract. Exporters also required furnishing a bank guarantee to the 
foreign parties at various stages starting from bidding, Advance Payment, Due Performance 
to releasing retention money etc. Whenever a foreign bank extends credit in foreign 
currency abroad, Indian exporters have to furnish a bank guarantee to foreign bank for the 
amount of borrowings. Banks which issues such guarantees can obtain ECGC cover for each 
Bank Guarantees issued at various stages of the contract against losses that it may suffer 
due to insolvency and/ or protracted default of the borrower. The ECGC Guarantee protects 
banks to the extent of 75% or 90% of the loss suffered by bank on account of such 
guarantees. The period of cover is as per period of Bank Guarantee. Premium rate is 0.70% 
p.a. for 75% covers and 0.84% p.a. for 90% covers 

 Export Finance (Overseas Lending) Guarantee: 
Whenever a bank provides a foreign currency loan to a contractor for overseas projects, it 
will apply for Export Finance (Overseas Lending) Guarantee from ECGC. The percentage of 
loss covered under this guarantee is 75% to 90%. The premium payable is 0.90% per 
annum for 75% cover and 1.08% per annum for 90% cover. Premium is payable in Indian 
Rupees. Claims under the Guarantee will also be paid in Indian Rupees. 

Shipments Comprehensive Risks Policy – (SCR): 
An Exporter who has annual export turnover of Rs.500 crore or more is eligible for 
Shipments Comprehensive Risks Policy (known as standard Policy or Standard Whole-
turnover Policy) of ECGC.This Policy covers all types of shipment risks viz.  Commercial 
Risk/Buyer Risk,   Political Risk, L/C Opening Bank Risk.  However, the policy permits 
exclusion of Exports to Associates, Shipments backed by Letters of Credit. The policy is 
valid for a period of 12 months. The percentage of loss covered under this guarantee is 
90%. Minimum Premium payable is Rs. 10,000/- which shall be adjusted towards 
premiums falling due on the shipments effected under the policy and same is non-
refundable. 

Important Obligations of the Exporter: 

Under SCR, it is obligatory on the part of exporter to have to valid credit limit on buyers 
and banks from ECGC. Premium shall be paid before the commencement of risks. The 
exporter has to maintain premium in advance based on turnover projection at all the times 
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during the period of policy. Monthly declaration of shipment should be submitted by 15th of 
subsequent month. He should inform (Notify)/Declaration of payments for bills that have 
remained unpaid beyond 30 days from its due date of payment, by the 15th of the 
subsequent month. Insurance claim from ECGC shall be within 360 days from the due date 
of the export bill or 540 days from expiry date of the Policy Cover whichever is earlier. The 
protracted default shall be persuaded including initiation of legal action. Once the claim is 
settled, the recovery made thereafter shall be proportionately shared with ECGC. 
 
Small exporters’ policy (SEP):    
The Small Exporter’s Policy is basically the improved version of Standard Policy, with 
certain improvements in terms of cover. Small exporters’ policies are issued to the 
exporters whose anticipated turnover is below Rs.500 Crore for one year. The Maximum 
Liability under the SEP shall be fixed as per laid down guidelines, but shall not exceed Rs. 2 
crores. The nature of commercial risks and political risks cover is similar to that of the 
Shipment Comprehensive Risk (SCR) or Standard policy. The Small Exporter’s Policy is 
valid for a period of 12 months. The  Premium payable will be determined on the basis of 
projected exports on an annual basis subject to a minimum premium of Rs. 5000/- for the 
policy period. No claim bonus in the premium rate is granted every year at the rate of 5%. 

