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EXCHANGE RATES AND FOREX BUSINESS

CH — 1 MODULE A BFM By Ashish Jain

FOREIGN EXCHANGE & — DEFINITION AND MARKETS

1. Definition of Foreign Exchange According to the Foreign Exchange
Management Act (FEMA), 1999 (Section 2):

“Foreign Exchange means foreign currency, and includes:

(i) All deposits, credits, and balances payable in foreign currency, and

any drafts, traveler’s cheques, letters of credit, and bills of exchange
expressed or drawn in Indian currency and payable in any foreign
currency. TNK—ﬁ PC

(ii) Any instrument payable at the option of the drawee or holder
thereof, or any other party thereto, either in Indian currency or in
foreign currency, or partly in one and partly in the other.”

Broadly, foreign exchange includes all claims payable abroad, such as
funds held in foreign currency with banks abroad or bills/cheques

payable abroad.

74 Key Points ? Details

Foreign Exchange All types of claims payable abroad (e.g., deposits in foreign currency,
bills, cheques).

FEMA, 1999 Defines what constitutes foreign exchange in legal terms (Section 2).

2. What Is a Foreign Exchange Transaction?
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A foreign exchange transaction is essentially a contract to exchange

funds in one currency for funds in another currency at an agreed
rate, on a predetermined basis.

. Exchange Rates represent the price or ratio at which one currency

is exchanged for another.

. Example: 1 US dollar (59) =%82.4200 (Indian rupees), or 1 Euro
(“%) = 1.05 US dollars.

These rates are highly dynamic and can change day to day, minute to

minute, or even second to second, influenced by various economic

and market factors.

~N a4
¢~ Real-Time Example: Scenario: You are an Indian importer (=&

needing to pay a supplier in the USA (2).] When you lock in an

exchange rate of 1 USD = ?82.42(3_0] you agree to provide rupees and
receive US dollars in return. If the rate shifts by even a small fraction
before you finalize the transaction, the amount of rupees needed

could increase or decrease.

3. Foreign Exchange Markets Qo

Foreign exchange (FOREX) markets bring together a wide range of

participants:

Vﬁndividuals



4. Central Banks

l%ross-border Investors

‘% Arbitrageurs & Hedge Funds

These entities buy or sell currencies based on commercial needs,

hedging strategies, or speculative positions. The market operates via

a communication system, with no fixed, centralized trading floor.
It functions 24 hours a day, moving across global time zones from
Tokyo (“®) and Sydney (8#) in the east through Hong Kong (E3),
Singapore (%), India (=), Bahrain (‘#), Frankfurt (®), London (),

Paris (I1), and finally New York (%) in the west.

@& Key Features of the & Explanation

Global FOREX Market

24-hour operation Markets move across time zones, ensuring

jn:jr continuous trading.

No geographic boundaries  Primarily communication/system-based, not

:H% tied to physical “walls.”

High liquidity Large volumes, quick trades, and narrow

’.ﬁ.} spreads.

Potential for profit & losses High volatility can yield gains, but also poses

:“:‘4— risks.

When the London/ European markets start their day, it’s nearly

lunchtime in India. As India closes, New York begins. Meanwhile, as




New York runs, the eastern hubs in Tokyo, Hong Kong, and Singapore

gear up to open.

4. Market Participants and Their Roles

iBi Participant & Primary Purpose
Central Banks Manage forex reserves, intervene to stabilize home currency, reduce
M volatility.
Commercial Offer exchange services to clients, hedge assets and liabilities,

Banks #L speculate on rate movements.
Investment #o Move funds globally for investments, hedge positions across
Funds/ Bank countries/currencies.

FOREX Brokers Act as intermediaries, matching buyers and sellers.

Corporations Transfer funds across borders for trade, investment, or speculative
'h;5 activities.
Individuals Engage in personal/travel transactions, remittances, investments, or

'-l:l:é speculation.

These participants create vast transaction volumes for trade, travel,

hedging, investments, and speculation.

¢~ Real-Time Example: Scenario: A multinational company (3 )
wants to purchase raw materials from an overseas supplier. They use
commercial banks and sometimes FOREX brokers to convert their
funds into the supplier’s currency. Meanwhile, the central bank may

intervene if sudden market fluctuations threaten local currency

stability.




