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[Exchange Rate and its Economic Effects]

A\ 4

\ 4
The Exchange Changes in Devaluation Vs.
Rate Regimes Exchange Rates Depreciation

Q.No.1. Which market transactions determines the price of one currency in terms of another in
India? (B) (SM)

MARKET TRANSACTIONS INVOLVED IN DETERMINATION OF PRICE OF ONE CURRENCY IN
TERMS OF ANOTHER ARE:

1) Households, businesses and governments in India buy different types of goods and services produced
in other countries. Similarly, residents of the rest of the world buy goods and _services from residents
in India.

2) Foreign investors, businesses, and governments invest in our country, just as our nationals invest in
other countries.

3) Inthe same way, lending, and borrowing also take place internationally.

CA INTER | ECONOMICS FOR FINANCE | 44E 11.1



PIONEER FOR MEC / CEC TO CA/ CMA FINAL m

These and similar other transactions give rise to an international dimension of money, which involves
exchange of one currency for another.

SIMILAR QUESTION:
1. Describe how exchange rate is determined?

A. Refer above answer

Q.No.2. Define the term Exchange Rate or Foreign Exchange Rate. (A) (SM) ‘l

EXCHANGE RATE OR FOREIGN EXCHANGE RATE:

1) It refers to money denominated in a currency other than the domestic currency. (or)

2) The Exchange rate, also known as a Foreign Exchange (FX) rate, is the price of one currency
expressed in terms of units of another currency and represents the number of units of one currency
that exchanges for a unit of another. (or)

3) Exchange rate is the rate at which the currency of one country exchanges for the currency of another
country.

CHARACTERISTICS OF EXCHANGE RATE:

1) Similar to any other commodity, foreign exchange has a price.

2) The value of a currency is relative as it is always given in terms of another currency.

3) Itis the minimum number of units of one country’s currency required to purchase one unit of the other
countries currency.

4) An exchange rate has two currency components: a ‘b Urrency’ and a ‘counter currency’.

NOTE: As the US dollar is the dominant currenc <@%?)foreiqn exchange markets, the general
convention is to apply direct quotes that have the ‘@‘\e oll he base currency and other currencies as
the counter currency. @

SIMILAR QUESTION: & @

1. Define Exchange rate. @

A. Refer the definition @ %O

Q.No.3. Explain the two ways to express nominal exchange rate between two currencies. (A) (SM) ‘l

There are two ways to express nominal exchange rate between two currencies (e.g. the US $ and Indian
Rupee) namely direct quote and indirect quote.

1) A DIRECT QUOTE OR EUROPEAN CURRENCY QUOTATION: Direct Quote is the number of units
of a local currency exchangeable for one unit of a foreign currency.

For example, Rs. 66/US$ means that an amount of Rs 66 is needed to buy one US dollar or Rs. 66
will be received while selling one US dollar.

In a direct quotation, the foreign currency is the base currency and the domestic currency is the
counter currency.

2) AN INDIRECT QUOTE OR AMERICAN CURRENCY QUOTATION: An indirect quote is the number of
units of a foreign currency exchangeable for one unit of local currency. For example: $ 0.0151 per rupee.

In an indirect quotation, the domestic currency is the base currency and the foreign currency is the
counter currency.

NOTE: A quotation in the direct form can easily be converted into a quotation in indirect form and vice-
versa by taking the reciprocal of the given rate.

SIMILAR QUESTION:
1. Distinguish between Direct quote and Indirect quote?

A. Refer above answer
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Q.No.4. Define the term Cross rate. (A) (SM) ‘l

CROSS RATE: There may be two pairs of currencies with one currency being common between the two
pairs. The rate between other than common currency is derived from the given rates of the two pairs is
called ‘cross rate’.

For instance, exchange rates may be given between a pair, X and Y and another pair, X and Z. The rate
between Y and Z is derived from the given rates of the two pairs (X and Y, and, X and Z) and is called
‘cross rate’.

SIMILAR QUESTION:
1. What do you understand by the term ‘Cross rate’?
A. Refer above answer

Q.No.5. When one goes to exchange currency in the market, generally which rates prevails in the
market? (B) (SM)

There are generally two rates namely selling rate and buying rate, for any currency when one goes to
exchange it in the market.

1) If there is no difference between the buying and the selling rate, the rate is said to be ‘unique’ or
‘unified’. But, in practice, it is rarely so.

2) Selling rate is generally higher than the buying rate for a currency. This is the commission of the
money exchanger (dealer) to run its operations.

SIMILAR QUESTION: @@

1. Comment on buying rate and selling rate. @

A. Refer above answer @ &@O
A@ AW

Q.No.6. Define the term Exchange rate @ﬁe@ﬁﬁlain the two major types of Exchange rate

regimes? 2 @ (A) (SM)
S

\Y
EXCHANGE RATE REGIME: An exchghge rate regime is the system by which a country manages its
currency in respect to foreign currencies. It>réfers to the method by which the value of the domestic
currency in terms of foreign currencies is determined.