Facilities provided by ECGC to small exporters: 
A small exporter is allowed convert a D/P bill into DA bill, without prior approval of ECGC 
provided that he has already obtained suitable credit limit on the buyer on D/A terms.  
Further, a small exporter may, without the prior approval of ECGC extend the due date of 
payment of a D/A bill provided that a credit limit on the buyer on D/A terms is in force at 
the time of such extension.  Even in the case of credit limit obtained only for DP bills may be 
converted to DA bills where the value of this bill is not more than Rs.3 lacs. However, only 
one claim can be considered during the policy period on account of losses arising from such 
conversions. In case of non-acceptance of goods by a buyer, the exporter sells the goods to 
an alternate buyer without obtaining prior approval of ECGC even when the loss exceeds 
25% of the gross invoice value, ECGC may consider payment of claims up to an amount 
considered reasonable, provided that ECGC is satisfied that the exporter did his best under 
the circumstances to minimize the loss. In all other respects, the Small Exporter’s Policy has 
the same features as the Standard Policy. 

Important Obligations of the Small Exporter: 
Shipments need to be declared monthly. Small exporters are required to submit monthly 
declarations of all payments remaining overdue by more than 60 days from the due date, as 
against 30 days in the case of exporters holding the Standard Policy. The normal waiting 
period of 4 months under the Standard Policy has been halved in the case of claims arising 
under the Small Exporter’s Policy. 

Micro Exporters Policy (MEP): 
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All exporters including Traders, Manufacturers and Service providers, whose export 
turnover is up to Rs.100 Lakh for one year,  irrespective of MSME Certificate, are eligible for 
the Micro Exporters Policy. 

These policies are valid for a period of 12 months. Exporter who apply for this policy has to 
pay processing fee of Rs.1000/- and minimum premium of Rs.25000/-. Percentage of cover 
is 90%.The maximum loss limit is Rs.15 lac and single loss limit is Rs.5 lac. The exporters 
are also required to submit monthly declarations of all payments remaining overdue by 
more than 60 days from the due date. Waiting period is 2 months from the due date or 
extended Due date. 

 

Export and Import Bank of India (EXIM) 

The Export and Import Bank of India, popularly known as the EXIM Bank was set up in 

1982. It is the principal financial institution in India for foreign and international trade. It 

was previously a branch of the IDBI, but as the foreign trade sector grew, it was made into 
an independent body. 

The main function of the Export and Import Bank of India is to provide financial and other 

assistance to importers and exporters of the country. And it oversees and coordinates the 

working of other institutions that work in the import-export sector. The ultimate aim is to 

promote foreign trade activities in the country. 

The management of the EXIM bank is done by a board, headed by the Managing Director. 

There are 17 other Directors on the board. The whole paid-up capital of the bank (100 
crores currently) is subscribed by the Central Government exclusively. 

Functions of the EXIM Bank 

Let us take a look at some of the main functions of Export and Import Bank of India 
bank: 

• Finances import and export of goods and services from India 

• It also finances the import and export of goods and services from countries other 
than India. 

• It finances the import or export of machines and machinery on lease or hires 
purchase basis as well. 
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• Provides refinancing services to banks and other financial institutes for their 
financing of foreign trade 

• EXIM bank will also provide financial assistance to businesses joining a joint 
venture in a foreign country. 

• The bank also provides technical and other assistance to importers and exporters. 
Dependingn the country of origin there are a lot of processes and procedures 
involved in the import-export of goods. The EXIM bank will provide guidance and 
assistance in administrative matters as well. 

• Undertakes functions of a merchant bank for the importer or exporter in 
transactions of foreign trade. 

• Will also underwrite shares/debentures/stocks/bonds of companies engaged in 
foreign trade. 

• Will offer short-term loans or lines of credit to foreign banks and governments. 

• EXIM bank can also provide business advisory services and expert knowledge to 
Indian exporters in respect of multi-funded projects in foreign countries 

Importance of the EXIM Bank 

Other than providing financial assistance, the Export and Import Bank of India bank is 

always looking for ways to promote the foreign trade sector in India. In the early 1990s, 

EXIM introduced a program in India known as the Clusters of Excellence. 

The aim was to improve the quality standards of our imports and exports. It also has a tie-

up with the European Bank for Reconstruction and Development. It has agreed to co-

finance programs with them in eastern Europe. 

In order to promote exports EXIM bank also has schemes such as production equipment 

finance program, export marketing finance, vendor development finance, etc. 

