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Objectives
After studying this unit, you should be able

¢ Understand the history of international banking

*  Understand the features and reasons for the growth of international banking

*  Rationale of Off-shore financial centres

*  Types of Off-shore financial centres

*  Understand what an offshore banking unit is

*  Understand the working of an offshore banking unit

¢ Understand the motive behind establishment of SEZ

¢ Understand the historical perspective and profitability of international banking

Introduction

Banks in the 19th century promoted two different types of international lending;:

a) Trade Financing,

b) Investment Banking

LOVELY PROFESSIONAL UNIVERSITY
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Trade financing was used to finance commodity exports and imports or to deal in foreign exchange.
It is a short-term commercial lendingInvestment banking is concerned with investment of long-
term funds in fixed interest securities and equity issues.Trade financing was a small part in the 19th
century, more important was the development of investment banking

The international banking became one of the great victims of the Great Depression and the second
world war. Bank failures, default shattered the confidence in international lendingThe most
remarkable development was the internationalization of banking.The banks that took the lead were
institutions from Canada, France, Germany, UK etc.

1.1 Characteristics and Dimensions

e The number of participants which at the beginning were mainly American banks has
increased to German, UK, Japan etc.

*  Many major banks have more international loans outstanding than domestic ones
*  Large part of deficit of least developed countries has been financed by Commercial banks

¢ The amount of individual loans has increased thus increasing the risk from individual
borrowers.

1.2 Global Trends- Reasons

Following points are leading to the changes in the trends in international banking;:

*  “Follow the Leader”

¢ Competition

* Inter country differences in the cost of capital

*  Globalization

*  Uses knowhow developed for domestic uses at a very low cost abroad
*  Developments in communication

¢ Technological innovations and information about opportunities

International Banking can be defined as a subset of commercial banking transactions and activity
having a cross border and/or cross-country element

International banking comprises a range of transactions that can be distinguished from domestic
operations by:

1. The currency of denomination
2. The residence of the bank’s customers

3. The location of the office

Correspondent Banking
* Itis an informal linkage between banks in different countries

* It allows banks to help their customers who are doing business abroad, without having to
maintain any personnel or offices abroad

*  Itis primarily for settling customer payments

* Itcan also be used for providing limited credit for each other’s customers

Resident Representatives

LOVELY PROFESSIONAL UNIVERSITY
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Banks open overseas offices to provide their customers with help on the spot from their
own personnel

The main purpose is to provide information about local business practices and conditions,
creditworthiness of potential customers and the bank’s clients

Foreign BRANCH NETWORK

They are operating like local banks, but directors and owners reside elsewhere
They are subject to local rules and rules at the home

Their books are incorporated in those of parent bank, although they will also maintain
separate books for tax purposes and for revealing separate performance

Foreign Subsidiaries and Affiliates

It is a locally incorporated bank that happens to be owned either completely or partially
by a foreign parent

They are owned by foreign owners, even if foreign ownership is partial

1.3 Offshore Banking

Offshore banking is simply a term used to refer to the use of banking services in a foreign
jurisdiction outside of the country where one resides.

So, any individual who owns a bank account in a foreign country outside of their country
of residence is engaging in offshore banking.

If you are a UK citizen and open an account in the US, that can be considered an offshore
bank account.

In the past, there were typically only a small number of jurisdictions in which banks
offered offshore banking services, however, nowadays, one can open an offshore bank
account almost anywhere.

Why offshore Banking?

Offshore banking provides a number of benefits that can not be found in your regular
domestic banking system.

Additionally diversifying your assets across different channels, countries, accounts and
currencies helps to protect your money and reduces the risk of being left unprepared in
case of bank failures, currency depreciation or economic collapse.

Having a plan B is important in times of uncertainty and having a foreign account outside
of the country where you live is the first step to ensure your future financial longevity.

Offshore accounts offer a wealth of opportunities as an insurance against the negligence of
an irresponsible banking system that has overextended itself by having low interest rates,
poor capital reserves, and mountains of debt practically making many banks insolvent.

Offshore Banking Benefits

It generates foreign exchange
License fee

Tax revenue

Employment

Travelling facilities

LOVELY PROFESSIONAL UNIVERSITY
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1.5

Infrastructural development

Development of regional capital market
Higher Returns in International Investments
Economic and Political Stability

Generate Higher Interest Rates

Foreign Banking Systems Offer Security
Diversify Your Wealth

Higher Liquidity

Hold Multiple Currencies

Asset Protection

Account Confidentiality

International Financial Centre

An International Financial Centre, or IFC, is a physical area from which financial services
are provided to people in other countries.

An IFC has to be attractive to businesses not operating in the jurisdiction and meet a
number of inter-related requirements, mainly relating to stability and resources. The
markets IFCs operate in change over time in response to economic and political conditions
and factors relevant to IFCs themselves.

An IFC is a center operating from a physical location that facilitates international activity
and operates under a regulatory framework that meets international norms.

IFCs provide financial services to international clients as well as support services such as
law, accountancy and technology.

Rationale of Off-shore Financial Centres

Offshore financial centres exist primarily to facilitate international transfer of funds in a
business environment.

They have following advantages over other banking centres:
Flexible regulatory climate

Unrestrained transfer of capital among non-residents
Minimal taxation

Relatively small reserve requirements

They are supported by political stability of host countries and flexible regulatory policies

Types of Offshore financial centres

1.6

Functional centres - Where actual deals are struck with the customers

Paper centres - They serves as a location of record keeping & there is no real banking
activity

Offshore Banking Units

An offshore banking unit (OBU) is a financial service unit (normally a branch or subsidiary
of a non-resident bank), which plays an intermediary role between non-resident borrowers
and lenders.

LOVELY PROFESSIONAL UNIVERSITY
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Generally, an offshore banking unit is located in an international financial center or in the
case of India, found in Special Economic Zones.

Offshore banking units are allowed to accept deposits from foreign banks, from some
onshore banks that permit deposits and other offshore banking units, and the OBU may
make loans to non-resident companies as well.

The advantage of an offshore banking unit versus that of an onshore bank is that the
offshore banking unit is free of regulations and restrictions normally imposed on domestic
financial establishments as it pertains to foreign exchange and sometime tax concessions and
relief packages.

The activities of an offshore banking unit are not subject to the local restrictions as there
might be on foreign exchange or other banking activities or regulations.

Under law, offshore banking units (OBUs) are not authorized to take domestic deposits or
conduct activity with local establishments or clients. All trade activity of the offshore
banking unit must be offshore.

The activities of an offshore banking unit are not subject to the local restrictions as there
might be on foreign exchange or other banking activities or regulations.

Under law, offshore banking units (OBUs) are not authorized to take domestic deposits or
conduct activity with local establishments or clients. All trade activity of the offshore
banking unit must be offshore.

Advantages of Offshore Banking

The advantages of offshore banking units for some is that the existence of the offshore banking unit
establishment enables the company to conduct financial transactions with no currency restrictions;
enables the company to make loans and payments in multi currencies; and enables the company to
offer flexible international financial trade options that would not otherwise be possible with the
domestic bank.

1.7 Working of an Offshore Banking Unit

OBUs have gained worldwide popularity, especially in Europe, the Middle East, the
Caribbean, and Asia since the 1970s. U.S. based offshore banking units prevail in the
Cayman Islands, Panama, Hong Kong, Singapore, Bahamas, etc.

Sometimes, OBUs can be subsidiaries of domestic and/or foreign banks, where the parent
company is in complete charge.

In some cases, it can operate as an individual entity as well.

If an offshore banking unit adopts the parent company's name, its management system
and accounts are considered to be independent.

For saving taxes and maintaining privacy, investors can prefer transferring or investing
their money into OBUs.

Benefits of Offshore Banking Units

Offshore banking is a lucrative business
Generates foreign exchange

License fee income

Tax revenue

Employment

Infrastructure

Development of regional capital markets & image building

LOVELY PROFESSIONAL UNIVERSITY
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1.8 Special Economic Zones

A special economic zone (SEZ) is an area in a country that is subject to different economic
regulations than other regions within the same country.

The SEZ economic regulations tend to be conducive to—and attract—foreign direct
investment (FDI).

FDI refers to any investment made by a firm or individual in one country into business
interests located in another country.

When a country or individual conducts business in an SEZ, there are typically additional
economic advantages for them, including tax incentives and the opportunity to pay lower
tariffs.

Fundamentals of SEZs

Special economic zones are fundamentally different from the traditional free zones:
They are much larger in size; offer broader range of activities such as-

* A single window management

e Streamlined procedures

e Duty free privileges

e Access to the domestic market on a duty (paid basis)

1.9 Special Economic Zone (SEZ)

Whether the enclave is termed an EPZ, FTZ or SEZ the cardinal factor is the provision of:

Appropriate infrastructure and transport facilities
Low factor cost

Flexible labour laws

A low degree of tariff protection

Convertibility of currency

Stable legal and administrative regime and

A commitment to the canons of an open economy

Incentives and Facilities Offered to the Special Economic Zones

The incentives and facilities offered the units of SEZs for attracting investments into the SEZs
including foreign investment includes the following;:

Duty free import / domestic procurement of goods for development, operation and
maintenance of sez units

100% income tax exemption on export income for SEZs units under section 10AA of the
Income Tax Act for first 5 years, 50% for next 5 years thereafter and 50% of the ploughed
back export profit for next 5 years

Exemption from minimum alternate tax under Income Tax Act

External commercial borrowings by SEZ units up to us $500 million in a year without any
maturity restriction through recognised banking channels

Exemption from central sales tax
Exemption from service tax

Single window clearance for central and state level approvals

LOVELY PROFESSIONAL UNIVERSITY
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Exemption from state sales tax and other levies as extended by the respective state
governments

Benefits derived from the SEZs

1.10

Investment

Employment

Export and infrastructural developments

Growth of SMEs and ancillary units

Development of supply chain, warehousing & storage

Technical know - how

Profitability of International Banking Operations

During the past 70 years important changes have taken place in the area of international
banking.

International divisions became very powerful within the large banks throughout the 1950
and 1960.

The typical experience was for growth in international earnings and for the mix of total
earnings to shift progressively in favour of overseas profits

1) A period of stability- the 1950s and 1960s

The 1950 to 1973. Was relatively free of adversity for firms doing business abroad. Banks
owned

Cheap sources of funding and the sizeable float

Privileged access to liquidity (discount windows, payment services, interbank market)
Regulatory franchise

International franchise

Relatively limited competition

2) A decade of high risks the 1970s

The sense of tranquillity was disrupted by the first oils shock, war in the middle east and the
failure of the Herstatt Bank in West Germany.

The global recession of 1974-1976 caused severe problems in overseas markets for the first
time in the post war period.

Major US banks were lending to less developed countries (LDCs) since 1950s & 1960s and
experienced good profits

The second oil shock in 1979, worldwide recession and flight of capital from LDCs led to the
serious losses to the global banks.

Latin economies were in deficits and that led to deteriorating loans conditions, losses for
banks and for lenders.

3) Bankers’ blues - 1980s

Mexico’s August 1982 announcement that it was broke sent shock waves and brought forth
debt problems of LDCs.

LOVELY PROFESSIONAL UNIVERSITY
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* Loan restructuring led to more lending which further led to more losses to the banks.
* Real estate bubble in late 1980s further led to the problems

» Several US banks were technically insolvent

4) 1990s - era of consolidation, capitalization and return to profitability
* Last decades issues make banks risk averse and even M&A activity was on the decline.
* Banks preferred to continue as it is

¢ They entered in low margin businesses like asset management, broking and insurance to
gradually improve profitability

5) Global financial crises & emerging scenario

The financial crises of 2007-08 further led to the problems of banks having global presence. It
led banks to:

* Identify new ways to improve efficiency
* Enter into emerging markets
* New product offerings

* Shed unprofitable operations, capitalize new opportunities

Summary

International banking grew rapidly from the 1950s to the 2000s, propelled by banks avoiding
regulations that burdened their domestic funding, by financial liberalization that expanded
investment opportunities, and by financial innovation that offered new tools to manage risks. The
core of the market is offshore, where lenders and borrowers transact in currencies foreign to them
both. Competition among banks for market share contributed to surges in international lending
that amplified credit booms preceding major financial crises. Losses during the Great Financial
Crisis, and regulatory reforms in its wake, have constrained banks' expansion, making way for non-
bank financial institutions to step in as major international creditors. Alongside structural factors,
global financial imbalances have shaped and been shaped by international banking. Cross-border
lending enabled the credit booms at the heart of several international financial crises, notably the
Latin American debt crisis in the early 1980s, the Asian financial crisis in the late 1990s and the
Great Financial Crisis (GFC) of 2007-09. Ahead of each crisis, competition among banks for market
share contributed to surges in international credit.

Keywords

Offshore financial centres - An offshore financial centre (OFC) is defined as a "country or
jurisdiction that provides financial services to nonresidents on a scale that is incommensurate with
the size and the financing of its domestic economy

Functional centres - Functional center means a center which does not meet all the criteria
established for a permanent facility, but is adequate to meet accreditation program standards to
insure no substantial academic or building deficiency.

Correspondent banking - The term correspondent bank refers to a financial institution that
provides services to another one —usually in another country. It acts as an intermediary or agent,
facilitating wire transfers, conducting business transactions, accepting deposits, and gathering
documents on behalf of another bank.

Resident representatives-The representative office provides their customers with counselling and
other services relating to banking, especially the ethnic community who owe their origin to the
home country of the bank. These are not banking offices and cannot accept local deposits and make
local loans.

LOVELY PROFESSIONAL UNIVERSITY
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Special economic zone (SEZ)-A special economic zone (SEZ) is an area in a country that is subject
to different economic regulations than other regions within the same country.

Self Assessment

QL.

oNwe

Q2.

oNwp

Q3.

ognw

Q4.

0w

o

Q5.

Qeé.

. Political benefits

ON=p

Q7.

A.

Investmentbankingis concernedwithinvestment of in

long term funds, fixed interest securities and equity issues
short term funds, fixed interest securities and equity issues
fixed interest securities and equity issues, long term funds
fixed interest securities and equity issues, short term funds

International Banking can be defined as a subset of commercial banking transactions and
activity having a(n)

cross border and/or cross-country element
international trade

import and export activity

global lending

Which among the following statement is true regarding correspondent banking?

customers who are doing business abroad, need to maintain their own personnel or the
offices abroad

Correspondent banks cannot give any kind of credit to their clients

There is no difference between a correspondent bank and a normal commercial bank

It allows banks to help their customers who are doing business abroad, without having to
maintain any personnel or offices abroad

Which among the following is true regarding foreign branch network?

They are operating like local banks, but directors and owners reside elsewhere

They are subject to local rules and rules at the home

Their books are incorporated in those of parent bank, although they will also maintain
separate books for tax purposes and for revealing separate performance

All of the above

Which among the following is true regarding offshore banking?

If you are a UK citizen and open an account in the US, that can be considered an offshore
bank account.

If you are a UK citizen and open an account in the US based Multi-National Bank operating
in UK, can be considered an offshore bank account.

Exporter from India having a bank account in HSBC bank at Bangalore can be considered an
offshore bank account.

. An importer based in USA opens a bank account in State Bank of India can be considered an

offshore bank account.

Which among the following is not a benefit of offshore banking?

Foreign Banking Systems Offer Security

Diversify Your Wealth

. Higher Liquidity
An International Financial Centre, or IFC, is a physical area from which services
are provided to people in country.

Political. Other

LOVELY PROFESSIONAL UNIVERSITY
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B. Business, home
C. Financial, other
D. Agriculture, home

Q8. A special economic zone (SEZ) is an area in a country that is subject to different economic
regulations than other regions within the same country.

A. True
B. False

Q9. Find out the incorrect statement

A. Importers can set up their businesses in SEZ to help the economy

B. The SEZs economic regulations tend to be conducive to —and attract—foreign direct
investment (FDI).

C. SEZs help in generating employment and other related benefits

D. The overall benefit of establishing SEZs is to the economy as a whole

Q10. FDI refers to any investment made by a firm or individual into business interests located
in home country.

A. True
B. False

Q11. When a country or individual conducts business in an SEZ, there are typically

additional economic advantages for them,
tax incentives and

the opportunity to pay lower tariffs.

all of the above

9Nw >

Q12. Which among the following statement(s) are true

1) A single window management

Streamlined procedures

Duty free privileges

Access to the domestic market on a duty (paid basis)

B W N
= =

1), 3) and 4)

All statements are true
Only 1) and 2)

1), 2) and 3)

oSN >

Q13. Which of the following is not a benefit offered by the SEZs

Employment

Export and infrastructural developments

Cultural exchange and transfer

Development of supply chain, warehousing & storage

9N= >

Q14. The financial crises of 2007-08 further led to the problems of banks having global presence.
It led banks to..

Identify new ways to improve efficiency
Enter into emerging markets

- New product offerings

A. True

LOVELY PROFESSIONAL UNIVERSITY
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B. False

Q15. When a country or individual conducts business in an SEZ, there are typically additional

economic advantages for them, including tax incentives and the opportunity to pay lower
tariffs.

A. True
B. False

Answers for Self Assessment

11.

A 2 A 3 D 4 D 5 A
A 7 C 8 A 9 A 10. B
D 12. B 13. C 14. A 15. A

Review Questions

1.

What are the global trends in recent past in international banking? Is there any impact on
global banking due to Russia - Ukraine issue?

How correspondent banking is different from resident representatives? Out of these two
forms of global banking which one is practically more relevant from the perspective of
banking clients?

What do you understand by the term offshore banking? What are the various benefits
offered by the offshore banking to an economy?

What are international financial centres? What is the rationale of having offshore financial
centres? Elaborate the types of offshore financial centres?

What are the advantages of an offshore banking unit? How does an offshore banking unit
work?

What was the purpose of setting up special economic zones (SEZ)? What kind of Incentives
and facilities offered to the special economic zones?

Give an historic perspective of global banking operations in a chronological order?

World is changing gradually from a globalized world to a protectionist world where
developed economies are putting their interests first. In such a scenario what could be the
probable impact on the global banking industry?

[ ]| Further Readings

https:/ /www.offshore-protection.com/what-is-offshore-banking-benefits

https:/ /www.imf.org/external /pubs/ft/wp/1999/wp9905.pdf

https:/ /www.ifsca.gov.in/

https:/ /www.bis.org/publ/cefs4l.pdf

https:/ /www.econstor.eu/bitstream /10419 /74852 /1/dp166.pdf
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Objectives
After studying this unit, you should be able:

Understand what is correspondent Banking and Inter -bank Banking

Differentiate between normal banking operations and correspondent Banking

Understand the concept of investment / merchant banking
Exploring the services offered by the merchant bankers
Understanding wholesale banking

Exploring the services offered under wholesale banking
Understand the retail banking operations

Explore the services offered by the retail banking

Understand basics of merchant banking
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Introduction

International banking is the process in which financial institutions render their services to foreign
clients. International banking involves the transactions relating to the acceptance of deposits and
loans anywhere in a currency other than that of the country in which the bank is located.
International banking refers to the activities of providing financial services (banking) to clients
(both institutional and individual) located in many different countries. This encompasses a wide
range of activities, including transactions with foreigners and domestic residents relating to
deposits and lending in domestic and foreign currencies, facilitating foreign currency transactions
and foreign exchange risk hedging, participating in international loan syndications, and facilitating
international trade finance for clients.

2.1 Correspondent Bank

Correspondent bank: The term correspondent bank refers to a financial institution that provides
services to another one —usually in another country. It acts as an intermediary or agent, facilitating
wire transfers, conducting business transactions, accepting deposits, and gathering documents on
behalf of another bank.

Correspondent banking allows a bank’s MNC client to conduct business worldwide through his
local bank or its correspondents. The accounts held between correspondent banks and the banks to
which they are providing services are referred to as Nostro and Vostro accounts.

Nostro and vostro are Latin terms used to describe the bank account that is shared by the
correspondent or intermediary bank and the beneficiary bank. Nostro means ours, while vostro
means yours.

Domestic banks generally use correspondent banks to gain access to foreign financial markets and
to serve international clients without having to open branches abroad.

2.2 Working of Correspondent Banks

Correspondent banks are third-party banks. They act as middlemen between different financial
institutions. As such, they provide Treasury services between sending and receiving banks,
especially those in different countries —such as:

Funds transfer
Settlement

Check clearing
Wire transfers

Currency exchange

2.3 Role of correspondent banks

Correspondent banks are a pivotal part of the financial industry as they provide a way for
domestic banks to operate when it isn't feasible for them to open up branches in a different
location —especially in a foreign country.

For instance, a small domestic bank with clients in different countries can partner with a
correspondent bank in order to meet the needs of its client internationally. Doing so also gives
them access to the foreign financial market. The correspondent bank will, therefore, charge a

fee for this service, which is usually passed off from the domestic bank to the customer.

2.4 Correspondent Banking &Inter - Bank Banking

Correspondent banking led to the interbank banking since one bank is doing transactions on
behalf of the other banks.

Correspondent banking led to the interbank banking in the following ways:

LOVELY PROFESSIONAL UNIVERSITY 13
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Clearing house functions (payments, processing & clearing)
Payments & collections
Settlement of terms of contract
Sale & purchase of merchandise
Security receipts and delivery services
Dividend receipts and collections
Letters of credit and bankers’ acceptance
Credit services
Lines of credit to permit financing of trade transactions
Advance to finance imports / exports
Facilities to borrow for general purpose
Medium term loans to finance imports
Facilitating capital market access for correspondent banks
Issue of guarantees
Foreign exchange services
Travel services
Includes foreign currency notes & coins
Travelers cheque / drafts
Local drawings and cheque encashment
Other facilities
Cash management facilities
Automated balance reporting
Purchase & sales of securities
Custodial
Underwriting
Future and options
New issue management

Advisory services on mergers & acquisitions

Investment Banking

Investment banking is a special segment of banking operation that helps individuals or
organizations raise capital and provide financial consultancy services. Investment banking is
the division of a bank or financial institution that serves governments, corporations, and
institutions by providing underwriting (capital raising) and mergers and acquisitions (Mé&A)
advisory services. Investment banksact as intermediaries between investors (who have

money to invest) and corporations (who require capital to grow and run their businesses).

14 LOVELY PROFESSIONAL UNIVERSITY
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Investment Banking typically covers two key areas:

M&A advisory Underwriting

Assisting in the negotiation J Raising capital through selling
and structuring stocks or
of a merger/acquisition bonds to investors (e.g. IPO)

2.6 What Do Investment Banks Do?

There can sometimes be confusion between an investment bank and the investment banking
division (IBD) of a bank. Full-service investment banks offer a wide range of services that
include:

Underwriting, (LIC is coming up with an IPO)

M&A, (Tata motors acquired Jaguar

Sales and trading,

Equity research,

Asset management (Mutual Fund Trusts)

Commercial banking, and

Retail banking.

The investment banking division of a bank provides only the underwriting and M&A advisory
service.

Bands or shares

“Sell side”

“Buy side” Fund [ PY 1Y)

Manager

o O
g §
-

Investors

Corporates Investment Banks

Capital

2.7 Spectrum of Merchant Banking Services

Project counselling (Auto companies are taking the EV route)
Loan syndication

Technology tie-up

Raising of funds from capital markets

Portfolio management

LOVELY PROFESSIONAL UNIVERSITY 15
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Mutual funds
Rehabilitation of sick units
OTC market operations

Mergers & acquisitions or amalgamations

Wholesale Banking

Wholesale banking delivers financial products and services that meet the unique business
needs of institutions such as large corporations, government agencies, and other banks.

It also offers consulting, merger and acquisition assistance, and bulk currency conversion,
which retail banking doesn’t offer.

Wholesale banking refers to providing financial services to large institutions.

Such services include cash management, working capital loans, and trade transactions.

This banking sector caters to large organizations such as government agencies, high-revenue
corporations, and other banks.

Wholesale banking differs from retail banking in the services it provides as well as the clients

who need it

Wholesale Banking Services Includes

Large fund management
Bulk currency exchange
Trade transactions
Consultancy

Working capital financing
Mergers and acquisitions

Bank-to-bank lending

2.10 Services Not Provided by Wholesale Banks

Wholesale banking doesn’t offer retail and consumer products that are popular among small
businesses and consumers, such as:

Home mortgages
Personal deposit accounts
Small-business loans
Small-farm loans

Consumer loans

211 Wholesale Banking for Large Companies

For example, Wells Fargo’s Wholesale Banking serves corporations with annual
revenue sales of $5 million dollars or more.

Corporations with that much revenue have more financial transactions to manage than the
typical small business.
Wholesale banking is designed to accommodate large currency exchanges and higher

transaction volumes at a lower cost.
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Essentially, these large institutions receive discounted prices because of the sizes of the
companies and the bulk of the services needed.
In this way, wholesale banks are similar to wholesale stores whose consumers save money by

buying groceries or home goods in bulk.

Government _J Local

Agencies Govermnment

Small
Companies

Individual
People

Wh
Banking

Giant Pension

Companies Funds

2.12 Retail Banking

Retail banking is everyday banking that happens between consumers and their personal
banks. A retail bank offers consumers basic banking services, including checking accounts,
savings accounts, and loans.

You'll still interact with your retail bank on a regular basis even if you mostly bank online.
Retail customers are members of the general public. They're taking care of their personal
financial needs, unlike organizations such as governments or businesses that might need more
complex services. Retail banks are designed to meet these needs. Their services are tailored to
individuals.

These services might be offered at a local branch or online. They can include daily deposits
and withdrawals, checking and savings accounts, loans, credit cards, and more. Retail
banking is designed for the everyday needs of the average consumer.

Retail banks are for the general public to help them save and invest their money
and handle their regular needs by providing various services like bank accounts, credit cards,
debit cards, fixed deposits, loans, and many more.

Certain services like withdrawals and deposits can also be availed online as well as in the
nearest branch of your bank. Online retail banking has made the transfer of money and
retailing easier for the retail customers.

Some retail banks may or may not provide all the services you expect, so it will be good to
check with the bank branch or visit the bank website if you want to avail a certain service

from the retail bank.

2.13 How a Retail Bank Generates Income

A retail bank stores the cash deposits of its retail clients. It then uses these deposits to make
loans to other clients.

The central bank formerly required that all banks keep a fix percentage of their deposits in the
form of CRR & SLR.

This is known as the reserve requirement and is seen as a safety and liquidity measure.

This means that the remainder of the deposits is allowed to be loaned out.

The banks charge interest rates on these loans at a higher rate than they pay on customer

deposits, which is how banks earn income.
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2.14 Retail Banking vs. Corporate Banking

While retail banking services are provided to individuals in the general public, corporate
banking services are only provided to small or large companies and corporate bodies.

The scope of the products and services offered is also different: retail banking is customer-
oriented and corporate banking is business-oriented.

The financial worth of transactions is comparably higher in corporate banking than in retail
banking.

The source of profit is also different: the difference between the margin of interest of
borrowers and lenders is the main source of profit in retail banking, while corporate banking's

source of profit is the interest and fees charged on the services provided.
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2.15 Merchant Banks

The term merchant bank refers to a financial institution that conducts underwriting, loan
services, financial advising, and fundraising services for large corporations and high-net-
worth individuals (HWNIs).

Merchant banks are experts in international trade, which makes them specialists in dealing
with multinational corporations.

Unlike retail or commercial banks, merchant banks do not provide financial services to the
general public. (B2B)

Some of the largest merchant banks in the world include J.P. Morgan Chase, Goldman Sachs,
and Citigroup.

Merchant banks are financial institutions and companies that deal with international finance
for multinational corporations.

These banks differ from other types of financial institutions. As such, they don't deal with the
general public.

They don't provide everyday financial services such as checking accounts, bill payments, or

basic investments and don't take deposits or make withdrawals for their customers.
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2.16 Functions of Merchant Banks

Merchant banks perform a number of functions, including the following:

Equity Underwriting
Credit syndication

Portfolio management

A. Equity Underwriting

Large companies often employ the services of merchant banks in acquiring capital through the
stock market.

Equity underwriting is achieved by evaluating the amount of stock to be issued, the value of
the business, the use of proceeds, and the timing of issuance of the new stock.

Merchant banks handle all the necessary paperwork and liaison with the appropriate

marketing division to advertise the stock.

B. Credit Syndication

Merchant banks help in processing loan applications for short and long-term credit from
financial institutions. They provide these services by estimating total costs involved,
developing a financial plan for the entire project, as well as adopting a loan application for
commercial lenders.

Also, they assist in choosing the ideal financial institutions to provide credit facilities and act
on the terms of the loan application with the financiers.

Merchant banks also ensure the lender’s willingness to participate, organize bridge finance,
and engage in legal formalities regarding investment to be approved and checking

the working capital requirements.

C. Portfolio Management

Merchant banks provide portfolio management services to institutional investors and other
investors.

They help in the management of securities to enhance the value of the underlying investment.
Merchant banks may assist their clients in the purchase and sale of securities to help them

attain their investment objectives.

Summary

Banking industry has become a one stop solution shop and as the world has moved from closed
economies to open economies and currently protectionism is the buzz-word the role of
international banking keeps on changing. Globalization led to the emergence of big corporates
operating across countries which led to demand for more capital, management of forex and
multiple challenges that are faced by the banks having global presence. Gradually banks developed
expertise in liquidity/cash management, fund razing through debt and equity markets, retail
banking, corporate banking, project consultancy and portfolio management etc. and prompt them
to develop different verticals and specialized branches offering expert services to different set of
clients.

Keywords

Correspondent banks - The term correspondent bank refers to a financial institution that provides
services to another one—usually in another country. It acts as an intermediary or agent,
facilitating wire transfers, conducting business transactions, accepting deposits, and gathering
documents on behalf of another bank.
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Merchant banks -The term merchant bank refers to a financial institution that
conducts underwriting, loan services, financial advising, and fundraising services for large
corporations and high-net-worth individuals (HWNIs). Merchant banks are experts in international
trade, which makes them specialists in dealing with multinational corporations.

Investment banks -Investment banking deals primarily with the creation of capital for other
companies, governments, and other entities.Investment banking activities include underwriting
new debt and equity securities for all types of corporations, aiding in the sale of securities, and
helping to facilitate mergers and acquisitions, reorganizations, and broker trades for both
institutions and private investors.

Underwriting -Underwriting is the process through which an individual or institution takes
on financial risk for a fee. This risk most typically involves loans, insurance, or investments. The
term underwriter originated from the practice of having each risk-taker write their name under the
total amount of risk they were willing to accept for a specified premium.

Wholesale banking -Wholesale banking refers to banking services sold to large clients, such as
corporations, other banks, and government agencies. Typical services sold are mergers and
acquisitions, consulting, currency conversion, and underwriting. Wholesale banking is the opposite
of retail banking, which services individuals and small businesses.

Retail banking - Retail banking, also known as consumer banking or personal banking, is banking
that provides financial services to individual consumers rather than businesses. Retail banking is a
way for individual consumers to manage their money, have access to credit, and deposit their
money in a secure manner. Services offered by retail banks include checking and savings
accounts, mortgages, personal loans, credit cards, and certificates of deposit (CDs).

Portfolio management - Portfolio management is the art and science of selecting and overseeing a
group of investments that meet the long-term financial objectives and risk tolerance of a client, a
company, or an institution.

Merger & Acquisition - Mergers and acquisitions (M&A) is a general term that describes the
consolidation of companies or assets through various types of financial transactions, including
mergers, acquisitions, consolidations, tender offers, purchase of assets, and management
acquisitions.

Self Assessment

Q1. It acts as an intermediary or agent, facilitating wire transfers, conducting
businesstransactions, accepting deposits, and gathering documents on behalf of another

bank.

A. True

B. False

Q2. Correspondent banking allows a bank’s MNC client to conduct business through
his bank or its correspondents.
Worldwide, local

Domestically, offshore
Domestically, local
Worldwide, offshore

SN = >

Q3. The accounts held between correspondent banks and the banks to which they are providing
services are referred to as

Current and savings account
Nostro and Vostro accounts
NRE and NRO accounts
Offshore and onshore accounts

oNwp
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Q4. Correspondent banks are . They act as between different financial
institutions.

commercial banks, client

foreign entity, a network
third-party banks, middlemen
development institutions, an agent

oSN >

Q5. Which of the following services is not offered by a correspondent bank?

A. Funds transfer

B. Settlement

C. Retirement solutions
D. Currency exchange

Q6. Investment banking is the division of a bank or financial institution that serves
governments, corporations, and institutions by providing underwriting (capital raising) and
mergers and acquisitions (M&A) advisory services.

A. True
B. False

Q7. Investment banks act as intermediaries between and

A. Investors, corporations
B. Savers, investors

C. Governments, public
D. Borrowers, lenders

Q8. Investment banking typically covers two key areas -

A. Borrowing money and lending

B. M & A advisory and underwriting
C. Issuing bonds and shares

D. Financial planning and investing

Q9. An investment bank and the investment banking division (IBD) of a bank are one and same
thing.

A. True
B. False

Q10. Which of the following is not the services provided by investment banks?

Mergers and Acquisitions (M&A)
Research services

Deposit Account Services

Risk Management Services

oSNnw >

Q11. Which of the following services does not fall under the Spectrum of merchant banking?

Project counselling

Loan syndication

Deposit services

Raising of funds from capital markets

9N=E >

Q12. Wholesale banking delivers financial products and services that meet the unique business
needs of institutions such as large corporations, government agencies, and other banks.

A. True
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B. False

Q13. Wholesale banking caters to -

Large corporations and institutions

Corporates and their cash management, working capital loans, and trade transactions.
Government agencies, high-revenue corporations

All of the above

9N=E >

Q14. Which of the following service is offered by the wholesale banking?

A. Home mortgages

B. Personal deposit accounts
C. Consumer loans

D. Mergers and acquisitions

Q15. A retail bank does not offer services like -

A. Retail loans

B. Basic banking services

C. Personal banking

D. Merger and Amalgamation

Answers for Self Assessment

11.

A 2 A 3 B 4 C 5 C
A 7 A 8 B 9 B 10. C
C 12. A 13. D 14. D 15. D

Review Questions

1.

Define correspondent banking. What are its advantages and what were the reasons for its
growth globally?

What are the reasons of gradual changes that has happened in the field of correspondent
banking since 1980s?

What are the key functions of correspondent banks? How they are different from schedule
commercial banks?

Write short note on

a. Competitive importance of correspondent banking

b. Services offered by correspondent banks

c. Equity underwriting

d. Portfolio management

What do you understand by the terms merchant banking and investment banking? How do
they differ from commercial banking?

Describe the broad range of international merchant banking services.

Highlight the key functions of merchant banking.

In the current scenario of global unrest due to Russia-Ukraine issue and intermittent waves of
COVID how global banking scenario is shaping out and how does global banks can help in

the smooth functioning of the global economy?

22 LOVELY PROFESSIONAL UNIVERSITY

Notes



Notes

International Banking and Forex Management

L“_l Further Readings

- https:/ /corporatefinanceinstitute.com/resources/knowledge/deals/mergers-
acquisitions-ma/

- https:/ /www.thebalance.com/ corporate-banking-vs-investment-banking-5200813

- https:/ /tutorialslink.com/ Articles/ What-is-Merchant-banking-What-are-the-functions-
of-merchant-banks /2466

- https://cleartax.in/g/terms/merchant-banking

- https:/ /www.investopedia.com/articles/ general /071213 / retail-banking-vs-commercial-
banking.asp#:~:text=Retail %20banking %20refers %20to % 20the,abundance % 20in %20most

%20major %20cities.

- https:/ /www.goodreturns.in/classroom/ difference-between-retail-banking-and-
corporate-banking-1211953.html
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Objectives

* Understand the functioning of major international financial institutions
¢ Understand the need for regulations in international banking and its intricacies

* Understand the various risks faced by banks

Introduction

In many parts of the world, international financial institutions (IFIs) play a major role in the social
and economic development programs of nations with developing or transitional economies. This
role includes advising on development projects, funding them and assisting in their
implementation. The common goals of the international financial institutions are:

to reduce global poverty and improve people's living conditions and standards;

to support sustainable economic, social and institutional development; and

to promote regional cooperation and integration.

3.1 International Financial Institutions

International financial institutions have been established by the governments working together
whose purpose is to maintain orderly international financial conditions and to provide capital and
advice for economic development, particularly in those countries that lack resources to do it
themselves.

Majority of these organizations were created towards the end of the World War II as part of an
overall spirit of co-operation.

The source of funding is the contribution of capital while becoming a member and through
borrowing.

3.2 Organization of International Financial Institutions

The organization includes:
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1)

IBRD IDA IFC

The International The International The International

The World Bank group - International bank for reconstruction and development (IBRD)
and its three subsidiaries:

a) International Development association (IDA)
b) International Finance Corporation (IFC)
¢) Multilateral Investment Guarantee Agency (MIGA)
International Monetary Fund (IMF)
Bank of International Settlements (BIS)
Asian Development Bank (ADB)
African Development Bank
European Bank for Reconstruction and Development

Inter-American Development Bank

The World Bank group

The World Bank Group is one of the world’s largest sources of funding and knowledge for
developing countries.

Its five institutions share a commitment in reducing poverty, increasing shared prosperity
and promoting sustainable development.

@ WORLD BANKGROUP

Five Institutions, One Group

MIGA

The Multilateral

ICSID

The International
Centre for
Settlement of
Investment

Investment
Guarantee
Agency

Bank for Development Finance
Reconstruction Association Corporation

and Development

Disputes

World bank group was founded at the Bretton Woods conference in 1944

The World Bank Group works with developing countries to reduce poverty and increase
shared prosperity, while the International Monetary Fund serves to stabilize the
international monetary system and acts as a monitor of the world’s currencies.

The World Bank Group provides financing, policy advice, and technical assistance to
governments, and also focuses on strengthening the private sector in developing
countries.

The IMF keeps track of the economy globally and in member countries, lends to countries
with balance of payments difficulties, and gives practical help to members.

Countries must first join the IMF to be eligible to join the World Bank Group; today, each
institution has 189 member countries.

The World Bank Group is one of the world’s largest sources of funding and knowledge for
developing countries. Its five institutions share a commitment to reducing poverty,
increasing shared prosperity, and promoting sustainable development.

Together, IBRD and IDA form the World Bank, which provides financing, policy advice,
and technical assistance to governments of developing countries.

IDA focuses on the world’s poorest countries, while IBRD assists middle-income and
creditworthy poorer countries.
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IFC, MIGA (multilateral investment guarantee agency), and ICSID (international Centre
for settlement of investment disputes) focus on strengthening the private sector in
developing countries. Through these institutions, the World Bank Group provides
financing, technical assistance, political risk insurance, and settlement of disputes to
private enterprises, including financial institutions...

International Bank for Reconstruction and Development (IBRD)

The International Bank for Reconstruction and Development (IBRD) is a global development
cooperative owned by 189 member countries.

As the largest development bank in the world, it supports the World Bank Group’s mission
by providing loans, guarantees, risk management products, and advisory services to
middle-income and creditworthy low-income countries, as well as by coordinating
responses to regional and global challenges.

Created in 1944 to help Europe rebuild after World War II, IBRD join hands with IDA, to
form the World Bank.

They work closely with all institutions of the World Bank Group and the public and private
sectors in developing countries to reduce poverty and build shared prosperity.

Let us discuss the three subsidiaries of the International Bank for Reconstruction and
Development (IBRD)-

International Development Association (IDA)
International Finance Corporation (IFC)

Multilateral Investment Guarantee Agency (MIGA)

(A)International Development Association (IDA)

The International Development Association (IDA) is the part of the World Bank that helps
the world’s poorest countries. Established in 1960, IDA aims to reduce poverty by providing
zero to low-interest loans (called “credits”) and grants for programs that boost economic
growth, reduce inequalities, and improve people’s living conditions.

IDA lends money on concessional terms. This means that IDA credits have a zero or very
low interest charge and repayments are stretched over 30 to 40 years.

More than half of IDA countries receive all, or half, of their IDA resources on grant terms,
which carry no repayments at all. These grants are targeted to the low-income countries at
higher risk of debt distress.

In the fiscal year ending June 30, 2021, IDA commitments totaled $36 billion, of which $12.1
billion in grants.

Africa region received 70 percent of the total commitments. Since 1960, IDA has provided
$458 billion to 114 countries.

Annual commitments have increased steadily and averaged about $29.4 billion over the last
three years (FY19-FY21).

Thirty-seven countries have graduated, and many have become IDA donors, including
China, Chile, India, South Korea, and Turkey.

(B) International Finance Corporation (IFC)

IFC, a member of the World Bank Group, advances economic development and improves
the lives of people by encouraging the growth of the private sector in developing countries.
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Areas of Expertise

Agribusiness and Infrastructure
Forestry

Manufacturing
Education

Public-Private
Financial Partnerships
Institutions

Tourism, Retail &
Funds Property

Health YVenture Capital

IFC —a sister organization of the World Bank and member of the World Bank Group —is the
largest global development institution focused exclusively on the private sector in
developing countries.

IFC apply financial resources, technical expertise, global experience, and innovative thinking
to help the partners countries overcome financial, operational, and other challenges.

(C)Multilateral Investment Guarantee Agency (MIGA)

The Multilateral Investment Guarantee Agency (MIGA) is a member of the World Bank
Group.

MIGA mandate is to promote cross-border investment in developing countries by providing
guarantees (political risk insurance and credit enhancement) to investors and lenders.