There are two major types of exchange rate regimes at the extreme ends, namely:
1) Floating exchange rate regime (or) Flexible exchange rate, and
2) Fixed exchange rate regime (or) pegged exchanged rate,

1) FLOATING EXCHANGE RATE REGIME: Under floating exchange rate regime the equilibrium value
of the exchange rate of a country’s currency is market-determined (i.e. the demand for and supply of
currency relative to other currencies determine the exchange rate).

a) There is no predetermined target rate (i.e. exchange rates are likely to change at every moment in
time depending on the changing demand for and supply of currency in the market).

b) There is no interference on the part of the government or the central bank of the country in the
determination of exchange rate.

c) Any intervention by the central banks in the foreign exchange market (through purchases or sales
of foreign currency in exchange for local currency) is intended for only moderating the rate of
change and preventing undue fluctuations in the exchange rate, rather than for establishing a
particular level for it.

d) In few countries like New Zealand, Sweden, the United States, the central banks almost never
interfere to administer the exchange rates.

e) Nearly all advanced economies and some large emerging market economies follow floating
exchange rate regimes.
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2) FIXED EXCHANGE RATE: Under Fixed Exchange Rate regime a country’s Central Bank and/ or
government announces or decrees what its currency will be worth in terms of either another country’s
currency or a basket of currencies or another measure of value, such as gold. (For e.g., a certain
amount of rupees per dollar.)

a) When a government intervenes in the foreign exchange market so that the exchange rate of its
currency is different from what the market would have produced, it is said to have established a
“peq” for its currency.

b) In order to sustain a fixed exchange rate, it is not enough that a country pronounces a fixed parity:
it must also make concentrated efforts to defend that parity by being willing to buy (or sell) foreign
reserves whenever the market demand for foreign currency is lesser (or greater) than the supply of
foreign currency.

¢) In order to maintain the exchange rate at the predetermined level, the central bank intervenes in
the foreign exchange market.

SIMILAR QUESTIONS:

Refer 2nd point @ &
% Rate? (M18 - 2M)

Distinguish between fixed exchange rate and floai@

A

Refer above answer
Describe how exchange rate is determined @@ d&nt exchange rate regimes?
O

Refer above answer @ @

1. Appraise different types of exchange rate regimes.

A. Refer above answer

2. What is an ‘Exchange rate regime’?

A. Referintroduction

3. Which are the major types of Exchange rate regimes?

A. Refer 15t and 2 point

4. How is exchange rate determined under floating exchange rate r@ne? (RTP M19)
A. Refer 1t point @

5. Define fixed exchange rate? @ o
A

6.

A

1.

A

Q.No.7. What are the main advantages of a fixed exchange rate regime in an open economy?
(A) (SM)(MTP-M19)

FIXED EXCHANGE RATE: Under Fixed Exchange Rate regime a country’s Central Bank and/ or
government announces or_decrees what its currency will be worth in terms of either another country’s
currency or a basket of currencies or another measure of value, such as gold. (For e.g., a certain amount
of rupees per dollar.)

IN AN OPEN ECONOMY, THE MAIN ADVANTAGES OF A FIXED EXCHANGE RATE REGIME ARE:

1) Fixed exchange rates avoids currency fluctuations and eliminates exchange rate risks and
transactions costs and thus greatly enhance international trade and investment.

2) A fixed exchange rate system imposes discipline on a country’s monetary authority and therefore is
more likely to generate lower levels of inflation. With this stability the government can encourage
greater trade and investment.

3) Exchange rate peg can also enhance the credibility of the country’s monetary- policy

4) In the fixed or managed floating exchange rate regimes, the central bank is required to stand ready to
intervene in the foreign exchange market to maintain an adequate amount of foreign exchange
reserves for this purpose.

CONCLUSION: In short, a fixed rate brings in more currency and monetary stability and credibility; but it
lacks flexibility.
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SIMILAR QUESTION:
1. Evaluate the merits of fixed exchange rate regime?

A. Refer above answer

Q.No.8. What are the advantages and disadvantages of a Floating exchange rate regime in an
economy? (A) (SM)

FLOATING EXCHANGE RATE REGIME: Under floating exchange rate regime the equilibrium value of
the exchange rate of a country’s currency is market-determined.

The free floating or flexible exchange rate regime is argued to be efficient and highly transparent as the
exchange rate is free to fluctuate in response to the supply of and demand for foreign exchange in the
market and clears the imbalances in the foreign exchange market without any control of the monetary
authority.

1) A FLOATING EXCHANGE RATE HAS MANY ADVANTAGES:

a) A floating exchange rate has the great advantage of allowing a Central bank and /or government
to pursue its own independent monetary policy.

b) Floating exchange rate regime allows exchange rate to be used as a policy tool: for example,
policy-makers can adjust the nominal exchange rate to influence the competitiveness of the
tradable goods sector

¢) As there is no obligation or necessity to intervene in the currency markets, the central bank is not
required to maintain a huge foreign exchange reserves.

2) DISADVANTAGES OF FLOATING OR FLEXIBLE@HANGE RATE REGIME: This volatile
exchange rate generate

a) Alot of uncertainties in relation to internatioq%&%s@ﬁs,
b) Add arisk premium to the costs of g:ﬁass@ aded across borders.
CONCLUSION: In short, a floating rate has r

N~
SIMILAR QUESTIONS: 2 @

<O
1. Mention the main demerit of floating exch@ ra@o
Refer 2" point

SHexibility: but less stability.