5. Dynamism of the FOREX Market

Major currency pairs (e.g., GBP/USD) can fluctuate every three to

four seconds, totaling about 21,600 rate changes a day (15x60x24).

Such rapid changes mean that even brief distractions can lead to

different rates than those initially observed.

Market Timings

. Generally open Monday to Friday worldwide.

« Middle Eastern markets like Dubai, previously open on
Saturdays/Sundays with restrictions (and closed on Fridays), now
align with Monday—Friday operations.

. Most trades are OTC (Over the Counter), concluded via telephone

or digital/electronic platforms (e.g., dealing systems from banks or
brokers, and internet-based services).

Large Global Banks & Time Zones

« Banks in London may deal with counterparts in Paris, Frankfurt,
Mumbai, New York, Tokyo, or Singapore—all in different time
zones.

« Global dealing rooms can operate around the clock. Some traders
even have home-based dealing systems or use smartphone apps

to trade from anywhere, at any time.

6. Market Makers & Two-Way Quotes %

[USD = 8540/

Buyve”  Selling




Major banks often act as market makers, offering two-way quotes
(buy and sell). The caller can choose to buy or sell as needed,

contributing to market depth and liquidity.

7. Characteristics of the Foreign Exchange Market

V' Characteristic ’ Description
1 24-hour market # Trades occur round the clock across global time zones.
2 OTC & Exchange-driven Predominantly over-the-counter, but exchange-based
#—2 segments also exist.
3 Global reach ,#,5 No physical boundaries or centralized trading floor.
4 Supports large capital & Accommodates significant liquidity for business, investment,
trade flows #4— and speculation.
5 Highly liquid #5 High volume ensures easy entry/exit for traders and investors.
6 Frequent fluctuations Rates can change every few seconds, reflecting continuous
#6 market inputs.
7 Time zone factor in Settlements and confirmations can be affected by regional
settlements :'#4- business hours.

8 Influenced by government Central banks and regulations can shape currency values and

policies & controls #8 market dynamics.

il Summary Table

Topic Key Takeaways

Definition (FEMA, 1999) Foreign exchange covers foreign currency, deposits, credits,
‘H:i balances, drafts, traveler’s cheques, and instruments payable in

foreign currency.



Exchange Rate The price/value/ratio at which one currency is exchanged for

41:2" another (e.g., 1 USD = 82.4200).
Market Participants Central & Commercial Banks, Investment Funds/Banks, FOREX
‘_ﬂ:b Brokers, Corporations, Individuals, and others.
Global Turnover Approx. USD 6.60 trillion/day (2020); FX swaps are ~49% of
1:,:4' turnover, spot ~30%.
Indian Market Daily OTC turnover rose to ~USD 34 billion (2019-20);
1':}5 exchange-traded derivatives at ~USD 12.2 billion (2019-20).
Market Operation 24/5 (Monday to Friday), across global time zones. No single
Cn:é centralized location; mostly OTC.

Characteristics of FOREX 24-hour nature, high liquidity, frequent rate changes,
Market influenced by policies, large capital flows, and a global

communication system.

FACTORS DETERMINING EXCHANGE RATES &

The quotations in the FOREX markets depend on the type of delivery
of the currencies (i.e., the exchange of two currency streams).

Spot rates—which are the base quotes in FOREX—are particularly
dynamic and influenced by several factors, both fundamental and
technical, as well as speculative forces.

(a) Fundamental Reasons hl

These involve causes or events that affect the basic economic and
monetary policies of a government. They typically influence long-
term exchange rates, though they may have less effect in the short
run. Over the long run, exchange rates are linked to fundamental

indicators such as:
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Balance of Payment A surplus in BOP often leads to a stronger home currency, while a

(BOP)

deficit can weaken it.

Economic Growth Rate  High growth increases production and exports, raising the home

currency’s value (and vice versa).

Fiscal Policy An expansionary policy (e.g., lower taxes) can boost economic

growth, potentially affecting exchange rates.

Monetary Policy Central bank actions on interest rates and money supply can

41'4- strengthen or weaken the home currency.

Interest Rates Higher domestic interest rates may attract overseas capital,

CH;B causing short-term appreciation. Over time, however, high rates

can slow the economy and weaken the currency.

Political Issues Political stability often fosters economic stability, strengthening

46

the currency. Instability can have the opposite effect.