MIGA provide guarantees protect investments against noncommercial risks and can help
investors obtain access to funding sources with improved financial terms and conditions.
The Agency derives its unique strength from the World Bank Group and from its structure
as an international organization whose shareholders include most countries of the world.
This enables us to provide an umbrella of deterrence against government actions that could
disrupt projects, and assist in the resolution of disputes between investors and governments.
MIGA also offers their clients extensive knowledge of emerging markets and of international

best practice in environmental and social management.

International Monetary Fund (IMF)

The International Monetary Fund, or IMF, promotes international financial stability
and monetary cooperation.

It also facilitates international trade, promotes employment and sustainable economic
growth, and helps to reduce global poverty.

The IMF is governed by and accountable to its 190 member countries.

Providing loans to member countries that are experiencing actual or potential balance-of-
payments problems is a core responsibility of the IMF.

Individual country adjustment programs are designed in close cooperation with the IMF
and are supported by IMF financing, and ongoing financial support is dependent on
effective implementation of these adjustments.

In response to the global economic crisis, in April 2009 the IMF strengthened its lending
capacity and approved a major overhaul of its financial support mechanisms, with
additional reforms adopted in subsequent years.
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*  These changes enhanced the IMF’s crisis-prevention toolkit, bolstering its ability to mitigate
contagion during systemic crises and allowing it to better tailor instruments to meet the
needs of individual member countries.

3. IMF lending and conditionality

*  When it provides financial support to a member country, the IMF must be sure the
member is pursuing policies that will ameliorate or eliminate its external payments
problem.

*  The explicit commitment that members make to implement remedial measures in return
for the IMF’s support is known as “conditionality.”

¢ This commitment also ensures that members are able to repay the IMF in a timely
manner, which in turn allows the IMF’s limited pool of financial resources to revolve and
be made available to other members with a balance of payments problem.

4. Bank of international settlements (BIS)

*  BIS mission is to support central banks' pursuit of monetary and financial stability through
international cooperation, and to act as a bank for central banks.

* As the bankers' bank, the BIS serves the financial needs of member central banks.
It provides gold and foreign exchange transactions for them and holds central bank
reserves.

*  The BISis also a banker and fund manager for other international financial institutions.

BIS provides central banks with -
* A forum for dialogue and broad international cooperation
* A platform for responsible innovation and knowledge sharing
* In-depth analysis and insight on core policy issues

e Sound and competitive financial services

Summary

All IFIs use country strategy documents, as these are fundamental to establishing an IFI's lending
priorities for a particular country. Based on the country's own vision for its long-term development
and written by the IFI, the document lays out the IFI's support program for the nation.

A country strategy begins by analyzing the causes of poverty within the population and identifying
key areas where the IFI's assistance can reduce it most effectively. This establishes a foundation for
the IFI's future activities in the country, which can range across the entire spectrum of economic
and social needs.

The development of the country strategy involves extensive discussions with many stakeholders,
including government authorities, representatives of civil society, non-government organizations,
development agencies and the private sector. These discussions are crucial to the success of the
strategy because they promote collaboration and coordination among the various national partners.

Keywords
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International financial institutions- have been established by the governments working together
whose purpose is to maintain orderly international financial conditions and to provide capital and
advice for economic development, particularly in those countries that lack resources to do it
themselves.

World bank group -The World Bank Group is one of the world’s largest sources of funding and
knowledge for developing countries. Its five institutions share a commitment in reducing poverty,
increasing shared prosperity and promoting sustainable development.

Public - Private partnership - Public-private partnerships involve collaboration between a
government agency and a private-sector company that can be used to finance, build, and operate
projects, such as public transportation networks, parks, and convention centers. Financing a
project through a public-private partnership can allow a project to be completed sooner or make it
a possibility in the first place.

Venture capital -Venture capital (VC) is a form of private equity and a type of financing that
investors provide to startup companies and small businesses that are believed to have long-term
growth potential. Venture capital generally comes from well-off investors, investment banks, and
any other financial institutions.

International Bank for Reconstruction and Development (IBRD) - As the largest development
bank in the world, it supports the World Bank Group’s mission by providing loans, guarantees, risk
management products, and advisory services to middle-income and creditworthy low-income
countries, as well as by coordinating responses to regional and global challenges.

Self Assessment

Q1. International financial institutions have been established by the governments working
together whose purpose is to maintain orderly international financial conditions and to
provide capital and advice for economic development, particularly in those countries that
lack resources to do it themselves.

A. True

B. False

Q2. Which of the following is not an international developmental financial institution?
A. International Monetary Fund (IMF)

B. Asian Development Bank (ADB)

C. International bank for reconstruction and development (IBRD)

D. US Treasury department

Q3. The World Bank Group works with developing countries to while

the International Monetary Fund serves to and acts as a monitor of the world’s
currencies
A. reduce poverty and increase shared prosperity, stabilize the international monetary system
B. stabilize the international monetary system, reduce poverty and increase shared prosperity
C. improve the potential of economic development, meet the borrowing requirements

D. build the social infrastructure, establish the sustainable financial institutions
Q4. Countries must first join the to be eligible to join the World Bank Group

A. WHO - world health organization

B. IMF - international monetary fund
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C. NATO - North Atlantic treaty organization
D. ADB - Asian development bank

Q5. Which of the following World Bank group institutions focuses on the world’s poorest
countries?

A. IBRD (International Bank for Reconstruction and Development)

B. IDA (international development association)

C. IMF (international monetary fund)

D. MIGA (multilateral investment guarantee agency)

Q6. Which of the following world Bank group institution supports the World Bank Group’s
mission by providing loans, guarantees, risk management products, and advisory services
to middle-income and creditworthy low-income countries, as well as by coordinating
responses to regional and global challenges.

A. IBRD (International Bank for Reconstruction and Development)

B. IDA (international development association)

C. IMF (international monetary fund)

D. MIGA (multilateral investment guarantee agency)

Q7. The following entities are subsidiaries of which of the World Bank group financial
institution?

* International Development Association (IDA)

* International Finance Corporation (IFC)

* Multilateral Investment Guarantee Agency (MIGA)

A. IMF (international monetary fund)

B. MIGA (multilateral investment guarantee agency)

C. IDA (international development association)

D. IBRD (International Bank for Reconstruction and Development)

Q8. The need for regulating international banking arises on account of
A. The volume of financial flows are much higher than the trade flows
B. Heavily regulated banking industry

C. High degree of financial gearing in banking industry

D. All of the above

Q9. Financial institutions that are run on the principle of avoiding all risks will be
and will not adequately service the legitimate needs of the
community.
A. stagnant, credit
B. competitive, banking

C. credit, stagnant
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D. uncompetitive, growth

Q10. The ability of a bank to manage risk also affects investors” decisions. Even if a bank can
generate large revenues, lack of can lower profits due to losses on loans.
financial planning

risk management

poor management

9 N v p»

credit planning

Q11. investors are more likely to invest in a bank that can provide profits and is
not at an excessive risk of losing money.

A. Value

B. Growth

C. Conservative

D. Global

Q12. Difficulty in converting the assets to cash form at the need of the hour refers to
A. Credit risk

B. Market risk

C. Settlement risk

D. Liquidity risk

Q13. Risk arising due to changes in the price of securities, interest rate movement, inflation rate
changes etc. indicates towards

Credit risk

Market risk

Settlement risk

9 N % »

Liquidity risk

Q14. is the biggest risk for banks. It occurs when borrowers or counterparties fail
to meet contractual obligations.

Credit risk

Market risk

Settlement risk

S N v »

Liquidity risk

Q15. Which of the following risk is associated with human errors, system failures and
inadequate procedures and controls?

A. Credit risk

B. Market risk

C. Operational risk
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D. Liquidity risk

Answers for Self Assessment

1 A 2 D 3. A 4 B 5 B
6 A 7 D 8 D 9 A 10. B
1. A 12. D 13. B 14. A 15. C

Review Questions

Q1. Analyse the significance of international financial institutions in the light of bringing economic
growth and development in the

Q2. Critically analyse the developmental role of the international financial institutions in in the light
of global poverty, healthcare, unemployment, food supply and education.

Q3. Differentiate the role of IMF (International monetary fund) and the World bank.
Q4. Elaborate the role of “World Bank Group’ and its key constituents.

Q5. How does Multilateral Investment Guarantee Agency (MIGA) is helping the member countries
regarding trade related financial assistance?

Q6. Enlist the conditionality of IMF lending.

Q7. Elaborate the role of Bank of international settlements (BIS) and its cooperation with the central
banks.

Q8. Which financial agency from the “World Bank Group” is helping and encouraging the growth of
the private sector in developing countries?

Q9. Russia - Ukraine issue has created a serious economic problem in the global economy. Give
your views on the success or the failure of the international financial institutions in these crises.

Q10. Some economies are offering the freebies to their poor population (free ration, electricity etc.)
instead of making them self-reliant for a sustainable lifestyle. What are your thoughts on the issue?

L.lJ Further Readings

https:/ /www.worldbank.org/en/about/history/the-world-bank-group-and-
the-imf

https:/ /www.worldbank.org/en/who-we-are

https:/ /accountlearning.com/ activities-of-world-bank/

https:/ /www.imf.org/en/ About/Factsheets /IMF-at-a-Glance

https:/ /www.bis.org/about/index.htm?m=1 1

https:/ /wabankers.com/images/wba/pdfs/Johnson_H.pdf

https:/ /corporatefinanceinstitute.com/resources/knowledge/finance/major-

risks-for-banks/
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Objectives
* Understand the principles of lending by MNC banks

¢ Understand the risks involved in lending
* Analyse the risks in lending

* Explore the credit monitoring mechanism of banks

Introduction

International Finance is an important part of financial economics. It mainly discusses the issues
related with monetary interactions of at least two or more countries. International finance is
concerned with subjects such as exchange rates of currencies, monetary systems of the world,
foreign direct investment (FDI), and other important issues associated with international financial
management.

Like international trade and business, international finance exists due to the fact that economic
activities of businesses, governments, and organizations get affected by the existence of nations. It
is a known fact that countries often borrow and lend from each other. In such trades, many
countries use their own currencies. Therefore, we must understand how the currencies compare
with each other. Moreover, we should also have a good understanding of how these goods are paid
for and what is the determining factor of the prices that the currencies trade at.

We live in a globalized world. Every country is dependent on another country by some other
means. Developed countries look for a cheap workforce from developing countries, and developing
countries look for services and products.

When a trade happens between two countries, as in this case, many factors come into the picture
and have to be considered during the execution of the business so that no violation of regulation
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happens. For any economy, international finance is a critical factor; the local government should
accordingly execute the policies so that the local players are not facing severe competition from the
non-local players.

International Finance

It is important while determining the exchange rates of
the country.

The transaction between countries can be significant in
assessing the economic conditions of the other country.

It plays a crucial role in investing in foreign debt
securities to have a clear idea about the market.

4.1 Significance and Importance

In a growing world moving towards globalization, its importance is growing in magnitude. Every
day, the transaction between two countries for trade is scaling up with the supporting factors.

It considers the world a single market instead of individual markets and carries out the other
procedures. For the same reason, the firms and corporations doing such research include
institutions like the International Monetary fund (IMF), International Finance Corp (IFC), and the
World Bank. Trade between two foreign countries is one factor in developing the local economy
and improving economies of scale.

Currency fluctuations, arbitrage, interest rate, trade deficit, and other international macroeconomic
factors are crucial in prevailing scenarios.

4.2 International Finance vs Domestic Finance

When all the business and economic transactions occur within a domestic boundary of the
country, it is said to be domestic finance. However, if the transactions occur across
international borders, it refers to international finance.

There is more than taxation; international finance’s cultural and economic environment will
be similar to domestic finance.

Currency rates and currency derivatives are usually involved in international finance.
Whereas in domestic finance, not many financial instruments as such are used.

The stakeholders in domestic finance are usually uniform with a similar culture, language,
and beliefs. Still, we can see diversity among stakeholders’ cultures, languages, and values
in international finance.

There are numerous options to raise capital from international finance, so the challenge will
be high. Whereas in domestic finance, not many opportunities to raise money will be there.
Thus, resulting in fewer challenges.

The accounting standards need to be as per GAAP in terms of international finance, whereas
there is no need to maintain separate ones in domestic finance.

Benefits
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There is a range of options in international trade and finance to raise and manage the capital
for the business.

The scope of growth for companies concentrating on international trade is significantly
higher than for companies that do not.

Different currencies and more opportunities to manage the capital involved will improve its
financial performance.

The competitiveness improves when international trade is enabled in such markets. That is
because the quality of goods and services will improve without much difference in price due
to competition.

Revenue from international trade can protect the company and not worry about domestic
demand as they still need overseas.

The company has operations in more than one country and can act swiftly in emergencies

and conduct BCP (Business Continuity Protocol).

Disadvantages

4.3

In political turmoil in one country, a stakeholder of international trade affect the other
stakeholders of the same business.

Depending on other countries” exchange rates is always risky, given that all currencies have
significant volatility.

One should carefully manage the credit risk because of international trade. Otherwise, it can
hamper profitability to a greater extent.

It requires the disclosure of sensitive data more than domestic finance; the chance of stolen
confidential information is more in global markets.

Local players cannot compete with big global players who are resource and research-backed
to develop quality products and services.

As more than one culture is involved, cultural differences can damage the brand’s

reputation if not tackled properly.

Fundamental Principles of Lending to MNCs

The function of lending may not be a difficult task but ensuring timely repayment of the loan and
making a profit in the process is not so easy.

A banker will lend money to a customer only if he has total confidence in the customer’s intention
and ability to service the loan in terms of regular interest payments and to repay the loan on the
due date.

Purpose - the purpose to which money is borrowed plays a key role in determining the
structure of the lending viz. term, repayment arrangement, control and security.

Diversification / Concentration - lending to a specific sector
character, capacity, capital, collateral and conditions

Character implies honesty, integrity, creditworthiness, and capacity of the borrower to
return the loan.

Poor economic scenario may cause defaults even by financially strong entities.. It happened
during COVID-19 outbreak
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4.4 General Principles of Lending

(A) Ability - appraisal of the managerial capabilities of the borrower and the team
(B) Margin - stake / contribution of the borrower towards project cost reflects the financial

commitment.

4.5 Assessment of Risk

With a volatile economy, domestic & globally, banks are required to focus with greater attention
and concern with identification of risk, its measurement and monitoring.

Thus, managing risk has been an integral part of banking business.

4.6 Loan Monitoring

As all commercial bankers know, getting a loan on the books is just one part of the equation. After
the loan is approved, the bank has to retain the borrower until the loan becomes due, which might
not be for several years.

During this time, the borrower is likely to transition through different credit profiles, for example
due to financial management decisions, industry trends, or the economic environment. Despite
sound initial due diligence, things can go wrong with a loan before it gets repaid.

When monitoring commercial borrowers’ financial health and their ability to meet obligations
under loan agreements, banks have tended to be slow adopters of technology that could maximize
efficiency and improve their risk management capabilities.

Banks’ focus has been to develop customer relationships, build the opportunity pipeline, get the
loan on the books as quickly as possible and move on to the next deal.

After the loan is written, conducting an annual risk review based on outdated information is still
too common among lenders.

Who is at fault?

Can we blame the bankers? Under tremendous pressure to grow loans and revenues more
efficiently in a highly competitive market, much of their effort and technology spend has focused
on getting the loan approved and on board. Borrower assessment and loan monitoring technology
can sometimes be a lower priority.

What does monitoring entail?

When a bank underwrites a new loan, it conducts a full credit assessment on the borrower,
including the borrower’s ability to pay back or refinance the loan at the time of maturity.

The bank expects the borrower’s credit profile to remain the same as, or better than, at the time it
extends the loan.

It puts in place covenants and other requirements to ensure that a minimum set of standards are
met for a borrower’s future conduct and financial performance.

4.7 Credit Monitoring

Most covenants establish benchmark metrics that are intended to ensure that the borrower remains
financially healthy, and the bank’s investment is protected.

These restrictions are based on the borrower’s specific balance sheet, income statement, and cash
flow characteristics, most commonly expressed in the form of financial ratios.
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Other covenants monitor reporting and disclosure, to set a minimum standard of communication
with the bank. For instance, the regular delivery of financial statements, or borrowing base
certificates.

In more complex loans, the lender or group of lenders can impose certain restrictions on the
borrower that govern what it can and cannot do with its business operations. For example, the
lender might restrict key management changes, acquisitions, or asset disposals.

As part of agreeing to receive the loan, borrowers usually provide documentation demonstrating
adherence to all the various requirements of their loan agreement, both at the outset and at frequent
intervals during the loan term.

Borrowers also make themselves available to discuss their business and financial performance with
the bank’s officers throughout the loan period.

Why is Monitoring Important
Regular monitoring is undertaken to ensure the bank’s investment is protected.

A good monitoring program will quickly identify any red flags that would suggest the borrower’s
financial health is starting to deteriorate. Being able to detect these early warning signals is critical,
as it allows the bank to remedy the increased risk to its investment.

At a minimum, the lender might want to reprice the loan to charge for the additional risk.

In more severe circumstances, the bank might want to recall the loan by, for instance, defaulting the
borrower and demanding immediate repayment.

Either way, if not captured early enough, the bank’s options for remedying the situation become
more limited.

Banks also face regulatory pressure to have strong risk management processes in place, to ensure
that underwriting standards remain strong, and to put an effective monitoring regime in place.

Today, regulators are requesting more data, more often, and faster.

Timely monitoring ensures that the bank is not simply meeting regulatory oversight, but also
adequately quantifying its risk, accurately calculating its capital, and setting aside proper reserves.
All these things are critical in the eyes of regulators.

Transforming Monitoring with the use of an Integrated System

Technology can have a meaningful impact on loan portfolio monitoring, particularly by detecting
early warning signals of risk deterioration.

With bankers being asked to do more with less resources, technology can help fill that gap by
enhancing risk management capabilities and increasing efficiency. Let us look at the practical ways
technology can help.

4.8 Risk Monitoring Using Technology

The first step is to monitor borrowers and collate the information related to their financial health in
accordance with the loan agreement.

A robust system that can track requirements under the loan agreement and internal policy
requirements is critical.

A good system can also alert the banker when items are due from borrowers, or certain tasks need
completion internally, such as an annual review or a client due diligence visit.

It is also important for the system to track the timeliness of information receipt.

If items are past due, it is imperative to dedicate more attention to ensure that outstanding items
are resolved as soon as possible.

Portfolio managers, senior risk executives, and auditors must know how teams are monitoring loan
portfolios, and that they are doing so effectively.
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They also must know where there are bottlenecks, and how these issues are being addressed. The
old adage ‘time is money’ is seldom more true than in dealing with underperforming credits in a
loan portfolio. ‘Bad news never improves with age’ is another relevant truism.

With new technology, financial statements can now be automatically captured in the lender’s
spreading tool without any manual data entry.

For example, the lender can use an application program interface (API) to pull information directly

from the borrowers’ accounting software package, or use optical character recognition (OCR)
technology to read financial statements and the accompanying notes from scanned documents or
non-readable PDFs.

Machine learning further refines the interpretation of information by learning how to replicate the
manual processes currently performed by analysts spreading the financial information. Hence,
significantly increasing accuracy with limited manual intervention.

The process of remotely capturing financial statements and automatically calculating financial
covenant metrics substantially lightens the lender’s administrative burden.

It also mitigates risk by reducing the time before the lender is alerted to any financial deterioration.

Summary

Global trade requires capital requirements from time to time and the business entities involved in
the global trade depends on the financial institutions like banks for this capital. Lending is a tough
and a challenging business for such financial institutions. Banks need to take each step very
carefully while dealing with such borrowers who are spread across the world. Despite all the
precautions taken by the lending institutions there is no guarantee that payment defaults would not
happen. Hence the need of experts and professionals, risk management, awareness about the global
macro-economic factors, international regulations etc play a crucial role in international financing.

The very existence of an international financial system means that there are possibilities of
international financial crises. This is where the study of international finance becomes very
important. To know about the international financial crises, we have to understand the nature of
the international financial system.

Keywords

Globalization -Globalization is a term used to describe how trade and technology have made the
world into a more connected and interdependent place. Globalization also captures in its scope the
economic and social changes that have come about as a result.

International finance - International finance, sometimes known as international macroeconomics,
is the study of monetary interactions between two or more countries, focusing on areas such as
foreign direct investment and currency exchange rates.

Lending institutions - Lending institution means any bank, insurance company, savings and loan
association or any other person or organization regularly engaged in the business of lending money
or guaranteeing loans.

Risk assessment - Risk assessment is the process of analysing potential events that may result in
the loss of an asset, loan, or investment. Companies, governments, and investors conduct risk
assessments before embarking on a new project, business, or investment.

Loan monitoring - Financial institutions often execute loan monitoring activities on a prospective
borrower’s portfolio. Basically, they serve as an important aspect of the credit risk management
process for a lending and banking institution.

Lending principles-Banks and lending institutions follow certain basic principles of lending while
doing carrying out their lending and credit operations. Banks deals with public money accepting
deposit and lend to their borrowers to earn profit. Banks follow some fundamental principles of
lending in order to ensure safety, security and profitability on money it lend. Lending is one of the
most important functions performed by the commercial banks and is major source of income of
bank.The lending process in any banking institutions is based on some core principles such as
safety, liquidity, diversity, stability, and profitability.
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Review Questions

Q1. Evaluate the significance of the study of international finance is important for the entities
involved in any kind of international trade? Elaborate the difference between international
finance and domestic finance.

Q2. Enlist the benefits and disadvantages of international finance.

Q3. Elaborate the fundamental and general principles of lending to the MNCs (Multi-National
Companies)

Q4. How does the ‘loan monitoring’ can help the lending institutions in identifying the default
probabilities and setting up an effective risk management system?

Q5. Elaborate the use of technology in risk monitoring,.

Q6. Being a head of a lending institution how will you make it sure that the quality lending should
be there and the possibilities of default should be minimal?

Self Assessment
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Q1. The function of lending may not be a difficult task but ensuring timely of the loan
and making a in the process is a challenge.

Repayment, profit

Investment, loss

Disbursement, efficient system

9 N v »

Repayment, competitive organization

Q2. A banker will lend money to a customer only if he has total confidence in the customer’s

and to service the loan in terms of regular interest payments and to repay
the loan on the due date.
Will, capacity
Intention, ability

Character, collateral

SN v »

Conditions, capital

Q3. implies honesty, integrity, creditworthiness, and capacity of the borrower to
return the loan

A. Capacity

B. Collateral

C. Conditions

D. Character

Q4. With a volatile economy, domestic & globally, banks are required to focus with greater
attention and concern with identification of , its measurement and monitoring.

A. Risk

B. Opportunity

C. Capital requirement

D. Collateral

Q4. Despite sound initial due diligence, things can go wrong with a loan before it gets repaid.
A. True
B. False

Q5. Which of the following statement is not true?

A. When a bank underwrites a new loan, it conducts a full credit assessment on the borrower

B. Banks check the ability to pay back or refinance the loan at the time of maturity.

C. Bank expects the borrower’s credit profile to remain unstable during the loan repayment
period

D. Banks ensure that a minimum set of standards are met for a borrower’s future conduct and

financial performance.
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Q6. In more complex loans, the lender or group of lenders can impose certain restrictions on the
borrower that govern what it can and cannot do with its business operations.

A. True

B. False

Q7. Loan monitoring is important from a bank’s perspective

1) to ensure the bank’s investment is protected.

2) to make sure the revenue stream should not get disturbed

3) toidentify any red flags that may deteriorate the credit profile
4) to streamline the future lending practices

choose the applicable statements

A. 1) and 3)

B. 1),3)and 4)

C. Only 2) and 4)

D. All the above

Q8. Technology can have a meaningful impact on loan portfolio monitoring, particularly by
detecting early warning signals of risk deterioration.

A. True

B. False

Q9. The three C’s of credit are:

A. Character, capital and charity
B. Character, capacity and charity
C. Charity, capital and censor

D. Character, capacity and capital

Q10. An established credit rating can be damaged if:

A. A person has no collateral.

B. A borrower fails to live up to the repayment terms of an agreement.
C. A person’s income increases.

D. A person’s expenses decrease.

Q11. A good credit rating is established by

A. being a nice person

B. making your payments on time

C. making your payments a little past their due date
D.

not making any payments on your credit card

Q12. An indication of the level of risk that someone would pose if credit were granted to them,

is called:
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9N v »

failure rate
risk management
liability

credit rating

Q13. a bank makes sure that the funds are utilized for the sanctioned purpose and at the same

SN v »

time complying with all sanction terms &conditions is called
credit monitoring

credit evaluation

credit analysis

credit synthesis

Q14. This “C” refers to the borrower’s reliability and trustworthiness.

A.

B.
C.
D.

character
capacity
capital

collateral

Q15. Foreign exchange banks specialized in providing

A.long term loans
B. short term loans
C. agricultural loans

D. foreign exchange

Answers for Self Assessment

1 A 2 B 3 D 4 A 5 A
6. C 7 A 8 D 9 A 10. D
11. B 12. B 13. D 14. A 15. A

L1

Further Readings

https:/ /www.moodysanalytics.com/articles /2018 /redefining-loan-monitoring

https:/ /www.wallstreetmojo.com/international-finance/

https:/ /www.bis.org/publ/bcbsc125.pdf

https:/ /www.jstor.org/stable /40684665

https:/ /www.moodysanalytics.com/articles /2018 /redefining-loan-monitoring
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Obijectives
After studying this unit, you should be able:

understand the credit rating agencies and their framework
understand capital markets
understand Eurobond market and other securities

understand the syndicate loans and financial considerations

Introduction

Credit rating is an analysis of the credit risks associated with a financial instrument or a financial
entity. It is a rating given to a particular entity based on the credentials and the extent to which the
financial statements of the entity are sound, in terms of borrowing and lending that has been done
in the past.Credit rating is an analysis of the credit risks associated with a financial instrument or a
financial entity. It is a rating given to a particular entity based on the credentials and the extent to
which the financial statements of the entity are sound, in terms of borrowing and lending that has
been done in the past. A credit rating is an opinion of a particular credit agency regarding the
ability and willingness an entity (government, business, or individual) to fulfill its financial
obligations in completeness and within the established due dates. A credit rating also signifies the
likelihood a debtor will default. It is also representative of the credit risk carried by a debt
instrument - whether a loan or a bond issuance.

44
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5.1 How DoRatings Look?

Rating What Rting Shows

Bonds and athe- financial praducts of this rating considered as the lowest crecitrisk and highes: quality. nfinancia terms it means that the

s honds possess least invesiment risk.

m Bonds and other financial praducts of this rating are believed as righ qual ty and very low credit risk, In bus ness term th s rating shows h gh
grade bonds.
A2 seme as acove
ARS  seme as acove

v Bonds and athe- financial praducts of this rating are assumed as upper-medium qrade end low crecit risk. It shaws rig mid grade boncs with
favourbale investment factors.

Al semeas acoie

A3 seme s acove

Rated as medium grade, with some specuative elements and moderate credit risk. It shows mid grace 2onds ne ther low grace nor 1igh grade

ik sefely.

B4 hose financia produsts have this rating;  shows they are covered with speculative factors,

Moody's SE&P Fitch DBRS
Aaa BB, A B8, LWV

Aa b+ A8+ AL (high)
Aal At A, W

Aa3 A~ A8 - A (Toww)
A A+ A A (high)
A2 A A A

A A A - A (low)
Baa1 BEBB+ BBB+ BBB (high)
Baa?2 BEBE BEBB EBB
Baa3 BEB- BBB- BBB (low)
Ba1l BB+ BB+ BB (high)
BaZz2 BB BB EB

Ba3 BEB- BEB- BB (low)
B1 B+ B+ B (high)
B2 B B =

B3 B- B- B (1ow)
Caal CCC+ CCCH CCC (high)
Caal CCC CCC CCC
Caa3 CCC- CCC- CCC (low)
- D D D

A credit rating is, however, not an assurance or guarantee of a kind of financial performance
by a certain instrument of debt or a specific debtor. (Lehman Bros Rating was AAA)
The opinions provided by a credit agency do not replace those of a financial

advisor or portfolio manager.

5.2 Credit Rating Agencies

A credit agency evaluates the credit rating of a debtor by analyzing the qualitative and quantitative
attributes of the entity in question. The information may be sourced from internal information
provided by the entity, such as audited financial statements, annual reports, as well as external
information such as analyst reports, published news articles, overall industry analysis, and
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projections. A credit agency is not involved in the transaction of the deal and, therefore, is deemed
to provide an independent and impartial opinion of the credit risk carried by a particular entity
seeking to raise money through loans or bond issuance. Presently, there are three prominent global
credit agencies that control 85% of the overall ratings market:

Moody’s Investor Services,
Standard and Poor’s (S&P), and
Fitch Group.

Each agency uses unique, but strikingly similar, rating styles to indicate credit ratings.

S&P - Financial consulting, credit rating, analytical material on securities, Co’s and banks
Moody’s investor service - Credit rating, research & risk analysis
Fitch ratings - Credit ratings of varied securities - corporate, municipal bonds, preferred

stocks, commercial papers and to non commercial organizations

Rating Criteria

Need for debt rating:to enhance the ability of the issuer to raise proposed new debt as cheaply as
possible. Ratings are valuable for the less sophisticated investors

Credit ratings of global banks

While doing the ratings of the banks such agencies focus on -

5.3

Detailed income statement for the last 5 years including subsidiaries

Detailed balance sheet of the bank with schedules for major asset & liability accounts
Loan portfolio details

List of loans in excess of 5% of equity

Comprehensive description of the organization and management structure of the bank

Projections, including assumptions for the next 5 years

Capital Markets

Capital markets are financial markets that bring buyers and sellers together to trade stocks,
bonds, currencies, and other financial assets.

Capital markets include the stock market and the bond market.

They help people with ideas become entrepreneurs and help small businesses grow into big
companies.

They also give folks like you and me opportunities to save and invest for our futures.

Here’s an example. Meet John.

John has an idea for a new business —delicious ice cream that's healthy enough to eat anytime
of the day.

Yum! He saved his money in the bank, earned interest, and used that to start his business.
John tests the market, and BOOM, his product is a hit.

In fact, there's so much demand he can't fill ice cream cones fast enough; the business is
growing! John needs to hire people to help him produce, sell, and deliver his ice cream.

He needs more ingredients from his suppliers, like the fruit seller and the cone baker.

John doesn't have the money to pay for all of this right now, but according to his business
plan and test market results, he’s going to make millions in the first year.

Enter: capital markets.

Financial capital is money entrepreneurs and businesses use to buy resources and supplies.

These are then used to make products or provide services to buyers.
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Financial capital is raised through capital markets in two ways —by selling bonds, which are
like loans that the business will repay at a later date with interest, or by selling stocks, which
are sold in exchange for the partial ownership of the business.

Issuing or selling stocks takes place through an IPO or initial public offering.

The amount buyers are willing to spend and sellers want to make determines the price of the
stock.

Unlike a loan, which has to be repaid, issuing an IPO or "going public" allows others to buy a
share or a portion of a business and become a partial owner.

The person or institution with the most shares at any time is the company's main owner.

A company may issue bonds instead of stocks.

A bond is a loan investors make to a company or government.

Unlike stockholders, bond purchasers are not company owners. Instead, they receive interest
payments and are repaid the loan amount at a future date.

Businesses issue bonds and so do federal, state, and local governments.

Bonds often help pay for big projects, such as new schools, hospitals, stadiums, and roads and
power plants etc.

Without markets for stocks and bonds, business owners would have fewer options to bring
their ideas to life or to expand their businesses; they would have to save up enough cash to re-
invest.

With healthy capital markets, business owners can obtain the needed financial capital to build
successful companies.

They can also expand existing businesses to create new jobs and strengthen the economy.
Capital markets also reduce the cost of doing business by providing the global economy with

a reliable source of cash or liquidity.

Issuance of Stock in Foreign Markets

To improve their international reputation, some Australian businesses issue stock on foreign
exchanges. Corporations in need of equity have an option because to the existence of several
markets for new offerings.

The efficiency of new issues should rise as a result of the competition among different new-issues
markets.

The choice of where to deposit an MNC's stock might be influenced by the locations of its
operations. The MNC may very well want a nation where it is anticipated to produce sufficient
future cash flows to pay dividends. Some MNCs with Australian headquarters have their shares
actively listed on a number of international stock exchanges, making it simple for investors outside
of Australia to purchase those shares.

In every nation where it issues shares, an MNC is required to have its stock listed on an exchange.

Foreign investors will only buy stock if they can later readily sell their interests on the domestic
secondary market. The stock is valued in the local currency of the nation where it is located

Effect of the euro:

More MNCs with headquarters in the US, Australia, and Europe have offered stock in Europe as a
result of the unification of numerous European nations under a single currency (the euro). In the
past, an MNC had to borrow money from local banks in each of the countries where it did business
since each one required a separate currency. It can now finance its activities across many European
nations using the euro, and it might be able to raise all the money it requires in a single, euro-
denominated stock offering. After then, the MNC can utilise a portion of its revenue (in euros) to
provide dividends to stockholders. Additionally, thanks to the euro, European investors may buy
stocks in numerous European nations without having to worry about exchange rate risk.

Issuance of foreign stock in United States

LOVELY PROFESSIONAL UNIVERSITY 47



Unit 05: International Banking

Because the US new-issues market is so liquid, foreign firms in need of substantial sums of money
occasionally issue shares here (these are known as Yankee stock offerings). In other words, a
foreign business has a greater chance of selling its whole issue of shares on the US market than it
can in other, smaller markets.

A non-US company's shareholder base is quite small when it offers stock in that nation. Most of the
shares may be held by a small number of sizable institutional investors. Non-US corporations may
diversify their shareholder base by issuing stock in the US, which might minimise the share price
volatility brought on by big investors selling shares.

Investment banks and other financial institutions frequently act as underwriters of stock intended
for the US market, and they are compensated with underwriting fees equal to around 7% of the
market value of the issued shares. Non-US corporations might be able to place their whole stock
offering within the United States because many American financial institutions buy foreign equities
as investments.

Recent stock offerings by non-US corporations in the US are frequently a result of privatisation
initiatives in Latin America and Europe. In other words, companies that were formerly held by the
government are being sold to US stockholders.

Their local stock exchanges are too small to process the stock offerings due to the size of some of
these enterprises, which are rather significant.

As a result, many privatised companies situated abroad are being financed by US investors.
Companies that sell shares in the US typically have to adhere to strict disclosure requirements
regarding their financial situation. When they meet the requirements of a Securities and Exchange
Commission guideline (known as Rule 144a) by selling stock directly to institutional investors, they
are free from some of these regulations.

American Depositary Receipt

By issuing American depositary receipts (ADRs), certificates that represent bundles of the
company's shares, non-US enterprises can also access equity financing.

The use of ADRs enables non-US enterprises to access the US market for financing while avoiding
some disclosure restrictions placed on stock offerings in the US.

The ADR market expanded as national companies were privatized in the early 1990s because some
of these companies issued ADRs to raise money.

Examples include Heineken (HINKY, Netherlands), Nokia (NOK, Finland), China Telecom Corp.
(CHA, China), Cemex (ticker symbol CX, based in Mexico), and Credit Suisse Group (CS,
Switzerland)

The price of an ADR fluctuates every day in reaction to supply and demand factors since ADR
shares can be traded much like shares of a business.

But over time, an ADR's value ought to follow the value of the related stock listed on the foreign
stock exchange (after exchange rate effects are taken into account). The price of an ADR is
calculated using the formula:

Papr= Prs XS

Here, PADR stands for the ADR price, PFS for the foreign stock price expressed in foreign currency,
and S for the current foreign exchange rate.

The ADR price should fluctuate proportionally (against the US dollar) with changes in the foreign
stock's currency, holding the foreign stock's price constant.

American investors who believe that a foreign stock will perform well and that the currency in
which it is denominated will increase in value relative to the dollar are particularly drawn to
American depositary receipts.

International Debt Market

According to the Bank for International Settlements, the international debt market involves
the buying and selling of corporate and government bonds issued by non-residents of the
local debt market.
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In other words, an international debt market is a bond market where only foreign bonds are
traded.

Eurobond

A Eurobond is a debt instrument that's denominated in a currency other than the home
currency of the country or market in which it is issued.

Eurobonds are frequently grouped together by the currency in which they are denominated,
such as Eurodollar or Euro-yen bonds.

Since Eurobonds are issued in an external currency, they're often called external bonds.
Eurobonds are important because they help organizations raise capital while having the
flexibility to issue them in another currency.

Eurobond refers only to the fact the bond is issued outside of the borders of the currency's
home country; it doesn't mean the bond was issued in Europe.

Issuance of Eurobonds is usually handled by an international syndicate of financial
institutions on behalf of the borrower, one of which may underwrite the bond, thus
guaranteeing the purchase of the entire issue.

The global bond market totals over $100 trillion in outstanding debt.

The fact many Eurobonds are unregistered, and trade-in bearer form makes definitive
numbers for the sector impossible to obtain, but it is likely they account for about 30% of the
total.

A growing portion of Eurobond issuance is from emerging market nations, with both
governments and companies seeking deeper and more developed markets in which to

borrow.

How Do Eurobonds Work?

The essence of Eurobonds is that a company can choose any country to issue bonds depending
on its economic and regulatory environment (e.g., interest rates in the country, economic
cycle, market sizes, etc.).

What makes the bonds attractive among investors is a small notional amount of a bond (face
value or par value), which means that the bond is relatively cheap to obtain.

Importantly, Eurobonds are highly liquid and can be converted into cash within one fiscal
year.

The categorization of Eurobonds is dependent on the currency in which the bonds were
issued. If a US-based company decides to release Eurobonds in China in British pounds, then
the bonds will be categorized as euro-pound bonds.

Typically, financial institutions, such as investment banks, issue bonds on behalf of the
borrower. If a bank will be responsible for the underwriting process, it implies a guarantee to
the borrower that the whole bond issue will be sold in the primary market during the initial
debt offering process.

Note that the term “Eurobond” refers only to the fact that the bond was issued in a different
country and currency. It does not need to be a country in Europe. It can be whatever country
in the world.

For example, Eurobonds can be issued in China and denominated in US dollars.

How is a Eurobond Issued?
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Eurobonds are issued by many institutions, such as:

Corporations

Governments

Syndicates

The primary reason for issuing Eurobonds is a need for foreign currency capital. Since the

bonds are fixed-income securities; they usually offer a fixed interest rate to investors.

Benefits to Issuers

A list of benefits to Eurobond issuers consists of the following:

Flexibility to choose a favorable country to originate bonds and currency

A country choice with lower interest rates

Avoidance of currency risk or forex risk by using Eurobonds

Access to a huge range of bond maturity periods that can be chosen by the issuer

International bond trade despite being issued in a certain country that broadens potential

investor base

Zero-coupon bond

A zero-coupon bond is a bond that pays no interest and trades at a discount to its face value. It

is also called a pure discount bond or deep discount bond. U.S. Treasury bills are an example

of a zero-coupon bond.

As a zero-coupon bond does not pay periodic coupons, the bond trades at a discount to its
face value. To understand why, consider the time value of money.

The time value of money is a concept that illustrates that money is worth more now than an
identical sum in the future - an investor would prefer to receive $100 today than $100 in one
year. By receiving $100 today, the investor is able to put that money into a savings account
and earn interest (thereby having more than $100 in a year’s time).

Extending the idea above into zero-coupon bonds - an investor who purchases the bond
today must be compensated with a higher future value.

Therefore, a zero-coupon bond must trade at a discount because the issuer must offer a return

to the investor for purchasing the bond.

Pricing Zero-Coupon Bonds

To calculate the price of a zero-coupon bond, use the following formula:

Where:
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Face Value
Price of Bond =

(1+4r)"

Face value is the future value (maturity value) of the bond;
r is the required rate of return or interest rate; and

n is the number of years until maturity.

Note that the formula above assumes that the interest rate is compounded annually. In reality, zero-
coupon bonds are generally compounded semi-annually. In such a case, refer to the following
formula:

Face Value
Price of Bond =

(1 +p/2)nrs

Note that the formula above looks similar to the previous one, with the only difference being
the required rate of return (r) being divided by 2 and the number of years until maturity (n)
being multiplied by two.

Since the bond compounds semi-annually, we must divide the required rate of return by two
and multiply the number of years until maturity by two to account for the total number of
periods the bond will be compounded for.

John is looking to purchase a zero-coupon bond with a face value of $1,000 and 5 years to
maturity. The interest rate on the bond is 5% compounded semi-annually. What price will
John pay for the bond today?

Price of bond = $1,000 / (1+0.05/2)5*2 = $781.20

The price that John will pay for the bond today is $781.20.

5.4 Raising Resources
What the Borrower Should Consider?

The various aspects the borrower intending to raise resources should take into account includes:

1)
2)
3)
4)

Identification of the need for such funds (R&D, expansion & diversification)

Assessment of market conditions (Int rates, economic cycle and stability)

Choice of currency ($ €£¥)

The various aspects the borrower intending to raise resources should take into account
includes:

1) Risk exposed to (currency fluctuation, Int rate changes, political risks etc.)