A
2. Evaluate the relative merits and demerits of floating exchange rate regime?
A. Refer above answer

Q.No.9. Define the terms Peg, Soft Peg and Hard Peg. (A) (SM) ‘l

1) PEG: When a government intervenes in the foreign exchange market so that the exchange rate of its
currency is different from what the market would have produced, it is said to have established a “peg”
for its currency.

2) SOFT PEG: A soft peg refers to an exchange rate policy under which the exchange rate is generally
determined by the market, but if the exchange rate tends to be move speedily in one direction, the
central bank will intervene in the market.

3) HARD PEG: With a hard peg exchange rate policy, the central bank sets a fixed and unchanging
value for the exchange rate.

SIMILAR QUESTION:
1. Differentiate Soft peg and Hard peg.
A. Refer 27 and 3r points.

Q.No.10. Comment on commonly adopted Exchange Rate System in the world. (B) (SM) ‘l

1) Itis often misled to think that it is common for countries to adopt the flexible exchange rate system.
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2) In the real world, there is a spectrum of ‘intermediate exchange rate regimes’ which are either inflexible
or have varying degrees of flexibility that lie in between these two extremes (fixed and flexible). For
example, a central bank can implement soft peg and hard peg policies.

3) Both soft peg and hard peg policy require that the central bank intervene in the foreign exchange market.

Q.No.11. Define the terms Nominal Exchange Rate, Real Exchange Rate and Real Effective
Exchange Rate. (A) (MTP1 M18 - 2M) (SM)

1) NOMINAL EXCHANGE RATE: It describes how much of one currency (i.e. money) can be traded for
a unit of another currency when prices are constant.

2) REAL EXCHANGE RATE (RER): It describes ‘how many’ of a good or service in one country can be
traded for ‘one’ of that good or service in a foreign country.

When prices of goods and services change in either or both countries, it would be difficult to know the
change in relative prices of foreign goods and services. Thus RER incorporates changes in prices is a
better measure. It is calculated as:

Domestic Pricelndex

Real exchange rate = Nominal exchange rate x g -
Foreign Pricelndex

3) REAL EFFECTIVE EXCHANGE RATE (REER): It is the nominal effective exchange rate (a measure
of the value of a domestic currency against a weighted average of various foreign currencies) divided
by a price deflator or index of costs.

An increase in REER implies that exports become mow\@pensive and imports become cheaper and
indicates a loss in trade competitiveness. Y

SIMILAR QUESTIONS: § &©0

1. Explain the term ‘Nominal exchange rate’. @ v

A. Refer 1st point &@ @0

2. Explain the term ‘Real exchange rate’. @ @ (MTP1 N18 - 2M,MTP1 M18 - 2M, M19-2M)
A. Refer 2" point @ &

3. Explain the term ‘Real effective exchange@e’. &° (MTP2 M18 - 2M)
A. Refer 3" point

Q.No.12. Define the term Foreign Exchange Market. Also explain its features? (B) (SM) ‘l

FOREIGN EXCHANGE MARKET: The wide-reaching collection of markets and institutions that handle
the exchange of foreign currencies is known as the foreign exchange market. In this market, the
participants use one currency to purchase another currency.

FEATURES OF FOREIGN EXCHANGE MARKET:

1) It operates worldwide and is the largest market in the world in terms of cash value traded.

2) Being an over-the-counter market, it is not a physical place; rather, it is an electronically linked network
of big banks, dealers and foreign exchange brokers who bring buyers and sellers together.

3) With no central trading location and no set hours of trading, the foreign exchange market involves
enormous volume of foreign exchange trading worldwide.

4) The participants such as firms, households, and investors who demand and supply currencies
represent themselves through their banks and key foreign exchange dealers who respond to market
signals transmitted instantly across the world.

5) The foreign exchange markets operate on very narrow spreads between buying and selling prices.

6) Since the volumes traded are very large, the traders in foreign exchange markets stand to make huge
profits or losses.
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SIMILAR QUESTIONS:
1. Describe the chief characteristics of foreign exchange market?

A. Refer above answer
2. Describe the functioning of the foreign exchange market?
A. Refer above answer

Q.No.13. Explain the role of major participants in the exchange market? (B) (SM) ||

FOREIGN EXCHANGE MARKET: The wide-reaching collection of markets and institutions that handle
the exchange of foreign currencies is known as the foreign exchange market. In this market, the
participants use one currency to purchase another currency.

THE ROLE OF MAJOR PARTICIPANTS IN THE EXCHANGE MARKET ARE AS FOLLOWS:

1) Central Banks: The central banks participate in the foreign exchange markets, not to make profit, but
essentially to contain the volatility of exchange rate to avoid sudden and large appreciation or
depreciation of domestic currency and to maintain stability in exchange rate in keeping with the
requirements of national economy.

2) Commercial Banks: Commercial banks participate in the foreign exchange market either on their own
account or for their clients. When they trade on their own account, banks may operate either as
speculators or arbitrageurs/or both. The bulk of currency transactions occur in the interbank market in
which the banks trade with each other.

3) Government: Government regulate the exchange rates indirectly.

4) Multinational corporations: They engage in internati & ade and investments.

5) Non-bank financial institutions such as ass S anagement firms, insurance companies,
brokers, arbitrageurs and speculators: <

a) Foreign exchange brokers participate in th@et

b) Arbitrageurs profit by discovering pﬂ/'ée di
dealers or banks. @\)

Yeliberate risk-takers who participate in the market to
@ed changes in exchange rates.

rmediaries between different dealers or banks.