 

Role of RBI 
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The Reserve Bank of India 

The RBI was first established on the 1st of April 1935 and nationalized in 1949. The governing 
of the RBI is done in accord to the RBI Act by the government. Its day to day affairs are take 
care of the Board of Directors who are chosen by the government. 

Functions of the RBI 

• The issuer of Currency: The RBI is the only authorized body that can issue currency 
in the country. So they print, distribute and regulate the flow of currency in the 
economy. 

• Banker to the Government: Even the Central and State government need 
basic banking functions. The RBI provides them with these facilities like depositing 
monies, remittances etc. It can also make advances and provide loans to the 
government whenever necessary. 

• Banker to other Banks: The Reserve Bank of India also supervises all other 
commercial banks in the country. It provides financial assistance to these banks like 
short-term loans and advances. The RBI also will dictate interest rates and the CRR 
limits to the commercial banks. 

• Regulator of Foreign Exchange: It is the function of the RBI to maintain the value of 
the rupee in the global economy. It does so by acting as the custodian of foreign 
exchange reserves in the country. It maintains enough reserves to battle against 
fluctuations. 

• Controls Credit in the Economy: This can be said to be the primary function of the 
Reserve Bank of India, the control of credit and money in the market. It uses 
qualitative and quantitative methods to either expand or contract the available credit 
in the economy according to circumstances. 

RBI’s Role in Business Facilitation 

As we know the government plays a huge role in facilitating and promoting business and 

trade in the economy. It does so through its various business organizations. The RBI plays a 

major role in this function. Let us see how the RBI helps facilitate business and growth in 
the economy. 

Currency Policy 
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If you remember from the recent demonetization event, the RBI played a major role in that. 

This is because the RBI is responsible for the monetization of the economy, i.e. the currency 

policy. 

The entire economy depends on the availability of money in the market. So the money 

supply is also critical to the functioning and success of businesses. And businesses also 
require foreign currency for international trade. 

The RBI is also responsible for the foreign exchange mechanism of the economy. So the RBI 

plays a very direct role in the government’s facilitation of business in the economy. 

Credit Policy 

Funding and loans are a very important aspect of businesses. The RBI does not provide any 

financing to the businesses directly. However, it does control the credit available in the 
market through the banks and any other lending institutions. 

By using quantitative methods like the SLR and the CRR ratios it can increase or decrease 

the funds available with the banks. This will, in turn, decide how much loans the banks can 

provide to its customers. The most direct measure is the bank rates, or what we call the 

basis points scheme. 

The RBI can also use qualitative measures to increase or decrease credit availability in the 

economy. Say, for example, it feels the steel industry needs more loans to advance. Then it 

can relax the norms for such an industry and instruct the banks to make such loans 

available. There is also the Priority Lending Sector as decided by the RBI. 

 

Exchange Control in India 

Exchange control means the interference by the state, central bank or any other agency 

with the free play of market forces that determine foreign exchange rate. Exchange rates, 

under exchange control system, are fixed arbitrarily by the government and are not 

determined freely by the forces of demand and supply. In other words, exchange control 
system represents government domination of the foreign exchange market. 

Each international transaction requiring payment in foreign currencies is sanctioned by the 

government and all foreign exchange receipts from international transactions are 

surrendered to the government. The main object of exchange control is to secure stability 
of fixed exchange rate and to ensure balance of payments equilibrium. 

According to Haberler, exchange control is the state regulation excluding the free play of 

economic forces from the free play of foreign exchange market. In the words of G.N. Halm, 
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“By exchange control we refer to measures which replace part of the equilibrating function 
of foreign exchange market by regulations alien to the pricing process.” 

According to Ellsworth, “Exchange control means dealing with the balance of payments 

difficulties, disregards market forces and substitutes for them the arbitrary decisions of 

government officials”. According to G.D.H. Cole. “The essence of exchange control is that the 

possessor of the controlled currency has no right, without special leave to convert it into 

foreign currency.” 

Exchange control maybe complete or partial. Exchange control is complete when the 

government has full control over the exchange market. In fact, under complete exchange 

control, there exists no exchange market and disequilibrium in the balance of payments is 
impossibility. 