2) Type and nature of debt instrument (Fix vs floating, redeemable vs irredeemable,

convertible vs non convertible)
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5) The various aspects the borrower intending to raise resources should take into account
includes:

1) Selection of the appropriate borrowing vehicle (issuing debentures, bank borrowing etc.)

Syndicated loans

A syndicated loan is offered by a group of lenders who work together to provide credit to a
large borrower.
The borrower can be a corporation, an individual project, or a government.

Each lender in the syndicate contributes part of the loan amount, and they all share in the

lending risk.

Company Loan Requirement

Lender A - S300M Lender B - $250M Lender C- $125M

[

Syndicated Loan
One of the lenders act as the manager (arranging bank), which administers the loan on behalf of the
other lenders in the syndicate.
The syndicate may be a combination of various types of loans, each with different repayment

terms that are agreed upon during negotiations between the lenders and the borrower.

Advantages of a Syndicated Loan

1) Less time and effort involved

The borrower is not required to meet all the lenders in the syndicate to negotiate the terms of
the loan. Rather, the borrower only needs to meet with the arranging bank to negotiate and
agree on the terms of the loan.

The borrower is not required to meet all the lenders in the syndicate to negotiate the terms of
the loan. Rather, the borrower only needs to meet with the arranging bank to negotiate and

agree on the terms of the loan.

2) Diversification of loan terms

Since a syndicated loan is contributed to by multiple lenders, the loan can be structured in
different types of loans and securities.

The varying loan types offer different types of interest, such as fixed or floating interest rates,
which makes it more flexible for the borrower.

Also, borrowing in different currencies protects the borrower from currency risks resulting

from external factors such as inflation and government laws and policies.

3) Large amount

Loan syndication allows borrowers to borrow large amounts to finance capital-intensive
projects.

A large corporation or government can borrow a huge loan to finance large equipment
leasing, mergers, and financing transactions in telecommunications, petrochemical, mining,
energy, transportation, etc.

A single lender would be unable to raise funds to finance such projects, and therefore,

bringing several lenders to provide the financing makes it easy to carry out such projects.

4) Positive reputation
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The participation of multiple lenders to finance a borrower’s project is a reinforcement of the
borrower’s good market image.

Borrowers that have successfully paid syndicated loans in the past elicit a positive reputation
among lenders, which makes it easier for them to access credit facilities from financial

institutions in the future.

Advantages to the participating banks

Credit risk is spread / distributed among many banks

Strengthens the relationship between the borrower and banks

Small banks can also participate in lending to big corporates
Convenient for participating banks as agent bank administers the loan

There is a secondary market for the syndicated loans
Financial considerations

In a syndicated loan arrangement, the borrower has to pay several types of fee in addition to
interest payments. In working out the cost of funds, all costs payable has to be taken into
consideration.

The various costs are as under:

Interest rates basis and spreads

Front end fee

Agency fee

Commitment fees - payable on undrawn amount after a prescribed time

Out of pocket expenses

Signing of the agreement is followed by compliance of conditions. These are divided into
conditions precedent (CPs) i.e. before drawing the loan and condition subsequent (CSS) i.e.
after drawing the loan which need to be complied within specified time limits.

After the compliance and the receipt of the legal opinion that the agreement is legal, valid and
binding on the parties, the lead manager declares the loan ‘effective’ and he syndication

process formally comes to an end.

Summary

MNCs are significantly impacted by investor trading of financial assets like equities on global
financial markets. First, because it effects demand for the stock of the MNG, it can alter the price of
the MNC's stock and, consequently, the cost of equity to an MNC. Additionally, it permits MNCs to
offer securities on international markets. The actions and performance of an MNC might therefore
be indirectly impacted by overseas investing by individual and institutional investors, even though
it is not the most important activity for MNCs. Therefore, in order to predict how the global flow of
capital may change in the future and how that shift may influence MNGCs, it is vital to comprehend
the drivers and practices of international investing in equity markets. The financial needs of an
MNC may be funded through the euromarkets. The eurocurrency, Eurobond, euro note, and euro-
commercial markets are all included in the phrase "Euromarkets." Long-term sources of funding are
generally used by multinational corporations to finance long-term initiatives. They have access to
both domestic and international funding sources. Before making a final decision, MNCs should
carefully weigh all available funding options. To finance foreign initiatives in a way that maximizes
the wealth of the MNC, financial managers must be aware of their sources of long-term funding.

Key words

American depositary receipts: certificates demonstrating ownership of foreign equities that are
traded on American stock exchanges

International mutual funds (IMFs) Portfolios of stocks from numerous nations.
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Exchange-traded funds: Exchange-traded funds (ETFs) were developed so that investors may
invest directly in a stock index representing any one of numerous countries. ETFs are indexes that
reflect composites of equities for specific countries. Be aware that some people refer to ETFs as
iShares or world equity benchmark shares (WEBS).

Self Assessment

1.  Which of the following is wrong about Eurobonds and foreignbonds?

A. A eurobond issue is denominated in a particular currency and sold to investors in a capital
market other than the country that issued the denominating currency.

B. A foreign bond, on the other hand, is one offered by a foreign borrower to investors in a
national capital market denominated in the nation’s currency.

C. Australian dollar-denominated bonds issued by Apple Corporation and sold to Australian
investors are foreign bonds.

D. The bond issued by an Australian company denominated in Australian dollars to New

Zealand investors is foreign bond.

2. Which of the following is wrong about Eurobonds?

A. Bonds denominated in Chinese renminbi and sold to offshore investors are called dim
sum bonds.

B. Bonds denominated in Indian rupees and sold to overseas investors are called masala
bonds. Some foreign bonds also carry interesting appellations.

C. Yankee bonds are US dollar-denominated foreign bonds sold originally to US investors.

D. Australian dollar-denominated bonds issued into the domestic market by non-resident

investors are known asBulldogs bonds.

3. Which of the following is wrong about Eurobonds?

A. The eurobond is free from regulation and is instead self-regulated by the Association of
International Bond Dealers.

B. Borrowers in the eurobond markets are generally large MNCs with excellent credit
ratings.

C. The major rationale for the existence of the eurobond market is the lack of regulation and
taxation.

D. Eurobonds are issues in non-bearer form and are hence registered, with record of

ownership.

4. Which of the following is wrong about American depositary receipts?
Non-US companies also obtain equity financing by issuing American depositary receipts
(ADRs), which are certificates representing bundles of the company’s stock.

B. The use of ADRs circumvents some disclosure requirements imposed on stock offerings in
the United States while enabling non-US companies to tap the US market for funds.

C. The ADR market grew when national businesses were being privatised in the early 1990s,
since some of these businesses issued ADRs to obtain financing.

D. Because ADR shares can-not be traded just like shares of a stock, the price of an ADR does

not change each day in response to demand and supply conditions.

5. Offerings of stock by non-US companies in the US markets is called....
A. Yankee stock offerings)
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10.

masala bonds.
dim sum bonds
Bulldogs Bonds

Which of the following is wrong about syndicate loans?

A syndicated loan is offered by a group of lenders who work together to provide credit to
a large borrower.

The borrower can be a corporation, an individual project, or a government.

Each lender in the syndicate contributes part of the loan amount, and they all share in the
lending risk.

The borrower can only be a government

Which of the following is not an advantage of syndicate loan?

The participation of multiple lenders to finance a borrower’s project is a reinforcement of
the borrower’s good market image.

A single lender would be unable to raise funds to finance such projects, and therefore,
bringing several lenders to provide the financing makes it easy to carry out such projects.
Loan syndication allows borrowers to borrow large amounts to finance capital-intensive
projects.

It leads to non-diversification of loan terms

Which of the following is wrong about credit rating?

Credit rating is an analysis of the credit risks associated with a financial instrument or a
financial entity.

It is a rating given to a particular entity based on the credentials and the extent to which
the financial statements of the entity are sound, in terms of borrowing and lending that
has been done in the past.

A credit rating is alegal verdict by a specific credit agency of an institution's capacity and
willingness to meet its financial commitments in full and by the specified due dates,
whether that entity is a government, business, or individual.

A credit rating is an opininon by a specific credit agency of an institution's capacity and
willingness to meet its financial commitments in full and by the specified due dates,

whether that entity is a government, business, or individual.

Which of the following is right about credit rating agencies?

The financial performance of a particular debt instrument or a specific debtor can be
assured or guaranteed by a credit rating, however. (Lehman Brothers was rated AAA)

The advice offered by a credit bureau takes the place of that of a portfolio manager or
financial advisor.

By ignoring the qualitative and quantitative characteristics of the subject entity, a credit
agency assesses the credit rating of a debtor.

A credit agency is considered to offer abiased assessment of the credit risk borne by a

specific organisation because it is a party to the transaction.
S&P credit agency is based in

us
UK
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C. Canada

D. France

11. Fitch is dual-headquartered in
A. New York City and London

B. Los Angeles and Chicago

C. Houston and Texas
D

California and San diego

12. While doing the ratings of the bank’scredit agencies focus on Detailed income statement
for the last.... years including subsidiaries

A 5

B. 6

c 7

D. 8

13. While doing the ratings of the banks credit agencies focus on List of loans in excess of

....... % of equity

14. While doing the ratings of the banks credit agencies focus on Projections, including

assumptions for the next .... years

A 5

B. 6

c 7

D. 8

15. ....is the highest rating across all three rating agencies
A, “AAA”

B. BBB

C. BBA

D. CCC

Answers for Self Assessment

1 D 2 D 3 D 4 D 5 A
6 D 7 D 8 C 9 B 10. A
11. A 12. A 13. A 14. A 15. A

Review Questions

1. Describe how the Eurobond and international bond markets operate.
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2. Elucidate how an MNC decides to issue debt in order to reduce its exposure to exchange rate
risk and interest costs.
Give a summary of the world's equities markets
Describe the procedure and advantages of investing in global equities markets.

Describe how credit rating companies work and their advantages.

[]]] Further Readings

International Financial Management 2ndEdition by Jeff Madura Ariful Hoque
Chandrasekhar Krishnamurti, 2018

International Accounting by Timothy S Doupnik_ Hector Perera, McGraw-Hill
Education (2014).
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Objectives

After studying this unit, you will be able to:

understand project financing

exploring the sources of project financing

analysing considerations in project financing

understand FIIs and FDI from project financing perspective
explore different types of FDI

difference between FDI and FlIs

understand the ADR, GDR and external commercial borrowings

understand the merger and acquisition activity and financing of merger and acquisitions.

Introduction

Project finance refers to the funding of long-term projects, such as public infrastructure or

services, industrial projects, and others through a specific financial structure. Finances can

consist of a mix of debt and equity. The cash flows from the project enable servicing of the

debt and repayment of debt and equity. Project finance refers to the funding of long-term

projects, such as public infrastructure or services, industrial projects, and others through a
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specificfinancial structure. Finances can consist of a mix of debt and equity. The cash flows
from the project enable servicing of the debt and repayment of debt and equity. Project
finance is the financial analysis of the complete life-cycle of a project. Typically, a cost-benefit
analysis is used to determine if the economic benefits of a project are larger than the economic

costs. The analysis is particularly important for long-term projects of growth CAPEX.

6.1 Public Finance

A government borrows funds to finance an infrastructure project and gives a sovereign guarantee
to lenders to repay all funds. Government may contribute its own equity in addition to the
borrowed funds. Lenders analyses Government’s total ability to raise funds through taxation and
general public enterprise revenues including new tariff revenue from the project. The sovereign
guarantee shows up as a liability on Government’s list of financial obligations.

Construction contract Private

_ Sovereign guarantee o
R /7 construction
~ Loan - contractor
Lender ™9 Government

* Construction
Repayment

Taxes/tariffs
Treatment
Users/ plant
taxpayers

Water supply

6.2 Corporate Finance

A private company borrows funds to construct a new treatment facility and guarantees to repay
lenders from its available operating income and its base of assets.

The company may choose to contribute its own equity as well.

In performing credit analysis, lenders look at the company’s total income from operations, its stock
of assets and its existing liabilities.

The loan shows up as a liability on the company’s balance sheet (“Mining the Corporate Balance
Sheet”)

Concession |  Government

R

Loan : Private
Lenders ==§> . company Investment
= Repayment :
* Fees Treatment
Users [

Services

6.3 Sponsors of Project Finance

Four types of sponsors are very often involved in such transactions:
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6.4

Industrial sponsors - They see the initiative as upstream and downstream integrated or in
some way as linked to their core business.

Public sponsors - Central or local government, municipalities, and municipalized companies
whose aims center on social welfare.

Contractor sponsors - Who develop, build, or run plants and are interested in participating
in the initiative by providing equity and or subordinated debt.

Financial sponsors/investors - Invest with a motive to invest capital in high-profit deals. They

have a high propensity for risk and seek a substantial return on investments.

Long-Term Sources of Finance

The project can be financed by way of anyone or more of the following sources:

6.5

6.6

Issue of ordinary / preference shares

Issued of secured debentures

Issue of convertible debentures / bonds

Term loan from financial institutions and banks

Unsecured loans

Foreign investments

Deferred credit from suppliers of equipment and machinery

Leasing finance

Long-Term Capital and Related Issues

Risk
Ownership
Duration
Debt capacity

Equity finance

Foreign Institutional Investors (FIIs)

A foreign institutional investor (FII) is an investor or investment fund investing in a country
outside of the one in which it is registered or headquartered.

The term foreign institutional investor is probably most commonly used in India, where it
refers to outside entities investing in the nation's financial markets.

FlIs can include hedge funds, insurance companies, pension funds, investment banks,
and mutual funds.

FIIs can be important sources of capital in developing economies, yet many developing
nations, such as India,

Have placed limits on the total value of assets an FII can Purchase and the number of equity
shares it can buy, Particularly in A single company.

This helps limit the influence of FlIs on individual companies and the nation's financial
markets, and the potential damage that might occur if FlIs fled the capital markets in masses
during a crisis.

(Itshappened in India in last 1 year where FIls has withdrawn more than 3 lakh crores and its

an historic high)
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If a mutual fund in the United States sees a high-growth investment opportunity in an India-
listed company, it can take a long position by purchasing shares in an Indian stock market.
This type of arrangement also benefits private U.S investors who may not be able to buy
Indian stocks directly.

Instead, they can invest in the mutual fund and take part in the high-growth potential.

Regulations on Investing in Indian Companies

Flls are allowed to invest in India's primary and secondary capital markets only through the
country's portfolio investment scheme.
This scheme allows FlIs to purchase shares and debentures of Indian companies on the

nation's public exchanges.

Portfolio Investment Scheme and FIIs

6.7

Securities and Exchange Board of India (SEBI) acts as the nodal point in the entire process of
FII registration.

Under the general permission given by RBI under FEMA, FlIs are permitted to buy or sell the
securities and open foreign currency and Non -resident rupee accounts with a designated
bank.

A registered FII may purchase /sell the shares and convertible debentures of an Indian
company, units of domestic mutual funds under portfolio investment scheme (PIS).

The shares and convertible debentures of an Indian company are to be purchased by the
registered FII through registered brokers on recognized stock exchanges in India.

There are certain restrictions and ceilings with regard to holding by each FII.

For new projects Indian companies are taking the capital market route to raise the capital
(either debt or equity) and FlIs play a key role in providing the required capital in anticipation

of attractive interest rates, healthy capital gains along with ownership rights.

Foreign Direct Investment (FDI)

A foreign direct investment (FDI) is a purchase of an interest in a company by a company or
an investor located outside its borders.

Generally, the term is used to describe a business decision to acquire a substantial stake in a
foreign business or to buy it outright in order to expand its operations to a new region.

It is not usually used to describe a stock investment in a foreign company.

Foreign direct investment frequently goes beyond capital investment. It may include the
provision of management, technology, and equipment as well.

A key feature of foreign direct investment is that it establishes effective control of the foreign

business or at least substantial influence over its decision-making.

Types of Foreign Direct Investment

Foreign direct investments are commonly categorized as horizontal, vertical, or conglomerate.
With a horizontal direct investment, a company establishes the same type of business
operation in a foreign country as it operates in its home country.

A U.S.-based cell phone provider buying a chain of phone stores in China is an example.

A U.S.-based cell phone provider buying a chain of phone stores in China is an example.

In a vertical investment, a business acquires a complementary business in another country.
For example, a U.S. manufacturer might acquire an interest in a foreign company that supplies

it with the raw materials it needs.
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In a conglomerate type of foreign direct investment, a company invests in a foreign business
that is unrelated to its core business.
Since the investing company has no prior experience in the foreign company's area of

expertise, this often takes the form of a joint venture.

What Is the Difference Between FDI and FPI?

Foreign portfolio investment (FPI) is the addition of international assets to the portfolio of a
company, an institutional investor such as a pension fund, or an individual investor.

It is a form of portfolio diversification, achieved by purchasing the stocks or bonds of a foreign
company

Foreign direct investment (FDI) requires a substantial investment in, or the outright
acquisition of, a company based in another country.

FDI is generally a larger commitment, made to enhance the growth of a company.

Benefits of FDI

FDI can foster and maintain economic growth, both in the recipient country and in the
country making the investment.

Developing countries have encouraged FDI as a means of financing the construction of new
infrastructure and the creation of jobs for their local workers.

On the other hand, multinational companies benefit from FDI as a means of expanding their

footprints into international markets.

Methods of Foreign Direct Investment

An investor can make a foreign direct investment by expanding their business in a foreign
country.

Amazon opening a new headquarters in Vancouver, Canada would be an example of this.
Reinvesting profits from overseas operations, as well as intra-company loans to
overseas subsidiaries, are also considered foreign direct investments.

There are multiple methods for a domestic investor to acquire voting power in a foreign
company. Below are some examples:

Acquiring voting stock in a foreign company

Mergers and acquisitions

Joint ventures with foreign corporations

Starting a subsidiary of a domestic firm in a foreign country

6.8 American Depository Receipts

ADR stands for American Depository Receipts, which are a type of negotiable instrument
that are basically stocks of foreign companies which are traded in US stock markets.
American Depository Receipts (ADR) are issued by a US Depository bank and offer
investors in the US to invest in foreign companies.

ADRs are traded on the US Stock exchange and are a great option for foreign companies to
attract investors from the US.

ADRs are traded in New York Stock Exchange (NYSE) or NASDAQ, but can also be sold
over the counter. ADRs are priced in US Dollars.

They represent some of the most familiar companies in global business, including
household names such as Nokia, Royal Dutch Petroleum (maker of Shell gasoline), and

Unilever.
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These and many other companies based outside the US list their shares on US exchanges
through ADRs.

ADRs are a form of equity security that was created specifically to simplify foreign
investing for American investors.

An ADR is issued by an American bank or broker. It represents one or more shares of
foreign-company stock held by that bank in the home stock market of the foreign
company.

The ratio of foreign shares to one ADR will vary from company to company, but each

ADR for any one company will represent the same number of shares.

ADR risk factors and expenses

Because ADRs are issued by non-US companies, they entail special risks inherent to all foreign
investments. These include:

Exchange rate risk — the risk that the currency in the issuing company’s country will drop
relative to the US dollar.

Political risk — the risk that politics or regime changes in the issuing company’s country will
undermine exchange rates or destabilize the company and its earnings.

Inflation risk — the risk that inflation in the issuing company’s country will erode the value of

that currency.

How American Depositary Receipts Work

6.9

Investors willing to invest in American Depositary Receipts can purchase them from brokers
or dealers. The brokers and dealers obtain ADRs by buying already-issued ADRs in the US
financial markets or by creating a new ADR.

Creating a new ADR involves buying the stocks of the foreign company in the issuer’s home
market and depositing the acquired shares in a depository bank in the overseas market.

The bank then issues ADRs that are equal to the value of the shares deposited with the bank,
and the dealer/broker takes the ADR to US financial markets to sell them.

The decision to create an ADR depends on the pricing, availability, and demand.

Investors who purchase the ADRs are paid dividends in US dollars.

The foreign bank pays dividends in the native currency, and the dealer/broker distributes the
dividends in US dollars after factoring in currency conversion costs and foreign taxes.

Such a practice makes it easy for US investors to invest in a foreign company without
worrying about currency exchange rates.

The US banks that deal with ADRs require the foreign companies to furnish them with their

financial information, which investors use to determine the company’s financial health.

Global Depositary Receipts (GDR)

GDRs represent ownership of an underlying number of shares of a foreign company and are
commonly used to invest in companies from developing or emerging markets by investors in
developed markets.

Prices of global depositary receipt are based on the values of related shares, but they are
traded and settled independently of the underlying share.

Typically, 1 GDR is equal to 10 underlying shares, but any ratio can be used.

Example, an Indian company which has issued ADRs in the American market wishes to
further extend it to other developed and advanced countries such as in Europe, then they can

sell these ADRs to the public of Europe and the same would be named as GDR.

LOVELY PROFESSIONAL UNIVERSITY 63



Notes

Unit 06: Project Finance

GDR can be issued in more than one country and can be denominated in any freely

convertible currency.

Trading of Global Depositary Receipt Shares

To draw interest from foreign investors, GDRs are issued by companies. It is a low-cost
method which allows investors to invest in these foreign shares.

The trade of these shares is just like that of domestic shares but they are purchased in an
international marketplace.

The purchase and the sale of GDRs is managed by the representative broker. Usually, the
brokers belong to the home country, and they act as sellers in the foreign market.

The purchasing of a GDR is a multistep process.

It involves a local broker for the investor, a broker in the marketplace where the company
issued its shares, a bank that represents buyers and the custodian bank.

During the transaction, a custodian bank holds possession of the shares. This ensures that

both the parties are protected during the transaction.

GDRs vs ADRs

Global depositary receipts allow a company to list its shares in more than one country outside
of its home country.

For example, a Chinese company could create a GDR program that issues its shares through a
depositary bank intermediary into the London market and the United States market.

Each issuance must comply with all relevant laws in both the home country and foreign
markets individually.

An American depositary receipt (ADR), on the other hand, only lists the company's shares on
U.S. stock exchanges.

To offer ADRs, a U.S. bank will purchase shares on a foreign exchange.

The bank will hold the stock as inventory and issue an ADR for domestic trading.

A bank issues a sponsored ADR on behalf of a foreign company.

The bank and the business enter into a legal arrangement. Usually, the foreign company will
pay the costs of issuing an ADR and retaining control over it, while the bank will handle the

transactions with investors.

6.10 External Commercial Borrowings (ECBs)

External Commercial Borrowings (ECB) refers to the debt shouldered by an eligible entity in
India for solely commercial purposes, that has been extended by external sources, i.e. from
any recognized entity outside India.

These borrowings are expected to conform to norms and conditions put forth by the RBI. The
ECBs fall under the umbrella of RBI regulations.

ECBs have proven to be instruments that greatly aid Indian firms and organizations in their
efforts to raise funds from beyond India's borders, especially with regard to bringing in fresh
investments.

One might recognize that structures similar to ECBs include those of Foreign Currency
Convertible Bonds (FCCBs) and Foreign Currency Exchangeable Bonds (FCEBs).

It is vital to note that while the main purpose underlying the issuance of FCCBs is the raising

of capital.

Availing of External Commercial Borrowing
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As of today, there exist two paths to raise funds by employing ECBs- the approval route, and
the automatic route.

There are a variety of eligibility regulations created by the government for availing of finance
under the automatic route. These regulations are in relation to amounts, industry, the end-use
of the funds, etc.

Companies that desire to raise finance via ECB must necessarily meet these eligibility criteria;
thereafter, funds can be raised without the need for approval.

The approval route, on the other hand, mandates that companies which fall under certain pre-
specified sectors must obtain the RBI's or the government's explicit permission, prior to
raising funds through External Commercial Borrowing.

The RBI has issued circulars and formal guidelines, specifying the borrowing structure.

Benefits of External Commercial Borrowing

The value of funds is generally lower when borrowed from external sources.

For instance, some economies have a lower interest rate, and Indian firms and organizations
can borrow money at lower interest rates from the Eurozone and the United States as the rates
are comparatively low.

Since the markets are larger when raising funds through ECB, companies can meet larger
requirements from international players in comparison with what can be achieved through
domestic players.

External Commercial Borrowing is just a way to take a loan.

It does not necessarily have to be of an equity nature, and therefore the company’s stakes will
not be diluted.

The investor base can be diversified by the borrower.

ECB offers access to global markets so that borrowers have greater exposure to worldwide
opportunities.

ECB offers benefits to the economy as well.

Inflows can be directed into the sector by the government of India, thereby increasing its
growth potential.

For instance, a greater percentage of funding through ECB can be allowed by the government
for the SME and infrastructure industry.

This aids significantly in the overall growth of the country.

Companies can become increasingly profitable through ECB.

6.11 Mergers and Acquisitions

Acquisition and mergers both involve one or multiple companies purchasing all or part of
another company.

The main difference between a merger and an acquisition is how they are financed.

Mergers are often financed by a stock swap, in which owners of stock in both companies
normally are about equivalent.

On the other hand, the term acquisition is used to refer to two unequal companies becoming

one (one is bigger than the other).

Businesses may be driven to participate in cross-border M&A transactions in order to improve their
competitive positions in the global market by acquiring unique assets from other businesses or by
making more extensive use of their own assets. Cross-border M&As have two major advantages
over greenfield investments as a means of FDI entry: speed and access to proprietary assets. Why
companies select mergers and acquisitions as a strategy of investment is appropriately covered in a
new United Nations report.
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By selling off divisions that lie beyond the purview of their core competencies and acquiring
strategic assets that boost their competitiveness, mergers and acquisitions are a common strategy of
investment for companies looking to protect, consolidate, and improve their worldwide
competitive positions. For those companies, "ownership" assets acquired from another company,
such as technical expertise, well-known brands, and already-existing supplier networks and
distribution systems, can be used right away to better serve international clients, boost profits,
increase market share, and boost corporate competitiveness by more effectively utilizing global
production networks.

Chinese businesses have recently started to actively employ cross-border M&As as a means of
acquiring brand strength and cutting-edge technologies. For instance, Volvo, a Swedish automaker
renowned for its safety innovations, was purchased by Zhejiang Geely Holding Group from Ford
Motor Company for $1.3 billion in 2010. By doing this, Geely instantly acquired the brand
recognition, technological capabilities, and dealer networks of Volvo. The renowned New York
City hotel, Waldorf Astoria, was purchased by the Chinese insurance firm Anbang in 2014 for $1.95
billion. In 2015, China National Chemical, also known as ChemChina, paid $7.9 billion for the
Italian tyre manufacturer Pirelli and $48 billion for the Swiss agricultural giant Syngenta AG.

Clearly, free capital markets enable businesses to strategically leverage cross-border M&A
transactions to acquire the brand power, managerial expertise, and technological know-how
located in target businesses.

Cross-border M&A transactions don't always go as planned. An illustration of this is the merging of
Daimler and Chrysler. Initially, it was anticipated that the combined business would reduce
expenses by up to $3 billion annually and close geographic and product gaps. Stock prices of both
companies increased following the news of a $40.5 billion acquisition as investors anticipated the
synergistic benefits. The cost reductions, technology synergies, and increased marketing power that
both parties anticipated, however, did not occur. Following a nine-year transatlantic merger,
Chrysler was sold to private equity firm Cerberus for $7.4 billion in May 2007 as a result of ongoing
earnings reduction. The DaimlerChrysler tale amply demonstrates that cross-border corporate
mergers are not always successful.

Since most nations desire to maintain local control of domestic firms, cross-border corporate
acquisitions are a politically delicate topic. Therefore, whereas nations may welcome greenfield
investments because they are seen as providing new investment and employment prospects, efforts
by foreign corporations to buy indigenous firms are frequently received with resistance and
perhaps even resentment.

Thus, from the standpoint of shareholder welfare and public policy, it is crucial to consider whether
or not cross-border acquisitions result in synergistic gains and how such gains are allocated
between acquiring and target enterprises. When the combined firm's worth exceeds the individual
(target and acquiring) firms' stand-alone valuations, synergistic gains are realized. One can argue
that cross-border acquisitions are mutually beneficial and shouldn't be hindered from a national
and global perspective if they produce synergistic gains and both the acquiring and target
shareholders experience wealth growth at the same time.

Financing of Mergers and Acquisitions

And Debt Combination

All Cash

Stocks or Other Equity ofthe Company
Sometimes, a smaller company is able to acquire a much larger one through the use of junk
bonds, which are high yield bonds issued by less creditworthy issuers and therefore carry
high risk to investors.
Some companies may decide their needs will be better met as part of a larger company - that
the company has made enough money and no longer wants the company to be independent.
Some companies may decide that their needs will be better met as part of a larger company.
Absorbing a competitor enables the newly combined company to control more of the market
share.
A company might acquire a debt ridden company in order to take advantage of its tax write -
offs.

Geographical diversification
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One company might acquire another to obtain access to its customer base.

Synergy - using joint resources to offer abetter product or service.
Equity Financing
Equity financing, in the context of M&A financing, can mean two things:
1) The company selling its equity to raise cash to fund the deal, and

2) A stock swap or the company using equity as a currency (instead of cash) to acquire the shares of
the target company.

A stock swap or the exchange of one company’s equity for another helps the acquirer preserve cash.

Those without a lot of cash reserves can save on their borrowing costs.

The seller’s shareholders get an opportunity to gain from the future gains of the combined
business.

Sellers also get to defer tax payments related to any gains on the sale of their shares.

On the flip side, equity financing involves issuing new shares, leading to dilution of

ownership for existing shareholders.
Debt Financing

Debt financing is raising money from lenders on the condition of repaying the borrowed
amount later.

For startups and less mature companies, debt financing is harder to obtain when compared to
equity financing.

However, in times of low-interest rates, it is a comparatively cheaper source of funding.

In M&A financing, the amount of debt financing depends on the combined firm’s
consolidated debt capacity.

It is typically based on an EBITDA multiple (e.g., a Debt/EBITDA of 6x would mean the
company can get debt of up to 6 times its EBITDA).

The interest rate charged depends on the consolidated risk of the combined entity. Debt

financing can adversely affect the borrowing company’s credit ratings.

Difference between Equity Financing and Debt Financing

Positives Negatives

= More expensive

than debt
= Does not increase = (Canlead to loss of
leverage conlrol

Equity Financing

Debt Financing

Example Deal

Good if a
company's share
valuation is high
Does not need to
be repaid

Cheaper than
equily

Does not reduce
control
Shareholders enjoy
all the benefits of
synergies
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Net income will
increase due to
synergies, but the
EPS might fall if
management have
to issues lots of
shares

Limit on the
amount of financing
thal can be raised
Can resultin a
credit rating
downgrade

Cash drain to pay
inleresl and repay
the debt
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So, let's put this all together in an example deal. Let's say you found an ecommerce company
to buy, that is generating $2MM in cash flow. Assuming that company is growing 20% a year,
it could be worth 5x cash flow, or $10MM.

You think it is important to keep the founder involved, and you are willing to have him take a
10% stake in Newco, so you really only need to finance $9MM to buy the 90% stake.

That could be funded $3MM by a private equity firm, $3MM by a bank and $3MM by a seller
note (if amenable to the seller). And, the private equity firm would most likely want you to
have some "skin in the game," so maybe their portion is split $300K from you and $2.7MM
from them.

Ninety days and lots of negotiations later, you should be ready to close.

Summary

When businesses make international direct investments, they become multinational enterprises
(FDI). FDI frequently entails the construction of new production facilities in foreign nations, such as
Ohio factory for Honda. FDI may also include acquisitions of and mergers with existing foreign
companies. Ford, a company that just gained actual control of Mazda, a Japanese automaker, serves
as an illustration. FDI gives the multinational corporation (MNC) a degree of control, whether it
entails a greenfield investment (i.e., constructing brand-new manufacturing facilities) or cross-
border mergers and acquisitions of existing enterprises. FDI can occur either through greenfield
investments, which entail constructing brand-new production facilities abroad, or through cross-
border mergers and acquisitions, which entail joining forces with or purchasing already-existing
international corporations. Cross-border mergers and acquisitions now make up a rising percentage
of FDI, accounting for more than half of FDI flows in terms of dollar volume.

Keywords

The over-the-counter (OTC) market: It is a dealer market. OTC stocks are generally unlisted stocks.

Crowd Trading: Crowd trading is a different kind of discontinuous exchange trading system.
Crowd trading is a different kind of non-continuous exchange trading system.

Cross-listing: It describes a company that lists its equity shares on one or more overseas exchanges
in addition to the stock exchange in its native country.

Self Assessment

. arises from uncertainty about cross-border flows of capital, payments,
know-how, and the like.

Transfer risk

Operational risk

Control risk

9N = >

Political risk

N

....is associated with uncertainty about the host country’s policies affecting the local
operations of MNCs.

Transfer risk

Operational risk

Control risk

Political risk

90w p

w

............. arises from uncertainty about the host country’s policy regarding ownership and

control of local operations
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Transfer risk
Operational risk
Control risk

Political risk

........... refers to the potential losses to the parent firm resulting from adverse political
developments in the host country.

Transfer risk

Operational risk

Control risk

Political risk

Unexpected changes in environmental policies is an example of...............
Transfer risk

Operational risk

Control risk

Political risk

sourcing/local content requirements is an example of..............
Transfer risk

Operational risk

Control risk

Political risk

minimum wage law is an example of.............
Transfer risk

Operational risk

Control risk

Political risk

restriction on access to local credit facilities is an example of.............
Transfer risk

Operational risk

Control risk

Political risk

As Mao Ze-dong took power in China in 1949, his communist government nationalized
foreign assets with little compensation. It is an example of..............

Transfer risk

Operational risk

Control risk

Political risk

. withholding taxes on dividend and interest payment is an example of ..............

Transfer risk
Operational risk

Control risk
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D. Political risk

11. unexpected imposition of capital controls, inbound or outbound is an example
(<] ST

A. Transfer risk

B. Operational risk

C. Control risk

D. Political risk

12. restrictions imposed on the maximum ownership share by foreigners is an example
of ccoceuninn.

A. Transfer risk

B. Operational risk

C. Control risk

D. Political risk

13. mandatory transfer of ownership to local firms over a certain period of time is an example
of oo

A. Transfer risk

B. Operational risk

C. Control risk

D. Political risk

14. nationalization of local operations of MNCs is an example of.............

A. Transfer risk

B. Operational risk

C. Control risk

D. Political risk

15. fade-out requirements is an example of.............

16. Transfer risk

17. Operational risk

18. Control risk

19. Political risk

Answers for Self Assessment

1 A 2 B 3. C 4 D 5
6 B 7 B 8 B 9 D 10
11. A 12. C 13. C 14. C 15.

Review Questions

1. How would you interrelate political risks and FDI?
2. How would you interrelate control risks and FDI?

3. How would you interrelate operational risks and FDI?
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4. How would you interrelate transfer risks and FDI?
5. What is the difference between FII and FDI?

l_.._l Further Readings

International Financial Management 2ndEdition by Jeff Madura Ariful Hoque
Chandrasekhar Krishnamurti, 2018

International Financial management by Eun,Resnick and Chuluun. Ninth edition.
McGraw-Hill Education

International Accounting by Timothy S Doupnik_ Hector Perera, McGraw-Hill
Education (2014).
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Keywords
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Objectives

After studying this unit, you will be able to:

define and describe foreign exchange
explain operations of foreign exchange market
understand the various exchange rate systems in chronological order

understand the monetary system and role of key financial institutions

Introduction

The forex market has a direct impact on a country's economy. Financial institutions, companies,
governments and other entities use this market to adjust their currency holdings. Centuries ago,
people from around the world exchanged goods or services rather than paying money - this was
called a barter system. But nowadays, barter arrangements are not practical anymore. Instead,
governments and organizations exchange currencies when conducting international transactions.
Some of the different types of money in the world are more volatile than others, making it difficult
for investors in the currency industry to predict their returns. A low, stable exchange rate, on the
other hand, encourages exports but discourages imports. A high exchange rate has the opposite
effect. For instance, developing countries tend to have weak currencies - and that's why many
European and American companies purchase supplies from Vietnam, Thailand, Sri Lanka, or
Indonesia. For the same reason, it's much cheaper to open a factory and hire people in Vietnam
compared to the U.S. or other developed nations. The exchange rate influences wages, international
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trade, foreign investments and other economic variables. In the long run, it impacts consumers and
the economy as a whole. If, say, you plan to buy a house in Italy, and the Euro depreciates against
the dollar, you'd get better value for the money. You could purchase a bigger house or two smaller
properties without spending extra and then sell them for profit. Such investments can benefit local
communities and drive economic growth. Foreign exchange is the trading of different national
currencies or units of account.It is important because the exchange rate, the price of one currency in
terms of another, helps to determine a nation’s economic health and hence the well-being of all the
people residing in it. The exchange rate is also important because it can help or hurt specific
interests within a country: exporters tend to be helped (hurt) by a weak (strong) domestic currency
because they will sell more (less) abroad, while consumers are hurt (helped) by a strong currency
because imported goods will be more (less) expensive for them.

7.1 Foreign Exchange

Foreign exchange (Forex or FX) is the conversion of one currency into another at a specific rate
known as the foreign exchange rate. The conversion rates for almost all currencies are constantly
floating as they are driven by the market forces of supply and demand. The most traded currencies
in the world are the United States dollar, Euro, Japanese yen, British pound, and Australian dollar.
The US dollar remains the key currency, accounting for more than 87% of total daily value traded.

Rate of Exchange

The rate of exchange is the price of one currency in terms of another.

The number of units of one currency which exchange for a given number of units of another
currency is the rate of exchange. ($1 = Rupee 77.85)

This rate varies from time to time, day to day

The main causes of fluctuations in the exchange rates are demand and supply of a currency.

7.2 Factors that Affect Foreign Exchange Rates

Many factors can potentially influence the market forces behind foreign exchange rates.

The factors include various economic, political, and even psychological conditions.

The economic factors include a government’s economic policies, trade balances, inflation, and
economic growth outlook.

Political conditions also exert a significant impact on the forex rate, as events such as political
instability and political conflicts may negatively affect the strength of a currency.

The psychology of forex market participants can also influence exchange rates.

Foreign Exchange Market

The foreign exchange market is a decentralized and over-the-counter market where all
currency exchange trades occur.

It is the largest (in terms of trading volume) and the most liquid market in the world. On
average, the daily volume of transactions on the forex market totals $5.1 trillion, according to
the Bank of International Settlements

The foreign exchange market is a decentralized and over-the-counter market where all
currency exchange trades occur.

It is the largest (in terms of trading volume) and the most liquid market in the world. On
average, the daily volume of transactions on the forex market totals $5.1 trillion, according to
the Bank of International Settlements

The forex market major trading centers are located in major financial hubs around the world,
including New York, London, Frankfurt, Tokyo, Hong Kong, and Sydney.

Due to this reason, foreign exchange transactions are executed 24 hours, five days a week

(except weekends).
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7.5

Despite the decentralized nature of forex markets, the exchange rates offered in the market are
the same among its participants, as arbitrage opportunities can arise otherwise.

The foreign exchange market is probably one of the most accessible financial markets.

Market participants range from tourists and amateur traders to large financial institutions
(including central banks) and multinational corporations.

Also, the forex market does not only involve a simple conversion of one currency into another.
Many large transactions in the market involve the application of a wide variety of financial

instruments, including forwards, swaps, options, etc.

Market Participants

To name a few the participants include wealthy individuals, corporates, multinationals,
banks, wholesale, retail, investments and central banks, pension funds, insurance companies
and brokers etc.

However, they can be broadly classified under the following categories:
1. Retail Clients

Individuals and organizations engaged in the business of import and export of goods and
services.

2. Banks

They form the cream in the forex market. They are the central point for all other market
participants and deal in the market on behalf of their retail clients and also on their own
account.

Professionals with good skills of currency trading are required and

Central banks often intervene in the market to buy or sell currencies to influence the exchange

rates.

3. Brokers

Brokers do not trade on their own but serve as an intermediary between prospective counter
parties.

Their chief value is to diffuse information since they maintain close contact with all banks.

Characteristics of Foreign Exchange Market

An over the counter market

Only market open 24 hours

No single location - no barriers

Affected by other markets like - money market, capital market and the debt market

Affected by control and policies of respective governments

How is a Currency Valued?

A currency of a country is valued according to supply and demand.

So, it always is in a state of flux.

Such kind of exchange rate is known as floating exchange rate. It is the case in a free economy.
Similarly, the value of a rupee is determined by market forces.

Factors like imports and exports, interest rates, and inflation affect the value of the rupee.

It would also depend on political conditions, internally and internationally.
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7.6

Tourism is another factor that influences foreign exchange value.
This is why large companies have strategies to manage the currency. The idea is to protect

their business from currency fluctuations.

The Era of Gold standard

The gold standard was formally accepted as an IMS (international monetary system) in the
1870s when major countries like United States, Germany and Japan adopted it.

Great Britain was the first country to adopt it in 1821.

Under this system, each country pegged its domestic currency to gold.

In simple words, each country’s currency was set in value per ounce of gold.

For example, one ounce of gold was worth $20.67 in United States and £4.24 in Great Britain.
So the exchange rate between US dollar and pound sterling was determined as:

i.e. one pound was exchanged for $4.87.

$20.67 per ounce of gold

£4.24 per ounce of gold = 34874 (1£=$4.87)

Under this system, each nation was allowed to change its currency into gold on demand and
there were no restrictions on movement of gold from one nation to another.

Each country maintained gold stocks to back the value of its currency.

The payments between countries were mainly settled by exchange of gold.

If a country imported more than it exported, gold moved out and vice versa.