O
ces between pairs of currencies with different

¢) Speculators, who are bulls or ~§.
make gains which result from unantic

6) Individuals: They form only a very insignificant fraction in terms of volume and value of transactions.

7) Foreign Exchange Dealers.
SIMILAR QUESTIONS:
1. Who are the participants in the foreign exchange market? Explain their role of participation.

A. Refer above answer

2. What are the different roles played by the participants in the foreign exchange market?

A. Refer above answer

3. What is meant by foreign exchange market? What are the roles played by the participants in the foreign exchange
market? (MTP-N19)

A. Refer above answer

Q.No.14. What is meant by Arbitrage? Explain its potentiality and applicability in forex market?
(A) (MTP1 N18 - 2M)(SM)

ARBITRAGE: Arbitrage refers to the practice of making risk-less profits by intelligently exploiting price
differences of an asset at different dealing locations.

POTENTIALITY AND APPLICABILITY OF ARBITRAGE IN FOREX MARKET:

1) There is potential for arbitrage in the forex market if exchange rates are not consistent between
currencies.
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2) When price differences occur in different markets, participants purchase foreign exchange in a low-
priced market for resale in a high-priced market and makes profit in this process.

3) Due to the operation of price mechanism, the price is driven up in the low- priced market and pushed
down in the high-priced market. This activity will continue until the prices in the two markets are
equalized, or until they differ only by the amount of transaction costs involved in the operation.

4) Since forex markets are efficient, any profit spread on a given currency is quickly arbitraged away.

5) Regardless of physical location, and when the markets are highly integrated, at any given moment, all
markets tend to have the same exchange rate for a given currency. This phenomenon occurs because
of arbitrage.

SIMILAR QUESTION:
1.  What is Arbitrage? What is the outcome of Arbitrage?
A. Refer above answer

Q.No.15. Explain the two types of transactions involved in Forex market and also compare those
two exchange rates? (A) (SM)

FOREIGN EXCHANGE MARKET: The wide-reaching collection of markets and institutions that handle
the exchange of foreign currencies is known as the foreign exchange market. In this market, the
participants use one currency to purchase another currency.

IN THE FOREIGN EXCHANGE MARKET, THERE ARE TWO TYPES OF TRANSACTIONS:
1) Spot (or) Current transactions:

a) These are carried out in the spot market and the nge involves immediate delivery.

b) Exchange rates prevailing for spot trading (f cl @ﬂement by and large takes two days) are
called spot exchange rates. @?
G &Y

a) Contracts to buy or sell Currencie@r fi delivery are carried out in forward and/or futures

2) Forward transactions:

markets. d
b) The exchange rates quoted in&ig@fchange transactions that specify a future date are called
forward exchange rates.

c) For example, when a party agrees to sell euro for dollars on a future date at a forward rate agreed
upon, he has ‘sold euros forward’ and ‘bought dollars forward’.

d) Currency futures, though conceptually similar to currency forward and perform the same function,
they are distinct in their nature and details concerning settlement and delivery.

IN COMPARISON WITH SPOT EXCHANGE RATES AND FORWARD EXCHANGE RATES:

a) The currency forward contracts are quoted just like spot rate; however, the actual delivery of
currencies takes place at the specified time in future.

b) A forward premium is said to occur when the forward exchange rate is more than a spot trade rates.

c) If the forward trade is quoted at a lower rate than the spot trade, then there is a forward discount.
FORMULA:

Forward Rate — Spot Rate « 12months/ 365 days
Spot Rate Period of Forward Rate

Forward Premium or Discount on a currency = x100

EXAMPLE:

Compute the Forward Premium / Discount on US $ from the following data:
Spot Rate US $1 =3 53.50

6 months Forward Rate  US $1 =% 55.50
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Forward Premium / Discount on US $ =Mx 100 x% =7.48%

53.50

SIMILAR QUESTION:
1. Mention the types of transactions in the forex market? (MTP N18 - 2M)
A. Refer 15t and 2 point

Q.No.16. Why the dollar is often called a ‘vehicle currency’. (B) (SM) ||

DOLLAR AS A ‘VEHICLE CURRENCY’: While a foreign exchange transaction can involve any two
currencies, most transactions involve exchanges of foreign currencies for the U.S. dollars even when it is
not the national currency of either the importer or the exporter. On account of its critical role in the forex
markets, the dollar is often called a ‘vehicle currency’.

Q.No.17. How the Nominal exchange rate is determined? Also explain it graphically. (A) (SM) ‘l

NOMINAL EXCHANGE RATE: Usually, the supply of and demand for foreign exchange in the domestic
foreign exchange market determine the external value of the domestic currency, i.e. a country’s exchange rate.

1) On the demand side, people desire foreign currency to:

a) Purchase goods and services from another country

b) For unilateral transfers such as gifts, awards, grants, donations or endowments

¢) To make investment income payments abroad @

d) To purchase financial assets, stocks or bonds at@

e) To open a foreign bank account @ @0

f) To acquire direct ownership of real Capital@ &

g) For speculation and hedging activitiesé@%d %Ztaking or risk-avoidance activity
2) The supply of foreign currency to ﬂ@hor@ untry results from:

a) Purchases of home exports \YP &0

b) Unilateral transfers to home country @

¢) Investmentincome payments
d) Foreign direct investments and portfolio investments
e) Placement of bank deposits and speculation.