(b) Technical Reasons ol

Certain government controls may fix a currency at an unrealistic
value, leading to sudden and volatile exchange rate movements.
Restrictions or freedoms on capital movement can also heavily impact

rates.

Example: During the 1997 South East Asian Currency Crisis, countries
like Indonesia, Thailand, the Philippines, and South Korea experienced
dramatic exchange-rate shifts when capital surged out of or into their

economies.

OPEC Surpluses: Petroleum-exporting nations (e.g., OPEC countrie

often generate large surpluses when oil prices spike. If these j



are then invested overseas, it can lead to significant inflows for
recipient countries—strengthening their currencies.
Capital generally moves from lower-yielding to higher-yielding

currencies, affecting exchange rates accordingly.

(c) Speculation

Speculative forces can exert substantial influence on exchange rates:

Example: If speculators expect the home currency to depreciate,
they might buy USD at Rs. 80.00 and later sell those USD at Rs. 80.20
when the rupee actually weakens, profiting from the 0.20 difference.
Such speculative activity:

. Provides depth and liquidity to the market.

. Can act as a cushion if opposing views prevent one-sided,

contagious market moves.

EXCHANGE RATE MECHANISM

Types and Calculation Co“u‘/ Keodﬁ —7 T"' O d%

Because the FOREX market spans multiple time zones, most deals

(o) o — T1ddoys

. Spot value date: The second working day after

date.

. The rate used in these trades is called the Spot rate.



When the currencies actually exchange on the value (settlement)
date, it is referred to as the delivery of funds. Delivery can be one of

the following:

Ml. Ready or Cash Il

. Settlement: Same day as the deal date.

. Example:
o Deal Date: 1st Nov 2021
o Transaction: Bank A buys USD 1,000,000 from Bank B @
74.9500 (Value Cash)
o Settlement: Both USD 1,000,000 and INR 74,950,000 are
exchanged on 1st Nov 2021.
This is called a Ready/Cash deal.
2.Tom I TOmmN

. Settlement: Next working day after the deal date.

Example:

o Deal Date: 1st Nov 2021/_\ 2rd NO%’

e Transaction: Bank A buys USD 1,000,000 from Bank B @ 74.9600

(Value Tom)

e Settlement: Both USD 1,000,000 and INR 74,960,000 are
exchanged on 2nd Nov 2021 (the next working day).

If 2nd Nov 2021 is not a working day, settlement moves to the

following working day.




3.Spot @ Tip:'d#_

. Settlement: Second working day following the deal date.

. Example:
o Deal Date: 1st Nov 2021
M o Transaction: Bank A (Mumbai) buys USD 1,155,000

5
(’f —S%(L (Value Spot)

Isk
/l £ against EUR from Bank B (Frankfurt) @ EUR/USD 1.1550
oM
ng o Settlement: Delivery of USD 1,155,000 and EUR 1,000,000
occurs on 3rd Nov 2021.
If either market (e.g., Mumbai or Frankfurt) is closed on those days,

settlement shifts to the next mutual working day.

4. Forward 7 RO} = SI)O'\' Refe f_&m;m/digwm"

7/”'2- « Settlement: Any day after the Spot dat
. Example:
o Deal Date: 1st Nov 2021 @

o Value (Settlement) Date: 30th Nov 2021
o Transaction: Bank A buys USD 1,000,000 @ 75.3600

o Settlement: USD 1,000,000 and INR 75,360,000 are
exchanged on 30th Nov 2021.
Banks must ensure the forward settlement date is a working day,

not falling on a weekend.




Spot and Forward Rates

Spot rates are generally quoted for two working days after the
transaction date. For instance:

. USD/INR: 1 USD = 74.9500 / 74.9600

. GBP/USD: 1 GBP =1.3670/1.3680

. EUR/USD:1EUR=1.1150/1.1560
Spot markets typically have high volume, depth, and volatility,
attracting a wide array of market participants.

When delivery occurs beyond the Spot date (i.e., more than two

working days later), it is termed a forward transaction, and the rate

applied is the forward rate.

Forward Margins — Premium and Discounts o BN

Forward rates are derived from spot rates, adjusted by a forward
premium or discount:

Forward Rate = Spot Rate + Premium (or - Discount)

« A currency at a forward premium is costlier in the future than
at present.
. A currency at a forward discount is cheaper in the future than
at present.
Example 1

. GBP/USD (Spot): 1.3670

. GBP/USD (1 Month Forward): 1.3690 -




o This shows a premium of 0.0020 (or 20 pips) for GBP.