The gold standard facilitated automatic correction in balance of payment (BOP)
disequilibrium of a country.

For example, if Germany had a trade deficit (imports more than exports), then gold flowed
out of Germany for settlement of trade leading to contraction in Germany’s money supply.
This brought down the prices in Germany making its goods cheaper and competitive.

This in turn led to increase in demand for Germany’s exports, thus wiping out the deficit.

The gold standard was abandoned in 1914 with the onset of I World War.

During the war, the countries started printing money to provide for the war activities.

The countries restricted the disengaged movement of gold among nations and also put the
convertibility of currency into gold on hold.

The printing of currency resulted into inflation. The war also led to loss of workforce and
productive capacity which pushed up the price levels further.

After the termination of the first world war, the countries started returning back to the gold
standard.

After the world war, the $ became stronger and European countries became weak. As a result,
US became the first nation to adopt the gold standard back in 1919.

The Great Britain adopted it in 1925; and France and Switzerland in 1928.

The US made continuous efforts to fully revive the gold standard. (Bcz US was holding the
max gold reserves)

But, all the efforts to reinstate the gold standard came to a halt with the starting of great
depression in 1929.

There was substantial outflow of gold from Great Britain due to recurring BOP deficits.
Britain’s gold stocks were depleting at a very fast pace and it became impossible for them to

retain gold standard.
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So in September 1931, the Government of Britain brought an end to the convertibility and let
the pound float.

Many countries like Japan, Austria, and Sweden followed suit by the end of 1931.

Investors started preferring gold to foreign currency denominated securities.

This affected the US gold reserves adversely and led the US government to disregard the gold
standard in April 1933.

Bretton Woods System

In July 1944, while the Second World War was still going on, the representatives of 44 nation
states met at Bretton Woods to design a new IMS.

An agreement was reached to establish two multinational institutions-
> IMF (International Monetary Fund)

> IBRD (International Bank for Reconstruction and Development)

IMF (International Monetary Fund) to monitor IMS, maintain exchange rate stability and
oversee national monetary policies and also provide financial cooperation to member
countries for meeting short term BOP shortfall.

IBRD (International Bank for Reconstruction and Development) was established to primarily
finance the post war reconstruction of the member countries

After the end of Second World War, US was holding about 74% of the world’s gold stock and
accounted for about half of the world’s real GNP.

So under the Bretton woods system, each country agreed to fix the par value of its currency in
relation to US dollar.

This par value determined the exchange rate among different currencies.

The US dollar was in turn pegged to gold at $35 per ounce.

US dollar was the main reserve currency held by central banks and the only currency that was
directly convertible to gold.

Each country was required to maintain the market value of its currency within * 1 percent of
its adopted par value by purchasing or selling foreign exchange as necessary.

This system was addressed with different names such as fixed parity system, par value
system, pegged exchange rate system and dollar based gold exchange standard.

During 1960s, US undertook welfare programs.

The increase in government expenditure was financed by raising the domestic money supply,
which led to inflation.

With increased money supply, people started spending more. Consequently, the demand for
imports increased while exports became uncompetitive (due to higher prices of US goods).
Thus, US BoP swung into deficit.

The member countries began to lose confidence in dollar and started converting their dollar
reserves into gold.

The gold stock with US treasury began to fall drastically.

To supplement the existing reserves and to reduce the pressure on dollar, the IMF in 1970 also
created international reserve asset called as SDR (Special Drawing Rights) which could be
utilized by the countries for making payments internationally.

The SDRs were allocated to all the member countries in proportion to their quotas.

All the attempts to solve the disparities failed.

US BoP continued to deteriorate.
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The dollar stood overvalued against German mark and Japanese yen as a result of which the
German and Japanese central banks had to make massive intercession in the foreign exchange
market to maintain their par values.

As a result of all this, in August 1971, the then US President Richard Nixon terminated the
convertibility of dollar into gold and also levied a surcharge of 10 percent on imports until the
revaluation of other currencies against dollar.

This shook the foundation of Bretton Woods System.

By March 1973, the eminent currencies were allowed to float and the Bretton Woods System
came to an end.

After the end of Bretton Woods System, IMF came out with a new set of rules which were
formally accepted by all member countries.

With this came the system of flexible exchange rates where the exchange rate is not fixed by
government authorities rather it is determined by the forces of market i.e. supply and demand

of the currencies in the international market.

7.8 Exchange Rate Regime Since 1973

Under the new exchange rate system, a country can choose from one of the following options:

a.
b.
C.
d.

e.

Managed float system

Free float system

Crawling PEG system
Currency board arrangement

Target zone arrangement

1) Managed float system

In this system of managed floating, a country’s monetary authorities interfere directly or
indirectly to stabilize the exchange rate and to keep it within desired limits.

It is also known as dirty floating.

In case of direct intervention, the monetary authorities attempt to stabilize the exchange rate
by purchasing and selling foreign currency in the domestic market.

When it buys foreign currency, its demand increases and the domestic currency depreciates
against foreign currency.

When it sells foreign currency, its supply increases and the domestic currency appreciates
against foreign currency.

In case of indirect intervention, the monetary authorities bring changes in the interest rates to
stabilize the exchange rates and flush out the excess volatility.

Some of the countries which are following this system are India, Russia, Egypt, Singapore,
Thailand and Czech Republic.

2) Free float system

Under this system, the exchange rate is determined solely by the market forces and it does not
involve intervention.

However, in practice some intervention is found in the system of free float as well, typically to
prevent any unnecessary fluctuations in the exchange rate.

This system is also known as clean float or independent float system.

Some of the countries following this system are United States, United Kingdom, Japan,

Switzerland, Australia, Brazil, Canada and Mexico.

3) Crawling PEG system
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This system is a synthesis of fixed and floating exchange rate system.

Under this system, the country establishes the par value of its currency in relation to a foreign
currency and then allows the par value to change gradually along with changes in the factors
like inflation.

A country can either peg its currency to a single currency or to a basket of currencies.
Countries like Jordan, Bahamas, Iraq, Lebanon, Maldives, Saudi Arabia and Qatar have
pegged their currencies to a single currency.

Countries like Fiji, Libya and Morocco have chosen basket of currencies for pegging.

4) Currency board arrangement

In this system, the currency board is required to build reserves of the foreign currency (at
the fixed exchange rate) equivalent to the amount of domestic currency it has issued.
A country following this system has a currency board which pegs the domestic currency
to a foreign currency and allows the unlimited exchange of domestic currency for the
foreign currency at the fixed exchange rate.
With this system, the money supply can be controlled effectively because additional currency
will be issued only if there are foreign currency reserves to back it.
It also helps to keep check on inflation. The example for this system includes Hong Kong
pegged to US dollar.

5) Target zone arrangement
In this system, a cluster of nations with common goals and interests agree to either maintain
exchange rates within a specified band or to replace their domestic currency with a common

currency.

An example of this system is European Monetary System which was introduced in 1979.

7.9 International Monetary System

An international monetary systemis a set of internationally agreed rules, conventions and
supporting institutions that facilitate international trade, cross border investment and generally
the reallocation of capital between states that have different currencies.

Why do economies need money?

Money as a unit of account that is used as a medium of exchange in transactions.

Without money, individuals and businesses would have a harder time obtaining (purchasing)
or exchanging (selling) what they need, want, or make.

Money provides us with a universally accepted medium of exchange.

International monetary system refers to the system and rules that govern the use and
exchange of money around the world and between countries.

Each country has its own currency as money and the international monetary system governs

the rules for valuing and exchanging these currencies.

Historical Perspective

Ancient societies started using gold as a means of economic exchange.

Gradually more countries adopted gold, usually in the form of coins or bullion, and this
international monetary system became known as the gold standard.

The international monetary system had many informal and formal stages.

For more than one hundred years, the gold standard provided a stable means for countries to

exchange their currencies and facilitate trade.
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With the Great Depression in 1930s, the gold standard collapsed and gradually gave way to
the Bretton Woods system.

The Bretton Woods system established a new monetary system based on the US dollar.

This system incorporated some of the disciplinary advantages of the gold system while giving
countries the flexibility they needed to manage temporary economic setbacks, which had led
to the fall of the gold standard.

The Bretton Woods system lasted until 1971 and provided the longest formal mechanism for
an exchange-rate system and forums for countries to cooperate on coordinating policy and

navigating temporary economic crises.

What Is the International Monetary System?

In 1944, the Bretton Woods Agreement established a new international monetary system.

The creation of the International Monetary Fund (IMF) and the World Bank were two of its
most enduring legacies.

The World Bank and the IMF, often called the Bretton Woods Institutions, are twin
intergovernmental pillars supporting the structure of the world’s economic and financial

order.

7.10 World Bank and IMF

Similarities Between the IMF and World Bank

v~ Owned and directed by the governments of
member nations

v’ Almost every country on earth is a member of
both institutions

v’ Both concern themselves with economic issues

Vv Both focus on broadening and strengthening the
economies of their member nations

v’ Hold joint annual meetings
v Headquartered in Washington DC, USA
v Share joint task forces, sessions and research efforts

World Bank vs. IMF

The fundamental difference is this -

The World Bank is primarily a development institution; whereas,
The IMF is a cooperative institution that seeks to maintain an orderly system of payments and

receipts between nations.
The IMF’s Key Roles are the Following
The IMF is playing an expanding role in the global monetary system.:

To promote international monetary cooperation.

To facilitate the expansion and balanced growth of international trade.

To promote exchange stability.

To assist in the establishment of a multilateral system of payments.

To give confidence to members by making the IMF’s general resources temporarily available

to them under adequate safeguards.

LOVELY PROFESSIONAL UNIVERSITY 79



Unit 07: Foreign Exchange Evolution

To shorten the duration and lessen the degree of disequilibrium in the international balances

of payments of members.

Key Role of the World Bank

The World Bank promotes long-term economic development and poverty reduction by
providing technical and financial support to help countries reform certain sectors or
implement specific projects—such as building schools and health centers, providing water
and electricity, fighting disease, and protecting the environment.

World Bank assistance is generally long term and is funded both by member country
contributions and through bond issuance.

World Bank staff are often specialists on particular issues, sectors, or techniques.

7.11 Financial Stability & Business Environment

Businesses seek to operate in a stable and predictable environment by reducing risks and
unexpected issues that can impact both operations and profitability.

Global firms monitor the policies and discussions of the G20 and other economic
organizations so that they can identify new opportunities and use their leverage to protect
their markets and businesses.

Global business in the private sector is heavily impacted by the IMF, the World Bank, and
other development organizations.

Many of the projects that the World Bank Group funds in specific countries are managed by

the local governments, but the actual work is typically done by a private sector firm.

Summary

Because changing exchange rates have a significant impact on MNCs' cash flows, financial
managers of those companies must constantly watch the fluctuation of exchange rates. They must
comprehend the impact of economic and other elements. so that they may foresee how exchange
rates would alter in response to particular circumstances. This chapter lays the groundwork for
comprehending how exchange rates are calculated. Demand and supply factors determine the
equilibrium exchange rate between two currencies at any given time. The equilibrium exchange
rate will be impacted by changes in the supply of a currency or the demand for a currency. Relative
inflation rates, interest rates, income levels, and governmental regulations are the main economic
variables that might affect exchange rate fluctuations through affecting the demand and supply
conditions. The demand for a currency or the supply of currency available for sale, and
consequently the equilibrium exchange rate, are both impacted when these factors modify
international commerce or financial movements.

Keywords

Real interest rate: Nominal (or quoted) interest rate minus the inflation rate
Depreciation A fall in the currency value.
Appreciation A rise in currency value

Equilibrium exchange rate: The rate of exchange at which the supply and demand of a given
currency are equal.

Self Assessment

1.  Which of the following is wrong in regard to exchange rate?

A. an exchange rate (at a given time) represents the price of a currency,
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B.
C.
D.

9N = >

PR

It is the rate at which one currency can be exchanged for another
The exchange rate always involves one currency

the price of a currency is determined by the demand for that currency relative to its supply

Which of the following is wrong in regard to real interest rates?

Although a relatively high interest rate may attract foreign inflows (to invest in securities
offering high yields), that high rate may reflect expectations of relatively high inflation
high inflation always place upward pressure on the local currency

some foreign investors may be discouraged from investing in securities denominated in
that currency

The real interest rate is appropriate for international comparisons of exchange rate
movements because it incorporates both the nominal interest rate and inflation, each of

which influences exchange rates.

The governments of foreign countries can influence the equilibrium exchange rate in the
following ways except:

imposing foreign exchange barriers;

imposing foreign trade barriers;

intervening (buying and selling currencies) in the foreign exchange markets; and

affecting mindset of the traders

Which of the following is wrong in regard to expectations?

Foreign exchange markets does not react to any news that may have a future effect.

Many institutional investors (such as commercial banks and insurance companies) take
currency positions based on anticipated interest rate movements in various countries

Just as speculators can place upward pressure on a currency’s value when they expect it to
appreciate, they can place downward pressure on a currency when they expect it to
depreciate.

foreign exchange markets react to any news that may have a future effect

Which of the following is wrong in regard to Impact of signals on currency speculation?
Day-to-day speculation on future exchange rate movements is typically driven by signals
of future interest rate movements,

Signals of the future economic conditions that affect exchange rates never change quickly
Speculative positions in currencies may adjust quickly, which increases exchange rate
volatility

It is not unusual for a currency to strengthen substantially on a given day, only to weaken

substantially on the next day

Which of the following is wrong in regard to volume of international transactions?

The sensitivity of an exchange rate to these factors depends on the volume of international
transactions between the two countries.

If the two countries engage in a large volume of international trade but a small volume of

international capital flows, then the relative inflation rates will likely be more influential.
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10.

If the two countries engage in a large volume of capital flows, however, then interest rate
fluctuations may be more influential

If the two countries engage in a large volume of international trade but a small volume of
international capital flows, then the interest rate fluctuations will likely be more

influential.

Which of the following is wrong in regard to Influence of factors across multiple currency
markets?

Each exchange rate has its own market, meaning its own demand and supply conditions.
The value of the Malaysian ringgit in Australian dollars is influenced by the Australian
demand for ringgit

the amount of ringgit supplied to the market (by Malaysian consumers and companies) in
exchange for Australian dollars.

In some periods, most currencies move in the opposite direction against the Australian
dollar because of a particular underlying factor in Australia that has a similar impact on

demand and supply conditions across all currencies in that period.

Which of the following is wrong in regard tolmpact of liquidity on exchange rate
adjustment?

For all currencies, the equilibrium exchange rate is reached through transactions in the
foreign exchange market; however, the adjustment process is more volatile for some
currencies than for others

The liquidity of a currency affects the exchange rate’s sensitivity to specific transactions.

If the currency’s spot market is liquid, then its exchange rate will not be highly sensitive to
a single large purchase or sale, so the change in the equilibrium exchange rate will be
relatively small.

With many willing buyers and sellers of the currency, transactions can be accommodated

with difficulty.

Which of the following is true in regard to Impact of liquidity on exchange rate
adjustment?

if a currency’s spot market is illiquid, then its exchange rate may be highly sensitive to a
single large purchase or sale transaction.

In this case, there are not enough buyers or sellers to accommodate a large transaction,
which means that the price of the currency must change in order to rebalance its supply
and demand.

Illiquid currencies, such as those in emerging markets, tend to exhibit more volatile
exchange rate movements because the equilibrium prices of their currencies adjust to even
minor changes in supply and demand conditions

liquid currencies, such as those in emerging markets, tend to exhibit more volatile
exchange rate movements because the equilibrium prices of their currencies adjust to even

minor changes in supply and demand conditions

Which of the following is wrong in regard toMOVEMENTS IN CROSS EXCHANGE
RATES?
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A.

11.

12.

13.

Distinct international trade and financial flows between every pair of countries flows
dictate the unique supply and demand conditions for these two countries’ currencies,
conditions that affect movements in the equilibrium exchange rate between them.

The value of the British pound in Swiss francs (from an Australian perspective, this is a
cross exchange rate) is influenced by the Swiss demand for pounds and the supply of
pounds to be exchanged (by British consumers and companies) for Swiss francs.

The movement in a cross exchange rate over a particular period cannot be measured as its
percentage change in that period.

One can measure the percentage change in a cross exchange rate over some time period

even when one lack cross exchange rate quotations.

Which of the following is wrong in regard to MOVEMENTS IN CROSS EXCHANGE
RATES considering Australian dollar, British pound and Swiss franc?

If the British pound appreciates against the Australian dollar by a greater percentage than
the Swiss franc appreciates against the Australian dollar, then the British pound
appreciates against the Swiss franc.

If the British pound and Swiss franc move by the same percentage against the Australian
dollar, then there is no change in the cross exchange rate.

If the British pound appreciates against the Australian dollar and the Swiss franc
depreciates against the Australian dollar, then the British pound appreciates against the
Swiss franc

If the British pound appreciates against the Australian dollar by a smaller percentage than
the Swiss franc appreciates against the Australian dollar, then the British pound

appreciates against the Swiss franc

Which of the following is wrong in regard to Institutional speculation based on expected
appreciation/depreciation?

When financial institutions believe that a particular currency is presently valued lower
than it should be in the foreign exchange market, they may consider investing in that
currency now before it appreciates.

They would hope to liquidate their investment in that currency after it appreciates and so
benefit from selling it for a higher price than they paid.

They would hope to hold their investment in that currency after it appreciates and so
benefit from selling it for a higher price than they paid.

Some large financial institutions attempt to anticipate how the equilibrium exchange rate
will change in the near future and may then take a position in the target currency in order

to benefit from their expectations.

Which of the following is wrong in regard to Institutional speculation based on
expectations?

If financial institutions believe that a particular currency is presently valued higher than it
should be in the foreign exchange market, they may borrow funds in that currency now
and convert it to their local currency now; that is, before the target currency’s value

declines to its “proper’ level.
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B. The plan would be to repay the loan in that currency after it depreciates, so that the
institutions could buy that currency for a lower price than the one at which it was initially
converted to their own currency

C. The potential returns from foreign currency speculation are high for financial institutions
that have a small borrowing capacity.

D. Because foreign exchange rates are volatile, a poor forecast could result in a large loss.

14. Which of the following is wrong in regard to Speculation by individuals?
A. There is speculation in foreign currencies even by individuals whose careers have nothing

to do with foreign exchange markets

=

Individuals can take positions in the currency futures market or options market

C. Individuals can also establish a margin account on some websites; in this way, they can
take positions in foreign currency while financing a portion of their investment with
borrowed fund

D. they are not liable for any debt created from borrowing money to support the speculative

position.

15. Which of the following is wrong in regard to the ‘carry trade’?

A. One of the most common strategies used by institutional and individual investors to
speculate in the foreign exchange market is the carry trade, whereby investors attempt to
capitalize on the difference in interest rates between two countries.

B. Specifically, the strategy involves borrowing a currency with a high interest rate and
investing the funds in a currency with a low interest rate.

C. The investor may execute a carry trade for only a day or for several months.

D. The term ‘carry trade’ is derived from the phrase ‘cost of carry’, which in financial markets

represents the cost of holding (or carrying) a position in some asset.

Answers for Self Assessment

1 C 2 B 3 D 4 A 5 B
6 D 7 D 8 D 9 D 10. C
11. D 12. C 13. C 14. D 15. B

Review Questions

Describe briefly how different economic variables can impact the equilibrium exchange rate.

2. India had significant inflation at times. Describe why the Indian rupee is under pressure as a
result.

3. What sort of correlation is anticipated between the relative real interest rates of two nations

and the rates at which respective currencies are traded?
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4. What sort of correlation is anticipated between the relative real interest rates of two nations
and the rates at which respective currencies are traded?

5. The numbers for Australia's trade deficit are released each month. Forex traders frequently
respond to this announcement and even make an effort to predict the numbers before they are
released. Why do you believe the declaration of the trade imbalance occasionally has such an

effect on foreign exchange trading?

L“J Further Readings

International Financial Management 2ndEdition by Jeff Madura Ariful Hoque
Chandrasekhar Krishnamurti, 2018

International Accounting by Timothy S Doupnik_ Hector Perera, McGraw-Hill
Education (2014).
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Objectives

After studying this unit, you will be able to:
¢ understand the FEMA Act
*  explore the objectives and applicability of the FEMA Act
* understand the types of exchange rates

* apply methods of currency exchange

Introduction

In the world today, there are millions of transactions between citizens of different countries. Such
transactions need to be settled in the respective country’s home currency. If you are traveling to a
foreign country, you need to pay in the local currency of that country instead of the Indian rupee.
The expression of foreign exchange is popularly used to denote a foreign currency. The term also
covers the method by which a currency of one country is exchanged for that of another. If a bank is
said to buy or sells foreign exchange, it means it buys or sell foreign currencies. (Banks being the
authorized person are the pivot point for money exchange) Therefore foreign exchange can be
defined as- Foreign currency: Exchange of one currency into another. An exchange rate is the rate at
which one currency can be exchanged for another between nations or economic zones. It is used to
determine the value of various currencies in relation to each other and is important in determining
trade and capital flow dynamics. Exchange rates are quoted between two currencies. For example -
how many Canadian dollars (CAD) can be exchanged for one U.S. dollar (USD)? The exchange rate
as of June 2022 is 1.40, which shows that CAD 1.40 is received if exchanging USD 1.00
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8.1 Foreign Exchange Management Act (FEMA)

The Foreign Exchange Management Act, 1999 (FEMA), is an Act of the Parliament of India "to
consolidate and amend the law relating to foreign exchange to facilitate external trade and
payments and for promoting the orderly development and maintenance of foreign exchange
market in India.

FEMA was formulated to fill all the loopholes and drawbacks of FERA (Foreign Exchange
Regulation Act) and hence several economic reforms (major reforms) were introduced under
the FEMA act.

FEMA was basically introduced to de-regularize and have a liberal economy in India.

Objectives of FEMA

The main objective for which FEMA was introduced in India was to facilitate external trade
and payments.

In addition to this, FEMA was also formulated to assist the orderly development and
maintenance of the Indian forex market.

FEMA outlines the formalities and procedures for the dealings of all foreign exchange
transactions in India.

These foreign exchange transactions have been classified into two Categories-Capital Account
Transactions and Current Account Transactions.

Under the FEMA Act, the balance of payment is the record of dealings among the citizens of
different countries in goods, services, and assets.

It is mainly divided into two categories, i.e. Capital Account and Current Account.

Capital Account

Capital Account comprises all capital transactions whereas Current Account comprises trade
of merchandise.

Capital account recognizes the domestic investment in foreign assets and foreign investment
in domestic.

Current Account transactions are those transactions that involve inflow and outflow of money
to and from the country/countries during a year due to the trading/rendering of commodity,
service, and income.

The capital account is a record of the inflows and outflows of capital that directly affect a
nation’s foreign assets and liabilities.

It is concerned with all international trade transactions between citizens of one country and
those in other countries.

The components of the capital account include foreign investment and loans, banking, and
other forms of capital, as well as monetary movements or changes in the foreign exchange
reserve.

The capital account flow reflects factors such as commercial borrowings, banking,

investments, loans, and capital.

Current Account

The current account is an indicator of an economy’s status.
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The balance of payment comprises current and capital accounts, the remainder of the Balance
of Payment is the Capital Account, which consists of the movement of capital in the economy
due to capital receipts and expenditure.
Transactions are recorded in the current account in the following ways:

Exports are noted as credits in the balance of payments

Imports are recorded as debits in the balance of payments
The current account gives economists and other analysts an idea of how the country is faring
economically.
The difference between exports and imports, or the trade balance, will determine whether a
country's current balance is positive or negative.
When it is positive, the current account has a surplus, making the country a "net lender" to the
rest of the world. A deficit means the current account balance is negative. In this case, that

country is considered a net borrower.

Applicability of FEMA Act

FEMA (Foreign Exchange Management Act) applies to the whole of India and is equally
applicable to the agencies and offices located outside India (which are owned or managed by
an Indian Citizen).

The head office of FEMA is situated in New Delhi and is known as Enforcement Directorate.

FEMA is applicable to:

8.2

Foreign exchange - includes all the receipts & payments

Foreign securities - buy & sale of secirities

Exportation of any commodity and/or service from India to a country outside India.
Importation of any commodity and/or services from outside India.

Securities as defined under The Public Debt Act 1994.

Purchase, sale, and exchange of any kind (i.e. Transfer).

Banking, financial, and insurance services.

Any overseas company owned by an NRI (Non-Resident Indian) and the owner is 60% or
more.

Any citizen of India residing in the country or outside (NRI).

Main Features of Foreign Exchange Management Act, 1999

It gives powers to the Central Government to regulate the flow of payments to and from a
person / entity situated outside the country.

All financial transactions concerning foreign securities or exchange cannot be carried out
without the approval of FEMA. All transactions must be carried out through “Authorized
Persons.”

In the general interest of the public, the Government of India can restrict an authorized
individual from carrying out foreign exchange deals within the current account.

Empowers RBI to place restrictions on transactions from capital Account even if it is carried
out via an authorized individual.

As per this act, Indians residing in India have the permission to conduct a foreign exchange,

foreign security transactions, or the right to hold or own immovable property in a foreign
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8.3

country in case security, property, or currency was acquired, or owned when the individual
was based outside of the country, or when they inherit the property from individual staying

outside the country.

Regulationandmanagementofforeign exchange Noperson shall

transact in foreign exchange or transfer foreign securities to anyone who isn't an authorized
person (AP);

make any payment to or on behalf of any person residing outside of India in any manner;
receive any payment by order or on that person's behalf in any fashion, other than through an
authorized person.

Explanation: For the purposes of this clause, any person in or resident of India who receives
any payment by order of or on behalf of any person residing outside of India through any
other person (including an authorized person) without a corresponding inward remittance
from any location outside of India shall be deemed to have received such payment otherwise
than through an authorized person;

enter into any financial transaction in India in exchange for, or in connection with, the

creation, transfer, or acquisition of a right to acquire, by any person, any asset outside of India.

Authorized Dealers

Authorized dealers are the institutions that have the license from the RBI to sell and buy
foreign currencies.

Most of the authorized dealers are banks.

As per the Foreign Exchange Management Act, 1999, the Reserve Bank, on an application,
may authorize any person to be known as an authorized person to deal in foreign exchange as

an Authorized Dealer.

Categories of Authorized Dealers

There are three types of authorized dealers, depending upon the type of institution. These three
types are classified under the below-mentioned categories.

Category I
Category 1I
Category III
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Category

Entities

Activities
Permitted

Authorized
Dealer —
Category |

1.Commercial
Banks

2.5tate Co-
aperative Banks

3.Urban Co-
operative Banks

As per RBI
guidelines, all
current and
capital account
transactions

Authorized
Dealer
Category — 11

1. Upgraded
FFNMC

2. Co-operative
Banks

3. Regicnal
Rural Banks
(RRB’s), others

All activities
permitted to
FFMC and
specified non-
trade related
current account
transactions

Authorized dealers list by RBI

Authorized
Dealer

Category — Il

1. Select
Financial and
other
Institutions

Foreign
exchange,

transactions
related

Full Fledged
Money
Changers

1. Department
of Post

2.Urban Co-
operative
Banks

3. Other FFMC

Furchase of
foreign
exchange and
sale for
private and
business
visits abroad

LIST OF AUTHORISED DEALERS CATEGORY-I

&l No. Name and address of the entity
1. The Royal Bank of Scotland N.V.
Laval 3,4, Norlh Avanua, Makar Maxily, Bandrz-Kurla Complex, Bandra (E). Murniai 400 051
2 Abu Dhabi Cammercial Bank Ltd.
Forgign Exchange Department, 73 B, Rehmat Manzil, Veer Nariman Road, Mumbai- 400 020
3 Allahabad Bank,
Forgign Department, Head Cffice, Gillander House, Ground Floor, Block F. 8, M.5.Road. Kolkata-700001
4. Andhra Bank.
International Banking Division, 8F, Maker Towers, Cuffs Parade, Mumbai-400 005,
5 Antwerp Diamond Bank NV
Mumkbai Branch, Znd Floor, Engineering Cenlre, 8, Mathew Road, Opera House, Mumbzi-400 004,
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8.4 FEMA Act Violation Cases.

Mumbai: The Enforcement Directorate (ED) said it seized Rs 5,551.27 crore

belonging to Xiaomi Technology India Pvt Ltd (Xiaomi India) on Saturday,
nearly a fortnight after it questioned Manu Kumar Jain, the company's glok

vice president. The company is being investigated for alleged violations of th
Foreign Exchange Management Act (FEMA) since February pertaining to
suspected illegal remittances made by it, the ED said in a statement.

Xiaomi India is a wholly owned subsidiary of the China-based Xiaomi Grouj
“This amount of Rs 5,551.27 crore lying in the bank accounts of the company
has been seized by the ED,” the agency said. Sources said the agency is
investigating the company’s foreign funding, shareholding, financial
statements and related activities. Jain’s statement had been recorded at the
agency's Bengaluru office.

Tae EconoMIc TIMES Industry

English Ed o> | €2 June 2022, 0747 2MIST | Puint Editicn

Future Retail independent directors claim
Amazon deal violates FEMA, FDI rules

Synopsis
The asssrticns of Amazon vaich it has claimed with success inthe arbitral tribunal mss 0t Aimezon has significant strategic rights over FRL
superior to 'l the shareholdsrs, lencers anc creditors of FRL, without hoiding ever asingle sharein FRL.

Independent directors of Future Retail (FRL) said Amazon is in violation of
foreign exchange rules since the Singapore arbitral tribunal has made FRL a party
Llw Lhe arbitralion proceedings. 1n a leller Lo Lhe stock exchange, independenl
directors said Amazon has also concealed facts, made misrepresentations and
false representaticns to the Competition Commission of India tc seek approval for
its investnient in l'uture Coupons, a promoter holding company.

The assertions of Amazon which it has claimed with success in the arbitral

tribunal meant Amazon bas significant strategic rights over FRL superior to all the
sharaholders, lenders and creditors of FRI, without halding even a single share in

FRL

8.5 Rate of Exchange

Exchange rates are defined as the price that one nation or economic zone’s currency can be
exchanged for another currency.

The rates are impacted by two factors:
a. The domestic currency value

b.  The foreign currency value

The main cause of fluctuations in the exchange rates are demand and supply of a currency, i.e.

the amount generally offered for sale or purchase at a given moment.
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If the general demand for a currency at any moment exceeds the current supply, the exchange
value of that currency appreciates, similarly if the demand falls, the currency value will
depreciate.
The factors affecting the demand and supply of a currency are numerous and varied.
The supply and demand depend upon the balance of trade and balance of payment position
of a country.
The political outlook in a country is also a potent factor.
Exchange rates are quoted -

For selling and buying transactions

In two methods - direct & indirect

For different periods - spot and forward

Bid-Ask Prices

The bid and ask prices are usually different from each other. For example, the EUR/JPY bid
and ask prices can look like this: 119.21/119.23.

The bid price is usually lower than the ask price.

This difference in bid and ask prices (spread) is what Forex brokers use as a payout because
often times, they don’t have commission fees on trading or deposits/withdrawals. In this
example, a spread would be 2 pips - 119.23-119.21=0.02.

Base Currency in a Forex Pair

The base currency is the first element of the pair, and it represents one unit of that currency
that buys the second currency.
For example, in the EUR/USD currency pair, the euro is the base currency and it shows how

much US dollars can one euro buy.

How to Read Currency Pairs?

Currency pairs are the most important elements of Forex trading because they are used as
assets for the actual trading process.

People buy and sell base currency quote currency combinations to generate payouts.

A currency pair consists of two elements, as we have already mentioned:

The base and quote currencies.

They are separated by a slash between them like this - EUR/USD.

A currency pair represents the amount of the second currency (the quote) that is needed to
buy the first one (the base).
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L

=l lE T 3s an amount of

the domestic currency you will have to pay
to obtain a unit of a foreion currency."

TYPES OF EXCHANGE RATES

Fixed Itis “pegged” or linked to another
Rate currency ar asset (often gold) to derive
its value.

Flexible This system is one whereby the rate of a
Rate currency is determined by the market
forces of demand and supply

Forwar It stipulates the purchase or sale of a

d Rate foreign currency at a predetermined
rate at some date in the future

Spot They represent the day-to-day exchange

Rate rate and vary by a few basis points every
day.

Dual Separately by two values - one rates

Rate applicable for the foreign transactions &

another for the domestic transactions.

8.6 Currency Exchange Quotes

Direct and Indirect Quote
e A direct currency quote uses the domestic or home currency as the base.

*  For example, for an American national, the direct currency quote to obtain Euros will look
like USD/EUR 1.17.

Indirect Quote

An indirect currency quote denotes the domestic currency as the quoted currency.

Or, in simpler terms, the value of our home currency is expressed in terms of the foreign
currency sought to be acquired or sold.

For example, EUR/USD 0.87. This means that a European Currency holder will have to give
up 0.87 Euros to acquire 1 USD.

Bid & Ask Price

In practical life, currency quotes are always quoted as USD/EUR 1.1681-1.1685

The former part of the quote, USD/EUR 1.1681, is known as the bid rate. Bid Rate is the rate at
which the bank will pay you should you go to it to buy Euros against USD. It is nothing but
the buying rate for the bank.

The latter part of the quote, USD/EUR 1.1685, is known as the ask rate.

Ask Rate is a rate which the bank “asks” you to obtain a unit of Euro against the value in the
dollar. It is nothing but the selling rate for the bank.

It is important to know that the ask rate will always exceed the bid rate.

The bank will always buy at a lower rate and sell at a higher rate.

The simple reason is that the difference is the margin that the bank earns for facilitating such

currency exchange.

Cross Currency Rate
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*  Reserve currency or an anchor currency is essentially the one in terms of which most other
currencies are expressed.

*  Such currency is held in large amounts by governments as Forex reserves.

e The US Dollar is currently the most widely held reserve currency, followed by the Euro.
*  Consequently, a currency quote not expressed in terms of USD is known as a cross rate.
e All dominant and frequently traded currencies are translated in terms of USD.

*  However, certain transactions may be such that they do not contain the dollar component
at all.

* In such cases, the currency quotes are required to be expressed at a rate relative to one
another to facilitate that exchange.

@Example-A manufacturer in Germany wants to obtain certain automobile parts from a
supplier in Australia. The supplier only accepts payment in Australian Dollars (AUD). Therefore,
the German manufacturer will be compulsorily required to convert EUR to AUD to close the
contract. The amount payable to the Australian Supplier is AUD 350,000.

The following quotes are quoted by the exchange.

EUR/USD 1.1670-1.1674
USD/AUD 1.3561-1.3570

The quote relevant to the German manufacturer is EUR/ AUD

The simple multiplication of (bid*bid)-(ask*ask) gives the required cross rate. (EUR/USD
1.1670-1.1674) (USD/AUD 1.3561-1.3570)

= (1.1670*1.3561) --- (1.1674*1.3570)

=1.5826-1.5841

Therefore, the amount payable to the bank to obtain AUD 350,000 is (350,000/1.5841) EUR
220,945.

Spot Exchange Rates

The spot exchange rate is the current market price for exchanging one currency for another.
The rate one would have to pay in one currency to buy another at any moment in time.

The forex market is the largest and most liquid market in the world, with trillions of dollars
changing hands daily.

The most actively traded currencies are the U.S. dollar, the euro, the British pound, the
Japanese yen, and the Canadian dollar.

The euro is used in many continental European countries including Germany, France, and
Italy.

Global forex trading takes place electronically between large, multinational banks,
corporations, mutual funds, hedge funds, insurance companies, and government entities.
Transactions are made for a wide range of purposes, including import and export payments,
short- and long-term investments, loans, and speculation.

Some currencies, especially in developing economies, are controlled by governments that set
the spot exchange rate.

For instance, the central government of China has a currency peg policy that sets the yuan and

keeps it within a tight trading range against the U.S. dollar.

Forward Foreign Exchange
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* A forward foreign exchange is a contract to purchase or sell a set amount of a foreign
currency at a specified price for settlement at a predetermined future date (closed forward)
or within a range of dates in the future (open forward).

* Contracts can be used to lock in a currency rate in anticipation of its increase at some point
in the future. The contract is binding for both parties.

* For example, assume that Company A in the United States wants to contract for a future
purchase of machine parts from Company B, which is located in France.

* Therefore, changes in the exchange rate between the US dollar and the euro may affect the
actual price of the purchase - either up or down.

* The exporter in France and the importer in the US agree upon an exchange rate of 1.30 US
dollars for 1 euro that will govern the transaction that is to take place six months from the
date the currency forward contract is made between them.

e At the time of the agreement, the current exchange rate is 1.28 US dollars per 1 euro.

» If, in the interim and by the time of the actual transaction date, the market exchange rate is
1.33 US dollars per 1 euro, then the buyer will have benefited by locking in the rate of 1.3.

¢ On the other hand, if the prevailing currency exchange rate at that time is 1.22 US dollars for
1 euro, then the seller will benefit from the currency forward contract.

* However, both parties have benefited from locking down the purchase price so that the
seller knows his cost in his currency, and the buyer knows exactly how much they will
receive in their currency.

Summary

The Foreign Exchange Management Act of 1999 establishes the legal framework for managing
foreign exchange transactions in India. All transactions involving foreign currency have been
categorised as either capital or current account transactions under the Foreign Exchange
Management Act, 1999 (FEMA), which went into effect on June 1, 2000. Current account
transactions are all activities made by a resident outside of India that do not change his or her
assets, liabilities, or contingent obligations. Under FEMA, capital account transactions are those that
change a person's assets or liabilities, including contingent liabilities. Assets or liabilities owned
outside India by an Indian resident or assets or liabilities held inside India by an Indian resident are
changed. The primary idea of FEMA is transactions on the capital and current accounts. Both
capital account and current account transactions involving residents and non-residents fall under
this category. The basic idea is that as long as it's a current account transaction, it's okay unless
FEMA forbids it or particularly regulates it. The general rule for capital account transactions is that
they are forbidden by FEMA unless they are expressly authorized.

Keywords

“Capital Account Transaction” means a transaction, which alters the assets or liabilities, including
contingent liabilities, outside India of person’s resident in India or assets or liability in India of
person’s resident outside India, and includes transactions referred to in 1Section 6(3);

“Authorized person” means an authorized dealer, money changer, off-shore banking unit or any
other person for the time being authorized under section 10(1) to deal in foreign exchange or
foreign securities; [Section 2(c)]

“Adjudicating Authority” means an officer authorized under sub-section (1) of section
16(1);[Section 2(a)]

Self Assessment

1. RBI cannot do all transactions in the foreign exchange itself. Hence, RBI delegates its

’ ’

powers to the with suitable guidelines, to deal in foreign exchange and foreign
securities.

A. Authorized Persons
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Authorized workers
Authorized managers

Authorized directors

Commercial Banks, State Co-op Banks, Urban Co-op Banks fall under
Authorized Dealer -Category I

Authorized Dealer -Category II

Authorized Dealer -Category III

Full Fledged Money Changers (FFMC)

Upgraded FFMCs, Coop Banks, Regional Rural Banks (RRBs), others fall under
Authorized Dealer -Category I

Authorized Dealer -Category II

Authorized Dealer -Category III

Full Fledged Money Changers (FFMC)

Select Financial and other institutions fall under
Authorized Dealer -Category I

Authorized Dealer -Category II

Authorized Dealer -Category III

Full Fledged Money Changers (FFMC)

Department of Post, Urban Co-op Banks, Other FFMC fall under
Authorized Dealer -Category I

Authorized Dealer -Category II

Authorized Dealer -Category III

Full Fledged Money Changers (FFMC)

Full Fledged Money Changers (FFMC) has following Permitted Activities:

All current and capital account transactions as per RBI directions issued from time to time
Specified non-trade related current account transactions and all activities permitted to
FFMC

Transactions incidental to the foreign exchange

Purchase of foreign exchange and sale for private and business visits abroad.

Authorized Dealer - Category III are Permitted following Activities:

All current and capital account transactions as per RBI directions issued from time to time
Specified non-trade related current account transactions and all activities permitted to
FFMC

Transactions incidental to the foreign exchange

Purchase of foreign exchange and sale for private and business visits abroad.

Authorized Dealer - Category II are Permitted following Activities

All current and capital account transactions as per RBI directions issued from time to time
Specified non-trade related current account transactions and all activities permitted to
FFEMC
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Transactions incidental to the foreign exchange

Purchase of foreign exchange and sale for private and business visits abroad.

Authorized Dealer - Category I are Permitted following Activities

All current and capital account transactions as per RBI directions issued from time to time
Specified non-trade related current account transactions and all activities permitted to
FFMC

Transactions incidental to the foreign exchange

Purchase of foreign exchange and sale for private and business visits abroad.

Section 2(c) of the Foreign Exchange Management Act or FEMA states that ‘authorized
person’ means an authorized dealer, money changer, off-shore banking unit, or any other
person authorized under section ............ to deal in foreign exchange and foreign
securities.

10 (1)

11 (1)

............ deal in all other transactions in foreign exchange like bill of exchange, cheques,
letters of credit, deposits, etc.

Authorized Dealer -Category I

Authorized Dealer -Category II

Authorized Dealer -Category III

Full Fledged Money Changers (FFMC)

. Which of the following is wrong in regard to FEMA?

Though RBI exercises overall control over foreign exchange transactions, enforcement of
FEMA has been entrusted to a separate 'Directorate of Enforcement' formed for this
purpose.