3) Determination of Nominal Exchange Rate: Similar to any standard market, the exchange market
also faces a downward-sloping demand curve and an upward-
sloping supply curve. e

FROM THE GRAPH:

1) The equilibrium rate of exchange is determined by the interaction of
the supply and demand for a particular foreign currency say dollars.

2) The demand curve (D$) and supply curve (S$) of dollars intersect
to determine equilibrium exchange rate g¢q with Q. as the
equilibrium quantity of dollars exchanged.

Exchange Rate Hs/ §
3
&

N

SIMILAR QUESTIONS: Qe §
1. How the Nominal exchange rate is determined from the demand side?

A. Refer a) point

2. How the Nominal exchange rate is determined from the Supply side?

A. Refer b) point

3. Using suitable diagram, explain, how the nominal exchange rate between two countries is determined'? (M19-3M)
A. Refer the above Answer
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Q.No.18. Do changes take place in exchange rates in a floating exchange rate regime? If so
elucidate them with an example. (B) (SM, RTP M18)

CHANGES IN EXCHANGE RATES: Changes in exchange rates represent depreciation or appreciation of
one currency. The terms, Rupee ‘currency appreciation’ and ‘currency depreciation’ describe the
movements of the exchange rate.

1) Currency appreciates when its value increases with respect to the value of another currency or a
basket of other currencies.

2) Currency depreciates when its value falls with respect to the value of another currency or a basket of
other currencies.

3) When one currency depreciates against another, the second currency must simultaneously appreciate
against the first.

Example:

If the Rupee dollar exchange rate in the month of January is $1 = Rs. 65 and in the month of April it is $1 =
Rs. 70.

In April, exchange will be with a greater amount of Indian Rupees (Rs.70) to get the same 1 US dollar.
Thus Indian Rupee has depreciated in its value. (Rupee depreciation means that the rupee has become
less valuable with respect to the U.S. dollar)

If the value of dollar is taken in terms of Rupees, then one dollar will now fetch Rs. 70 instead of Rs. 65
earlier. This is called appreciation of the US dollar. (The value of the US dollar has increased in terms of
the Indian Rupee).

NOTE:

Position of Home /
Domestic Currency

1) Stranger
2) Weaker

SIMILAR QUESTION:
1.  What do you understand by appreciation and depreciation of currency?
A. Refer 15t and 2 point

Revaluation
Devaluation

Q.No.19. Explain Home-currency depreciation under Floating Exchange Rates graphically? (A)(SM) ‘l

HOME-CURRENCY DEPRECIATION (OR) FOREIGN-CURRENCY APPRECIATION: It takes place when
there is an increase in the home currency price of the foreign currency (or, alternatively, a decrease in the
foreign currency price of the home currency). The home currency thus becomes relatively less valuable.

HOME-CURRENCY DEPRECIATION UNDER FLOATING EXCHANGE RATES: Under a floating rate
system the demand curve for foreign currency shifts to the right (increase in demand) and the supply
curve remain unchanged, there will be rise in the exchange value of foreign currency and it depreciates
the domestic currency value.

FROM THE GRAPH: e o5

i) The market reaches equilibrium at point E with equilibrium 5 \ /
exchange rate eqq s < E'

ii) An increase in domestic demand for the foreign currency, with ‘ge""' E \
supply of dollars remaining constant, is represented by a 3 \ Dy$
rightward shift of the demand curve to D43. , DS

i) The equilibrium exchange rate rises to e. S Eime

ons
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iv) It means that more units of domestic currency (Indian Rupees) are required to buy a unit of foreign
exchange (dollar) and that the domestic currency (the Rupee) has depreciated.

SIMILAR QUESTION:
1. Explain foreign-currency appreciation under Floating Exchange Rates graphically?

A. Refer above answer

Q.No.20. Explain Home-currency Appreciation under Floating Exchange Rates graphically? (A) (SM) ‘l

1) HOME-CURRENCY APPRECIATION OR FOREIGN-CURRENCY DEPRECIATION: It takes place when
there is a decrease in the home currency price of foreign currency (or alternatively, an increase in the foreign
currency price of home currency). The home currency thus becomes relatively more valuable.

2) HOME-CURRENCY APPRECIATION UNDER FLOATING EXCHANGE RATES: Under a floating
rate system when the supply curve of foreign currency shifts to the right and the demand curve
remains unchanged, there will be an increase in the supply of dollars in the Indian market.

FROM THE GRAPH:

e

1) An increase in the supply qf foreign exchange shifts the 5% e

supply curve to the right to S° $ and as a consequence, the 2

exchange rate declines to E . g
2) It means, that lesser units of domestic currency (Indian Eﬂeq e ————— :

Rupees) are required to buy a unit of foreign exchange (dollar), § | ! ;

and that the domestic currency (the Rupee) has appreciated. § S I A
SIMILAR QUESTIONS: &) 7
1. Describe the term home currency appreciation? @@ P

. 0 Qe o e

A. Refer 1st point % % < § (Billions)
2. Explain foreign-currency depreciation under Floati cha@ifiates

graphically? @ d
A. Refer 2 point @&

&
. .. . Y N ...