Example 2 S S
Z8 - Pem
- USD/INR (Spot): 74.9500 / 74.9600 E— m
« 6-month premium: 1.06 / 1.07 > .S<6 —-adbq,.m/.

- USD Forward Rate: 76.0100 / 76.0300

o USD is at a premium, while INR is at a discount for the

future.

Since exchange rates always represent a currency pair (e.g., GBP/USD,

USD/INR), if one currency is at a premium, the other is at a discount,

and vice versa. 2t @ w g
Determinants of Forward Premium/Discount
cOxreries.

._9 1. Interest Rate Differentials between the two

2. Demand and Supply of the currencies in the future (including

capital movement, import/export levels, balance of payme
political stability, etc.). @
3. Market Expectations based on possible inflows or outflows of

capital, investment freedoms, and speculative sentiment.

In a perfect market (no restrictions on finance or trade), interest rate
differentials are the primary driver of forward rate calculations.
Mechanism: If interest rates are higher in one country (e.g., the UK
at 4% vs. the US at 2%), funds flow from the lower-yield currency to
the higher-yield one to earn more interest. This flow affects spot and

forward demand, thus shaping the forward premium or discount.

#1 It Rode diffeatniel #2 Spor Rokk
#2 forwad priod




Remember, the forward rate reflects expectations based on these
factors; it does not guarantee the actual future trend of currency

values.

] SUMMARY TABLE

Section Key Points

Factors Determining 1. Fundamental Reasons (BOP, growth, fiscal & monetary policy,

Exchange Rates interest rates, politics) 2. Technical Reasons (government

controls, capital movement) 3. Speculation (market participants’

expectations) T'l'). >7+2-

Exchange Rate Mechanism Types: Ready/Cash, Tom, Spot, Forward Spot: Delivery on
second working day Forward: Delivery beyond Spot date

Spot & Forward Rates Spot Rate: Base rate for currency exchange on second working
day Forward Rate: Spot rate + premium/discount

Forward Margins Determined mainly by interest rate differentials and market

demand/supply. Premium - currency costlier forward;

Discount = currency cheaper forward.

Tmg DIRECT AND INDIRECT QUOTES £ |USp= 8- Taig
= loo INR = 120 Sy

When quoting currency prices, you can do it in two ways:
1. Direct Quotes 7 ( ’wyzz 2 lowuJs)

The local (home) currency is variable, while one unit of the

jpy foreign currency is the base.
o Example (India ==): 1 USD = Rs. 74.9500 / 74.9600

These are called direct quotes (also known as Home

Currency or Price Quotations) because it directly shows how

Uﬁﬂw and Selh M%




much local currency you need to buy one unit of the foreign

currency.

2. Indirect Quotes

o The home currency is fixed, and the foreign currency

amount varies.

0& Example: Rs. 100 = USD 1.3342 / 1.3340

In global markets, most currencies (except a few) are quoted in direct

terms against the USD, i.e., 1 USD = X units of another currency.

However, for GBP (British Pound), Euro (EUR), AUD (Australian

Dollar), and NZD (New Zealand Dollar), the quotes are often indirect

against the USD (i.e.,, 1 GBP, 1 EUR, 1 AUD, or 1 NZD = X USD).

> Commonly Observed Currency Quotes

USD/INR ==
UsD/Jpy =t
EUR/USD E=
USD/CHF = H
GBP/USD 5=
USD/CAD =¥l
AUD/USD B8==

USD/HKD =E2

74.9500 / 74.9600
114.20/114.30
1.1150/1.1160
0.9150/ 0.9160
1.3670/ 1.3680
1.2372/1.2382
0.7503 / 0.7513

7.7824 [ 7.7834




CevR/nR > Y Tmn~
92& CM”KML Up

—
CROSS RATES ER

Sometimes, direct quotes for a particular currency pair aren’t readily
available. In such cases, you calculate the rate using a third currency—

often the USD. This method is known as the cross rate mechanism.

Illustration: If you need EUR/INR, but no direct EUR/INR quote exists,
you can use EUR/USD and USD/INR. By “crossing out” USD in both

quotes, you arrive at EUR/INR.