FEMA, 1999 extends to the whole of India except J&K.

The scope of the Act has been extended to include branches, offices and agencies outside
India.

The scope is thus wide enough because the emphasis is on the words “Owned or
Controlled”. Contravention of the FEMA committed outside India by a person to whom

this Act applies will also be covered by FEMA.

The term’person resident in India’meansthefollowingentities: A person who resides in India
for more than ...... days during the preceding financial yea.

182

250

365

730

. Section .....deals with current account transaction.

5
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15. Section .....deals with capital account transaction.
6

90w p

7
8
9

Answers for Self Assessment

1 A 2 A 3 B 4 C 5 D
6 D 7 C 8 B 9 A 10. A
11. A 12. B 13. A 14. A 15. A

Review Questions

What is the role of Authorized Persons under the Foreign Exchange Management Act, 1999?

2. What is the meaning of Current account Transactions and the Regulations and rules
governing them?

3. Name certain important terms and definition under the Foreign Exchange Management Act,
1999.

4. What is the meaning of Capital account Transactions and the Regulations and rules governing
them?

5. Explain the concept of Residential Status under the Foreign Exchange Management Act, 1999?

L.I_] Further Readings

ICALI: Paper 4: Corporate and economic laws

International Financial Management 2ndEdition by Jeff Madura Ariful Hoque
Chandrasekhar Krishnamurti, 2018

International Accounting by Timothy S Doupnik_ Hector Perera, McGraw-Hill
Education (2014).
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Objectives
After studying this unit, you will be able to:

understand the various ways, policies, and regulations of forex management by Reserve Bank
of India (RBI)

understand the role of FEDAI in managing Forex

understand the dealing room activities and its functions

analyses the performance of a dealing room

understand the different risks that affect the functioning of a dealing room

take the corrective measures to avoid and mitigate the risks faced by the dealing room traders

understand Correspondent Bank relationships

Introduction

India moved to a market-determined exchange rate system in March 1993. Under the new system,
the rupee’s exchange rate against other currencies is determined largely by market demand and
supply. The Reserve Bank of India intervenes occasionally, only for maintaining orderly conditions
in the market by curbing excessive volatility. Though large corporates continue to be active players
in the Indian market, SMEs have also increased their presence. As one of the fastest-growing
economies in the world, India’s demand for crude oil has been growing significantly over the years.
With limited proven reserves, the bulk of India’s crude requirement is met through imports. Also,
in recent years India’s gold imports have increased significantly, putting pressure on its current
account. Besides the software exports, remittances from the Indian diaspora have been quite robust
and have helped contain the current account deficit (CAD) India, as structurally, a current account
deficit economy, depends on capital flows to finance the CAD. During the last few years, India has
witnessed a significant surge in capital flows in the form of Foreign Direct Investment (FDI),
portfolio investments by FlIs, and External Commercial Borrowings (ECB). RBI is managing the
Foreign exchange in Indian economy. The Foreign Exchange Dealers Association of India (FEDAI)
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is an association of commercial banks that specializes in the foreign exchange (forex) markets in
India. These institutions are also called Authorized Dealers or ADs. Created in 1958 and
incorporated under Indian law, Section 25 of The Companies Act of 1956, the Association regulates
the rules that determine commissions, fees, and charges that are attached to the interbank foreign
exchange business. The FEDAI determines many of the rules that oversee the day-to-
day forex transactions in India. In addition to creating rules, FEDAI assists member banks by acting
as an advisor, training personnel about Foreign Exchange Business, and accrediting foreign
exchange brokers.

9.1 Liberalized Approach

The Reserve Bank issues licenses to banks and other institutions to act as Authorized Dealers in the
foreign exchange market.

In keeping with the move towards liberalization, the Reserve Bank has undertaken substantial
elimination of licensing, quantitative restrictions, and other regulatory and discretionary controls.

Apart from easing restrictions on foreign exchange transactions in terms of processes and
procedure, the Reserve Bank has also provided the exchange facility for liberalized travel abroad
for purposes such as:

conducting business,

attending international conferences,
undertaking technical study tours,
setting up joint ventures abroad,
negotiating foreign collaboration,

pursuing higher studies and training, and also for medical treatment.
Moreover, the Reserve Bank has permitted residents to hold a liberal amount of foreign currency.

Residents can now also open foreign currency accounts in India and credit specified foreign
exchange receipts into it.

Foreign Investment

Foreign investment comes into India in various forms.

Following the reforms path, the Reserve Bank has liberalized the provisions relating to such
investments.

The Reserve Bank has permitted foreign investment in almost all sectors, with a few
exceptions.

In many sectors, no prior approval from the Government or the Reserve Bank is required for
non-residents investing in India.

Foreign institutional investors are allowed to invest in all equity securities traded in the
primary and secondary markets.

Foreign institutional investors have also been permitted to invest in Government of India
treasury bills and dated securities, corporate debt instruments, and mutual funds.

The NRIs have the flexibility of investing under the options of repatriation and non-
repatriation.

Similarly, Indian entities can also make an investment in an overseas joint venture or in a

wholly-owned subsidiary abroad up to a certain limit.

External Commercial Borrowings
Indian companies are allowed to raise external commercial borrowings including commercial-
bank loans, buyers’ credit, suppliers’ credit, and securitized instruments.

Foreign Currency Convertible Bonds (FCCBs) and Foreign Currency Exchangeable Bonds
(FCEBs) are also governed by the ECB guidelines.
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Liberalised Remittance Scheme

As a step towards further simplification and liberalization of the foreign exchange facilities
available to the residents, the Reserve Bank has permitted resident individuals to freely remit
abroad up to a liberal amount per financial year for any permissible purposes.

Currency Futures

Exchange-traded currency futures are permitted in India. Such trading facilities are currently
being offered by the National Stock Exchange, the Bombay Stock Exchange, and the MCX-
Stock Exchange.

As the product is an exchange-traded, the conduct of the currency futures trading facility is

being regulated jointly by the Reserve Bank and the Securities and Exchange Board of India.

Exchange Rate Policy

The Reserve Bank’s exchange rate policy focuses on ensuring orderly conditions in the foreign
exchange market.

For the purpose, it closely monitors the developments in the financial markets at home and
abroad.

When necessary, it intervenes in the market by buying or selling foreign currencies.

The market operations are undertaken either directly or through public sector banks.

In addition to the traditional instruments like forward and swap contracts, the Reserve Bank
has facilitated increased availability of derivative instruments in the foreign exchange market.
It has allowed trading in Rupee-foreign currency swaps, foreign Currency-Rupee options,
cross-currency options, interest rate swaps and currency swaps, forward rate agreements, and

currency futures.

Foreign Exchange Reserves Management

The Reserve Bank of India, is the custodian of the country’s foreign exchange reserves and is vested
with the responsibility of managing their investment.
The Reserve Bank’s reserves management function has in recent years grown both in terms of
importance and sophistication for two main reasons.
First, the share of foreign currency assets in the balance sheet of the Reserve Bank has
substantially increased.
Second, with the increased volatility in exchange and interest rates in the global market, the
task of preserving the value of reserves and obtaining a reasonable return on them has become
challenging.
The basic parameters of the Reserve Bank’s policies for foreign exchange reserves
management are safety, liquidity, and returns.
The Reserve Bank of India Act permits the Reserve Bank to invest the reserves in the following

types of instruments:
1. Deposits with Bank for International Settlements and other central banks.
2.Deposits with foreign commercial banks.

3.Debt instruments representing sovereign or sovereign-guaranteed liability of not more
than 10 years of residual maturity.

4.Other instruments and institutions as approved by the Central Board of the Reserve
Bank following the provisions of the Act.

5.Certain types of derivatives.

While safety and liquidity continue to be the twin pillars of reserves management, return

optimization has become an embedded strategy within this framework.
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The Reserve Bank has framed policy guidelines stipulating stringent eligibility criteria for
issuers, counterparties, and investments to be made with them to enhance the safety and
liquidity of reserves.

The Reserve Bank, in consultation with the Government, continuously reviews the reserves

management strategies.

9.2 Legal Framework

Reserve Bank of India Act, 1934
Foreign Exchange Management Act, 1999

FEDAI's Core Functions

Adpvising and supporting member banks with issues that arise in their dealings

Representing member banks on the Reserve Bank of India (India's central bank)
Announcement of daily and periodical interest rates to member banks

Guidelines and Rules for Forex Business.

Training of Bank Personnel in the areas of Foreign Exchange Business.

Accreditation of Forex Brokers

The FEDAI rules govern all Authorized Dealers of foreign exchange in India. Some of the

important rules of FEDAI are as under...

Trading Hours of Authorized Dealers

Exchange trading hours for interbank forex market in India is 9a.m to 5 p.m.
As per the trading rule, ADs shall not take customer transactions after 4.30 pm on all working
days.
However, in the cases of cross-currency transactions cut-off time limit of 5 p.m. is not
applicable, but the management of the concerned bank shall lay down the timings for
extended dealing hours. Saturday will not be treated working day for foreign exchange
dealings.
The member banks are free to determine their charges for various types of forex transactions,
keeping in view the advice of RBI that such charges are not to be out of line with the average
cost of providing services.
Banks should take care to ensure that customers with a low volume of activities are not
penalized.
Banks should prominently display their card rates for foreign currencies on their website
and/or their B Category branches.
Banks should also declare

Threshold amounts up to which they are committed to apply card rates.

Frequency and time of publishing the card rate.
Authorized dealers may undertake customer (person resident in India and persons resident
outside India) and inter-bank transactions on all working days beyond normal market hours.
Transactions with person resident outside India, through their foreign branches and
subsidiaries may also be undertaken on all working days beyond normal market hours.
Transactions, including value cash transactions, for individual persons (including joint
accounts or a proprietary firm) can be undertaken even on Saturdays, Sundays, and holidays

as per the banks' internal policy.

Post Shipment Credit in Rupees
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Application of exchange rate Foreign Currency bills will be
purchased/discounted/negotiated at the Authorized Dealer’s current bill buying rate or
contracted rate.

Interest for the normal transit period and/or usance period shall be recovered upfront

simultaneously.

Crystallization

The process of converting the foreign currency liability of the exporter into Indian Rupee
liability is called 'crystallization of foreign currency export bills’.

The purpose of crystallization is to transfer the exchange risk involved in a belated receipt of
export bill payment to the exporter.

Authorized Dealers should formulate their own policy for crystallization of foreign currency
liability into rupee liability, in case of non-payment of bills on the due date.

The policy in this regard should be transparently available to the customers.

Realization of Bill After Crystallization

After receipt of advice of realization, the authorized dealer will apply the TT buying rate or
contracted rate (if any) to convert foreign currency proceeds.

Dishonor of Bills

In case of dishonor of a bill before crystallization, the Bank shall recover;

1.
2.

Rupee equivalent amount of the bill and foreign currency charges at TT selling rate.

Appropriate interest and rupee- denominated charges.

Application of Interest

a)

b)

<)

Rate of interest applicable to all export transactions shall be as per the guidelines of the
Reserve Bank of India from time to time.

Overdue interest shall be recovered from the customer, if payment is not received within the
normal transit period in case of demand bills and on/or before notional due date/actual due
date in case of usance bills, as per RBI directive

In case of early realization, interest for the unexpired period shall be refunded to the
customer.

Normal Transit Period

d)

)

f)
g)

Concepts of normal transit period and notional due date are linked to the interest rate on

export bills and to arrive at the due date of the bill/export credit.

Normal transit period comprises the average period normally involved from the date of
negotiation/ purchase/discount till the receipt of bill proceeds.

It is not to be confused with the time taken for the arrival of the goods at the destination.

Normal transit period for different categories of an export business are laid down as below.

Business Through Intermediaries

Exchange brokers, Multi Bank Portals (MBP), and Electronic Order Matching Systems (EOMS)
are some of the commonly used intermediaries in foreign exchange markets.

While such intermediaries were earlier accredited by FEDAI, from 05 October 2018, FEDAI
will continue to be the accrediting agency for Exchange Brokers (Voice) only.

Electronic Trading Platforms viz. MBPs and EOMs will require to obtain authorization from
RBI.

Authorized Dealers shall use the services of intermediaries accredited by FEDAI/RBI.
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No brokerage, fees, charges, or any other form of remuneration shall be paid by the
Authorized Dealers to other bank employees on any foreign exchange contracts.
Accredited intermediaries will conform to the rules, conditions, and code of conduct laid

down by FEDAI from time to time.

Interbank Settlement
Issues of delays in payments of funds in any currency (including the Indian Rupee) in the
settlement of foreign exchange contracts are dealt with in this rule.
Considering the technological advances in processes of payments and reconciliation of
accounts, it has become far speedier to detect nondelivered funds.

Banks are expected to track delivery of funds, note discrepancies if any, and take corrective

actions expeditiously and efficiently

Interest for Delayed Delivery
In the event of late delivery of any currency (including Indian Rupee) in a foreign exchange
contract, interest for the number of days of delay (regardless of the causes for delay) shall be
payable by the seller-bank.
The interest for the overdue period shall be payable at the rate of 2% over the benchmark rate

of the currency concerned.

The benchmark rates for the currencies are listed below: -

1IN -FBIL MIBOR overnight rate

251G -DBaserate of Barclays Bank

3. USD - Psime Base rate of Citibank NA

4 EUR  -Marginal Lending Facility rate of European Central Bank
5. JPY - Prime rate of Bank of Tokyo-Mitsubishi UF] Ltd.

6. CHF -3 month rate of Swiss National Bank

7.CAD - Prime rate of Bank of Nova Scotia

Deliberate Default

* In case the claim is not settled within 60 days from the date of lodgment of claim, the
matter may be referred to FEDAI for the final decision, which shall be binding on both the
banks concerned.

¢ The matter would be examined by the Managing Committee of FEDAI or any other Sub-
Committee appointed for this purpose by the Managing Committee.

*  The said committee of FEDAI will decide about the penalty on the defaulting bank.
Wrong Delivery of Funds

In case, a seller bank delivers funds to an account other than the notified account of the buyer bank,
it shall compensate the buyer in terms of the above rules.

Use of incorrectly paid funds (undue enrichment)

A bank that has received funds, not intended for its accounts, shall be liable to compensate the bank
which has been out of funds by either returning the funds with proper value, provided 1.charges
for back valuation are borne by the original remitting bank.

2.returning the funds with interest that is earned, with fewer charges, if any.
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9.3 Dealing Room

The dealing room undertakes all the transactions relating to foreign exchange within the bank,
an acts on behalf of the bank in the interbank market, in parallel markets or with the
customers.

Foreign exchange rates in simple terms mean the value of one currency in terms of another.
The rates of exchange are guided basically by the demand and supply factors.

Because of this one see fluctuations in exchange rates in foreign exchange markets.

Dealing room to take advantage of such volatility in exchange rates will enter into trading
positions - purely buying and selling - to maximize the profits.

Therefore, a dealing room occupies an important role in the organization as a profit center.

A dealing room is a centralized establishment, usually of a commercial bank, which is willing
to offer a two way dealing price for different currencies (and asset classes instruments) at all
times even when they may not wish to deal.

It is staffed by technicians - popularly known as dealers - who have acquired a specialized

skill and whose training has little to do with traditional banking.

Functions of a dealing room

Basically a dealer is a service provider - to meet the requirements of his customers - to buy or
sell currencies (and various other asset classes).
He is also a part and parcel of the profit center - dealing room.
Basically a dealer has to maintain two positions - funds position and currency (or asset)
position.
A Dealing-room gathers traders operating on financial markets.
The dealing room is also often called the front office.
The banks’ capital market and money market (domestic and currencies) businesses, foreign
exchange, long-term financing, bond market are gathered in today’s dealing room operation.
Foreign exchange dealing room operations comprise functions of a service branch to meet the
needs of other branches / divisions to buy/sell foreign currency
It acts a profit center for the banks / financial institution
A dealer has to maintain two positions

funds position and

currency position

The funds position reflects inflows and outflows of funds i.e. receivables and payables.
Currency position deals with overbought and oversold positions, arrived after taking various
merchant or inter-bank transactions and the dealer is concerned with the overall net position.
The overall net position exposes the dealer to exchange risks from market movements.
A foreign exchange dealer, if he is a market maker, will quote a two-way price when asked for
(bid & offer), the difference between the buying and selling rate is the dealers margin.

Forex dealers work at a hectic pace and use slang to save time.

Working at a Dealing Room
The activities of a foreign-exchange dealing room, where world currencies are bought and
sold, has actually changed very little over time.

Indeed, the foreign-exchange market is very different from other financial markets, such as the

bond or equity markets.
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Trading takes place on one floor, and for the most part over the telephone, or on
electronic screens.

94

In a foreign-exchange dealing room there are a large number of traders, each of them sitting at
a desk.

On these desks there are a number of computers with electronic screens.

Each of the traders is trading, that is buying or selling, usually one foreign-exchange bilateral
pair.

By that I mean they are buying or selling pounds for dollars, or dollars for euros, or euros for
yen, or dollars for yen.

All the major currencies would be covered by the traders in the trading room, involving all the
spot exchange rate and the forward and future exchange rates for the major currencies.

In some cases there will be traders who deal with a number of smaller currencies, which are
sometimes known as exotic currencies.

That is when you are dealing in, for example, the Malaysian ringgit or the Thai baht or the

Korean won.

Vehicle Currency and its Utility

Assume that you have a customer who wants to sell Norwegian krone and buy South African
rand.

There is literally no market for doing that directly, as it would be extraordinarily illiquid.

Each of the smaller currencies has quite a flourishing market with the US dollar, and in future
will do so with the euro.

If somebody wants to sell Norwegian krone to buy South African rand, he can sell the
Norwegian krone for the dollar, and then use the dollar he has obtained to purchase the South
African rand.

So he sells the dollar and buys rand. In effect, he is going though the vehicle of the much more
widely traded currency--i.e. the dollar or the euro--in going from one minor currency to

another.

Performance measurement of a dealing room

9.5

A dealing room has the dual role that quite often conflict with each other.

While on one hand, it is expected to serve its clientele by offering extremely fine exchange
rates that allows them to hedge their exposure in a most cost efficient way, on the other it is
expected to function as an independent profit center generating handsome profits for the
organization.

As a profit center, the front office is expected to generate sufficient profit not only to cover the
costs associated with its operations but also such profits as may be determined by the head of
the Forex operations.

Reserve bank of India has approved Foreign Exchange Dealers Association of India (FEDAI)
guidelines on Uniform Standard Accounting procedures for the valuation of Forex profit &

losses by the authorized dealers.

Risk Management at Dealing Room

The forex market is among the most active and liquid in the world, with trillions of dollars

changing hands between different currencies.
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Still, there are many risks that a trader must be aware of and how to minimize or mitigate
those risks.
Because forex trading operates with a relatively high degree of leverage, the potential risks are

magnified compared to other markets.

Major Risk In Forex Dealing Operations

Exchange Rate Risk
Interest Rate Risk

Credit Risk

Country Risk

Liquidity Risk

Marginal or Leverage Risk
Transactional Risk

Risk of Ruin

Exchange Rate Risk

Exchange rate risk is the risk caused by changes in the value of currency.

It is based on the effect of continuous and usually volatile shifts in the worldwide supply and
demand balance.

This risk can be quite substantial and is based on the market's perception of which way the
currencies will move based on all possible factors that happen (or could happen) at any given
time, anywhere in the world.

The Position Limit -A position limit is the maximum amount of any currency a trader is
allowed to carry, at any single time.

The Loss Limit -The loss limit is a measure designed to avoid unsustainable losses made by
traders by means of setting stop loss levels. It is imperative that you have stop loss orders in
place.

Risk / Reward Ratios -A method traders use as a guideline when trying to control
exchange rate risk is to measure their intended gains against their possible losses.

The idea is that most traders will lose twice as many times as they profit, so a guide to trading

is to keep your risk/reward ratio to 1:3.

Interest Rate Risk

Interest rate risk refers to the profit and loss generated by fluctuations in the forward spreads,
along with forward amount mismatches and maturity gaps among transactions in the foreign
exchange book.

This risk is pertinent to currency swaps; forward outright, futures, and options.

To minimize interest rate risk, one sets limits on the total size of mismatches.

A common approach is to separate the mismatches, based on their maturity dates, up to six
months and past six months.

All the transactions are entered in computerized systems in order to calculate the positions for
all the dates of the delivery, gains and losses.

Continuous analysis of the interest rate environment is necessary to forecast any changes that

may impact on the outstanding gaps.

Credit Risk

Credit risk refers to the possibility that an outstanding currency position may not be repaid as
agreed, due to a voluntary or involuntary action by a counterparty.

Credit risk is usually something that is a concern of corporations and banks.
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Replacement Risk

Replacement risk occurs when counter-parties of a failed bank or Forex broker find they are at risk
of not receiving their funds from the failed bank.

Settlement Risk

Settlement risk occurs because of the difference of time zones on different continents.
Consequently, currencies may be traded at different prices at different times during the
trading day.

Australian and New Zealand Dollars are credited first, then the Japanese Yen, followed by the
European currencies and ending with the US Dollar.

Therefore, payment may be made to a party that will declare insolvency or be declared
insolvent, prior to that party executing its own payments.

In assessing credit risk, the trader must consider not only the market value of their currency

portfolios, but also the potential exposure of these portfolios.

Counter-party Default Risk

Over-the-counter ("OTC") spot and forward contracts in currencies are not traded on
exchanges; rather, banks typically act as principals in this market.

The performance of spot and forward contracts on currencies is not guaranteed by any
exchange or clearing house, the client is subject to counter-party risk -- the risk that the
principals with a trader, the trader's bank or the counter-parties with which the bank trades,
will be unable or will refuse to perform with respect to such contracts.

Furthermore, principals in the spot and forward markets have no obligation to continue to
make markets in the spot and forward contracts traded.

A bank may decline to execute an order in a currency market which it believes to present a
higher than acceptable level of risk to its operations.

The financial failure of counter-parties could result in substantial losses. Again, when trading
Foreign Currencies on an OTC basis, the trader/customer will be dealing with institutions as

principals and institutions may be subject to losses or insolvency.
Country and Liquidity Risk

Country risk refers to the uncertainty associated with investing in a particular country, and
more specifically the degree to which that uncertainty could lead to losses for investors.

This uncertainty can come from any number of factors including political, economic,
exchange-rate, or technological influences.

In particular, country risk denotes the risk that a foreign government will default on its bonds
or other financial commitments increasing transfer risk.

Several nations or groups of nations have in the past imposed trading limits or restrictions on
the amount by which the price of certain Foreign Exchange rates may vary during a given
time period, the volume which may be traded, or have imposed restrictions or penalties for
carrying positions in certain foreign currencies over time.

Such limits may prevent trades from being executed during a given trading period.

Such restrictions or limits could prevent a trader from promptly liquidating unfavorable
positions and, therefore could subject the trader's account to substantial losses.

In addition, even in cases where Foreign Exchange prices have not become subject to
governmental restrictions, the General Partner may be unable to execute trades at favorable

prices if the liquidity of the market is not adequate.

LOVELY PROFESSIONAL UNIVERSITY



Unit 09: Regulations

It is also possible for a nation or group of nations to restrict the transfer of currencies across
national borders, suspend or restrict the exchange or trading of a particular currency, issue

entirely new currencies to supplant old ones.

Leverage Risk

Due to use of leverage, a rrelatively small price movement in a contract may result in immediate
and substantial losses in excess of the amount invested.

For example, if at the time of purchase, 10% of the price of a contract were deposited as margin, a
10% decrease in the price of the contract would, if the contract were then closed out, result in a total
loss of the margin deposit before any deduction for brokerage commissions

A decrease of more than 10% would result in a total loss of the margin deposit.

Some traders may decide to commit up to 100% of their account assets for margin or collateral
for Foreign Exchange trading.

Traders should be aware that the aggressive use of leverage will increase losses during

periods of unfavorable performance.

Transactional Risk

Errors in the communication, handling and confirmation of a trader's orders (sometimes
referred to as "out trades") may result in unforeseen losses.

Often, even where an out trade is substantially the fault of the dealing counter-party
institution, the trader/customer's recourse may be limited in seeking compensation for

resulting losses in the account.
Risk of Ruin

Even where a trader/customer's medium to longer term view of the market may be ultimately
correct, the trader may not be able to financially bear short-term unrealized losses, and may close
out a position at a loss simply because he or she is unable to meet a margin call or otherwise sustain
such positions.

Thus, even where a trader's view of the market is correct, and a currency position may ultimately
turn around and become profitable had it been held, traders with insufficient capital may
experience losses.

9.6 Correspondent Banking Relationships

Large commercial banks maintain demand deposit accounts —known as correspondent banking
accounts —with one another as part of a network of correspondent banking partnerships that make
up the interbank market.

International commercial banks can exchange instructions of this nature with one another thanks to
the Association for Worldwide Interbank Financial Telecommunication (SWIFT). More than 11,000
financial institutions use the private, nonprofit SWIFT message transfer system, which is used in
more than 200 nations and territories worldwide. Its international switching hubs are located in the
Netherlands and Virginia, and its headquarters are in Brussels.

Almost 95% of U.S. dollar payments between foreign banks are settled interbank through The
Clearing House (CHIPS), formerly known as the Clearing House Interbank Payments System,
which works in conjunction with the U.S. Federal Reserve Bank System, known as Fedwire. Every
day, CHIPS processes around $1.5 trillion in payments.

Consider U.S. Importer wishing to: As an example of how the network of correspondent bank
accounts helps international foreign exchange transactions, to pay €750,000 to Netherlands Exporter
to purchase goods with an invoiced price in euros. The American importer will speak with his
American bank to find out the current $/€ conversion rate. Consider the price offered by U.S. Bank:
$1.3092/€1.00. If U.S. Importer agrees to the price, U.S. Bank will debit U.S. Importer's demand
deposit account with $981,900 (equivalent to €750,000 divided by 1.3092) to pay for the euros.

U.S. Bank will give EZ Bank instructions to debit €750,000 from its page 126 correspondent bank
account and credit Dutch Exporter's bank account in the euro zone. In order to reflect the $981,900
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debit to U.S. Importer's account and the $981,900 increase in the balance of its correspondent bank
account with EZ Bank, U.S. Bank will subsequently credit $981,900 to its books.

Summary

The largest and busiest financial market in the world is the foreign exchange market. It is accessible
around the clock, every day of the year. Foreign exchange spot and future transactions averaged
$6.19 trillion daily in 2019. The FX market participants include international banks, bank customers,
nonbank FX dealers, FX brokers, and central banks. Every hour of every working day, prices are
changing and currencies are trading somewhere on the global foreign exchange (FX) market, which
is open around-the-clock. It is the biggest and most significant market for both national and global
economy. Monetary crises are frequently linked to large shifts in the 24-hour FX market, which
show both growing risk awareness and modifications to the inherent risk of a particular currency
investment. Hence, the increasing uncertainty over the security and market value of global financial
assets had an impact on the FX market during the GFC. When there was a significant unwinding of
the carry trade in August 2007, several currency market investors incurred significant losses, which
confirmed the suspicions of FX market participants (Melvin & Taylor, 2009). Huge money
movements across international borders as a result of the high demand for a globally liquid fund
raised currency exposures. Currency derivatives are used by MNCs with significant FX exposures
and economies of scale in hedging activities (Ge'czy, Minton & Schrand, 1997). For the past three
decades, the currency options derivative has been utilized for financial risk management (for
example, for hedging purposes). To lessen the variation in their cash flows or earnings against
negative fluctuations in the FX rate, it is an effective financial risk management strategy for MNCs.

Keywords

Country risk: is frequently used to illustrate an MNC's exposure to various country factors, such as
political acts like governmental conflict, government regulations (like tax laws), and economic
circumstances within that country.

Foreign exchange (FX) market: The foreign exchange (FX) market includes currency exchanges,
bank deposits of foreign currency, credit extensions denominated in foreign currencies, financing
for international trade, trading in foreign currency options and futures contracts, and currency
swaps.

Currency futures are an exchange-traded futures contract that specify the price in one currency at
which another currency can be bought or sold at a future date.

Self Assessment

1.  Which of the following statements is wrong about country risk?

A. Country risk represents the potentially adverse impact of a country’s environment on an
MNC’s cash flows.

B. An MNC conducts country risk analysis when it applies capital budgeting to determine
whether to implement a new project in a particular country or whether to continue
conducting business in a particular country.

C. Financial managers must understand how to measure country risk and incorporate
country risk within their capital budgeting analysis so that they can make investment
decisions that maximize their MNC’s value.

D. Political risk viz. uncertain action by governments that affects the value of a company is

not part of country risk.
2. Which of the following statements is wrong about Liberalized Approach by RBI?

A. The Reserve Bank issues licenses to banks and other institutions to act as Authorized

Dealers in the foreign exchange market. In keeping with the move towards liberalization,
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the Reserve Bank has undertaken substantial elimination of licensing, quantitative
restrictions and other regulatory and discretionary controls.

Apart from easing restrictions on foreign exchange transactions in terms of processes and
procedure, the Reserve Bank has also provided the exchange facility for liberalized travel
abroad for purposes, such as, conducting business, attending international conferences,
undertaking technical study tours, setting up joint ventures abroad, negotiating foreign
collaboration, pursuing higher studies and training, and also for medical treatment.
Moreover, the Reserve Bank has permitted non-residents to hold liberal amount of foreign
currency.

Residents can now also open foreign currency accounts in India and credit specified

foreign exchange receipts into it.

Which of the following statements is wrong about Foreign Investment by RBI?

In many sectors, no prior approval from the Government or the Reserve Bank is required
for non-residents investing in India.

Foreign institutional investors are allowed to invest in all equity securities traded in the
primary and secondary markets.

Foreign institutional investors have not been permitted to invest in Government of India
treasury bills and dated securities, corporate debt instruments and mutual funds.

The NRIs have the flexibility of investing under the options of repatriation and non-

repatriation.

Which of the following statements is wrong about exchange rate policy by RBI?

The Indian Rupee was pegged to the Pound Sterling on account of historic links with
Britain. After the breakdown of Bretton Woods System in the early seventies, most of the
countries moved towards a system of flexible/managed exchange rates.

With the decline in the share of Britain in India’s trade, increased diversification of India’s
international transactions together with the weaknesses of pegging to a single currency,
the Indian Rupee was de-linked from the Pound Sterling in September 1975.

A significant two-step downward adjustment in the exchange rate of the Rupee was made
in 1991

The market operations are undertaken either directly or through private sector banks.

Which of the following statements is wrong about foreign exchange reserve management?
The Reserve Bank of India, is the custodian of the country’s foreign exchange reserves and
is vested with the responsibility of managing their investment.

The legal provisions governing management of foreign exchange reserves are laid down in
the Reserve Bank of India Act, 1934.

The basic parameters of the Reserve Bank’s policies for foreign exchange reserves
management are safety, liquidity and returns.

The Reserve Bank, without consultation with the Government, continuously reviews the

reserves management strategies.

The legal provisions governing management of foreign exchange reserves are laid down in
the Reserve Bank of India Act....

1934

1935
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he legal provisions governing management of foreign exchange reserves are laid down in
the FEMA....

1999

2000

2001

2002

What is the limit of Liberalized remittance scheme 20227
USD 250,000 per financial year
USD 350,000 per financial year
USD 450,000 per financial year
USD 550,000 per financial year

...... risk occurs because of the difference of time zones on different continents
Settlement Risk

Replacement Risk

Counter-party Default Risk

Interest Rate Risk

....... refers to the profit and loss generated by fluctuations in the forward spreads, along
with forward amount mismatches and maturity gaps among transactions in the foreign
exchange book.

Settlement Risk

Replacement Risk

Counter-party Default Risk

Interest Rate Risk

....refers to the possibility that an outstanding currency position may not be repaid as
agreed, due to a voluntary or involuntary action by a counterparty

Settlement Risk

Replacement Risk

Credit Risk

Interest Rate Risk

....occurs when counter-parties of a failed bank or Forex broker find they are at risk of not
receiving their funds from the failed bank.

Settlement Risk

Replacement Risk

Credit Risk

Interest Rate Risk

. Where Foreign Exchange prices have not become subject to governmental restrictions, the

General Partner may be unable to execute trades at favorable prices if the liquidity of the

market is not adequate. This is .... risk
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A.  Settlement Risk

B. Replacement Risk

C. LiquidityRisk

D. Interest Rate Risk

14. Dueto ...... risk, a rrelatively small price movement in a contract may result in immediate

and substantial losses in excess of the amount invested.
A. Leverage
B. Replacement Risk
C. Liquidity Risk
D. Interest Rate Risk

15. Errors in the communication, handling and confirmation of a trader's orders (sometimes
referred to as "out trades") may result in unforeseen losses. This is .... risk

Leverage

Replacement Risk

Transactional Risk

90w p

Interest Rate Risk

Answers for Self Assessment

1 A 2 C 3 C 4 D 5 D
6 A 7 A 8 A 9 A 10. D
11. C 12. B 13. C 14. A 15. C

Review Questions

Illustrate correspondent banking relationships.

2. A project to build a factory for making and selling consumer items in a developing nation is
being considered by Reno Ltd. Suppose that the host nation's economy is highly reliant on oil
prices, the local currency is highly unstable, and the risk to the nation is extremely high.
Assume as well that Australia's economic situation has no bearing on that of the nation.
Should the project's needed rate of return (and consequent risk premium) be higher or lower
than that of comparable Australian ventures?

3. What are the Major Risk in Forex Dealing Operations?

Explain various ways, policies, and regulations of forex management by Reserve Bank of
India (RBI).

5. Explain dealing room functioning.

L] ] Further Readings

International Financial Management 2ndEdition by Jeff Madura Ariful Hoque
Chandrasekhar Krishnamurti, 2018

International Financial management by Eun,Resnick and Chuluun. Ninth edition.
McGraw-Hill Education
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International Accounting by Timothy S Doupnik_ Hector Perera, McGraw-Hill
Education (2014).

Web Links

W

https:/ /www.rbi.org.in/scripts/FS_Overview.aspx?fn=5

https:/ /www.investopedia.com/terms/c/currencyfuture.asp
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Objective

After studying this unit, you should be able to understand:
. Enlist the financial products available to NRIs under FEMA
. understand the remittance services by banks

. explore the provisions of RBIs ‘Liberalized Remittance Scheme’

Introduction

For the past twenty years, India has experienced tremendous industrial growth. Thus, the nation is
luring foreign direct investment (FDI). In comparison to many other nations where NRIs dwell,
India has one of the fastest-growing global economies and is relatively stable. It's crucial to ensure
that your money is invested in a nation that is sufficiently stable. Also, you contribute to increasing
your nation's foreign exchange. This has led non-resident Indians (NRIs) to view India as a place
where they may make profitable investments. Every day, the Indian government improves the
business environment in the nation. NRIs are having trouble deciding which investments to make
because there are so many possibilities available to them. After working a few years abroad, the
vast majority of NRIs return to India and eventually use all of their investments there. It is one
compelling argument in favour of investing a significant portion of your funds in India.

10.1 FEMA and NRI investments

¢ The Foreign Exchange Management Act (FEMA) is a law enacted by the Government of
India in 1999 to control this flow of foreign currency across Indian borders.

* FEMA replaced the earlier Foreign Exchange Regulation Act or FERA, which was more
stringent, in the wake of economic reforms introduced in the Indian economy in the early
nineties.
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FEMA aims to facilitate external trade and their payments in India, a systematic
improvement and continuation of foreign exchange in the Indian market. It outlines the
procedures, formalities, businesses of all foreign exchange transactions in India.

It's important for Indians working abroad to understand FEMA rules for NRIs very
carefully since it can affect the way they can send and receive funds from India.

A recent report suggests that India would be the second-largest economy in the world by
2050. At present, it ranks at 5th position across the globe as per the gross domestic product.

So, this signifies that investing in India could be a great option for the NRIs. An economy
with more than 130 billion population holds immense opportunity in terms of investment
returns in most sectors.

1) Rapid economic growth

India’s GDP has grown dramatically over the years. It is now at the sixth position
worldwide.

It is expected that this economy would be within the world’s top two economies in the
next thirty years.

The GDP forecast for the next five years suggests the economy would grow at a pace of
around 6.5% to 7%.

The stability in the economy reduces the risk of investment on the other hand.

At present, India is having a stable government at the center as well. So, politically the
economy is also in a stable state which, in turn, reduces the volatility in the financial
market.

2) Diversification

NRIs can diversify their investment well with multiple assets. They can invest in mutual
funds, alternative investment funds, bonds, CFDs, and other investment assets.

Diversification helps in reducing the risk factor and also optimize the returns. The
minimum investment requirements in India for many asset classes is pretty lower. This is
why it is easier for the NRIs to invest in India as well.

3) Higher Interest rates

The prevailing interest rates are higher in India than in many other developing countries
and far better than in developed countries.

While it is around 4% to 7% in India, it is 0.25%- 1% in the US, and some other developed
economies.

You can see the huge difference in the interest rate in these countries. So, if you invest in
India as an NRI, you can get great returns compared to the countries you are living in.

4) Growth in the mutual fund industry

The mutual fund industry witnessed a sharp growth of around 4.5 times in just ten years.

It was an industry of 7.31 trillion in May 2011, and now in the beginning of 2023 the AUM
(assets under management) of the Indian mutual fund industry stood around Rs 40
trillion. So, investing in mutual funds in India can be fruitful for the NRlIs if they are
looking for wealth accumulation.

Let’s look at FEMA Regulations for NRIs

FEMA rules for NRIs do not allow holding a savings bank account. NRIs need to set up
an NRO or NRE Account as stipulated by the Reserve Bank of India (RBI).

An NRO is a Non-Resident Ordinary rupee account and can be held jointly by two or
more NRIs.
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* Legitimate dues in India of the account holder., Proceeds of remittances received in any
permitted currency from outside India through normal banking channels or any permitted
currency tendered by the account-holder during temporary visit to India or transfers from
rupee accounts of nonresident banks can be credited to this account. Funds remitted,
therefore, are non-repatriable to another country in a NRO account.

|Comparison ||NRE Account ||NRO Account |
Income can be Foreign earnings and Indian Onlv Indian Farnines

Deposited Earnings y &

|Meaning | |Tax-Free | |Taxable |
Repatriability Fully Repatriable i’;rltiliiilsr)\terest fully and principle within
Joint Account Can be opened by 2 NRI's gr?;ﬁgrorii?;;?;ralr\lﬂlg’{sl along with
Deposits and Can deposit in foreign currency, cCua;;eiecpoj;;nvi?:}f;%zvisirleilciaizr{ndlan
Withdrawals and withdraw in Indian currency yr

currency

* An NRE is a Non-Resident (External) Rupee account. It permits for money transfer
services from outside India, and the entire amount in the account is also repatriable back
to the country where the NRI stays currently.

e Income earned in this account is exempt from taxation.

* FCNR is a Foreign Currency (Non-Resident) Account, and NRIs can deposit any foreign
currency in it. It's a foreign currency fixed or term deposit available for one to five years.

*  There is no tax implication on this type of account, and funds are completely repatriable
on maturity.

10.2 Where can NRIs invest?

* NRIs are permitted an unlimited amount of investment options through repatriable and
non- repatriable transactions.

*  However, as per the FEMA rules for NRIs, they cannot make investments in small saving
or Public Provident Fund (PPF) schemes of the government.

* NRIs can purchase residential or commercial property in India. However, purchasing
agricultural property, plantations, farmhouse land, etc. isn’t allowed. NRIs can also
receive immovable property as gifts from relatives or through inheritance.

Investment Avenues

Lets look at some prominent investment options available to NRI and are permitted under FEMA

1) Real Estate

*  Banking regulations in India are favorable towards NRIs wanting to invest in immovable
property. Loans are available through leading financial institutions, subject to a few
conditions.

* Finance is obtainable for buying of land, construction, renovation or purchase of a
dwelling unit or commercial property.

*  EMIs are payable by remittances from abroad. Investment in immovable properties now
can serve as retirement homes when the NRIs wish to return to their base.

*  Real estate in India is booming. The real estate prices in major Indian cities such as Delhi,
Mumbeai, Bengaluru, and Pune have skyrocketed over the past decade.

*  Many NRIs are purchasing houses in India to let out on rent. There are a plethora of
options to choose from such as developed plots, villas and apartments among others.
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*  One needs to analyze your requirements and risk profile before deciding to invest in
Indian real estate.

* Investing in real estate in India is a good option as the country is expected to see massive
development over the next decade. However, NRIs cannot invest in agricultural land and
plantations in India.

2) Mutual Funds
*  You may invest in mutual funds if it matches your investment objectives and risk profile.

*  Mutual funds are capable of offering much higher tax-efficient returns than bank FDs.
There are various mutual fund houses offering a plethora of mutual fund schemes.

¢ However, some AMCs have restrictions on NRI investments from the USA and Canada.

*  NRIs can invest in mutual funds only through their NRO or NRE accounts. NRIs need to
invest in Indian Rupees (INR) and not in foreign currency.

e The rate of return one get from mutual funds depends on the type of fund (debt, equity,
and hybrid) and the investment horizon.

*  One may invest in ELSS (Equity linked saving Scheme) a tax-saving mutual fund that
qualifies for the Section 80C tax benefit if one is having income in India.