Q.No.21. Distinguish between Devaﬁ\&ﬁlo@ﬁd Depreciation. (B) (MTP2 N18 - 2M) (SM) ||

DEVALUATION vs. DEPRECIATION:

DEVALUATION: Devaluation is a deliberate downward adjustment in the value of a country's currency
relative to another currency, group of currencies or standard.

1) Itis a monetary policy tool used by countries that have a fixed exchange rate or nearly fixed exchange
rate regime and involves a discrete official reduction in the otherwise fixed par value of a currency.

2) The monetary authority formally sets a new fixed rate with respect to a foreign reference currency or
currency basket.

DEPRECIATION: Depreciation is a decrease in a currency's value (relative to other major currency
benchmarks) due to market forces under a floating exchange rate and not due to any government or
central bank policy actions.

Q.No.22. Distinguish between Revaluation and Appreciation. (B) (SM) ‘l

REVALUATION vs. APPRECIATION:

REVALUATION: Revaluation is the opposite of devaluation and the term refers to a discrete raising of the
otherwise fixed par value of a nation’s currency.

APPRECIATION: Appreciation is an increase in a currency's value (relative to other major currencies) due
to market forces under a floating exchange rate and not due to any government or central bank policy
interventions.
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Q.No.23. Explain the impacts of exchange rate fluctuations in terms of currency depreciation on
domestic economy? (A) (SM, MTP M18) (SELF STUDY)

EXCHANGE RATE FLUCTUATIONS: As a matter of fact exchange rate fluctuations may determine a
country’s economic performance. Knowledge about these possible enables to understand the
appropriateness of exchange rate policy, especially in developing countries.

IMPACTS OF CURRENCY DEPRECIATION ON DOMESTIC ECONOMY: The developments in the
foreign exchange markets affect the domestic economy both directly and indirectly.

The direct impact of fluctuations in rates is initially felt by economic agents who are directly involved in
international trade or international finance. It becomes necessary to evaluate their effects on trade,
investments, consumption output, economic growth and inflation.

1) IMPACT ON TRADE: Changes in import and export prices will lead to changes in import and export
volumes, causing changes in import spending and export revenue.

2) Impact by changing the relative prices of domestically-produced and foreign-produced goods
and services:

a) An appreciation of a country’s currency raises the relative price of its exports and lowers the
relative price of its imports. (Foreigners pay more for the country’'s products and domestic
consumers pay less for foreign products).

b) The depreciation lowers the relative price of a country’s exports and raises the relative price of its
imports. (For foreigners exports become cheaper and for domestic residents imports become more
expensive.)

c¢) By changing the relative prices, depreciation may@ease windfall profits in export and import-

competing industries. §
d) Depreciation may also cause Contractlonarv,e(ﬁ&n under developed or semi industrialized
country, where - inputs (such as oil) and i. for manufacturing are mostly imported and

cannot be domestically produced, incr prlces will increase firms’ cost of production ,
push domestic prices up and decrea I )
3) IMPACT ON ECONOMIC ACTIVITY IN;%E D@IIESTIC ECONOMY:
a) A depreciation of domestic é& reases the price of foreign goods relative to goods

produced in the home country and di s spending from foreign goods to domestic goods.

b) Increased demand, both for domestic import-competing goods and for exports encourages
economic activity and creates output expansion (i.e. an expansionary impact on the economy at
an aggregate level).

4) IMPACT ON REAL INCOME:

a) By lowering export prices, currency depreciation helps to increase the international competitiveness of
domestic industries, increases the volume of exports and promotes trade balance.

b) Often the price changes in exports and imports may counterbalance or offset each other only if
trade is in balance and terms of trade are not changed.

¢) In case the country’s imports exceed exports, the net result is a reduction in real income within the
country.
5) IMPACT ON EMPLOYMENT INCOME AND POTENTIALLY ON WAGES:

a) For an economy where exports are high, a depreciated currency would mean a lot of gain.

b) If exports originate from labour-intensive industries, increased export prices will have positive
effect employment income and potentially on wages.

6) IMPACT ON INFLATION:

a) Depreciation adds to consumer price inflation in the short run, directly through its effect on prices
of imported consumer goods and also due to increased demand for domestic goods.

b) The impact will be greater if the composition of domestic consumption baskets consists more of
imported goods.
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¢) Indirectly, cost push inflation may result through possible escalation in the cost of imported inputs.

d) In such an inflationary situation, the central bank of the country will have no incentive to cut policy
rates as this is likely to increase the burden of all types of borrowers including businesses.

7) IMPACT ON FACTORS OF PRODUCTION:

a) When a country’s currency depreciates, production for exports and of import substitutes become
more profitable.

b) Therefore, factors of production will be induced to move into the tradable goods sectors and out of
the non-tradable goods sectors.

c) The reverse will be true when the currency appreciates.
d) These types of resource movements involve economic wastes.

8) IMPACT ON TERMS OF TRADE:

a) Terms of trade is the ratio of the price of a country’s export commodity to the price of its import
commodity

b) Since the prices of both exports and imports rise in terms of the domestic currency as a result of
depreciation or devaluation, the terms of trade of the nation can rise , fall or remain unchanged,
depending on whether price of exports rises by more than, less than or same percentages as price
of imports.