The exchange control applies to all types of international transactions and the government 

restricts the sale and purchase of all currencies. Exchange control is partial when the 

government partially controls the exchange market. The exchange control applies only to 

certain types of international transactions and the government restricts the sale and 

purchase of some selected currencies. 

Features of Exchange Control: 

The system of exchange control possesses the following broad features: 

(i) The government monopolises the foreign exchange business and exercises full control 

over the foreign exchange market. 

(ii) The rate of exchange is fixed officially by the government and the market forces of 
demand and supply have no effect on its determination. 

(iii) The government centralises all foreign exchange operations in the hands of the central 

tank which administers various foreign exchange regulations. 

(iv) The exporters have to deposit their all foreign exchange earnings with the central 

banks. 

(v) Imports of the country are regulated and the importers are allocated foreign exchange 
at the official rates to enable them to make payments for the goods imported. 

(vi) The government or the central bank determines the priorities in the allocation of 
scarce foreign currencies. 

(vii) As a result of exchange control, the volume of imports gets automatically reduced and 

there is a favourable impact on country’s balance of payments. 

https://www.facebook.com/BankPoClerk/?ref=aymt_homepage_panel
https://www.facebook.com/groups/2148759855448538/?source_id=117234085093214
https://t.me/joinchat/J8jQkg8azrnOjC1LiWFvJg
file:///F:/Ambitious%20Baba/One%20liner/January%202019/t.me/ambitiousbaba


 

Facebook Page                     Facebook Group                    Telegram Group                    Telegram Channel 

  

AMBITIOUSBABA.COM | MAIL US AT 

CONTACT@AMBITIOUSBABA.COM 
61 

 

 

Objectives of Exchange Control: 

The system of exchange control may be adopted to achieve different objectives. 

Important among them are given below: 

1. To Correct Adverse Balance of Payments: 

A country may follow the system of exchange control when it faces a deficit in its balance of 

payments and does not want to leave the process of adjustment either on the mercy of 

automatic mechanism of fluctuating foreign exchange rates or on deflation. 

By adopting exchange control, imports are restricted to the level permitted by the 

availability of foreign exchange reserves and, thereby, the balance of payments equilibrium 

is established. 

2. To Check Flight of Capital: 

Exchange control may be adopted to prevent the flight of capital from the country. Flight of 

capital refers to the action of the citizens of a country to convert their cash holdings (i.e., 

short- term securities and bank deposits) into foreign currencies. Flight of capital maybe 

the result of speculative activities, economic fluctuations and political uncertainty. 

Flight of capital exhausts the country’s limited reserves of foreign exchange and destabilise 

the economy. Through exchange control, the government imposes restrictions on the sale 

of foreign currencies and there-by checks the flight of capital. 

3. To Stabilise Exchange Rate: 

The government may adopt exchange control to check fluctuations in the rate of exchange. 

Fluctuations in the rate of exchange are the normal feature in a free exchange market and 

cause disequilibrium in the economic life of a country. These fluctuations can be checked by 

officially fixing the exchange rate at a predetermined level. 

4. To Conserve Foreign Exchange: 

Exchange control may be used to conserve country’s foreign exchange reserves through 

exports. These reserves are restricted for- (a) paying off external debt, (b) importing 
essential goods for economic development, and (c) purchasing defence materials. 

5. To Check Economic Fluctuations: 

Cyclical fluctuations depression and inflation, spread from one country to another through 

international trade. Exchange controls are used to check the spread of the destabilising 

tendencies by controlling imports and exports. 
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6. To Protect Home Industry: 

Exchange control may be resorted to protect the home industry from foreign competition. 

For this purpose, the government restricts the imports through foreign exchange controls 

and thus provides opportunity to the domestic industries to develop without any fear of 

international competition. 

7. To Practise Discrimination in Trade: 

Exchange control helps a country to follow a policy of discrimination in international trade. 

The government fixes favourable rates of exchange for the countries with which it wants to 

strengthen its trade relation. 

8. To Check Undesirable Imports: 

Exchange control is also needed to check the import of certain nonessential, harmful and 

socially undesirable goods in the country. 