3) Portfolio Management Services (PMS)

e PMS is an advanced investment vehicle that provides medium to long term growth by
picking and investing in undervalued or the growth stocks from a larger list of well
researched stocks.

*  The major benefit of this scheme is that investors can rely on the expert knowledge of fund
managers.

4) Unit Linked Insurance Plans (ULIPs)

These plans come with the benefit of an insurance cover along with the returns of long term wealth
creation. It is considered a very good option for investors with a moderate to high risk taking
ability. The investments that you make in a ULIP are split into two parts:

e Premium for life insurance coverage

»  Capital investment in debt and equity funds

5) Fixed Deposit

*  Fixed Deposits (FDs) are not only popular among the resident Indians, but also among the
non-resident Indians (NRIs).

e Bank FDs are considered the safest investment option as there are hardly any instances of
banks defaulting on them. NRIs can start FD through their FCNR, NRO, or NRE accounts.
The rate of interest depends on the bank, amount, and the tenure of the deposit.

Fixed deposits in the NRE account:
¢ One may consider opening an NRE account in Indian Rupees.
*  The interest earned is tax-free, but the depositor will be taxed in the country of residence.
*  The interest rate ranges from 5%-7% depending on the tenure of the deposit.

Fixed deposits in the NRO account:

*  One may use the NRO account to control the Indian income. For instance, you may receive
rental income or dividends from shares and mutual funds that can be paid into the NRO
account. You can remit a maximum amount of $1 million from your NRO account after
producing the relevant documents.

Fixed deposits in FCNR account:
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One can open the FCNR (Foreign-Currency Non-Resident Account) in any foreign
currency.

It may have a tenure of one to five years. The interest earned is tax-exempt. Moreover,
foreign exchange fluctuations have no impact on the deposits in the FCNR account.

6) National Pension System

An NRI between the age of 18 years to 60 years can open an NPS account with a POP
(Point of Presence) in India.

One may also open an eNPS account if you have a PAN card or an Aadhaar Card.

One may consider using your NRO or NRE bank account to invest in the National Pension
System.

7) Direct Equity

One can consider investing in equity if you are an aggressive investor, and are ready to
take some risk in the stock market.

NRIs can invest in the Indian stock market directly under the Portfolio Investment
Scheme (PINS) of RBIL

NRIs are mandated to have an NRE/NRO bank account, a Demat account, and a trading
account to invest in the Indian stock market.

8) Public Provident Fund

10.3

You can continue with your PPF account which you opened when you were a resident
Indian.

However, you cannot extend the PPF account after the maturity period of 15 years. An
NRI cannot open a PPF account in India.

Bank Remittance

A bank remittance is a funds transfer from one bank account to another as a gift or
payment.

Remittances are used to pay bills or invoices and are sent via an electronic payment
system, wire transfer, mail, draft, or check.

When migrants send home part of their earnings in the form of either cash or goods to
support their families, these transfers are known as workers” or migrant remittances.

They have been growing rapidly in the past few years and now represent the largest
source of foreign income for many developing economies.

Remittances are typically transfers from one person to another person or household.
They are targeted to the specific needs of the recipients and thus tend to reduce poverty.

Cross-country analyses generally find that remittances have reduced the share of poor
people in the population

A typical remittance transaction takes place in three steps:

The migrant sender pays the remittance to the sending agent using cash, check, money
order, credit card, debit card, or a debit instruction sent by e-mail, phone, or over the
Internet.

The sending agency instructs its agent in the recipient’s country to deliver the remittance.
The paying agent makes the payment to the beneficiary.

As cross-border business increases, the need to send remittances grows.
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A bank remittance plays a massive role in today’s financial ecosystem.

How Does a Bank Remittance Work?

The amount of money being sent internationally has increased exponentially in recent
years.

This is in part due to the gig economy, but also the expansion of financial technology
platforms that open new doors.

In most cases, especially when the money involved is over a thousand dollars, the bank
will apply a retail exchange rate.

The drawback is that these rates are designed to deliver maximum profit to the receiving
bank, not the customer.

The costs of a remittance transaction include a fee charged by the sending agent, typically
paid by the sender, and a currency-conversion fee for delivery of local currency to the
beneficiary in another country.

Some smaller operators charge the beneficiary a fee to collect remittances, presumably to
account for unexpected exchange-rate movements.

And remittance agents (especially banks) may earn an indirect fee in the form of interest
(or “float”) by investing funds before delivering them to the beneficiary.

The float can be significant in countries where overnight interest rates are high.

To provide adequate foreign exchange facilities and efficient customer services, the
Reserve Bank has decided to grant licenses to certain entities by authorizing them as
Authorized Dealers - Category II to undertake a range of non-trade current account
transactions.

Authorized Dealers category II are authorized to release/remit foreign exchange for the
following non -trade current a/c transactions:

Business travel Fee for participation in global
conferences

Film shooting Medical treatment abroad

Overseas education For overseas job applications

Visa fee Credential assessment fee

NRIs (non-resident Indians) frequently find it difficult to manage their foreign interests in India.
Given the variety of products available on the market, choosing the best account to keep one's
money in can be very difficult. NRE and NRO accounts are two key resources on which NRIs can
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rely in this regard. Non-Resident External Account is abbreviated NRE, and Non-Resident
Ordinary Account is abbreviated NRO.

10.4 NRE vs NRO Account

Purpose

After working a few years abroad, the vast majority of NRIs return to India and eventually use all
of their investments there. It is one compelling argument in favour of investing a significant portion
of your funds in Indjia.

Repatriability

The interest accrued on any contributions made to an NRE account is also completely refundable.
Limits on repatriation apply to NRO accounts. After paying all necessary taxes, you can repatriate
up to USD 1 million from an NRO account per fiscal year.

Taxability
Income tax is not applied to any deposits made to an NRE account. This covers both the principal
sum and any accrued interest.

Nonetheless, tax deductible at source (TDS) regulations apply to the interest earned on an NRO
account (TDS).

Account holding
Two NRIs or an NRI and an Indian resident can jointly hold an NRE account.

Together with an Indian citizen or other NRIs, an NRI can open an NRO account.

Fund transfer

A transfer of money between NRE accounts is possible. They may be transferred from both an NRO
account and an NRE account to a resident.

Only NRO accounts and resident accounts —not NRE accounts—can accept transfers of money
from NRO accounts.

Exchange rate risk
An NRE account is affected by exchange rate risks like as fluctuations and conversion losses/ gains.

An NRO account is not prone to daily exchange rate swings. (This needs to be clarified. Moreover,
foreign revenue can be deposited into an NRO account. Hence it wouldn’t always be free from the
risk of exchange rates.)NRE vs NRO: Which one should you choose?

There is no single, correct or incorrect account. You should make a choice as an NRI depending on
your particular needs and sources of income.

While an NRO account is used to hold both overseas revenue and money generated in India, an
NRE bank account can be used to store foreign currency that has been converted to Indian rupees.
NRE accounts do not have a repatriation cap, while NRO accounts have, up to USD 1 million each
fiscal year.

10.5 The Liberalized Remittance Scheme - LRS

¢ Under the Liberalized Remittance Scheme (LRS), all resident individuals are allowed to
freely remit up to USD 2,50,000 or its equivalent per financial year to another country for
investment and expenditure.

¢ They can also open and maintain foreign currency accounts abroad for executing
transactions.

* As a part of the Foreign Exchange Management Act (FEMA) 1999, LRS was introduced
with an outward remittance limit of USD 25,000 during a financial year.

Prohibited items under the Scheme
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*  Remittance for any purpose specifically prohibited under Schedule-I (like the purchase of
lottery tickets/sweep stakes, proscribed magazines, etc.) or any item restricted under
Schedule II of Foreign Exchange Management (Current Account Transactions) Rules, 2000.

*  Remittance from India for margins or margin calls to overseas exchanges / overseas
counterparty.

*  Remittances for purchase of FCCBs issued by Indian companies in the overseas secondary
market.

*  Remittance for trading in foreign exchange abroad.

*  Capital account remittances, directly or indirectly, to countries identified by the Financial
Action Task Force (FATF) as “non-cooperative countries and territories.”

*  Remittances directly or indirectly to those individuals and entities identified as posing a
significant risk of committing acts of terrorism as advised separately by the Reserve Bank
to the banks.

Key features of the scheme
*  The facility is available to all resident individuals including minors

*  Remittances under the facility can be consolidative in respect of family members subject to
individual family members complying with the terms and conditions of the scheme.

*  Remittances under the scheme are allowed only in respect of permissible current or capital
account transactions or a combination of both

*  Resident individuals are free to acquire and hold immovable property or shares of listed
companies or debt instruments, or any other asset outside India without prior approval of
The Reserve Bank

e The limit of $250,000 under the scheme also include remittances towards gift and donation
by a resident individual

*  Remittances under the scheme can be used for purchasing objects of art subject to the
provisions of other applicable laws such as the extent foreign trade policy of the
Government of India.

¢ The scheme can be used for the remittance of funds for the acquisition of ESOPs and
qualification shares and is also linked to ADR/GDR.

Summary

Financial planning is of utmost importance in today's time, be it for an Indian Resident or an NRI
(Non-Indian Resident). India's growing economy in the past two decades has attracted many
Foreign Direct Investments (FDIs), and hence, NRIs have also started considering investing in India
as one of the most viable options. There are several NRI investment options that can be considered
while planning to invest. The Indian Government is opening more doors for NRIs (Non-Resident
Indians) to invest in their home country and hence is coming up with vital options so that NRIs can
diversify their global portfolio. But still, countries like the USA and Canada have some restrictions
regarding NRIs investing their money. In this chapter, one is able to understand different NRI
investment options that can be considered while planning to Invest in India.

Keywords

NRE account: It is a bank account opened in India in the name of an NRI, to park his foreign
earnings;

NRO account: It is a bank account opened in India in the name of an NRI, to manage the income
earned by him in India. These incomes include rent, dividend, pension, interest, etc.

'Non-resident Indian": is an individual who is a citizen of India or a person of Indian origin and
who is not a resident of India. Thus, in order to determine whether an Individual is a non-resident
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Indian or not, his residential status is required to be determined under Section 6 of Income tax Act

1961.

Review Questions

S

How we can determine that an Individual is NRI?

What are the key features of liberalized remittance scheme?
Elaborate different investment plans for NRIs ?

How would you differentiate NRI and NRO accounts ?

What are different remittance facilities offer to NRIs?

Self Assessment

1.

N
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The legal framework for administration of foreign exchange transactions in India is
provided by the ...... Act, 1999.

FEMA

FERA

FIFA

FSA

Under the Foreign Exchange Management Act, 1999 (FEMA), which came into force with
effect from June 1, 2000, all transactions involving foreign exchange have been classified as
capital transactions only

current transaction only

either as capital or current account

neither as capital or current account

The remittance facility under the Scheme is not available for the following except:
Remittance for any purpose specifically prohibited under Schedule-I (like purchase of
lottery tickets/sweep stakes, proscribed magazines, etc.) or any item restricted under
Schedule II of Foreign Exchange Management (Current Account Transactions) Rules, 2000.
Remittance from India for margins or margin calls to overseas exchanges / overseas
counterparty.

Remittances for purchase of FCCBs issued by Indian companies in the overseas secondary
market.

buy or sell foreign exchange for any current account transaction except for those
transactions for which drawal of foreign exchange has been prohibited by Central

Government

Which of the following is wrong in regard to repatriation of the accrued interest/dividend
on deposits/investments abroad by resident individuals under LRS?

The investor can retain and reinvest the income earned from portfolio investments made
under the Scheme.

The investor can-not retain and reinvest the income earned from portfolio investments made

under the Scheme.
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C.

However, a resident individual who has made overseas direct investment in the equity
shares and compulsorily convertible preference shares of a Joint Venture or Wholly Owned
Subsidiary outside India, within the LRS limit, then he/she shall have to comply with the
terms and conditions as prescribed under [Foreign Exchange Management (Transfer or Issue
of any Foreign Security) Regulations 2004 as amended from time to time] Notification No.
263/ RB-2013 dated August 5, 2013.

None of the above

Which of the following is not a condition to permit a resident individual make a rupee loan
to a NRI/PIO who is a close relative of resident individual, by of crossed cheque/ electronic

transfer?

A. The loan is free of interest and the maximum maturity of the loan is one year.

oON® N

> o

The loan amount should be within the overall LRS limit of USD 2,50,000, per financial year,
available to the resident individual. It would be the responsibility of the lender to ensure
that the amount of loan is within the LRS limit of USD 2,50,000 during the financial year.
The loan shall be utilised for meeting the borrower's personal requirements or for his own
business purposes in India.

The loan shall not be utilised, either singly or in association with other person, for any of the

activities in which investment by persons resident outside India is prohibited.

Which of the following is wrong in regard to a resident individual making a rupee gift to a
NRI/PIO who is a close relative of resident individual, by of crossed cheque/ electronic
transfer?

A resident individual can make a rupee gift to a NRI/PIO who is a close relative of the
resident individual [relative’ as defined in Section 2(77) of the Companies Act, 2013] by way
of crossed cheque /electronic transfer.

The amount should be credited to the Non-Resident (Ordinary) Rupee Account (NRO) a/c
of the NRI / PIO and credit of such gift amount may be treated as an eligible credit to NRO
a/c.

The gift amount would be within the overall limit of USD 5,50,000 per financial year as
permitted under the LRS for a resident individual.

It would be the responsibility of the resident donor to ensure that the gift amount being
remitted is under the LRS and all the remittances made by the donor during the financial

year including the gift amount have not exceeded the limit prescribed under the LRS.

NRO Account stands for

Non-Resident (Ordinary) Rupee Account
Non-Resident (Extra-Ordinary) Rupee Account
Non-Resident (Not-Ordinary) Rupee Account

Non-Resident (External) Rupee Account
NRE Account stands for

Non-Resident (Ordinary) Rupee Account
Non-Resident (Extra-Ordinary) Rupee Account
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2.

4.

Non-Resident (Not-Ordinary) Rupee Account

Non-Resident (External) Rupee Account

FCNR (B) Account stands for:

Foreign Currency Non Resident (Bank) Account

Foreign Currency Resident (Bank) Account

Foreign Currency Ordinary Resident (Bank) Account
Foreign Currency Not ordinary Resident (Bank) Account

. Authorised Dealers can allow remittance/s upto USD... million, of balances in NRO

accounts/of sale proceeds of assets on production of an undertaking by the remitter
togetherwith a certificate issued by a Chartered Accountant in Annexure A and B as
prescribed by the Central Board of Direct axes (CBDT).

1

2
3
4

. In the case of repatriation of sale proceeds of immovable property by NRIs/PIOs, ADs can

allow repatriation thereof even if the immovable property was held by the NRIs/PIOs for
less than .... years

10

15

20

25

Joint account of two or more NRIs is permitted in

FCNR (B) Account only

NRE Account only

NRO Account only

In all accounts viz. FCNR (B) Account ,NRE Account, NRO Account

. In which of the following accounts Repatriability of the Principal is not permitted?

FCNR (B) Account only

NRE Account only

NRO Account only

In all accounts viz. FCNR (B) Account ,NRE Account, NRO Account

In which of the following accounts Repatriability of the interest is permitted?
FCNR (B) Account only

NRE Account only

NRO Account only

In all accounts viz. FCNR (B) Account ,NRE Account, NRO Account

. In which of the following accounts Rupee Loans in India against Security of the funds held

in the account to:Account holder, Third Party is permitted?
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FCNR (B) Account only

NRE Account only

NRO Account only

In all accounts viz. FCNR (B) Account ,NRE Account, NRO Account

9N = >

Answers for Self Assessment

1 A 2 C 3 D 4 B 5 A
6 C 7 A 8 D 9 A 10. A
11. A 12. D 13. C 14. D 15. D

L..J Further Readings

International Financial Management 2ndEdition by Jeff Madura, Ariful Hoque,
Chandrasekhar Krishnamurti, 2018

International Financial management by Eun, Resnick and Chuluun. Ninth edition.
McGraw-Hill Education

International Accounting by Timothy S Doupnik_ Hector Perera, McGraw-Hill
Education (2014).

https:/ /www.policybazaar.com/life-insurance/investment-plans/articles /nri-
investment-plans-in-india/

https:/ /www jagoinvestor.com/2019/09/nri-investments-guide.html
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Objectives

After studying this unit, you should be able to understand:

Understand the factors affecting international trade
understand the basic government policies affecting international trade

understand the role of International organisations in international trade

Introduction

A country producing some goods apart from selling in the domestic market try to send them to
another country.This may be due to the surplus of availability of the goods for the domestic market
and deficit in the other country, or otherwise, the country which is in need of foreign exchange will
try to sell it out to the other country. If every country is self-sufficient in all respect, then there may
not be a need for any international trade.But even if a country is efficient in producing goods and
services, it will still be advantageous to import goods from another country.India is the best
example from where some other countries try to import the manufactured/produced goods since it
is cheaper to import the goods than to manufacture or produce the goods in countries like USA or
UK. Any country’s external receipts and payments are classified under two categories:Current
account and Capital account. The current account is further classified as visible and invisible trade.
The visible trade comprise of receipt and payment towards goods, i.e. merchandise. The Invisible
trade comprises dividend payments etc.The trade balance is the difference between exports and
imports. The surplus of exports over imports makes a trade surplus, and the imports over exports
make the trade deficit

11.1 International Trade

Companies can use international commerce as a somewhat conservative strategy to enter new
markets (by exporting) or to get goods at a discount (by importing). The corporation takes no
capital risks with this strategy, thus there is very little risk involved. If a company's exporting or
importing decreases, it can typically cut or end that aspect of its business at a cheap cost. Australia's
top 25 exports of products and services totaled $475.24 billion in 2019-20, an increase of 0.94
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percent from 2018-19. Large Australian MNCs like BHP, Rio Tinto, and Alcoa help boost
Australia's exports of goods and services.

How the Internet facilitates international trade

Several businesses include the things they sell on their websites along with the cost of each item.
Because of this, they can easily market their goods to potential importers anywhere in the world
without having to send out brochures to other nations. Also, by simply updating its website, a
business can expand its product offering or alter its pricing. As a result, importers just need to
sometimes visit an exporter's website to stay up to date on the company's product information.

Also, businesses can use their websites to take online orders. Certain goods, such software, can be
sent to the importer straight via the Internet as a file to be installed on the importer's machine. Even
when there are other things that need to be transported, using the Internet makes it simpler to
monitor the delivery process. An email order for goods can be sent by an importer to the exporter,
and the warehouse can notify the importer and the exporter's headquarters by email when the
goods have been shipped.

The warehouse may also utilise technology to keep track of its product inventory, alerting suppliers
to send more supplies when the stock drops below a predetermined level. The Internet enables
many warehouses owned by the exporter to function as a network, so if one warehouse is unable to
fill an order, another warehouse will.

11.2 Factors Affecting International Trade Flows

The economy of a nation can be strongly impacted by international trade, therefore it's critical to
recognise and keep an eye on the variables that affect it. The following are the deciding elements:

cost of labour
inflation

national income
credit conditions
government policies

exchange rates.

Cost of labour

The cost of labour varies widely between nations. It is not unexpected that China's corporations
frequently produce things that require physical labour at a significantly cheaper cost than other
nations in Europe, North America, and Australasia because many Chinese employees earn less than
US$300 per month. Eastern European countries often have substantially lower incomes than
Western European nations do within the continent of Europe. Businesses from nations with low
labour costs often have an advantage in global competition, particularly in labor-intensive
industries.

Currently, the propensity to outsource services is driven by cheaper technical labour. Functions like
IT, human resources, finance, real estate, facilities management, and procurement are all
outsourced, according to Deloitte's 2020 Global Outsourcing Study. Executives from outsourcing
companies cite flexibility, speed to market, access to tools and procedures, and agility as important
aspects in addition to cost reduction.

Top 10 global outsourcing companies
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Accenture Dublin, Ireland Application, infrastructure, BPO and bundled
outsourcing
2 Tata Consultancy Mumbai, India Banking and global financial markets
Services
3 Cognizant Teaneck, New Jersey, USA End-to-end leaming solutions
4 Wipro Technologies Bangalore, India IT infrastructure solutions
5 HCL Technologies Noida, India Global technology solutions and innovation labs
6 Capgemini Paris, France Application life-cycle services, business services,
cloud choice and cybersecurity
7 1BM Armonk, New York, USA Supply chain, productivity improvement and BPO
8 ScienceSoft McKinney, Texas, USA IT consulting services
9 Infosys Technologies Bangalore, India Technology-enabled business solutions
10 DXC Technologies Tysons, Virginia, USA IT hosting, network and communication support

Jeff Madura ,Ariful Hoque, and Chandrasekhar Krishnamurti, 2018

Inflation

Assuming all else is equal, a country's current account should grow if its inflation rate rises relative
to the nations it trades with. Due to the high local inflation rate, it is most likely that individuals
and businesses in that nation will increase their abroad purchases while decreasing their exports to
other nations. The impact of inflation on the trade balance between some nations, however, may be
restricted, as in cases when the average wage in one nation is more than ten times higher than the
average wage in another.

National income

If a country’s income level (national income) increases by a higher percentage than those of other
countries, then its current account should decrease, other things being equal. As the real income
level (adjusted for inflation) rises, so does consumption of goods. A percentage of that increase in

consumption will most likely reflect an increased demand for foreign goods.

Credit conditions

Because businesses are less able to pay back debt when economic conditions are bad, credit terms
tend to get tighter. In that situation, banks are less inclined to finance MNCs, which might restrict
corporate expenditure and erode the economy even more. MNCs decrease their spending, which
also decreases their need for imported goods. As a result, there is a reduction in global trade flows.

Unfavorable credit conditions can also have a negative impact on commerce by making it difficult
for some MNCs to raise the money required to make import purchases. A lot of MNCs that buy
imports rely on letters of credit, which are promises to pay for the imports when they are delivered
and are issued by commercial banks on behalf of the importers. Banks may refuse to grant credit if
they believe that a multinational corporation (MNC) will not be able to pay back its loan due to a
sluggish economy, in which case the MNC would not be able to purchase imports.

Government policies

Free trade theories are frequently discussed in depth in classrooms, but these theories lose favour
when the nation's unemployment rate rises in reaction to a significant balance of trade deficit. As a
result of the possibility that a job generated in one country could be lost in another, nations
compete for a larger proportion of global exports.
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Which companies within an industry gain the most market share globally can be significantly
influenced by government policy. These laws have an impact on the nation that they are passed in
terms of unemployment, income, and economic expansion. The goal of every government is to
expand exports because doing so will raise output, revenue, and perhaps even employment.

Also, a nation's government typically prefers that its people and businesses buy goods and services
locally (rather than importing them) because doing so generates local jobs.

Asking students (or professors) what they believe their nation's international trade policy should be
is a simple way to start a discussion. Individuals who believe that trade has a big impact on their
employment opportunities frequently hold strong views on this issue.

Governments of nations with struggling economies often become more innovative and aggressive
with their attempts to increase exports or decrease imports. Several different sorts of policies are
frequently employed to enhance the trade balance and consequently generate employment inside a
nation:

Restrictions on imports
Subsidies for exporters
Restrictions on piracy
Environmental restrictions
Labour laws

Business laws

Tax breaks

Country trade requirements

O ® N o0 W

Government ownership or subsidies

—_
e

Country security laws

Juny
=

Policies to punish country governments

Restrictions on imports

Some governments impose trade restrictions to restrict or discourage imports from other nations.
The most often applied of these are tariffs and quotas.

Consumers must pay extra to buy imported goods when a nation's government levies a tax,
commonly referred to as a tariff, on them. To encourage exporters to form local subsidiaries that
will produce the cars, many governments levy tariffs on imported cars (and create local jobs). In
comparison to other countries, the US government imposes lesser tariffs on a regular basis.
Nonetheless, certain US businesses are more protected by tariffs than others. With high taxes on
relevant imports, American agricultural and apparel products have historically received additional
protection against international competition.

In addition to imposing tariffs, a government may also set import quotas, or upper limits on what
can be brought into the country. Quotas have frequently been imposed on a range of products that
some nations, like the United States, import. In fact, declining economic conditions between 2008
and 2012 prompted some nations to erect barriers meant to safeguard parts of their businesses.

In order to prevent hazardous pests and diseases from entering the country, Australia places limits
on the importation of food goods. The following products are prohibited

eggs and egg products

dairy products

uncanned meat

seeds and nuts

fresh fruit and vegetables.

@ Example:
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Argentina's government placed limitations on local businesses that import cars in 2011 by requiring
them to export goods worth a comparable amount to other nations. Hence, in order to import more
vehicles for sale in Argentina, these importers started exporting wine, olives, and other goods.

Such a government programme raises concerns since increased exporting might displace local
businesses whose main line of business is exporting.

Further trade limitations on imports were also implemented by Argentina. Argentina later had
better trade balance, but a variety of products, including some medical supplies, were short-
handed.

The Indian government's 2014 mandate that at least 10% of the modules used in Indian solar
facilities be manufactured locally is a recent illustration of local content criteria. These
requirements' clear objectives are to improve local capability and generate local employment.

As was previously said, fewer overt trade barriers have emerged as a result of international trade
accords. But, there are still a lot of additional national features that can favour one country's
businesses in world trade.

Subsidies for Exporters

In order for domestic firms to make goods cheaper than their international rivals, a government
may provide subsidies to those firms. These incentives increase the demand for the exports made
by those businesses.

@ Example

The federal government provides subsidies to a number of Australian businesses, particularly in
the manufacturing industry. Prior to a few years ago, the projected Australian subsidy for
producing vehicles was US$1885 per vehicle, which was far greater than the subsidies provided by
other First World nations like Sweden ($297), Germany ($206), and the United States ($166). (Sloan,
2014). Despite these substantial incentives, Australian automakers left the nation in 2017.

Government subsidies are given to businesses in various nations provided that the manufactured
goods are then exported. Dumping is the term used to describe the export of goods that were made
possible by government subsidies. These businesses could be able to sell their goods for less than
any of their rivals in other nations. Although it may be claimed that every government gives
subsidies in some capacity, some are more evident than others.

Restrictions on piracy

Government anti-piracy measures differ from country to country. A government's absence of anti-
piracy measures can have an impact on how trade flows internationally. If a government does not
take action to curb piracy, it may indirectly lower imports and potentially deter multinational
corporations from exporting to that market.

E] Example

Piracy is a major issue in China. People (known as pirates) create CDs and DVDs that resemble the
actual products made in the US and other nations almost perfectly.

They even sell the CDs and DVDs to retail outlets, but they sell them on the street for less money
than the original product's price. As a result, local customers receive replicas of imports as opposed
to genuine imports. Around 90% of DVDs bought in China that are the property of US firms may
be pirated, according to the US film industry. According to estimates, Chinese piracy costs US
creators of film, music, and software $2 billion in lost sales annually. The Chinese government
makes repeated vows to take action, yet there is still a lot of piracy there.

China's need for imports has decreased as a result of piracy. One factor contributing to the United
States' significant trade deficit with China is piracy. But even if piracy were completely eliminated,
this loss would remain sizable.
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Environmental restrictions

Local businesses incur greater manufacturing costs when a government enacts environmental
regulations. Because of those expenses, local businesses may be at a disadvantage to those
operating outside nations without the same regulations. To ensure that local businesses can
compete globally, some governments have thought about easing or abolishing environmental rules.
Naturally, such a strategy will be directly at odds with the goals of the environmental organisations
in that nation. Whether local jobs or a clean environment are viewed as the most significant factor
frequently influences how someone feels about the best course of action.

Labour laws

Many countries have different labour regulations, which can allow for noticeable disparities in the
labour costs that businesses suffer in other nations. Some nations have stricter legislation in place to
safeguard employees' rights. Additionally, some nations have stricter rules governing underage
labour.

The cost of labour will be higher for businesses situated in nations with stricter rules, all other
things being equal. As a result, while competing with businesses established in other nations, their
companies might be at a disadvantage.

@ Example

Due to a history of child labour in state-owned cotton fields, 23 Australian businesses have decided
to boycott cotton from Uzbekistan, one of the biggest cotton producers in the world (Donelly, 2015).

Business laws

Several nations have different levels of bribery legislation. In some circumstances, such as when
government representatives of an agency seeking particular services from MNCs anticipate
receiving bribes from the MNCs hoping to gain that contract, companies situated in these nations
may not be able to compete globally.

Tax Breaks

Governments in various nations may offer tax advantages to businesses that work in particular
sectors. This practise is a type of government financial support, even if it need not be a subsidy, that
may be advantageous to businesses who export goods. For instance, US-based MNCs may qualify
for tax benefits when spending money on both equipment and machinery purchases as well as on
research and development.

Country Trade Requirements

Before multinational corporations (MNCs) can export goods to a country, the government may
require that they fill out different paperwork or acquire licences. Simply because the government is
ineffective at validating the forms or licences, such regulations frequently cause delays. The
procedure may even be deliberately ineffective in order to deter exporters and therefore, subtly,
safeguard domestic employment.

International or domestic bureaucracy is a significant commercial impediment. Furthermore, it can
be challenging to establish that a government intentionally tries to obstruct trade and is doing so in
contravention of free trade agreements.

Government Ownership or Subsidies

Even with the advancements in technology currently accessible (such the possibility of online
forms), many governments still react slowly to requests from exporters of goods from other
countries to export to their country. When some governments take their time, it stands to reason
that other countries might also take their time as a kind of revenge, which could impede commerce
and thereby save local jobs. Some MNCs are deterred from doing business abroad by bureaucratic
delays.
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Country security laws

Several Australian politicians have claimed that when Australian security is threatened, restrictions
on foreign ownership and international trade should be put in place. Although this viewpoint is
broadly shared, there is dispute over which particular Australian businesses and transactions
should be shielded from international competition.

The Collins-class submarines owned by the Australian government are currently being replaced
since they must be phased out by the middle of the next decade. Think about the following
inquiries, for instance:

1. Should Australia produce the new submarines domestically even if it costs twice as much as
buying them from a foreign supplier? The trade-off is between greater security and a wider
budget deficit. With Australian-built submarines, is Australia actually safer? Are
technological trade secrets more secure when produced by an Australian company?

2. Should there be limitations on foreign ownership of the Australian firm that manufactures
submarines alone? The majority of Australia's large publicly traded corporations are owned
in part by foreign investors.

3. Should investors from certain nations be subject to limitations on foreign ownership but not
from investors from other countries, or should owners from any foreign country be
prohibited from business dealings that would jeopardies Australia's security? Is there a risk
that the owners of the production business would sell technology secrets to Australia's
adversaries? Is a business with just Australian shareholders safe from that risk? Which
nations are deemed acceptable if certain foreign owners are acceptable?

4. What items pose the greatest security risk to Australia? Imagine, for example, that only
Australian businesses are allowed to manufacture submarines. What about every
component that is employed in the manufacture of submarines? The submarine makers

import some of the parts used in Australian submarines that are made in China.

11.3 Policies to Punish Country Governments

Since people have come to expect that trade policies will be used to punish national governments
for a variety of behaviours, international trade policy concerns have grown even more divisive over
time. A lot of people anticipate that nations will impose import restrictions on goods from nations
that don't uphold their environmental or child labour regulations, declare war on another nation, or
refuse to support an illegally installed ruler in another nation. Today, there are many protesters
with various agendas at every international trade convention. Even though international commerce
isn't the main topic of every rally, some demonstrators nonetheless want to see it eliminated (or at
least reduced).

Although the majority of demonstrators are undoubtedly against current trade policies, there is no
agreement on what those policies should change to. These divergent points of view are comparable
to the conflicts that arise between government officials when they attempt to negotiate international
trade policies.

These problems in international trade strategy cannot be resolved by the managers of each MNC.
Yet, businesses should at least be aware of how a specific foreign trade policy affects their ability to
compete in the market and how future policy changes might effect that ability.

Exchange rates

Exchange rates are used to determine the worth of one nation's currency in relation to other
currencies.

Then, exchanges of currencies can help with cross-border transactions. Because of market and
governmental pressures (which are covered in greater detail in Chapter 5), the values of most
currencies change over time. Assuming everything else is equal, a country's current account
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balance should decline if its currency starts to appreciate against other currencies. The demand for
commodities exported by that country will decline as its currency appreciates since the importing
nations would have to pay more for those goods.

11.4 International Trade Regulations

Historically, bilateral agreements between two countries governed trade. Multilateral agreements
like those of the GATT and World Trade Organization (WTO) were the main system for governing
international trade after World War Il as free trade emerged as the prevailing concept.

An international body tasked with regulating and arbitrating international commerce is the World
Trade Organization (WTO), which was established in 1995 to replace the General Agreement on
Tariffs and Trade (GATT). The WTO is in charge of policing member countries' adherence to all
WTO agreements, signed by the majority of the world's trading nations and ratified in their
parliaments, and deals with the rules of trade between nations on a nearly global scale. The WTO is
also responsible for negotiating and implementing new trade agreements.

The WTO also has a responsibility to examine national trade policies and guarantee the consistency
and openness of trade policies through oversight of the formulation of global economic policy.

The WTO, which maintains its main office in Geneva, Switzerland, has more than 150 members,
accounting for more than 95% of all international trade. A general council, which executes the
ministerial conference's policy decisions and is in charge of day-to-day administration, a director-
general, who is chosen by the ministerial conference, and a ministerial conference that meets every
two years manage it.

The WTO's role in regulating the world trading system is guided by five fundamental principles:

Nondiscrimination. The most favoured nation (MFN) rule and the national treatment policy, which
are incorporated into the primary WTO rules on commodities, services, and intellectual property,
were both influenced by this notion. A WTO member must provide all other WTO members the
most favourable circumstances under which it permits trade in a particular product category in
accordance with the MEN rule, which mandates that all commerce with other WTO members be
subject to the same conditions. The national treatment policy mandates that imported and locally
produced goods should be treated equally in order to overcome nontariff trade obstacles (such as
technical requirements and security standards) (at least after the foreign goods have entered the
market).

Reciprocity. This idea reflects the need for better access to international markets as well as a desire
to reduce the potential for free riding that could result from the MFN norm.

binding agreements that are enforceable. A list of concessions lists the tariff pledges made by WTO
members during a multilateral trade negotiation and upon membership. Only after negotiations
with its economic partners, which may entail paying them for lost commerce, can a nation alter its
promises. The complaining country may use the WTO dispute settlement processes if satisfaction is
not attained.

Transparency. WTO members are obligated to make their trade regulations public, to keep
institutions in place that are tasked with reviewing administrative decisions that influence trade, to
respond to information requests from other members, and to notify the WTO of changes in their
trade policies.

safety switches. Governments have the right (within certain bounds) to impose trade restrictions in
order to pursue non-economic goals, uphold "fair competition," and in unique economic situations.

Although the WTO uses the "one country, one vote" principle, no actual votes have ever been cast.
Decisions are purportedly reached by consensus, with relative market size serving as the main
source of negotiating leverage. In reality, informal negotiations between small groups of countries
are how the majority of WTO decisions are actually decided. These negotiations are frequently
referred to as "green room" negotiations (after the colour of the WTO director-office general's in
Geneva) or "miniministerials" when they take place in other nations. Many of the WTO's
developing-country members, who are frequently excluded from these negotiations, have
frequently criticised these methods. The WTO is in charge of around 60 agreements that qualify as
international legal documents. All WTO accords are subject to ratification and signature by member
nations. A few of the most significant accords relate to services, intellectual property, and
agriculture.
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A second aspect of the international trade regulation structure is regional agreements like Mercosur
in South America, the North American Free Trade Agreement (NAFTA) between the United States,
Canada, and Mexico, ASEAN in Southeast Asia, and the European Union (EU) between 27
autonomous states.

The EU is a 27-member political and economic union. The European Union (EU), committed to
regional integration, was founded on the preceding European Economic Community by the Treaty
of Maastricht on November 1, 1993. With a combined population of approximately 500 million, the
EU accounts for 30% of the nominal gross world product.

By a uniform set of regulations that are applicable in each member state, the EU has created a single
market that permits the free flow of capital, products, services, and people. It continues to adhere to
shared trade, agricultural, fisheries, and regional development policies. The Eurozone, which
consists of 20 members, has accepted the euro as its standard currency. With representation at the
UN, G8 meetings, and the WTO, the EU has grown to play a relatively minor role in foreign policy.
It passes laws pertaining to justice and domestic issues, such as the elimination of passport
restrictions between various member states. Twenty-one EU nations are also NATO members, with
Austria, Cyprus, Finland, Ireland, Malta, and Sweden being the only non-NATO members.

The Treaty of Asuncién, which established the Mercosur trade pact between Argentina, Brazil,
Paraguay, and Uruguay in 1991, was then updated and revised by the Treaty of Ouro Preto in 1994.
Its goal is to encourage open trade and the smooth movement of people, products, and money.

Currently, Bolivia, Chile, Colombia, Ecuador, and Peru are considered associate members.
Venezuela signed a membership agreement on June 17, 2006, however before it can join as a full
member, the Paraguayan and Brazilian parliaments must ratify it.

The North American Free Trade Agreement (NAFTA) is a pact that the governments of the United
States, Canada, and Mexico signed to establish a trilateral trading bloc. The deal became effective
on January 1st, 1994. The United States-Canada Free Trade Agreement was replaced by it. As of
2007, the trade block was the largest in the world in terms of total purchasing power parity GDP
and second largest in terms of nominal GDP. The North American Agreement on Environmental
Cooperation (NAAEC) and the North American Agreement on Labor Cooperation are two
supplements to NAFTA (NAALC).

The Association of Southeast Asian Countries, or ASEAN, was established on August 8, 1967, by
Indonesia, Malaysia, the Philippines, Singapore, and Thailand. It is a geopolitical and economic
alliance of ten Southeast Asian nations. Since then, Cambodia, Laos, Vietnam, Burma (Myanmar),
and Brunei have all joined. Its objectives include fostering social advancement, accelerating
economic growth, fostering cultural exchange among its citizens, and preserving regional peace
and stability.

Summary

Every government implements some policies that may give its local companies an advantage in the
battle for global market share, so the playing field is probably not level across all countries.
However, no formula can ensure a completely fair contest for market share. Notwithstanding the
progress of international trade treaties, most governments will be pressured by their constituents
and companies to implement policies that give their local companies an exporting advantage. Such
actions are typically initiated without considering the ultimate consequences when other countries
are adversely affected and then implement their own trade policy in retaliation. Any government
can find an argument for restricting imports if it wants to increase domestic employment. Some
arguments might be justified; others, less so. Naturally, countries that are adversely affected by a
trade policy may retaliate in order to offset the effects on employment. This means that the plan to
create jobs by restricting imports may not be successful. It is noteworthy that, even when the
overall employment situation for both countries is unchanged, employment within particular
industries may be changed by government actions on trade. Any government can find an argument
for restricting imports if it wants to increase domestic employment. Some arguments might be
justified; others, less so. Naturally, countries that are adversely affected by a trade policy may
retaliate in order to offset the effects on employment. This means that the plan to create jobs by
restricting imports may not be successful. It is noteworthy that, even when the overall employment
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situation for both countries is unchanged, employment within particular industries may be
changed by government actions on trade.

Keywords

Tariff: Government-imposed tax on imported goods.

Quota The maximum limit of a good that can be imported

Dumping The export of products to other countries at a cheaper price due to government subsidies.

J-curve effect The initial worsening of a trade deficit due to higher prices of imports dominating the
lower volume of imports in the short run.
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Which of the following is not a principle of WTO ?
Reciprocity.

Binding and enforceable commitments
Discrimination

Transparency

MFN stands for

Most favored nation
Meager favored nation
Marginal favored nation

Malaysian favored nation

. rule requires that a WTO member must apply the same conditions on all trade with
other WTO members, that is, a WTO member has to grant the most favorable conditions
under which it allows trade in a certain product type to all other WTO members.

MFN
LFN
SFN
GFN

This principle reflects both a desire to limit the scope of free riding that that may arise
because of the MFN rule and a desire to obtain better access to foreign markets...
Reciprocity.

Binding and enforceable commitments

Discrimination

Transparency

The tariff commitments made by WTO members in a multilateral trade negotiation and on
accession are enumerated in a list of concessions...

Reciprocity.

Binding and enforceable commitments

Discrimination

Transparency
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WTO members are required to publish their trade regulations...
Reciprocity.

Binding and enforceable commitments

Discrimination

Transparency

Under specific circumstances, governments can (within limits) restrict trade to attain
noneconomic objectives...

Reciprocity.

Binding and enforceable commitments

Discrimination

Safety valves

ASEAN covers:
United States, Canada, and Mexico
Southeast Asia

European countires

. American nations

The EU is an economic and political union of ... member states
27
30
40
50

EU was established by the Treaty of Maastricht on November 1, 1993
1993
1994
1995
1996

. euro, has been adopted by ...member states known as the Eurozone

20
17
18
19

Mercosur is a regional trade agreement among....., Brazil, Paraguay, and Uruguay

Argentina

India

. Russia

. NAFTA is an agreement creating a trilateral trade bloc in ...