9) IMPACT ON CURRENT ACCOUNT:

a) The fiscal health of a country whose currency depreciates will be affected with rising export
earnings and import payments and consequent impact on current account balance.

b) A widening current account deficit is a danger sigr@as far as growth prospects of the overall
economy is concerned.

c) If export earnings rise faster than the impoﬂ@n@@en current account will improve otherwise

not.

10) IMPACT _ON_COMPANIES BORROWEDRZ)
COMMERCIAL BORROWINGS (ECBS):/XV 4'\

a) ECBs being careless and did not sqf%?entl@edqe these loans against foreign exchange risks would
also be negatively impacted as t@éo@?é&ulre more domestic currency to repay their loans.

b) A depreciated domestic currency would increase their debt burden and lower their profits and
impact their balance sheets adversely.

¢) These would signal investors who will be_discouraged from investing in such companies.
11) IMPACT ON PUBLIC DEBT:

a) Countries with foreign currency denominated government debts, currency depreciation will increase the
interest burden and cause strain to the exchequer for repaying and servicing foreign debt.

b) Fortunately, India’s has small proportion of public debt in foreign currency.

12) IMPACT ON FINANCIAL FORECASTING: Exchange rate fluctuations make financial forecasting
more difficult for firms and larger amounts will have to be earmarked for insuring against exchange
rate risks through hedging.

13) IMPACT ON INTERNATIONAL INVESTMENTS:

a) Investors who have purchased a foreign asset, or the corporation which floats a foreign debt, will
find themselves facing foreign exchange risk.

b) Exchange rate movements have become the single most important factor affecting the value of
investments on an international level.

c) They are critical to business volumes, profit forecasts, investment plans and investment outcomes.

d) Depreciating currency hits investor sentiments and has radical impact on patterns of international
capital flows.
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14) IMPACT ON FOREIGN PORTFOLIO INVESTMENT (FPI) AND FOREIGN DIRECT INVESTMENT
(FDI):

a) FEPI flows into debt and equity and thus EDI flows are likely to shrink. (M19 - 3M)

b) This shoots up capital account deficits affecting the country’s fiscal health.

c) If investor anticipate further depreciation, there may be large scale withdrawal of FPI and huge
redemptions (through global exchange traded funds) leading to further depreciation of domestic currency.

d) This may result in a highly volatile domestic equity market affecting the confidence of domestic investors.

e) Reduced foreign investments also widen the gap between investments required for growth and
actual investments.

f) Over a period of time, unemployment is likely to mount in the economy.
15) THE OTHER IMPACTS OF CURRENCY DEPRECIATION ARE:

a) With increasing dependence on imports, it leads to higher international prices of fuel impacting
domestic transportation and overall cost of production triggered inflation, increase in oil and
fertilizer subsidy bills, costly foreign travel, escalated foreign debt service payments and higher
outstanding ECBs and government’s foreign debt.

b) Windfall gains for export oriented sectors (such as IT sector, textile, pharmaceuticals, gems and
jewelry in the case of India) because depreciating currency fetches more domestic currency per
unit of foreign currency.

¢) Remittances to homeland by non-residents and businesses abroad fetches more in terms of
domestic currency.

d) Depreciation would enhance government revenu@ om import related taxes, especially if the

<

Country |mports more of essential goods. %@

r@lrade deficit as it makes imports more expensive
) forelgners

g) Depreciation have a
thereby improve trade balance.

SIMILAR QUESTIONS:
Explain changes in exchange rates and their impact on the real economy.

Refer above answer

Explain the effects of currency depreciation? Do you consider a weak currency is advantageous to a country?
Refer above answer

‘Flexible exchange rates reflect the true fiscal health of the economy’ Elucidate.

Refer 9t and 14t points

Explain the nature of changes in exchange rates and their impact on real economy?

Refer points 1,3,5,7 & 8.

> A P> O P> ND> =

Q.No.24. Explain the impacts of exchange rate fluctuations in terms of appreciation of currency
on domestic economy? (A) (SM) (SELF STUDY)

APPRECIATION OF CURRENCY: An appreciation of currency or a strong currency (or) an overvalued
currency) makes the domestic currency more valuable and, therefore, can be exchanged for a larger
amount of foreign currency.

IMPACTS OF CURRENCY DEPRECIATION ON DOMESTIC ECONOMY:
1) Impact on Economic growth:

a) An appreciation of currency raises the price of exports and, exports would fall. Since imports
become cheaper, and thus imports rises.
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b) Thus the domestic aggregate demand falls and economic growth is negatively impacted.

2) Impact on Business cycle:

a) If appreciation sets in during the recessionary phase, this causes fall in aggregate demand
and higher levels of unemployment.

b) If the economy is facing a boom, an appreciation of domestic currency would trim down
inflationary pressures and soften the rate of growth of the economy.

3) Impact on Inflation:

a) An appreciation may cause reduction in inflation because imports are cheaper.

b) Lower price of imported capital goods, components and raw materials leads to decrease in cost
of production which leads to fall in prices.

c¢) Decrease in aggregate demand tends to lower demand pull inflation.

d) Living standards of people are likely to improve due to availability of cheaper consumer goods.

4) Impact on technological innovations and capital intensive production:

a) With increasing export prices, the competitiveness of domestic industry is adversely affected.

b) Thus the firms have greater incentives to introduce technological innovations and capital
intensive production to cut costs to remain competitive.