9. Source of Income: 

Exchange control can also be used as a source of income to the government. Under the 

multiple exchange rate system, the government fixes the selling rates higher than the 
buying rates and earns income equal to the difference between the two rates. 

10. Important for Planning: 

Exchange control forms an integral part of economic policy in a planned economy. Planned 

economic development requires expansion, conservation and proper use of foreign 

exchange reserves of the country according to the national priorities. Exchange control 
system is directed to achieve these objectives. 

11. To Check Enemy Nations: 

Exchange control is also used by some countries to prevent the enemy countries from using 

their foreign assets. Regulations are adopted to freeze the assets held by the residents of 

the enemy country and they are not allowed to use or transfer these assets. 

12. Overvaluation: 

Overvaluation refers to the fixing of the value of a currency at a rate higher than the free 

market rate. It! is also called ‘pegging up’. Overvaluation, by making the home currency 

dearer for the foreigners, reduces the prices of imports and raises the prices of exports. 

The policy of overvaluation is adopted to facilitate the country to make its purchases at 

cheaper prices and to pay off the foreign debts. 
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13. Undervaluation: 

Undervaluation refers to the fixing of the value of a currency at a rate lower than the free 

market rate. It is also known as ‘pegging down’. Undervaluation, by making the currency 

cheaper for the foreigners, reduces the prices of exports and raises the prices of imports. 

The policy of undervaluation is adopted to promote exports, reduce imports and to give 
support to general rise in prices. 

                 

Role and rules of FEDAI 

Authorized Dealers in Foreign Exchange (Ads) have formed an association called foreign 

Exchange Dealers Association of India (FEDAI) in order to lay down certain terms and 

conditions for transactions in./ Foreign Exchange Business. Ad has to given an undertaking 

to Reserve Bank of India to abide by the exchange control and other terms and conditions 

introduced by the association for transactions in foreign exchange business. Accordingly 

FEDAI has evolved various rules for various transactions in order to protect the interest of 

the exporters, importers general public and also the authorized in dealers. FEDAI which is a 

company registered under Section 25 of the companies Act, 1956 has subscribed to the 

• Uniform customs and practice for documentary credits (UCPDC) 
• Uniform rules for collections(URC) 
• Uniform rules for bank to bank reimbursement. 
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Various rules of FEDAI 

Rules No 1. of FEDAI deals with hours of business of banks which is the normal banking 

hours of ADs. On Saturdays no commercial transaction in foreign exchange will be 

conducted except purchase/sale of traveler’s cheques and currency notes and transactions 

where exchange rates have been already fixed. 

Rules No.2 deals with export transactions export bills purchased/discounted negotiation, 

export bills for collection export letters of credit, etc. 

 

Application of Rates of Crystallization of Liabilities and Recovers 

 
1)Foreign currency bill will be purchased/ negotiation / discounted at the Authorized 
Dealers current bill purchase rate or at the contract rate. 
2)Exporters are liable for the repatriation of proceeds of the export bills negotiated 

/purchased /discounted sent for collection through the Authorized Dealers. They would 

transfer the exchange risk to the exporter by crystallizing, the foreign currency liability into 

Rupee liability on the 30th day after the transit period in case of unpaid demand bills. In 

case of unpaid usance bills crystallization will take place on the 30th day after notional due 

date or actual due date. Notional due date is arrived at by adding transit period, usance 

period and grace period if any to the date of purchase/ discount/ negotiation. In case 30th 

day happens to be a holiday or Saturday, the export bill will be crystallized on the next 

working day. For crystallization into rupee liability the bank will apply the TT selling rate 

on the date of crystallization the original buying rate whichever is higher. 

 

FERA & FEMA in India 

In the budget of 1997-98, the government had proposed to replace FERA-1973, by FEMA 

(Foreign Exchange management act). FEMA was proposed by the both house of the 

parliament in Dec. 1999. After the approval of president, FEMA 1999 has come into force 

w.e.f. June, 2000. Under the FEMA, provisions related to foreign exchange have been 

modified and liberalized so as to simplify foreign trade. Government hopes that the FEMA 
will make favourable development in the foreign money market. 