. North America

South America

Europe

. Russia
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14. NAFTA came into force on January 1, ....
A. 1994
B. 1995
C. 19%
D. 1997

15. ASEAN was formed on August 8, 1967, by Indonesia, Malaysia, the Philippines, Singapore,
and.....

. Thailand

India

Malawi

onNn < >

. Namibia

Answers for Self Assessment

1 C 2 A 3 A 4 A 5 B
6 D 7 D 8 B 9 A 10. A
11. A 12. B 13. A 14. A 15. A

Review Questions

1. How World Trade Organization regulates international trade ?

2. How NAFTA regulates international trade ?

3. What is the role of ASEAN in regulating international trade ?

4. What are the five basic principlesguide the WTO's role in overseeing the global trading
system?

5. How government policies of a country regulate international trade ?

L.lJ Further Readings

International Financial Management 2ndEdition by Jeff Madura, Ariful Hoque,
Chandrasekhar Krishnamurti, 2018

International Financial management by Eun, Resnick and Chuluun. Ninth edition.
McGraw-Hill Education

International Accounting by Timothy S Doupnik_ Hector Perera, McGraw-Hill
Education (2014).

https:/ /saylordotorg.github.io/ text_fundamentals-of-global-strategy /s13-02-
regulation-of-international-tr.html
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Objective

After studying this unit, you should be able
* understand the trade policies of Directorate General of Foreign Trade (DGFT)
e analyse the role of WTO in current context

* interpret the WTO actions to improve the global trade

Introduction

Directorate General of Foreign Trade (DGFT) Organization is an attached office of the Ministry of
Commerce and Industry headed by the Director-General of Foreign Trade.Right from its inception
in 1991, when liberalization in the government's economic policies took place, this organization has
been essentially involved in regulating and promoting foreign trade through regulation. Keeping in
line with liberalization and globalization and the overall objective of increasing exports, DGFT has
since been assigned the role of “facilitator”. The shift was from prohibition and control of
imports/exports to promotion and facilitation of exports/imports, keeping in view the interests of
the country. World Trade Organization (WTO) is the only international organization dealing with
the global rules of trade. Its main function is to ensure that trade flows as smoothly, predictably and
freely as possible.By lowering trade barriers through negotiations among member governments,
the WTO’s system also breaks down other barriers between peoples and trading economies.

12.1 Organisational Set-up

» This Directorate, with headquarters in New Delhi, is headed by the Director-General of
Foreign Trade.

» Itis responsible for implementing the Foreign Trade Policy to promote India’s exports.
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* The DGFT also issues licenses to exporters and monitors their corresponding obligations
through a network of 25 Regional Offices and an extension counter at Indore.

e All regional offices provide facilitation to exporters concerning developments in
International Trade, i.e. WTO agreements, Rules of Origin and anti-dumping issues, etc., to
help exporters in their import and export decisions in a dynamic international environment.

12.2 Functions of DGFT

Some of the major functions of DGFT and its regional offices throughout the country are as follows

* To implement the exam policy or foreign trade policy of India by introducing various
schemes and guidelines through its network of DGFT regional offices throughout the
country

* DGFT performs its functions in coordination with state governments and all the other
departments of the Ministry of Commerce and industry Government of India

* To grant exporter importer code number to Indian exporters and importers.

e IEC number is a unique 10-digit code required by the traders or manufacturers for the
purpose of import and export in India.

* DGFT IEC codes are mandatory for carrying out import- export trade operations and enable
companies to acquire benefits on their imports/exports, Indian customs and export
promotion council etc., in India.

* DGFT permit or regulate the transit of goods from India or to countries adjacent to India in
accordance with the bilateral treaty between India and other countries

* To promote trade with neighboring countries
* To grant the permission for free export in export policy schedule 2
* DGFT also plays an important role in controlling DEPB rates (Duty Entitlement Passbook )

e DEPB (Duty Entitlement Pass Book )is anexportincentive scheme of the Indian
Government provided to Exporters in India.

* The DGFT also controls setting standard input-output norms
* Apart from the above, DGFT also acts as a trade facilitator
» Italso deals with the quality complaints of foreign buyers.

¢ Officials at DGFT work in close coordination with other related economic offices like the
customs Commissionerate, Central Excise authorities, DRI authorities and enforcement
directorate

12.3 DGFT Recent Developments

The revised rules for calculating the composition fee for the extension of the export requirement
period under the Advance Authorization Scheme were published by the Directorate General of
Foreign Trade (DGFT).

The Advance Authorization System makes it easier to import duty-free components that must be
utilised in goods that must be exported within a certain time frame. They are not allowed to sell
goods in local markets.

The process was complicated and challenging for exporters due to the prior composition charge
formula's complexity. The updated composition fee formula, on the other hand, is clear, simpler to
figure out, and based on a precise rate for various levels of the CIF value of permission. By making
the computation for the composition charge simpler and more straightforward, automation and
quicker service delivery are facilitated.

It will assist in automating the export obligation extension procedure with the least amount of
human involvement, hence removing misunderstandings and the possibility of mistakes.
Automation will speed up service delivery by reducing paperwork and laborious calculations.
Exporters will profit since the procedure of extending their export obligations will take less time
and effort.
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The DGFT is implementing the automation process as part of its IT overhaul project, and will
separately announce the automation process. The DGFT is aiming to simplify the calculation by
making it simpler for exporters to grasp. It will result in easier corporate operations and trade
facilitation.

12.4

12.5

Global trade rules

Global rules of trade provide assurance and stability.

Consumers and producers know they can enjoy secure supplies and greater choice of the
finished products, components, raw materials and services they use.

Producers and exporters know foreign markets will remain open to them.
This leads to a more prosperous, peaceful and accountable economic world.

Decisions in the WTO are typically taken by consensus among all members and they are
ratified by members’ parliaments.

Trade frictions are channeled into the WTO's dispute settlement process, where the focus is
on interpreting agreements and commitments and how to ensure that members’ trade
policies conform with them.

That way, the risk of disputes spilling over into political or military conflict is reduced.

By lowering trade barriers through negotiations among member governments, the WTO's
system also breaks down other barriers between peoples and trading economies.

At the heart of the system - known as the multilateral trading system - are the WTO'’s
agreements, negotiated and signed by a large majority of the world’s trading economies,
and ratified in their parliaments.

These agreements are the legal foundations for global trade. Essentially, they are contracts,
guaranteeing WTO members important trade rights.

They also bind governments to keep their trade policies transparent and predictable which
is to everybody’s benefit.

The agreements provide a stable and transparent framework to help producers of goods and
services, exporters and importers conduct their business.

The goal is to improve the welfare of the peoples of the WTO’s members.
The past 70 years have seen an exceptional growth in world trade.
Merchandise exports have grown on average by 6% annually.

Total exports in 2019 were 250 times the level of 1948.

The GATT and the WTO have helped to create a strong and prosperous trading system
contributing to unprecedented growth.

Trade Negotiations

The system was developed through a series of trade negotiations, or rounds, held under the
GATT.

The first rounds dealt mainly with tariff reductions but later negotiations included other
areas such as anti-dumping and non-tariff measures.

The 1986-94 round - the Uruguay Round - led to the WTO's creation.

The negotiations did not end there. In 1997, an agreement was reached on
telecommunications services, with 69 governments agreeing to wide-ranging liberalization
measures that went beyond those agreed in the Uruguay Round.

In the same year, 40 governments successfully concluded negotiations for tariff-free trade in
information technology products, and 70 members concluded a financial services deal

covering more than 95% of trade in banking, insurance, securities and financial information.
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12.6

12.7

In 2000, new talks started on agriculture and services.

These were incorporated into a broader work program, the Doha Development Agenda,
launched at the fourth WTO Ministerial Conference in Doha, Qatar, in November 2001.

A revised Government Procurement Agreement - adopted at the WTO’s 8th Ministerial
Conference in 2011 - expanded the coverage of the original agreement by an estimated US$
100 billion a year.

At the 9th Ministerial Conference in Bali in 2013, WTO members struck the Agreement on
Trade Facilitation, which aims to reduce border delays by slashing red tape.

When fully implemented, this Agreement - the first multilateral accord reached at the WTO
- will cut trade costs by more than 14% and will lift global exports by as much as US$ 1
trillion per year.

The expansion of the Information Technology Agreement - concluded at the 10th Ministerial
Conference in Nairobi in 2015 - eliminated tariffs on an additional 200 IT products valued at
over US$ 1.3 trillion per year.

Another outcome of the Conference was a decision to abolish agricultural export subsidies,
fulfilling one of the key targets of the UN Sustainable Development Goal on “Zero hunger”.
Most recently, an amendment to the WTO'’s Intellectual Property Agreement entered into
force in 2017, easing poor economies” access to affordable medicines.

The same year saw the Trade Facilitation Agreement enter into force.

WTO Agreements

How can you ensure that trade is as fair as possible, and as open as is practical?

By negotiating rules and abiding by them.

Through these agreements, WTO members operate a non- discriminatory trading system
that spells out their rights and their obligations.

Each member receives guarantees that its exports will be treated fairly and consistently in
other members’ markets.

Each promises to do the same for imports into its own market.

The system also gives developing economies some flexibility in implementing their

commitments.

How the WTO is organized

The WTO's overriding objective is to help trade flow smoothly, freely and predictably.

It does this by:

functions

Structure

WTO Functions

Administering trade agreements

Acting as a forum for trade negotiations

Settling trade disputes

Reviewing national trade policies

Building the trade capacity of developing economies

Cooperating with other international organizations
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WTO Structure
¢ The WTO has 164 members, accounting for 98% of world trade.
* A total of 25 countries are negotiating membership.
*  Decisions are made by the entire membership. This is typically by consensus.

¢ The WTO's top level decision- making body is the Ministerial Conference, which meets
usually every two years.

¢ The General Council also meets as the Trade Policy Review Body and the Dispute
Settlement Body.

*  Below this is the General Council (normally ambassadors and heads of delegation based in
Geneva but sometimes officials sent from members’ capitals) which meets several times a
year in the Geneva headquarters.

e At the next level, the Goods Council, Services Council and Intellectual Property (TRIPS)
Council report to the General Council.

10 things the WTO can do
*  Cutliving costs and raise living standards
e Settle disputes and reduce trade tensions
*  Stimulate economic growth and employment
*  Cut the cost of doing business internationally
*  Encourage good governance
*  Help countries develop
*  Give the weak a stronger voice
*  Give the weak a stronger voice
*  Support the environment and health
*  Contribute to peace and stability

*  Be effective without hitting the headlines

Keywords

General Agreement on Tariffs and Trade: General Agreement on Tariffs and Trade, which the
WTO has supplanted as a global institution. The WTO's current accord covering trade in goods is
an updated General Agreement. The old GATT (pre-1994) is referred to as GATT 1947 in the law.
GATT 1994: The WTO's official name for the General Agreement's updated version, which also
includes GATT 1947

Uruguay Round: International trade talks began in Punta del Este, Uruguay, in September 1986 and
ended in Geneva, Switzerland, in December 1993. Ministers in Marrakesh, Morocco, signed the
document in April 1994.

Special treatment: :A clause in the Agricultural Agreement allowed members to postpone
tariffication (see "tariffication") on a restricted number of items.

Summary

Trade has played a significant role in fostering economic development and fostering friendly
relations between nations from the early days of the Silk Road through the establishment of the
General Agreement on Tariffs and Trade (GATT) and the World Trade Organization (WTO).The
largest change to global trade since the end of World War II was brought about by the
establishment of the WTO on January 1, 1995. The WTO and its agreements also deal with trade in
services and intellectual property, whereas the GATT primarily focused on trade in goods. New
methods for resolving disputes were also developed with the establishment of the WTO.
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Review Questions

S

Explain the role of WTO in Globalisation.
Interpret the WTO actions to improve the global trade
Explain Trade negotiations under the regime of WTO
Explain organisational structure of WTO.

Explain the role of WTO in Globalisation

Self Assessment

oON® e

N

ONwp @

-

S

9N = >

9N = >
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Expand WTO

World Trade Organization
world tariff organization
world treatment organization

world terrification organization

The ....... has helped to create a strong and prosperous trading system contributing to
unprecedented growth.

World Bnak

WTO

IMF

IBRD

The...... Round - led to the WTO's creation.
Uruguay Round

Paris Round

Geneva Round

Singapore Round

In ....., an agreement was reached on telecommunications services, with 69 governments
agreeing to wide-ranging liberalization measures

1997

1998

1999

2000

In........ , new talks started on agriculture and services

Doha Development Agenda, launched at the fourth WTO Ministerial Conference in Doha,
Qatar, in November ......

2001

2002
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90w p

*®

9N = >

X
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2003
2004

A revised Government Procurement Agreement - adopted at the WTO’s 8th Ministerial
Conference in .....

2010

2011

2012

2013

At the 9th Ministerial Conference in Bali in ....., WTO members struck the Agreement on
Trade Facilitation, which aims to reduce border delays by slashing red tape.

2012

2013

2014

2015

The expansion of the Information Technology Agreement - concluded at the 10th
Ministerial Conference in Nairobi in 2015 - eliminated tariffs on an additional 200 IT
products valued at over US$ 1.3 trillion per year.

2012

2013

2014

2015

Most recently, an amendment to the WTO’s Intellectual Property Agreement entered into
force in ....., easing poor economies’ access to affordable medicines

2012

2013

2014

2017

. DGEFT stands for

Directorate General of Foreign Trade (DGFT) and their policies
Directorate General of Free Trade (DGFT) and their policies
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C. Directorate General of Factoring Trade (DGFT) and their policies
D. Directorate General of Forfaiting Trade (DGFT) and their policies

12. The WTO has ....members
A. 164
B. 180
C. 200
D. 250
13. The WTO'’s top level decision- making body is the Ministerial Conference, which meets

usually every ....years.
2

SN = »

3
4
5

Uy
S

. General Council meets ...times a year in the Geneva headquarters.
Two
Three

Four

SN = »

Several

15. TRIPS stands for

Trade Related Aspects of Intellectual Property Right
Tourism Related Aspects of Intellectual Property Right
Transport Related Aspects of Intellectual Property Right
Tariff Related Aspects of Intellectual Property Right

SN = »

Answers for Self Assessment

1 A 2 A 3 B 4 D 5 A
6 B 7 A 8 B 9 A 10. D
11. A 12. A 13. D 14. A 15. A

L.._] Further Readings
https:/ /www.wto.org/english/thewto_e/history_e/history_e. htm
https:/ /www.dgft.gov.in/CP/
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Unit 13: International Banking

CONTENTS

Objectives
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13.1  Balance of Payments
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Summary

Keywords

Self Assessment

Answers for Self Assessment

Review Questions

Further Readings

Objectives
After studying this unit, you should be able

¢ explore the components of balance of payments.
e differentiate between factor payment and transfer payments.
*  explore the components of balance of trade.

» differentiate between balance of trade and balance of payments.
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* analysing current and capital account convertibility.

*  evaluating pros and cons of convertibility and managing risks to an economy.
e summarize and explain various trade-related documents.

e dissect the financing functions of banks involved in international trade.

»  classify the various categories of financing the global trade.

Introduction

Banks do finance domestic commercial transactions, but because there are greater challenges in
financing international trade, their role is more comprehensive. The exporter may first doubt the
importer's capacity for payment. Second, even if an importer has a good credit rating, the
government of that country may apply exchange controls that block payment to the exporter.
Third, the importer could not have confidence in the exporter to deliver the ordered goods. Fourth,
even if the exporter does send the products, there is a chance that the arrival date will be delayed
by trade restrictions or delays in international transit.In order for their businesses to export or
import in a way that maximises the value of the MNC, financial managers must be aware of the
many techniques they might employ to finance international trade. Credit is given in any
international commerce transaction by the exporter (supply), the importer (buyer), one or more
financial institutions, or any combination of these parties. The supplier may have enough cash flow
to cover the entire cost of the transaction, from the product's production to the buyer's eventual
payment. Supplier credit is the name given to this type of credit. The exporter may occasionally
need bank borrowing to increase its cash flow.On the other side, the supplier might not want to
offer financing, in which case the purchaser would have to fund the deal on their own either
internally, externally, or through their bank. In trade finance, banks on both sides of the transaction
are essential.

13.1 Balance of Payments

The Balance of Payments is a statement that contains the transactions made by residents of a
particular country with the rest of the world over a specific time period.
It is also known as the balance of international payments and is often abbreviated as BoP.

* It summarizes all payments and receipts by firms, individuals, and the government.

* The transactions can be both factor payments and transfer payments.

e There are two accounts in the BOP statement: the Current Account and Capital Account.

e The Current account records all transactions involving goods, services, investment
income, and current transfer payments.

*  The Capital account shows the net change in ownership of foreign assets and transactions
in financial instruments (securities etc.)

* The balance of payments account follows a double-entry system.

* All receipts are entered on the credit side, whereas all payments are entered on the debit
side.

* Theoretically, a balance of payments accounts is always zero, with the total on the debit side
equaling the total on the credit side.

* Practically, however, there might be an error of some degree due to the different sources of
data and fluctuation of currency exchange rates.

* The BOP of a country reveals its financial and economic status.

* A BOP statement can be used to determine whether the country’s currency value is
appreciating or depreciating.

* The BOP statement helps the government to decide on fiscal and trade policies.

» It provides important information to analyze and understand the economic dealings with
other countries.

LOVELY PROFESSIONAL UNIVERSITY



Unit 13: International Banking

13.2

13.3

Factor Payments

Payment made to a factor of production in return for rendering productive (or factor)
service is called factor payment (or factor income)

This is reward or compensation to factors of production for productive services rendered by
them in the production process, and for them, these are factor income.

Examples are rent, wages, interest and profit. Income of land is rent, of labor wages, of
capital interest and of enterprise is profit. This also means that in order to earn income, one
has to contribute in the production process.

Remember, without production, we cannot conceive of factor income.
All factor payments (or factor incomes) are included in the national income.

Factor incomes earned by factors of production and factor payments made by an enterprise
to factors for rendering productive services are, in fact, the same.

The former is viewed from the side of factors of production and the latter from the side of an
enterprise.

Transfer Payment

Payment received without any good or service provided in return is called transfer payment
(or transfer income)

Transfer income is a receipt concept as compared to factor income which is an earning
concept.

There are certain types of payments which are received without making any corresponding
contribution to the flow of goods and services, i.e., they are not earned but received only.

Such payments for which no productive services are rendered are known as transfer
payments.

Thus, all unilateral (or one-directional) payments are transfer payments.
For the recipient, a transfer payment is an unearned income.

Examples of transfer payments are old- age pension, scholarships to students,
unemployment allowance for unemployed people, flood relief pocket money, etc.

These payments are received without making a contribution to production.

It may be noted that such payments may be personal incomes of the recipients since they get
purchasing power equal to the value of the amount received, but these cannot be termed as
factor incomes or factor payments since they have not been earned.

They are, therefore, called transfer payments or transfer incomes, for they are merely
transferred by the government or other agencies without getting in return any productive
services from the recipients.

Hence, they are not included in the national income of a country.
There are two accounts in the BOP statement: the Current Account and Capital Account.

The Current account records all transactions involving goods, services, investment
income, and current transfer payments.

The Capital account shows the net change in ownership of foreign assets and transactions
in financial instruments (securities etc.)

The balance of payments account follows a double-entry system.

All receipts are entered on the credit side, whereas all payments are entered on the debit
side.
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13.4

Components of BOP

The BOP comprises two accounts:

Current and Capital.

Components of the Current account

The four major components are as follows:

1)

2)

6)

Visible trade - This is the net of export and imports of goods (visible items). The balance of
this visible trade is known as the trade balance.

There is a trade deficit when imports are higher than exports and a trade surplus when
exports are higher than imports.

Invisible trade - This is the net of exports and imports of services (invisible items).
Transactions mainly consist of shipping, IT, banking, and insurance services.

Unilateral transfers to and from abroad - These refer to payments that are not factor
payments - for example, gifts or donations sent to the resident of a country by a non-
resident relative.

Income receipts and payments - These include factor payments and receipts.

These are generally rent on the property, interest on capital, and profits on investments.

Components of the capital account

The capital account is used to finance the deficit in the current account or absorb the surplus in the
current account.

1)

13.5

Loans to and borrowings from abroad - These consist of all loans and borrowings given to
or received from abroad.

> Itincludes both private sector loans as well as public sector loans.

Investments to/from abroad - These are investments made by nonresidents in shares in
the home country or investments in real estate in any other country.
Changes in foreign exchange reserves - Foreign exchange reserves are maintained by the

central bank to control the exchange rate and ultimately balance the BOP.

A Current account deficit is financed by a surplus in the Capital account and vice versa.
This can be done by borrowing more money from abroad or lending more money to non-
residents.

Significance of Balance of Payments

The balance of payments data is important to a lot of users.

Investment managers, government policymakers, the central bank, businessmen, etc., all use
the BOP data to make important decisions.

The BOP data is affected by vital macroeconomic variables such as exchange rate, price
levels, interest rates, employment, and GDP.

Monetary and fiscal policies are formed in a way to achieve very specific objectives, which
generally exert a significant impact on the balance of payments.

Policies can be formed with the objective of inducing or curbing foreign inflows or outflows.

Businesses use BOP to analyze the market potential of a country, especially in the short
term.

A country with a large trade deficit is not as likely to import as much as a country with a
trade surplus.

LOVELY PROFESSIONAL UNIVERSITY



Notes

Unit 13: International Banking

13.6

If there is a large trade deficit, the government may adopt a policy of trade restrictions, such
as quotas or tariffs.

Balance of Trade

The balance of trade (BOT), also known as the trade balance, refers to the difference
between the monetary value of a country’s imports and exports over a given time .

A positive trade balance indicates a trade surplus, while a negative trade balance indicates
a trade deficit.

The BOT is an important component in determining a country’s current account.

Balance of Trade = Value of Exports - Value of Imports *

The formula for calculating trade balance is as above:
Where:

Value of Exportsis the value of goods and services that are sold to buyers in other
countries.

Value of Imports is the value of goods and services that are bought from sellers in other
countries.

Exports are goods or services made domestically and sold to a foreigner.

That includes a pair of jeans you mail to a friend overseas.

It could alsobe signage a corporate headquarter transfers to its foreign office. If the
foreigner pays for it, then it's an export.

Imports are goods and services bought by a country's residents but made in a foreign
country.

It includes souvenirs purchased by tourists traveling abroad.

Services provided while traveling, such as transportation, hotels, and meals, are also
imports.

It doesn't matter whether the company that makes the goods or services is domestic or
foreign. If it was purchased or made in a foreign country, it's an import.

The trade balance is also the biggest part of the current account.

It measures a country's net income earned on international assets.

It's the trade balance plus any other payments across borders.

Interpretation of BOT for an Economy

To the misconception of many, a positive or negative trade balance does not necessarily
indicate a healthy or weak economy.

Whether a positive or negative BOT is beneficial for an economy depends on -
¢ the countries involved,
e the trade policy decisions,
*  the duration of the positive or negative BOT, and
e the size of the trade imbalance, among other things.

In short, the BOT figure alone does not provide much of an indication regarding how well
an economy is doing.

Economists generally agree that neither trade surpluses nor trade deficits are inherently
“bad” or “good” for the economy.
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A positive balance occurs when exports > imports and is referred to as a trade surplus.

A negative trade balance occurs when exports < imports and is referred to as a trade
deficit.

Favorable Trade Balance

Many countries implement trade policies that encourage a trade surplus.

These nations prefer to sell more products and receive more capital for their residents,
believing this translates into a higher standard of living and a competitive advantage for
domestic companies.

For some, this holds true, especially over the short term.

Unfortunately, some nations resort to trade protectionism to maintain a trade surplus.
They defend domestic industries by levying tariffs, quotas, or import subsidies.

Soon, other countries react with retaliatory, protectionist measures, and a trade war
ensues.

Inevitably, this results in higher costs for consumers, reduced international commerce, and

diminished economic conditions for all nations.

Unfavorable Trade Balance

Sometimes, a trade deficit can be unfavorable for a nation, especially one whose economy
relies heavily on the export of raw materials.

Generally, this type of nation imports a lot of consumer products.

As a result, its domestic businesses don't gain the experience needed to make value-added
products.

Rather, its economy becomes increasingly dependent on global commodity prices, which
can be highly volatile.

Mercantilism advocates protectionist measures, such as tariffs and import quotas.

While these measures can prove effective in increasing the balance of trade, they typically
lead to retaliatory acts of protectionism, which result in higher costs for consumers,
reduced international trade, and diminished economic growth.

Difference Between Trade Balance and Balance of Payments

The balance of trade is the most significant component of the balance of payments.

The balance of payments adds international investments plus net income made on those
investments to the trade balance.

A country can run a trade deficit but still have a surplus in its balance of payments.
A large surplus in investments could offset a trade deficit.
That can only occur if the financial account runs a huge surplus.

For example, foreigners could invest heavily in a country's assets. They could buy real
estate, own oil drilling operations, or invest in local businesses.

The balance of trade is part of a larger economic unit, the BALANCE OF PAYMENTS (the
total of all economic transactions between one country and its trading partners around the
world), which includes capital movements (money flowing to a country paying high-
interest rates of return), loan repayment, expenditures by tourists, freight and insurance
charges, and other payments

If the exports of a country exceed its imports, the country is said to have a favorable
balance of trade or a trade surplus.

Conversely, if the imports exceed exports, an unfavourable balance of trade, or a trade
deficit, exists.
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13.7

According to the economic theory of mercantilism, which prevailed in Europe from the
16th to the 18th century, a favorable balance of trade was a necessary means of financing a
country’s purchase of foreign goods and maintaining its export trade.

This was to be achieved by establishing colonies that would buy the products of the
mother country and would export raw materials (particularly precious metals), which
were considered an indispensable source of a country’s wealth and power

The assumptions of mercantilism were challenged by the classical economic theory of the
late 18th century, when philosophers and economists such as Adam Smith argued that
free trade is more beneficial than the protectionist tendencies of mercantilism and that a
country need not maintain an even exchange or, for that matter, build a surplus in its
balance of trade (or in its balance of payments).

Capital Account Convertibility

Capital Account convertibilityin its entirety would mean that any individual, be it Indian
or Foreigner will be allowed to bring in any amount of foreign currency into the country.

Full capital account convertibility also known as Floating rupee means the removal of all
controls on the cross-border movement of capital, out of India to anywhere else or vice
versa.

Capital account convertibility refers to the freedom to convert local financial assets into
foreign financial assets or vice versa at market-determined rates of interest.

If capital account convertibility is introduced along with current account convertibility it
would mean full convertibility.

Complete convertibility would mean no restrictions and no questions.

In general, restrictions on foreign currency movements are placed by developing countries
which have faced foreign exchange problems in the past to avoid sudden erosion of their
foreign exchange reserves which are essential to maintain stability of trade balance and
stability in their economy.

With India’s Forex reserves increasing steadily, it has slowly and steadily removed
restrictions on movement of capital on many counts.

Capital account convertibility means that an investor is allowed to move freely from the
local currency to a foreign currency.

India has limited capital account convertibility to prevent shocks to the capital account
and maintain a stable exchange rate, by stipulating sectoral norms that ensure a lock-in
period for investments.

The balance of payments account, which a statement of all transactions made between a
country and the outside world, consists of two accounts — current and capital account.

While the current account deals mainly with import and export of goods and services, the
capital account is made up of cross-border movement of capital by way of investments
and loans.

Capital account convertibility means the freedom to conduct investment transactions
without any constraints.

India has come a long way in liberating the capital account transactions in the last three
decades and currently has partial capital account convertibility.

Typically, it would mean no restrictions on the amount of rupees you can convert into
foreign currency to enable you, an Indian resident, to acquire any foreign asset.

Similarly, there should be no restraints on your NRI cousin bringing in any amount of
dollars or dirhams to acquire an asset in India.

Typically, it would mean no restrictions on the amount of rupees you can convert into
foreign currency to enable you, an Indian resident, to acquire any foreign asset.

Some of the recent moves include increasing the foreign portfolio investment limits in the
Indian debt markets, introducing the Fully Accessible Route (FAR) — through which non-
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13.8

residents can invest in specified government securities without any restrictions and the
easing of the external commercial borrowing framework by relaxing end-user restrictions.

Inward FDI is allowed in most sectors, and outbound FDI by Indian incorporated entities
is allowed as a multiple of their net worth.

Current Account Convertibility

Current account convertibility refers to the freedom to convert your rupees into other
internationally accepted currencies and vice versa without any restrictions whenever
payments are made.

The current account covers exports and imports of goods and services, factor income and
unilateral transfers.

Why convertibility is important?

13.9

Free capital mobility, or internationalization of capital markets, is commonly recognized
as an engine of global growth. Specifically, benefits of internationalization of capital
markets are well accepted, in terms of broadening the investor base for recipient country
financial assets, improved liquidity in financial markets and positive pressures for market
infrastructure and market practices.

International capital markets, by enabling access to a global savings pool and to different
currencies, can potentially reduce borrowing costs, facilitate better risk allocation and
enhance global liquidity

Developing countries are usually cautious in opening up their capital account.

This is because inflows and outflows of the foreign and domestic capital, which are prone
to volatility, can lead to excessive appreciation/depreciation of their currency and impact
the monetary and financial stability.

India’s prudence in opening up its capital account was lauded after the currency crisis in
East Asian countries in 1997 exposed the problems arising from the potent combination of
high current account imbalances, dependence on short-term capital flows and the
whimsical nature of these flows.

The SS Tarapore committee’s report on fuller capital account convertibility released in
2006 argued that even countries that had apparently comfortable fiscal positions have
experienced currency crises and rapid deterioration of the exchange rate, when the tide
turns.

The report further points that most currency crises arise out of prolonged overvaluation in
exchange rates leading to unsustainable current account deficits.

An excessive appreciation of the exchange rate causes exporting industries to become
unviable, and imports to become much more competitive, causing the current account
deficit to worsen.

Thus, it suggests transparent fiscal consolidation is necessary to reduce the chances of a
currency crisis.

If you are an investor looking to park money overseas or an NRI wanting to invest in
Indian assets, full convertibility on capital account may give you a greater opportunity to
diversify investments and reduce geographical risk.

Note that cross-border investments are allowed even now under RBI's Liberalized
Remittance Scheme but within the overall limit of $250000 annually.

Objectives of Full Capital Account Convertibility

Economic Growth: The introduction of FCAC will help in the economic development of the
country through capital investment in the country. This lead to employment generation in the
country, infrastructure development, global competition etc.

Improvement in Financial Sector: There would be improvement in the financial sector as
huge capital flow into the system, which will help the companies to perform better. It will
boost liquidity into the system.

LOVELY PROFESSIONAL UNIVERSITY



Unit 13: International Banking

Diversification of Investment: It will also help in the diversification of investments by
ordinary people, wherein they can invest abroad without any restriction and diversify their
portfolio.

Risks involved in Full Capital Account Convertibility

Market risks such as interest rate and foreign exchange risks become more complex as
financial institutions and corporates gain access to new securities and markets, and foreign
participation changes the dynamics of domestic markets. For instance, banks will have to
quote rates and take unhedged open positions in new and possibly more volatile currencies.

Similarly, changes in foreign interest rates will affect banks’ interest sensitive assets and
liabilities. Foreign participation can also be a channel through which volatility can spill-over
from foreign to domestic markets.

Credit risk will include new dimensions with cross-border transactions. For instance,
transfer risk will arise when the currency of obligation becomes unavailable to borrowers.

Settlement risk is typical in foreign exchange operations because several hours can elapse
between payments in different currencies due to time zone differences.

Cross-border transactions also introduce domestic market participants to country risk, the
risk associated with the economic, social, and political environment of the borrower’s
country, including sovereign risk.

With full capital account convertibility, liquidity risk will include the risk from positions in
foreign currency denominated assets and liabilities.

Potentially large and uneven flows of funds, in different currencies, will expose the banks to
greater fluctuations in their liquidity position and complicate their asset-liability
management as banks can find it difficult to fund an increase in assets or accommodate
decreases in liabilities at a reasonable price and in a timely fashion.

Managing Risks of Free Capital Mobility

The various currency and banking crises experienced over the last few decades have
simultaneously highlighted the costs and risks of internationalization such as exposure to
global shocks, credit and asset bubbles, exchange rate volatility associated with sudden exit of
capital and higher refinancing risk.

Increased globalization has brought to the fore the vulnerability to contagion effects.

While it was argued that such risks are the short-term pains needed to reap long term, there is
now a wider acceptance that benefits of internationalization are not an unmixed blessing and
that there is a nuanced trade off between growth and crisis risk.

Such awareness has led to policy focus on three fronts......

First, that benefits of internationalization presupposes sound macroeconomic fundamentals, a
well developed financial system and a sound market infrastructure, including efficient
markets for funding and risk transfer.

Second, that countries need to develop appropriate tools to deal with the risks of
internationalization, in particular, tools to manage the volume and composition of capital
inflows and macro prudential tools.

Third, that different types of capital flows carry different risks - some are riskier than others.

The agreed hierarchy of capital flows is that foreign direct investment is the least risky,
followed by equity investment, followed by debt capital.

While FDI is seen to contribute to long-run growth, portfolio equity gives a shorter run boost.
Debt flows, while necessary, are susceptible to be volatile.

Understandably, the focus of capital flow regulations, and macro-prudential regulations, has
been debt flows.
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Not all emerging economies, however, may have this choice, and may be constrained to
depend on capital flows, either to meet their investment needs or to develop financial
markets.

For many of these countries, the required development of policy and markets has to happen
simultaneously with dependence on foreign capital.

Often, there is only a limited choice on the type of capital that flows in, leading to dependence
on risky debt capital.

Managing these flows with a not-so-efficient domestic institutional base requires policy
flexibility.

Building up reserves has been an acceptable course, especially after the Asian crisis. Having
some control on the amount of debt capital as well as on its nature is another defense.

Long-term debt flows could be preferred to short-term flows, stable investors (pension or
insurance funds, reserve portfolios) could be preferred to flighty investors such as carry
traders, arbitrage traders etc. In a sense capital flow measures may really be used to
compensate for lack of strong macro-fundamentals and adjustment mechanism.

Indian Perspective

India has come a long way in achieving increasing levels of convertibility on the capital
account.

It has broadly achieved the desired outcome for the policy choices it has made, in terms of
achieving a stable composition of foreign capital inflow.

At the same time, India is on the cusp of some fundamental shifts in this space with
increased market integration in the offing and freer non-resident access to debt on the table.

The rate of change in capital convertibility will only increase with each of these and similar
measures.

With that comes the responsibility to ensure that such flows are managed effectively with
the right combination of capital flow measures, macro-prudential measures and market
intervention.

Market participants, particularly banks, will have to prepare themselves to manage the
business process changes and the global risks associated with capital convertibility. The
regulator’s job is somewhat different.

As someone once said, the job of a regulator is like the gas regulator in the kitchen - it cannot
ensure the quality of the dish, but it can prevent the kitchen from blowing up.

The quality of the dish - that is, the efficiency with which investment needs of the country
are met - is up to how well Authorized Dealers and other intermediaries adjust to the
increasingly fuller capital account convertibility.

13.10 Liberalised Remittance Scheme (LRS)

Under the Liberalized Remittance Scheme, all resident individuals, including minors, are
allowed to freely remit up to USD 2,50,000 per financial year (April - March) for any

permissible current or capital account transaction or a combination of both.

Further, resident individuals can avail of foreign exchange facility within the limit of USD
2,50,000 only.

13.11 Trade Documents

International market involves various types of trade documents that need to be produced
while making transactions.
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Each trade document differs from others and presents the various aspects of the trade like
description, quality, number, transportation medium, indemnity, inspection and so on.

So, it becomes important for the importers and exporters to make sure that their
documents support the guidelines as per international trade transactions.

A small mistake could prove costly for any of the parties.

For example, a trade document about the bill of lading is proof that goods have been
shipped on board, while Inspection Certificate, certifies that the goods have been
inspected and meet quality standards.

So, depending on these necessary documents, a seller can assure a buyer that he has
fulfilled his responsibility whilst the buyer is assured of his request being carried out by
the seller.

The following is a list of documents often used in international trade:
e Air Waybill
* Bill of Lading
»  Certificate of Origin
¢ Combined Transport Document
*  Draft (or Bill of Exchange)
*  Insurance Policy (or Certificate)
*  Packing List/Specification

*  Inspection Certificate

Air Waybill

Air Waybills make sure that goods have been received for shipment by air.
A typical air waybill sample consists of three originals and nine copies.

The first original is for the carrier and is signed by an export agent; the second original, the
consignee's copy, is signed by an export agent; the third original is signed by the carrier
and is handed to the export agent as a receipt for the goods.

Air Waybills serves as:
*  Proof of receipt of the goods for shipment.
* Aninvoice for the freight.
e A certificate of insurance.

e A guide to airline staff for the handling, dispatch and delivery of the
consignment.

The principal requirement for an air waybill is:
*  The proper shipper and consignee must be mentioned.
*  The airport of departure and destination must be mentioned.
*  The goods description must be consistent with that shown on other documents.

*  Any weight, measure or shipping marks must agree with those shown on other
documents.

* It must be signed and dated by the actual carrier or by the named agent of a
named carrier.

* It must mention whether freight has been paid or will be paid at the destination
point.
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13.12Bill of Lading (B/L)

Bill of Lading is a document given by the shipping agency for the goods shipped for
transportation form one destination to another and is signed by the representatives of the
carrying vessel.

Only one original is sufficient to take possession of goods at the port of discharge so, a
bank which finances a trade transaction will need to control the complete set.

The bill of lading must be signed by the shipping company or its agent and must show
how many signed originals were issued.

Bill of landing is issued in the set of two, three or more.

The number in the set will be indicated on each bill of lading and all must be accounted
for.

This is done due to the safety reasons which ensure that the document never comes into
the hands of an unauthorized person.

Only one original is sufficient to take possession of goods at the port of discharge so, a
bank which finances a trade transaction will need to control the complete set.

The bill of lading must be signed by the shipping company or its agent and must show
how many signed originals were issued.

It will indicate whether the cost of freight/ carriage has been paid or not :

"Freight Prepaid": Paid by shipper
"Freight collect": To be paid by the buyer at the port of discharge

The bill of lading also forms the contract of carriage.

The main parties involved in a bill of lading are:

Shipper
*  The person who sends the goods.
Consignee
*  The person who takes delivery of the goods.
*  Notify Party

e The person, usually the importer, to whom the shipping company or its agent
gives notice of the arrival of the goods.

Carrier

*  The person or company who has concluded a contract with the shipper for the
conveyance of goods

The bill of lading must meet all the requirements of the credit as well as comply with UCP 500.
These are as follows :

The correct shipper, consignee and notifying party must be shown.
The carrying vessel and ports of the loading and discharge must be stated.

The place of receipt and place of delivery must be stated, if different from port of loading
or port of discharge.

UCP - Uniform Customs and Practice for Documentary Credits
The goods description must be consistent with that shown on other documents.
Any weight or measures must agree with those shown on other documents.

Shipping marks and numbers and /or container numbers must agree with those shown on
other documents.

It must state whether freight has been paid or is payable at destination.

It must be dated on or before the latest date for shipment specified in the credit.
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e It must state the actual name of the carrier or be signed as agent for a named carrier.

13.13 Certificate of Origin

*  The Certificate of Origin is required by the custom authority of the importing country for
the purpose of imposing import duty.

* Itis usually issued by the Chamber of Commerce and contains information like seal of the
chamber, details of the good to be transported and so on.

The certificate must provide that the information required by the credit and be consistent with all
other document, It would normally include :

¢ The name of the company and address as exporter.
e The name of the importer.

*  Package numbers, shipping marks and description of goods to agree with that on other
documents.

*  Any weight or measurements must agree with those shown on other documents.

e Itshould be signed and stamped by the Chamber of Commerce.

13.14 Combined Transport Document

*  Combined Transport Document is also known as Multimodal Transport Document and is
used when goods are transported using more than one mode of transportation.

e In the case of the multimodal transport document, the contract of carriage is meant for a
combined transport from the place of shipping to the place of delivery. It also evidences
receipt of goods, but it does not evidence on board shipment.

e The liability of the combined transport operator starts from the place of shipment and
ends at the place of delivery.

¢ These documents need to be signed with the appropriate number of originals in the full
set and proper evidence which indicates that transport charges have been paid or will be
paid at the destination port.

Multimodal transport document would normally show :
¢ That the consignee and notify parties are as the credit.
e The place goods are received, or taken in charges, and place of final destination.
*  Whether freight is prepaid or to be collected.

Multimodal transport document would normally show :

*  The date of dispatch or taking in charge, and the "On Board" notation, if any must be
dated and signed.

e Total number of originals.

*  Signature of the carrier, multimodal transport operator or their agents.

13.15 Commercial Invoice

* Commercial Invoice document is provided by the seller to the buyer.
* Also known as an export invoice or import invoice, the commercial invoice is finally used by
the customs authorities of the importer's country to evaluate the good for the purpose of

taxation.

The commercial invoice must :

*  Beissued by the beneficiary named in the credit (the seller).
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*  Beaddress to the applicant of the credit (the buyer).
*  Besigned by the beneficiary (if required).
*  Include the description of the goods exactly as detailed in the credit.
The commercial invoice must :
*  Beissued by the beneficiary's name
*  Beissued in the stated number of originals (which must be marked "Original) and copies.
¢ Include the price and unit prices if appropriate.
e State the price amount payable which must not exceed that stated in the credit

¢ include the shipping terms.

13.16Bill of Exchange

* A Bill of Exchange is a special type of written document under which an exporter ask the
importer a certain amount of money in future and the importer also agrees to pay the
importer that amount of money on or before the future date.

e This document has special importance in wholesale trade where a large amount of money
is involved.