® How It Works
. Example: To get GBP/INR in India ==:
1. USD/INR = 74.&300 / 74.9600
2. GBP/USD =1.3670/ 1.3680
o Cross Multiply to derive GBP/INR = Rs. 102.4567 / 102.5453.

. Another Example: = )IY-200PY
o USD/JPY = 11£2ﬁ1.3 [USD =FY GSPNR
o Convert .@. using USD/INR and crossing out the
USD. If, for instance, 1 USD = Rs. 74.95, then for 100 JPY, you

3:%% might get I@Bl / 5%; //‘/.Zayya' ayses ‘t/\”(

FIXED VS. FLOATING RATES < [ Il4.20 TNR
1. Fixed Exchange Rate aY-95 7?}/

e Official rate set by monetary authorities. /

e Often pegged to one or more currencies




e May allow limited fluctuations within defined upper and lower

bands.

@oating Exchange RatD

e Determined by market forces: supply, demand, and inflation

differentials.

e Most economies shifted to floating rates after 1973.

¢ India == adopted a floating rate in 1993, linking the rupee’s
external value primarily to the USD (previously it was to a basket

of currencies).

B Sl fps
b}?ND

5 y
OFFER RATES
. Bid Rate: The rate at which the quoting bank buys a currency.

. Offer (Ask) Rate: The rate at which the quoting bank sells a

currency. g S

For instance, with USD/INR = 74.9500 / 74.9600:

. Bid =74.9500 (Bank buys USD at this rate)

. Offer =74.9600 (Bank sells USD at this rate)
Similarly, for GBP/USD = 1.3670 / 1.3680:

. Bid =1.3670 (Bank buys GBP here)

. Offer =1.3680 (Bank sells GBP here)



EXCHANGE ARITHMETIC

Foreign exchange calculations require extreme precision. A small
error in decimals can lead to significant losses because margins in the

FX market are often thin.

CHAIN RULE QO/CNSS ReAl

When fixing a rate between two currencies via a third currency, the

Chain Rule is used to get a cross rate. In India ==, this is common for
currencies like EUR/INR or GBP/INR, because typically only USD/INR

is guoted directly, and other pairs are calculated via chain or cross

L

logic.

PER CENT (%) AND PER MILLE (%o) loo
« Per cent (%) = “per hundred.” Example: 1% = 1 in every 100.

« Per mille (%o0) = “per thousand.” Example: 1%. = 1 in every 1,000.

These concepts help in quick checks of interest or exchange

calculations. B
lcul <\/9'7'7’ <}

VALUE DATE — k/)ﬁl‘lls \/.S 6

The value date is the date on which a funds payment or an account
entry is deemed effective (and potentially interest-bearing). In
telegraphic transfers (TT), the same-day value date in both locations
ensures neither party loses interest due to timing differences (often

called “valuer compensee” or “here and there”).



. If there’s a delay or differing bank holidays, compensation

(usually interest) is typically arranged, or the value date is

adjusted to ensure fairness.

day.

Il Example in an Indian Context: A bank in Mumbai receives USD
funds on Monday, while sending out INR on Tuesday (due to a local
bank holiday on Monday). The receiving party might charge interest
for the one-day delay if the USD was credited before the INR was

debited, unless both sides agree to shift the value date to the same

SUMMARY TABLE hl

Direct & Indirect

Quotes 2%

Cross Rates Q

Fixed vs. Floating

(s otter &

Exchange

Arithmetic

Chain Rule &

- Direct: 1 unit foreign currency = X local currency (e.g., 1 USD = X74.95) -
Indirect: 1 unit local currency = X foreign currency (e.g., X100 = USD
1.3342)

- Calculated using a third currency (usually USD). - Example: GBP/INR
derived from GBP/USD and USD/INR.

- Fixed: Officially set, possibly within a band - Floating: Driven by demand
& supply, inflation, and market forces

- Bid = Bank buys - Offer (Ask) = Bank sells

- High precision required - Small decimal errors can cause large financial
impact

- Used for cross rates when direct quotes aren't available in local markets

560744»2& o,




Per Cent & Per - % (per hundred) - %o (per thousand)
Mille ?