Foreign Exchange Regulation Act (FERA), 1973 
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Foreign Exchange Regulation Act (FERA) was promulgated in 1973 and it came into force 

on January 1, 1974. Section 29 of this Act referred directly to the operations of MNCs in 

India. According to the Section, all non-banking foreign branches and subsidiaries with 

foreign equity exceeding 40 per cent had to obtain permission to establish new 

undertakings, to purchase shares in existing companies, or to acquire wholly or partly any 
other company. 

An Act to consolidate and amend the law regulating certain payments, dealings in foreign 

exchange and securities, transactions indirectly affecting foreign exchange and the import 

and export of currency, for the conservation of the foreign exchange resources of the 

country and the proper utilisation thereof in the interests of the economic development of 

the country. 

Features of FERA: 

(1) This Act may be called the Foreign Exchange Regulation Act, 1973. 

(2) It extends to the whole of India. 

(3) It applies also to all citizens of India outside India and to branches and agencies outside 

India of companies or bodies corporate, registered or incorporated in India. 

(4) It shall come into force on such date as the Central Government may, by notification in 

the Official Gazette, appoint in this behalf: 

Provided that different dates may be appointed for different provisions of this Act and any 

reference in any such provision to the commencement of this Act shall be construed as a 

reference to the coming into force of that provision. 

According to these guidelines, the principal rule was that all branches of foreign companies 

operating in India should convert themselves into Indian companies with at least 60 per 

cent local equity participation. Furthermore all subsidiaries of foreign should bring down 

the foreign equity share to 40% or less.  The actual impact of this act was completely 

negative on the economic development of the country, because it tied the hands of big 

corporate houses to expand their business, so it was felt by the policy makers that there 

should be some relaxation in the act so that the economic development through 

industrialization can be speed up in the country. 

Foreign Exchange Management Act (Fema), 1999 

The Foreign Exchange Management Bill (FEMA) was introduced by the Government of 

India in Parliament on August 4, 1998. The Bill aims "to consolidate and amend the law 

relating to foreign exchange with the objective of facilitating external trade and payments 
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and for promoting the orderly development and maintenance of foreign exchange market 
in India. 

Among the various objectives of the Foreign Exchange Management Act (FEMA), an 

important one is to revise and unite all the laws that relate to foreign exchange. Further 

FEMA targets to promote foreign payments and trade in the country. Another important 

motive of the Foreign Exchange Management Act (FEMA) is to encourage the maintenance 

and improvement of the foreign exchange market in India. 

Features of the FEMA 

The following are some of the important features of Foreign Exchange Management 

Act: 

a. It is consistent with full current account convertibility and contains provisions for 
progressive liberalisation of capital account transactions. 

b. It is more transparent in its application as it lays down the areas requiring specific 

permissions of the Reserve Bank/Government of India on acquisition/holding of foreign 
exchange. 

c. It classified the foreign exchange transactions in two categories, viz. capital account and 
current account transactions. 

d. It provides power to the Reserve Bank for specifying, in , consultation with the central 

government, the classes of capital account transactions and limits to which exchange is 
admissible for such transactions. 

e. It gives full freedom to a person resident in India, who was earlier resident outside India, 

to hold/own/transfer any foreign security/immovable property situated outside India and 

acquired when s/he was resident. 

f. This act is a civil law and the contraventions of the Act provide for arrest only in 
exceptional cases. 

g. FEMA does not apply to Indian citizen’s resident outside India. 
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Difference between FERA and FEMA 

 

FEMA: A Major Departure from FERA 

As is clear from the name of the Act itself, the emphasis under FEMA is on 'exchange 

management' whereas under FERA the emphasis was on 'exchange regulation' or exchange 

control. Under FERA it was necessary to obtain Reserve Bank's permission, either special 

or general, in respect of most of the regulations there under. FEMA has brought about a sea 

change in this regard and except for Section 3 which relates to dealing in foreign exchange, 

etc., no other provisions of FEMA stipulate obtaining Reserve Bank's permission. 
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