The following persons are involved in a bill of exchange:

*  Drawer: The person who writes or prepares the bill.

*  Drawee: The person who pays the bill.

*  Payee: The person to whom the payment is to be made.

*  Holder of the Bill: The person who is in possession of the bill.
On the basis of the due date there are two types of bill of exchange:

*  Bill of Exchange after Date: In this case, the due date is counted from the date of drawing
and is also called bill after the date.

e Bill of Exchange after Sight: In this case, the due date is counted from the date of
acceptance of the bill and is also called a bill of exchange after sight.

13.17 Insurance Certificate

* Also known as Insurance Policy, it certifies that goods transported have been insured
under an open policy and is not actionable with little details about the risk covered.

e It is necessary that the date on which the insurance becomes effective is same or earlier
than the date of issuance of the transport documents.

*  Also, if submitted under a LC, the insured amount must be in the same currency as the
credit and usually for the bill amount plus 10 per cent.

The requirements for completion of an insurance policy are as follows:
e The name of the party in the favour which the documents have been issued.
*  The name of the vessel or flight details.

e The place from where insurance is to commerce is typically the seller's warehouse or the
port of loading and the place where insurance cases are usually the buyer's warehouse or
the port of destination.

* Insurance value that is specified in the credit.
*  Marks and numbers to agree with those on other documents.

e The description of the goods, which must be consistent with that in the credit and on the
invoice.

¢ The name and address of the claims settling agent together with the place where claims
are payable.
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13.18

Packing List

Also known as packing specification, it contains details about the packing materials used in the
shipping of goods. It also includes details like measurement and weight of goods.

The packing List must :

13.19

13.20

Have a description of the goods ("A") consistent with the other documents.

Have details of shipping marks ("B") and numbers consistent with other documents

Inspection Certificate

Certificate of Inspection is a document prepared at the request of the seller when he wants
the consignment to be checked by a third party at the port of shipment before the goods
are sealed for final transportation.

In this process seller submit a valid Inspection Certificate along with the other trade
documents like invoice, packing list, shipping bill, bill of lading etc. to the bank for
negotiation.

On demand, an inspection can be done by various world-renowned inspection agencies
on nominal charges.

Banks - A Key Link to Global Trade

Banks play a critical role in international trade by providing trade finance products that
reduce the risk of exporting.

Banks help manage international trade transactions by providing services that ensure the
smooth exchange of goods and services across borders.

Banks are helping the global traders in the following ways:

Banks help build trust between partners
Financing projects
Foreign Exchange Services

Providing resources and information

1) Banks Help Build Trust Between Partners

The establishment of bank branches in different countries provides an invaluable route
through which merchants can trade with the bank’s country of origin and other countries
that the bank has branches in.

This helps businesses trade comfortably in their local currencies while benefiting from
transactions carried out abroad.

Banks also provide credit cards in foreign currencies, making it easier and cheaper to buy
or receive payments.

Banks do a lot of business with money transfer agencies and online payment systems
across the world to facilitate trade.

They also help collect recurring payments through credit cards, direct payments, or
lockboxes.

2) Financing Projects

Many of the major innovations in the industry would not have happened if banks did not
help multinationals establish projects across borders.
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Loans to finance acquisitions and mergers, pay workers, purchase inventory,
and fund energy projects, along with providing liquidity, all go towards facilitating
international trade.

However, only experienced banks should advise businesses to avoid any unforeseen
circumstances.

Railroads, trade hubs, and large-scale industrial projects are also possible thanks to the
willingness of banks to invest in ideas that promote trade.

3) Foreign Exchange Services

The establishment of bank branches in different countries provides an invaluable route
through which merchants can trade with the bank’s country of origin and other countries
that the bank has branches in.

This helps businesses trade comfortably in their local currencies while benefiting from
transactions carried out abroad.

Banks also provide credit cards in foreign currencies, making it easier and cheaper to buy
or receive payments.

Banks do a lot of business with money transfer agencies and online payment systems
across the world to facilitate trade.

They also help collect recurring payments through credit cards, direct payments, or
lockboxes.

4) Providing Resources and Information

Banks know what is happening with the economy because they know where the money
flows.

Thus, the information they provide helps traders make smart decisions about their future.

Many banks have mastered how to utilize their knowledge to best guide importers and
exporters towards good investment and minimal risk.

Bankers can also introduce them to services like insurance, accounting, new markets, or
lawyers who can help with contracts, shipping agencies, and raising financial capital.

Banking Services Enabling Global Trade

Non-Fund Based

Guarantees & Standby Letter of Credits

Letter of Credit

Fund Based

Trade Credits: Suppliers Credit / Buyers Credit

Export Credit Agencies/ Multilateral Agency (ECA/MLA) backed
Factoring: Receivable & Payable Financing

Collection of Import / Export Documents

UPAS: Usance LC Payable at Sight

Secondary Market Risk Participation

Bankers’ Acceptance

(1) Guarantees & Standby Letter of Credits

A standby letter of credit (SLOC)is a legal document that guarantees a bank's
commitment of payment to a seller in the event that the buyer-or the bank's client-
defaults on the agreement.
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* A standby letter of credit helps facilitate international trade between companies that don't
know each other and have different laws and regulations.

e Although the buyer is certain to receive the goods and the seller certain to receive
payment.

How a Standby Letter of Credit Works
* A SLOC is most often sought by a business to help it obtain a contract.

¢ The contract is a "standby" agreement because the bank will have to pay only in a worst-
case scenario.

e Although an SBLC guarantees payment to a seller, the agreement must be followed
exactly.

*  For example, a delay in shipping or a misspelling a company's name can lead to the bank
refusing to make the payment.

Types of Standby Letters of Credit
There are two main types of standby letters of credit:

* A financial SLOC guarantees payment for goods or services as specified by an agreement.
An oil refining company, for example, might arrange for such a letter to reassure a seller of
crude oil that it can pay for a huge delivery of crude oil.

e  The performance SLOC, which is less common, guarantees that the client will complete
the project outlined in a contract. The bank agrees to reimburse the third party in the event
that its client fails to complete the project.

How to get a SLOC?

¢ The procedure for obtaining a SLOC is similar to an application for a loan. The bank issues
it only after appraising the creditworthiness of the applicant.

Advantages of a Standby Letter of Credit

*  The SLOC is often seen in contracts involving international trade, which tend to involve a
large commitment of money and have added risks.

*  For the business that is presented with a SLOC, the greatest advantage is the potential ease
of getting out of that worst-case scenario.

* If an agreement calls for payment within 30 days of delivery and the payment is not made,
the seller can present the SLOC to the buyer's bank for payment.

*  Thus, the seller is guaranteed to be paid. Another advantage for the seller is that the SBLC
reduces the risk of the production order being changed or canceled by the buyer.

e AnSBLC helps ensure that the buyer will receive the goods or service that's outlined in the
document.

*  For example, if a contract calls for the construction of a building and the builder fails to
deliver, the client presents the SLOC to the bank to be made whole.

¢ Another advantage when involved in global trade, a buyer has an increased certainty that
the goods will be delivered from the seller.

* Also, small businesses can have difficulty competing against bigger and better-known
rivals. An SBLC can add credibility to its bid for a project and can oftentimes help avoid an
upfront payment to the seller.

(2) Letter of Credit

e A letter of credit, or "credit letter," is a letter from a bank guaranteeing that a buyer's
payment to a seller will be received on time and for the correct amount.
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In the event that the buyer is unable to make a payment on the purchase, the bank will be
required to cover the full or remaining amount of the purchase.

It may be offered as a facility.

Due to the nature of international dealings, including factors such as distance, differing
laws in each country, and difficulty in knowing each party personally, the use of letters of
credit has become a very important aspect of international trade.

Banks also collect a fee for service, typically a percentage of the size of the letter of credit.
The International Chamber of Commerce Uniform Customs and Practice for Documentary
Credits oversees letters of credit used in international transactions.

(3) Trade Credit

A trade credit is an agreement or understanding between agents engaged in business with
each other that allows the exchange of goods and services without any immediate
exchange of money.

When the seller of goods or services allows the buyer to pay for the goods or services later,
the seller is said to extend credit to the buyer.

Trade credit is usually offered for 7, 30, 60, 90, or 120 days, but a few businesses, such as
goldsmiths and jewellers may extend credit for a longer period.

The terms of the sale mention the period for which credit is granted, along with any cash
discount and the type of credit instrument being used.

For example, a customer is granted credit with terms of 4/10, net 30.

This means that the customer has 30 days from the invoice date within which to pay the
seller.

In addition, a cash discount of 4% from the stated sales price is to be given to the customer
if payment is made within 10 days of invoicing. If instead, the terms of sale were net 7,
then the customer would have 7 days from the invoice date to pay, with no discount
offered for early payment.

Trade credit extended to a customer by a firm appears as accounts receivable and trade
credit extended to a firm by its suppliers appears as accounts payable.

Trade credit can also be thought of as a form of short-term debt that doesn’t have any
interest associated with it.

(4) Export Credit Agencies

An export credit agency (ECA) is an institution that works to support companies with
their international trade.

Export credit agencies can be private, quasi-governmental, or entirely run by the
government.

They offer financing solutions and risk insurance (guarantees) for companies trying to
export and import products.

Export credit agencies originally came to fruition through the government trying to
support local companies and increase their product/service export business.

Their respective services were offered to minimize the risk of participating in international
markets and decrease the barriers to entry for domestic businesses.

It is more common for export credit agencies to assist companies and banks from their
own country; however, it is becoming more usual to see ECAs work with international
businesses or affiliate companies on the other end of trade deals.

Banks can also come into play during such deals. One example would be a bank
supporting a domestic company’s export and an export credit agency helping the
international organization on the receiving end.
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Export credits or insurance can be supplied for short-term (up to 2 years), medium-term (2
to 5 years), and long-term (over 5 years).

An export credit agency will be chosen over a bank or insurance company due to their
specialization in their practice and in foreign markets.

(5) Factoring

International factoringis based on the idea of selling(and/or assigning)a
business’s outstanding receivables for a buyer in another country (=sales invoices) to
the Factor in your country and receiving a set of trade-related services which include:

The role of the factor is to collect money owed to exporters by approaching buyers in their
own country, in their own language and in the locally accepted manner.

A factor can also provide the seller with 100% protection in the case of the buyer’s inability
to pay.

(6)Collection of Import / Export Documents

Documentary collection is a form of trade finance in which an exporter is paid for its
goods by an importer after the two parties' banks exchange the required documents.

The exporter's bank collects funds from the importer's bank in exchange for documents
releasing title to the shipped merchandise, usually after the goods arrive at the importer's
location.

Documentary collection is so-called because the exporter receives payment from the
importer in exchange for the shipping documents.

Shipping documents are required for the buyer to clear the goods through customs and
take delivery.

They include a commercial invoice, certificate of origin, insurance certificate, and packing
list.

A key document in a documentary collection is the bill of exchange or draft, which is a
formal demand for payment from the exporter to importer.

Documentary collection is less common than other forms of trade finance, such as letters
of credit and advance payment.

It is less expensive than some methods but also somewhat riskier, so is generally limited
to transactions between parties who have developed trust or are located in countries with
strong legal systems and contract enforcement.

(7)Documents Required for Export of Goods

It requires the following documents for the export of goods from India:

Bill of Lading / Air Waybill
Commercial invoice-cum-packing list

Shipping Bill or Bill of Export

(8) Documents Required for Import of Goods

It requires the following documents for import of goods into India:

* Bill of Lading / Air Wayhbill
*  Commercial invoice-cum-packing list

*  Bill of Entry

In addition to the above documents, Import Export Code (IE Code) would always be required to
undertake an import or export transaction.
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(8)UPAS: Usance LC Payable at Sight

* A usance letter of credit is a specific type of letter of credit that allows a predetermined
credit period to the buyer, i.e., the importer.

* In common business usage, a usance letter of credit is also known as a deferred letter of
credit.

* A usance letter of credit provides a deferred payment option to the buyer.
¢ The tenor of payment is pre-decided by the buyer and the seller.

¢ The usance letter of credit can be classified into two based on their tenor. The usual tenors
can be as follows:

e Payment within 90 days after the bill of lading (B/L)
*  Payment within 30 days after sight
e Payment within 90 days after the bill of lading (B/L)

*  This means that after the B/L is issued, the buyer has a time of 90 days from the date of
B/L to make the payment for the goods.

e Payment within 30 days after sight

*  This means that on the date that the issuing bank receives the documents, from that date,
the buyer has 30 days to make the payment for the goods.

Summary

Prepayment (before products are shipped), letters of credit, draughts, consignment, and open
accounts are the typical payment methods for international trade.Accounts receivable financing,
factoring, letters of credit, banker's acceptances, working capital financing, medium-term capital
goods financing (forfaiting), countertrade, and working capital financing are the most common
ways to finance international trade.The Export-Import Bank, Private Export Financing Corporation,
and Overseas Private Investment Corporation are the three main organisations that support foreign
trade through export insurance and/ or credit programmes.

Keywords

Balance of payments: A summary of transactions between domestic and foreign residents of a
country.

Balance of trade The difference between the value of merchandise exports and merchandise
imports.

Bank for International Settlements (BIS): International financial institution which facilitates
monetary and financial cooperation and serves as a bank for central banks.

Banker’s acceptance: A time draft drawn on and accepted by a bank and representing the exporter’s
formal demand for payment when presented under a letter of credit

Factoring: Selling a company’s receivables at a discount to a third party (factor)

Factor income: The income received by a country resident on foreign investments in financial
securities

Self Assessment

Credit provided by the supplier to the buyer is called:
Supplier credit
Buyer credit

Banking finance

oONwp e

Credit provided by the supplier to the buyer.
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....... is an instrument issued by a bank on behalf of the importer (buyer) promising to pay
the exporter (beneficiary) upon presentation of shipping documents in compliance with the
terms stipulated therein

Letter of credit

Letter of debit

Bill of lading

Commercial invoice

..... An unconditional promise drawn by one party, usually the exporter, instructing the
buyer to pay the face amount of the draft upon presentation.

Letter of credit

Letter of debit

Bill of lading

Commercial invoice

If shipment is made under a sight draft, the exporter is paid once shipment has been made
and the draft is presented to the buyer for payment. It is called...

documents against payment.

documents against acceptance

trade acceptance

consignment

....Is a company specializing in collection on accounts receivable.
Factor

BIS

Federal Bank

Correspondent bank

Closing a transaction by using a network of factors across borders is called
Within border factoring

Cross border factoring

Inter-bank factoring

Countertrade

Which of the following statements is wrong in regard to letter of credit?

A revocable letter of credit can be cancelled or revoked at any time without prior notification
to the beneficiary, but it is no longer used.

The bank issuing the L/C is known as the issuing bank.

An irrevocable letter of credit can be cancelled or amended without the beneficiary’s consent
The correspondent bank in the beneficiary’s country to which the issuing bank sends the

L/C s referred to as the advising bank
Which of the following statements is wrong in regard to letter of credit?

The bank issuing the L/C makes payment as soon as the required documentation has been

presented in accordance with the payment terms
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The importer must pay the issuing bank the amount of the L/C plus accrued fees associated
with obtaining the L/C

The importer usually has not established an account at the issuing bank to be drawn upon
for payment so that the issuing bank does not tie up its own funds

If the importer does not have sufficient funds in its account, the issuing bank is still

obligated to honour all valid drawings against the L/C.

Which of the following is wrong in regard to bill of lading?

It serves as a receipt for shipment and a summary of freight charges;

It does not convey title to the merchandise

If the merchandise is to be shipped by boat, the carrier will issue what is known as an ocean
bill of lading

When the merchandise is shipped by air, the carrier will issue an airway bill

. The exporter’s (seller’s) description of the merchandise being sold to the buyer is the ...

commercial invoice
standby letter of credit
transferable letter of credit
Bill of lading

. can be used to guarantee invoice payments to a supplier: it promises to pay the
beneficiary if the buyer fails to pay as agreed.
commercial invoice
standby letter of credit
transferable letter of credit
Bill of lading

e is a variation of the standard commercial L/C that allows the first beneficiary to

transfer all or a part of the original L/C to a third party.
commercial invoice

standby letter of credit

transferable letter of credit

Bill of lading

. In this case, the original beneficiary of the L/C pledges (or assigns) the proceeds under an

L/C to the end supplier
commercial invoice
standby letter of credit
transferable letter of credit

assignment of proceeds

. It is the accepting bank’s obligation to pay the holder of the draft at maturity

commercial invoice
Bill of lading
Banker’s acceptances

Airway bill
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15. A form of medium-term trade financing in which the exporter sells promissory notes to a
bank at a discount.

Factoring

Forfaiting

L/C

Bankers acceptance

9N = >

Answers for Self Assessment

L A 2. A 3. C 4. A 5. D
6. A 7. A 8. C 9. B 10. C
11. C 12. B 13. B 14. C 15. B

Review Questions

1) How is a time draft accepted by a banker?

2) Just why would an exporter finance an importer?

3) What part does a factor play in transactions involving international trade?

4) How do bills of lading facilitate international commerce transactions?

5) Describe how an irreversible L/C would typically help the business transaction between

Pacific West and the Russian importer (the Australian exporter)

L] ] Further Readings

International Financial Management 2ndEdition by Jeff Madura Ariful Hoque
Chandrasekhar Krishnamurti, 2018

International Accounting by Timothy S Doupnik_ Hector Perera, McGraw-Hill
Education (2014).
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Learning Outcome:

After studying this unit, you should be able
* elaborate the objectives of exchange control.
e analyze the ways of foreign exchange control.
* elaborate the export and import financing.
* analyse the ways of funding exports and imports.
*  elaborate the various services offered by the Exim bank
*  decide the appropriate financing schemes for different categories ofbuyers
* Identify risks associated with trade finance,

*  Control and mitigate the risks posing threat to the trade financers.
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Introduction

Exchange controls are government-imposed controls and restrictions on private transactions
conducted in foreign currency. The government’s major aim of exchange control is to manage or
prevent an adverse balance of payments position on national accounts. Exchange controls are
government-imposed limitations on the purchase and/or sale of currencies. These controls allow
countries to better stabilize their economies by limiting in-flows and out-flows of currency, which
can create exchange rate volatility. Not every nation may employ such measures. It involves
ordering all or part of foreign exchange received by a country into a common pool controlled by
authorities, typically the central bank.The foreign exchange pool is rationed to cater for “essential”
or priority payments abroad. It involves controlling the trading of foreign currency and transfers
across national borders. The government will determine how foreign exchange earned by
individuals and businesses is spent. It will be mandatory for all earned foreign exchange to be sold
at the central bank at a predetermined rate.Limits on foreign currency amount that individuals and
businesses can purchase from the central bank will also be put in place. Exchange control is also
used to restrict non-essential imports, encourage the importation of priority goods, control the
outflow of capital, and manage the country’s exchange rate.Generally, countries use foreign
exchange control to manage the value of the local currency.Like every other business entity,
exporters depend heavily on capital to maintain their production and every day operational
activities. However, exporters may sometimes find it challenging to sustain their business activities
due to the lack of working capital. In such a situation, they may often find export financing as a
suitable financing solution.This quick guide will give you a breakdown of everything you need to
know about import and export financing and why Comerical Bank can be your trade financing
facilitator.

14.1 Enforcement of Government Control

*  Exchange controls can be enforced in a few common ways.

e A government may ban the use of a particular foreign currency and prohibit locals from
possessing it.

*  Alternatively, they can impose fixed exchange rates to discourage speculation, restrict any
or all foreign exchange to a government-approved exchanger, or limit the amount of
currency that can be imported to or exported from the country.

¢  The justification and motivation for the imposition of foreign exchange controls vary from
country to country and their respective economic situations. Below are some of the
justifications:

*  Capital flight at unprecedented levels, mainly due to speculative pressure on the local
currency, fear, and extremely low confidence levels.

* A marked decline in exports resulting in a Balance of Payments (BOP) deficit
*  Adverse shifts in terms of trade
*  War/conflict budgeting. The BOP may be in disequilibrium due to war, drought, etc.

¢ Economic development and reconstruction.

14.2 Objectives of Foreign Exchange Control

*  Restore the balance of payments equilibrium
*  Protect the value of the national currency

*  Prevent capital flight

*  Protect local industry

*  Build foreign exchange reserves
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14.3 Restore the Balance of Payments Equilibrium

*  The main objective of introducing exchange control regulations is to correct the balance of
payments equilibrium.

*  The BOP needs realignment when it is sliding to the deficit side due to greater imports
than exports.

*  Hence, controls are put in place to manage the dwindling foreign exchange reserves by
limiting imports to essentials items and encouraging exports through currency
devaluation.

2) Protect the Value of the National Currency

* Governments may defend their currency’s value at a certain desired level through
participating in the foreign exchange market.

*  The control of foreign exchange trading is the government’s way to manage the exchange
rate at the desired level, which can be at an overvalued or undervalued rate.

e The government can create a fund to defend currency volatility to stay in the desired
range or get it fixed at a certain rate to meet its objectives.

*  An example is an import-dependent country that may choose to maintain an overvalued
exchange rate to make imports cheaper and ensure price stability.

3) Prevent Capital Flight

* The government may observe increased trends of capital flight as residents and non-
residents start making amplified foreign currency transfers out of the country.

* It can be due to changes in economic and political policies in the country, such as high
taxes, low interest rates, increased political risk, pandemics, and so on.

*  The government may resort to an exchange control regime where restrictions on outside
payments are introduced to mitigate capital flight.

4) Protect Local Industry

*  The government may resort to exchange control to protect the domestic industry from
competition by foreign players that may be more efficient in terms of cost and production.

* It is usually done by encouraging exports from the local industry, import substitution,
and restricting imports from foreign companies through import quotas and tariff duties.

5) Build Foreign Exchange Reserves

* The government may intend to increase foreign exchange reservesto meet several
objectives, such as stabilize local currency whenever needed, paying off foreign liabilities,
and providing import cover.

6) Effective Economic Planning

*  For successful economic planning, foreign trade has to be coordinated with planned
programs and the outflow of capital should be restricted in order to make it available to
domestic industries.

e Thus, for mitigating the economic repercussions of foreign trade endangering economic
plans, exchange control becomes inevitable.

7) Maintaining Over-value of Home Currency

*  Sometimes exchange control is used in order to maintain the external value of the
country’s currency at an overvalued level.
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For this purpose, the available foreign exchange resources are rationed for use of specific
and important purposes only and the government thereby, seeks to adjust total demand
with total supply of foreign currencies.

8) To prevent Spread of Depression

14.5

14.6

Depression in a big country may spread from country to country via international
economic relations.

Exchange control may work as a preventive against such spread of depression by
controlling the main doors - imports and exports.

Typical Currency Control Measures

Restriction or prohibition of certain remittance categories such as dividends or royalties.
Ceilings on direct foreign investment outflows.

Controls on overseas portfolio investments.

Import restrictions.

Required surrender of hard-currency export receipts to central bank.

Limitations on prepayments for imports.

Requirements to deposit in interest-free accounts with central bank, for a specified time,
some percentages of the value of imports and/or remittances.

Foreign borrowings restricted to a minimum or maximum maturity.
Ceilings on granting of credit to foreign firms.
Imposition of taxes and limitations on foreign-owned bank deposits.

Multiple exchange rates for buying and selling foreign currencies, depending on category
of goods or services each transaction falls into.

Consequences of Exchange Controls

Exchange controls can be effective in some instances, but they can also come with negative
consequences.

Often, they lead to the emergence of black markets or parallel markets in currencies.

The black markets develop due to higher demand for foreign currencies that is greater
than the supply in the official market.

It leads to an ongoing debate about whether exchange controls are effective or not.

Foreign Exchange Regulation Concerning Exports

Export of goods is the most important foreign exchange earner for the country and the law
provides that foreign exchange in payment of exported goods must be realized in full and
with utmost promptness.

Exporters are required to give a declaration for almost all exports to realize export
proceeds within the prescribed period

Exchange control procedures envisage to ensure that no foreign exchange arising out of
exports from India is lost.

The important provisions include declaration of exports on prescribed forms, realization
of export proceeds in permitted methods, permitted currencies prescribed period and
prescribed manner.
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Let us discuss them id detail....

Prohibition of Export

Export of all goods cither directly or indirectly to any place outside India other than Nepal
and Bhutan is prohibited unless the exporter furnishes to the prescribed authority a
declaration in the prescribed form.

It should be supported by such evidences as may be prescribed or so specified and true in
all material particulars.

The Prohibition Shall not Apply to the Export of

Trade samples supplied free of payment.
Personal effects of travelers, whether accompanied or unaccompanied.

Ship's store, transshipment cargo and goods shipped under the orders of the Central
Government in this behalf of or the military, naval or air force authorities in India for
military, naval or air force requirements.

Goods dispatched by air freight and accompanied by a declaration by the sender that they
are not more than ten thousand rupees in value

Goods export of which in the opinion of Reserve Bank does not involve any transaction in
foreign exchange.

Goods dispatched by air freight and covered by a certificate issued by an authorized
dealer that their export does not involve any transaction in foreign exchange.

Export Declaration

14.7

Every exporter must make a true declaration in the prescribed form. The declaration is
mandatory and include:

the full export value of the goods; or

If the full export value of the goods is not ascertainable at the time of export, the value
which the exporter, having regard to the prevailing market conditions, expects to receive
on the sale of goods in the overseas market.

Import and Export Trade Financing

Import and export financing, as their titles imply, pay for the accompanying expenses
associated with receiving and shipping goods to and from companies in other parts of the
world.

From tariffs to freight rates, duties and fees, capital requirements are huge for the global
trades.

Import and export financing provide the funding advances so the exchanging of goods can
transpire.

How does it Work?

There are at least three parties involved in the trade flow process: the customer receiving
the goods (importer); the company selling (exporter); and the lending institution that's
financing the operation.

Once a sales agreement is reached between the two parties that are buying and selling, the
financial institution makes the funds available for the transaction to proceed.

Where the funds go - and how they're delivered - depends upon the nature of the loan.
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For export financing, where the exporter's bank is involved, the lender sends the
appropriate funds to use as a deferred payment.

For import financing, it's the importer's bank that pays the exporter, and the importer
repays the lending institution the principal amount plus interest.

Import and export financing fund the transaction itself, but financing can also be made
available before it transpires.

With pre-import financing, the lender provides the importer with a working capital loan,
and approval is based on the borrower's credit history.

With pre-export financing, it's the seller that's seeking an advance, so it can produce goods
to sell, although the money may be used for other purposes, such as the transportation of
goods and warehousing.

Approval of the loan is measured both on credit history and a solid track record of buyers.

Export Financing/Advances

As the name suggests, this particular type of financing pertains to export.

The primary aim of export financing is to provide financial support to businesses that deal
in the international market.

In international trade, a significant gap exists between exporting goods and receiving
payment from buyers that often strains the exporter’s cash flow.

Banking and non-banking institutions and foreign-trade based lending institutions can
provide export finance to exporters.

For example, in India institutions like Export-Import bank, developmental banks like
ICICI, IDBI, etc., National Small Industries Corporation, Export Credit Guarantee
Corporation and State Finance Corporations serve as sources of export financing.

This is a credit operation in which the bank advances a specific amount, in any officially
traded currency, to an exporter so that it can collect the value of deferred-payment sales
made to a foreign importer.

This process involves three parties:

¢  Financial institution
*  Exporter

e Foreign importer

The financing must always be linked to an export operation.

Why Should One Choose Export Financing?

Typically, exporters can opt for export financing in India at various stages of their business
cycle to meet the requirements.

Most businesses resort to this financing option during the pre-shipment and post-
shipment phases.

Also, this funding option proves useful in case of suspension of export subsidies and
collection of invoices throughout the working capital cycle.

In general, businesses opt for export finance for these following reasons -

*  To start a new export-based business
e For business expansion
¢ To meet the working capital requirement

*  To keep production undisturbed

Process of Export Financing/Advances
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1. A sales agreement is struck between the Spanish exporter and the foreign importer.

2. The exporter delivers the goods to the foreign importer, who agrees to pay for them on a
future date.

3. The financial institution advances the value of the operation to the exporter in local
currency, or any other currency.

4. On the agreed expiry date, the importer pays for the purchase.

5. The exporter repays the advance using the importer’s payment.

14.8 Types of Export Financing

Major types of export financing -

Pre-Shipment Export Finance: This type of finance is accessed when an exporter requires funds
before goods are shipped. Typically, the fund availed is used to purchase and process raw
materials, packaging finished product, etc. The best sources of pre-shipment export finance include

*  Packaging credit
¢  Business loan

Post-Shipment Export Finance: Once the products are shipped, and an invoice is raised, sellers have
to wait until the products reach the buyers to receive payment. Typically, the gap between
shipment and receipt of payment ranges between 1 month and 3 months. Sellers can cater to their
working capital needs through post-shipment finance via these sources -

* Invoice discounting

* Invoice factoring

Forfaiting: Financing & Credit insurance

* Financial institutions use forfaiting, a non-recourse financial product, to offer their
exporter-customers the option to sell, without recourse, the commercial credits arising
from their exports.

e In those cases where the importer is declared insolvent, the banking institution cannot
reclaim the money from the exporter.

Forfaiting enables the banking institution to offer its exporter-customers the following;:
*  Collection of payment is guaranteed.
*  The exchange and interest rate risk disappear, as the funds are advanced.
¢ The political and commercial risk of the operation is eradicated.
* It furnishes liquidity.
Forfaiting enables the banking institution to offer its exporter-customers the following;:
* Itenables the transaction to be removed from the balance sheet.

* It enables more to be sold, or more expensively, by enabling longer credit terms
to be offered.

14.9 Imports Financing

With this credit operation, an importer receive payment for an imported product. As a result, the
importer requests financing owing to:

* Insufficient funds to pay on delivery.
¢ The availability of better purchase prices.

Although similar to a domestic loan, this operation differs in that the payments are used only to
pay for imports. This process requires the involvement of three players:
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¢ Financial institution
*  Spanish importer

*  Foreign exporter

The financing operation must always be linked to the payment of imports.

Import Financing Process

14.10

A sales agreement is struck between the importer (customer of the bank) and the foreign
exporter.

The foreign exporter delivers the goods to the importer.

The importer (the bank’s customer) requests financing from their bank so that it can pay
the foreign exporter.

The importer’s bank pays the foreign exporter.

When it expires, the importer (bank customer) repays the financing with the proceeds of
the sales.

Export-Import Bank of India (India Exim Bank)

Export-Import Bank of India (India Exim Bank) was set up in 1982 by an Act of Parliament
and is fully owned by the Government of India (GOI).

The Bank is the principal financial institution for coordinating the working of institutions
engaged in financing exports and imports.

India Exim Bank has, over the years, played a catalytic role in facilitating India’s
integration with the global economy by promoting, financing, and facilitating India’s
international trade and investment.

The Bank’s range of programs has helped Indian enterprises become competitive and
develop a global footprint.

Assistance is given to export-oriented companies by way of term loans for setting up
production facilities, expansion / modernization / upgradation of existing facilities, and
for the acquisition of production equipment or technology.

Exim Bank of India represents a rare case of an institution where the concept and need for
such an institution had been debated for a long period-more than two decades - before it
was finally set up in 1982.

The two decades prior to the establishment of Exim Bank witnessed significant changes in
the industrial and trade scenario.

Indian exports during the fifties and the early sixties consisted of primary commodities
and traditional manufacturers like jute and cotton textiles.

The dominant viewpoint was that in India’s case, expansion in domestic demand alone
could realistically serve as the engine for economic growth since export expansion
opportunities were limited and there were fundamental constraints (like inadequate
infrastructure) to export growth.

The ideology relating to the manufacturing sector was to promote industrialization
through import substitution.

As a result, the export sector remained neglected with a small share in India’s GDP.
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14.11

Exim Bank Key functions

The first and core function of EXIM bank of India is to address India’s Import and Export
Industry requirements.

The institution finances the various types of export-import machinery for lease and hires
purposes as well.

Financing the goods and services imported from other countries than India.

With the purpose of foreign trade, EXIM refinances financial transactions of the banks and
other financial institutions.

Besides the financial assistance, EXIM banks also offer professional technical guidance on
the administrative matters connected to the import-export community.

In addition to financial institutions and banks also assist the newbie business and joint
venture businesses in foreign countries that want to grow in this particular industry.

Key Financial Products of Exim Bank

Corporate Banking
Buyers credit
Finance to the Overseas Investments

Lines of credit

Key Risks in Trade Finance

Counterparty risks
Country risks

FX risks

Dilution risks
Insolvency risks
Fraud risks

Compliance risks

Lets try to understand these risks...

14.13

Mitigation Methods

Mitigation methods for counterparty risk include credit enhancement and collateral. Examples of
credit enhancement are:

*  Corporate guarantee (e.g. from the customer’s parent company) where the
guarantor is a stronger risk counterparty;

e Trade credit insurance for receivables purchased or financed;

¢  Guarantee from a multilateral development bank for confirmation of, and/or
financing under, a letter of credit;

*  Risk participation to distribute the risk of a trade finance transaction or program
to participants (typically financial institutions).

COVID-19 has had adverse effects on the revenues, cash flows, debt levels and access to
financing of many businesses, which has resulted in increased counterparty risks in certain
trade finance transactions.

Some ways in which this risk may be mitigated are:

Credit insurance that covers political risk, where available or feasible.
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Guarantee of a multilateral development bank (“MDB”, for example, Asian Development
Bank, International Finance Corporation) under the relevant Trade Finance Program
(“TFP”, variously named) offered by the MDB.

For documentary trade financing, the confirmation or irrevocable reimbursement
undertaking from a bank in a lower risk location.

Risk distribution to other financial institutions.

Recent Russia - Ukraine conflict has exacerbated the causes of political risk, and thus
increased it.

Tensions brought about by the global spread of inflation have resulted in imposition of
certain protectionist policies, trade embargoes and trade sanctions by nation states.

It has also increased the risk of sovereign defaults.

The usual way of mitigating FX risk is by way of hedging techniques, such as FX forward
contracts with banks (to fix the FX rate over a period of time), and FX options.

The counterparty may also have exports and imports in the same currency, which could
provide a natural hedge for its foreign currency requirements.

COVID-19 has triggered some sharp swings in FX markets, particularly in the currencies
of some emerging market economies as a result of a flight to “safe-haven’ currencies.

For dilution risk Due diligence on the receivables to be performed prior to financing, to
assess the dilution percentage and to set the appropriate advance ratio for the financing.

The dilution rate may be monitored on ongoing basis, and adjustments to advance ratios
made accordingly on periodic basis.

Use of unconditional payment instruments such as bills of exchange and promissory
notes, to create a payment obligation separate from the commercial transaction that gave
rise to it.

Dilution to be included as a recourse event, in the financing agreement with the exporter;
i.e. the exporter is to make good to the finance provider any shortfall due to dilution in the
collection of the receivables.

Mitigation for Insolvency Risks Includes:

Assessment and continuous monitoring of the credit quality of the relevant counterparties
Uncommitted financing arrangements

Auvailability of collateral

Perfection of security arrangements

Trade credit insurance where feasible

Mitigation for compliance Risks Includes:

Education and training of the finance provider’s staff on compliance requirements and to
instill a compliance culture, based on guidelines or guidance from its
regulators.Transaction screening, reviewing and monitoring, to verify that the underlying
trade transactions are genuine and do not violate applicable regulation.

Effective management of compliance ought to have the benefit of reducing friction for
customers and helping governments with their objective of financial inclusion.

Effective Know-Your-Customer (“KYC”) practice to verify the customer and its owners
prior to onboarding (and periodic reviews subsequent to onboarding) and Customer Due
Diligence (“CDD”) to assess their level of AML/CFT risk.

Summary

It’s not every nation that can legitimately introduce exchange control measures. According to the
articles of agreement by the International Monetary Fund (IMF), only countries with transitional
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economies can apply exchange controls. Several western nations employed exchange control
measures soon after World War II but gradually phased them out before the 1980s as their
economies strengthened overtime.The phasing out of exchange controls was also necessitated by
trends towards globalization, free trade, and economic liberalization in the 1990s, which does not
co-exist with the application of exchange controls. Presently, exchange controls are mostly utilized
by developing countries with weak economies, low exports, are import-dependent, and with low
foreign currency reserves.The world's economy is connected through global trade accords like the
North American Free Trade Agreement, the Transatlantic Trade and Investment Partnership and
many other agreements with foreign countries. Growth is made possible through the open
exchange of international commerce, taking full advantage of human ingenuity to benefit
societies.While the cooperation of governments has allowed for access in the near and far reaches of
the globe, actually tapping into these international markets requires importing and exporting
services. That's where import and export financing comes into play. Given the inherent risks of
international trade, government institutions and the private sector offer various forms of export
credit, export finance and guarantee programs to reduce risk and stimulate foreign trade.The
prominent agency providing these services in the INDIA is EXIM bank.

Key words

Lines of Credit (LOC): is a unique Programme offered by Exim Bank which offers a risk-free
financing option to Indian exporting companies which helps them penetrate new markets and
enhance their export volumes in overseas markets.

Buyers Credit: Basically, with this facility, any international buyer can open a letter of credit in
favor of any Indian exporter. Under deferred payment, they can import any goods or services from
Indian exporters without any hurdles or complications.

Corporate Banking: To increase the competitiveness of home-grown companies, the Export -Import
bank in India offers numerous financial programs in order to provide financial support through its
corporate banking facilities.It offers a variety of financing programs to augment the export
competitiveness of Indian companies.

Review questions

1. Elaborate the significance of EXIM bank for Indian economy.

. Explain the difference in the risk to the exporter between accounts receivable financing
and factoring

3. Explain how EXIM bank can encourage Indian companies to export to less developed
countries where there is political risk.

4. Explain the advantages and disadvantages of the forfaiting forms of export financing.

5. Recently, Never Never Distilling (NND) started selling abroad. There are now 40 open
overseas orders, with an average order value of $3000. To reduce its credit risk on
international sales, NND is investigating the following options:

a. Demand a letter of credit from every client. The customer would be responsible
for paying $100 plus 0.25 percent of the invoice total. NND has consented to
cover the cost of the letter of credit in order to remain competitive.

b. Factor the accounts payable. The factor would impose a 2% non-recourse fee.

c. Purchase insurance from Export Finance Australia, which carries a 1.5%

insurance cost.

Which of these substitutes would you suggest NND use? Why?

Objective Questions

1. This type of finance is accessed when an exporter requires funds before goods are

shipped.
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Pre-Shipment Export Finance
Post-Shipment Export Finance
During shipment advance

No shipment advance

Sellers can cater to their working capital needs through post-shipment finance but not via
these sources

Invoice discounting

Invoice factoring

Packaging credit

None of These

Which of the following is wrong in regard to export financing process ?

A sales agreement is struck between the Spanish exporter and the foreign importer.

The exporter delivers the goods to the foreign importer, who agrees to pay for them on a
future date.

The financial institution advances the value of the operation to the exporter in local
currency, or any other currency.

On the agreed expiry date, the exporter pays for the purchase.

Which of the following is wrong in regard to import financing process ?

A sales agreement is struck between the importer (customer of the bank) and the foreign
exporter.

The foreign exporter delivers the goods to the importer.

The importer (the bank’s customer) requests financing from their bank so that it can pay
the foreign exporter.

The exporter’s bank pays the foreign importer.

Which of the following is not the characteristic of import financing ?

The contract length will coincide with the period needed to sell and collect payment for
the imported product

The currency used in import financing can be any officially traded currency

Repayment must comply with the deadline set in the import financing.

The rate of interest used will depend on the currency in which the import financing is not

denominated.

When the currencies of the import financing and the proceeds earned by the importer
from selling the goods differ, ..... risk is created

Exchange

Political

Default

Dilution

....... refers to risk that the amount that may be payable by the debtor on a trade receivable
will be less than the invoiced amount(s Exchange

Political

Counterparty
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Dilution

Exchange

........ may arise due to a variety of reasons including return of goods, short-shipment,

damaged goods, warranty claims, billing error, rebates and commercial dispute

Political
Default
Dilution

Exchange

EXIM bank was established in India in....
1982
1993
2000
2012

. EXIM Bank is solely owned by

RBI

Government of India
IBRD

IMF

. EXIM bank is headquartered at...

Mumbai
Delhi
Chennai
Chnadigarh

. Which of the following is wrong in regard to EXIM bank?

It is created by an Act of Parliament.
The bank works under the finance ministry.
Bank's primary objective is to help export-related companies.

It is headquartered at Mumbai

. The issuing bank's obligations under an acceptance letter of credit are to

only accept the bill,
pay against the bill.
Accepting the bill right away and paying the whole amount by the due date.

To have the importer's approval on the bill.

. A member of the Working Group for Project Export Approval is not

the Reserve Bank of India.
The financing bank.

The Exim Bank

DGEFT.
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Answers

1 A D C 10. A 13 B
C D C 11. A 14 C

3 D A A 12. A 15 D

L..-J Further readings

» International Financial Management 2ndEdition by Jeff Madura Ariful
Hoque Chandrasekhar Krishnamurti, 2018

» International Financial management by Eun,Resnick and Chuluun.
Ninth edition. McGraw-Hill Education

» International Accounting by Timothy S Doupnik_ Hector Perera,
McGraw-Hill Education (2014).
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