‘ Value Date > - Effective date for the actual exchange - “Valuer compensee” avoids

unfair interest loss

ARBITRAGE IN FOREIGN EXCHANGE &%

Arbitrage involves the simultaneous buying and selling of a

commodity or currency in two or more markets, aiming to profit from

temporary price discrepancies. In the context of foreign exchange:
1. Basic Idea
o Buy one currency in a certain market (or center).
o Immediately sell the same currency in a different market (or
multiple markets).
o Exploit any price differentials that exist at that moment.

2. Types of Arbitrage

Simple (Direct) Arbitrage:

o Conducted between two centers only.
o Example: Buying USD in Mumbai and simultaneously selling

USD in Delhi if there is a momentary price difference.

Compound (Three or More Point) Arbitrage:
o Involves three or more centers or several currencies.

o Example: Purchasing USD in Mumbai, converting it to EUR in

London, and selling the EUR in New York—if prices across

these centers/currencies are favorable.

3. Key Considerations



e Speed 7 : Any profit opportunity can disappear quickly as markets

adjust to price imbalances.

e Technical Skill ©": Executing arbitrage deals with minimal delay

requires rapid decision-making and precise communication

1Y
\ y RETAIL AND MERCHANT RATES $¢

When dealing with merchants or retail customers transaction-

specific rates often apply. For instance: % g? MW

. TT (Telegraphic Transfer) Rates ’ US 0 g) 93,. /?‘r-

ien C N R B S
. Foreign Currency Note Rates n !96%- Mo

. Travelers Cheques (TC) Rates ‘k

among different centers.

. Bill Transaction Rates

Personal Checks Buying Rates =

fferent margins are added over the interbank rate depending on the

transaction type—whether it’s a buying or seu,i‘ng operation and the
] EMH)

® Key Point °} Explanation

nature of the underlying deal.

Nature of TT, bills, currency notes, TCs, checks, etc. Each form can incur different

Transaction .H"'ﬂ— service costs or risks.

Buy/ Sell Rates Banks quote buy and sell rates differently, adding margins for

transaction costs or risks.

Interbank Rate Baseline market rate used among banks. Retail or merchant quotes

B - a include extra spreads or margins. Bﬁ')k OW'OMM-

[ @_—3 Seli
Meachsat — /
O — L4




FOREIGN EXCHANGE DEALING ROOM OPERATIONS %%
The FOREX dealing room in a bank functions like a service branch,
handling:

1. Customer Requirements: Buying or selling foreign currencies
for branches or business divisions.

2. Managing Foreign Currency Assets/Liabilities: Ensuring
balances remain within set limits.

3. Funding and Managing NOSTRO Accounts: Maintaining
adequate balances in overseas accounts to avoid overdrafts or
idle surpluses. ﬁgﬁﬂ

4. Proprietary Trading: Engaging in currency trades to generate
profit.

Key Point: A Dealing Room often operates as a profit center for the

bank or institution.

Regulatory Compliance i
While conducting treasury management for foreign exchange, the
treasurer must ensure adherence to:

1. Internal Control Guidelines from the Reserve Bank of India

(RBI)

2( FEDAI koreign Exchange Dealers’ Association of India)

Xﬂd‘/a' regulations
QJ/- 3. Bank’s Internal Guidelines




Functional Segregation Tl ‘FIOY’" , Mi d I BNC

A cardinal principle in Dealing Room operations is clear segregation
of Front Office, Mid Office, and Back Office functions. In an
integrated treasury, these are:

1. Front Office (Dealing Room)

E&gﬁ} o Carries out active buying and selling of currencies, money

0

market instruments, etc.

2. Mid Office (Risk Management Department)

&SXR A Monitors risks, sets limits, and ensures compliance.
0-
" 3. Back Office (Settlements, Accounting & Reconciliation)

Noggo o Handles record-keeping, confirmations, settlement of
//ﬁ deals, and account reconciliation.
—

Role of Dealérs ix £

Dealers are critical to dealing room profitability:
Market Awareness: Must understand changing market
conditions and currency trends.
,“: « Quick Decision-Making: A single second’s delay can wipe out
potential profits.
,h:& Psychological Traits: Work under stress, accept responsibility,
be aggressive yet ready to admit mistakes.
Indian Context Example: A dealer at an Indian bank (e.g., in
Mumbai) might need to buy USD quickly if an exporter client in

Chennai expects a better dollar rate. The dealer’s swift action can



yield immediate profits, but any misjudgment could cause a loss

instead.

Funds Position vs. Currency Position

1. Funds Position 'jnFW/DU‘f-E pv

. . Reflects inflows (receivables) and outflows (payables) of actual
#L Inflow —
m—

money.
#ZOW Mismatches in timing or amount can lead to:
o Overdraft interest in NOSTRO accounts if short on funds.
o Loss of interest on surplus balances if funds remain idle
without investment.
Tip: Proper calculation of funds position helps avoid unnecessary
interest costs or missed opportunities.
2. Currency Position

? Shoot
. Reflects being overbought or oversold in various currencies.

« Any net position exposes the bank to exchange rate risk.

« The dealer must remain within permissible limits set by

management (or regulators).

Example: Suppose the bank’s net position is + USD 2 million. If the

USD/INR rate falls significantly, the bank can incur an exchange loss

on that USD surplus unless it’s hedged or brought back into balance.




Traditionally, FX markets and domestic currency markets were
managed separately. However, the following developments led to
the concept of an Integrated Treasury:

1. Interest Rate Deregulation #j_

2. Liberalization of Exchange Control #7—

3. Growth and Sophistication of Forex Markets #3

4. Advances in Settlement Systems #4"

5. Evolving Dealing Environments #5
Together, these changes allow banks to optimize currency and
money market activities under a unified strategy, improving risk

management and profit opportunities.

SUMMARY TABLE Il

Dealing Room - Service branch for currency buys/sells- Maintains
Operations 3% NOSTRO a/cs - Handles proprietary trading
-~ Regulatory - Follow RBI Internal Guidelines - Adhere to FEDAI
%’y Compliance < norms - Observe Bank’s internal policies
Functional - Front Office: Trading - Mid Office: Risk Management
Segregation il - Back Office: Settlements & Accounts
Dealers f& 2 - Critical for profit generation - Stressful environment,

’S_\P o";- rapid decisions, willingness to be wrong

Funds vs. Currency - Funds: Cash inflows/outflows - Currency:

Positions © Overbought/oversold in FX, risk from rate movements

a



Integrated Treasury - Needed due to deregulation, market evolution,

& advanced settlements, and modern dealing practices
w FUNCTIONS OF INTEGRATED TREASURY il

An Integrated Treasury performs several critical tasks within a bank.

Key functions include: ﬁ Szc,&‘] BK ﬁd‘-—ﬁ i&
1. Statutory Requirements 4a gﬂ CRR
¥l Sec 1() RBL —

o CRR (Cash Reserve Ratio) and SLR (Statutory Liquidity

Ratio) compliance.
o Maintaining an optimal investment portfolio mix to meet
these requirements. TM Pb’i_zﬂ .
#2/ 2. Liquidity & Funds Management I‘L_d._( | Z—B L&-[td‘ L'r;’{[

o Analyzing major cash flows, determining funding mix,

and managing yields in credit and investments.
o Ensuring liquidity without incurring excessive costs.

3. Asset-Liability Management (ALM) 4ga

M o Managing the growth rate of the balance sheet.
/‘.’”’J- o Pricing assets and liabilities in line with regulatory

guidelines.

o Controlling mismatches in maturities to maintain financial

stability.

4. Risk Management /! RKK :@ 92;_@’)2

o Monitoring market risk associated with assets and

liabilities.



o Handling credit risk in treasury products.
o Managing operational risk in payments and settlements.

5. Transfer Pricing ©

o Establishing benchmark rates (e.g., internal cost of funds)
- for various business groups.
o Ensuring optimal deployment of funds across different
units in the bank.

6. Derivatives & Hedging 2

o Developing Interest Rate Swaps (IRS) and other
derivative products to hedge the bank’s exposures.
o Offering such products to customers for risk mitigation.
7. Arbitrage <o
o Engaging in simultaneous buying and selling of identical
assets in different markets to earn risk-free profits.
o Capitalizing on price discrepancies across locations.

8. Capital Adequacy il

o Focusing on asset quality and return on investments.

o Evaluating how effectively the bank deploys funds to
sustain capital requirements.
9. Minimizing Provisions for NPAs Q
o Keeping Non-Performing Assets (NPAs) in check.

o Reducing the level of provisioning needed by improving

asset quality. @
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