5) Impact on Current account:

a) Increasing imports and declining exports are liable to cause larger deficits and worsen the
current account.

b) The impact of appreciation on current account @ends upon the elasticity of demand for
exports and imports.

c) Relatively inelastic demand for imports and<&xporialgads to an improvement in the current
account position. @ &v
ex
& ot e

d) Higher the price elasticity of deman u&%? greater would be the fall in demand and
higher will be the fall in the aggre a xports. This will adversely affect the current

account balance. = @\)

6) Impact on competitiveness: Lo@‘ﬁtiveness will be insignificant if currency appreciation
is because of strong fundamentals of th onomy.

SIMILAR QUESTION:

1. ‘An overvalued currency is a bane for an economy’. Doyou agree with the statement? Give examples.

A. Refer above answer

SECTION 2: QUESTIONS FOR ACADEMIC INTEREST FOR STUDENT SELF STUDY

Q.No.1. Why exchange rate movements can affect intentional trade flows? (C) (SM) ‘l

In an open economy, firms and households use exchange rates to translate foreign prices into domestic
currency terms. Exchange rates also permit us to compare the prices of goods and services produced in
different countries. Furthermore, import or export prices could be expressed in terms of the same currency
in the trading contract. This is the reason why exchange rate movements can affect intentional trade flows.

Q.No.2. Define Fixed or Managed floating exchange rate regimes? (C) (SM) ‘l

Fixed or Managed floating exchange rate regimes is where the market forces are allowed to determine the
exchange rate within a band

Q.No.3. What happens If the domestic currency fluctuates excessively? (C) (SM) ‘l

If the domestic currency fluctuates excessively, it causes panic and uncertainty in the business world.
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Q.No.4. Assume that there is devaluation or depreciation of Indian Rupee from $1 = Rs.65/ to $1
= Rs.70/.Who will be benefited either resident of India or foreigners? (C) (SM)

A foreigner who spends ten dollars on buying Indian goods will, post devaluation, get goods worth
Rs.700/ instead of Rs 650/ prior to depreciation. An importer has to pay for his purchases in foreign
currency, and, therefore, a resident of India, who wants to import goods worth $1 will have to pay Rs 70/
instead of Rs 65/ prior to depreciation. Importers will be affected most as they will have to pay more
rupees on importing products. On the contrary, exporters will be benefitted as goods exported abroad
will fetch dollars which can now be converted to more rupees.

Q.No.5. On what factors do the positive effect of currency depreciation depends upon? (C) (SM) ‘l

The positive effect of currency depreciation depends on
1) Whether the switching of demand has taken place in the right direction and in the right amount,

2) The capacity of the home economy to meet the additional demand by supplying more goods to meet
the increased domestic demand.

Q.No.6. Do all the countries would desire to have fluctuations or stability in exchange rates? (C) (SM) ‘l

1) All countries would desire to have steady exchange rates to eliminate the risks and uncertainties
associated with international trade and investments.

2) Nations may sometimes go in for tradeoffs with wea exchange rate to stimulate exports and
aggregate demand, or a stronger exchange rate to figh@ tion.

. . . N\ <&){V
Q.No.7. What are the major merits of floating ¢ ng% e? (C) (SM)

A floating exchange rate allows a govern (;jr 0 <.of~‘ its own independent monetary policy and
there is no need of marketinterventionor "b"

enanoe of reserves.
o)

Exchange arrangements with no Curr&) y of another country circulates as sole legal tender or

separate legal tender member belongs to a monetary or currency union in which same
(Dollarization) legal tender is shared by members of the union.

Currency Board arrangements Monetary regime based on implicit national commitment to
(Hong Kong dollar) exchange domestic currency for a specified foreign currency at a

fixed exchange rate.

Other  conventional fixed  peg|Country pegs its currency (formal or de facto) at a fixed rate to a
arrangement (Chinese Yuan) major currency or a basket of currencies where exchange rate
fluctuates within a narrow margin or at most =1% around
central rate

Pegged exchange rates within|Value of the currency is maintained within margins of
horizontal bands fluctuations around a formal or de facto fixed peg that are wider
than + 1% around central rate.

Crawling Peg Currency is adjusted periodically in small amounts at a fixed,
preannounced rate in response to changes in certain
quantitative indicators.

Crawling bands Currency is maintained within certain fluctuation margins say
(* 1-2 %) around a central rate that is adjusted periodically.

Managed floating within no | Monetary authority influences the movements of the exchange
preannounced path for exchange rate. |rate through active intervention in foreign exchange markets
(Indian Rupee) without specifying a pre-announced path for the exchange rate.

Independent floating Exchange rate is market determined, with any foreign exchange
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New |intervention aimed at moderating the rate of change and
preventing undue fluctuations in the exchange rate, rather than

at establishing a level for it.

Q.No.8. State the IMF Classifications, definitions and Distribution of prevalent Exchange rate
systems. (B) (SM)

IMF Classifications and Definitions of Exchange Rate Regimes as on April 30, 2016 on the distribution
of the 189 IMF members based on their exchange rate regimes.

DISTRIBUTION OF IMF MEMBERS BASED ON EXCHANGE REGIME:

Hard peg 13.0
No separate legal tender 7.3
Currency board 5.7
Soft Peg 39.6
Conventional Peg 22.9
Stabilized arrangement 9.4
Crawling Peg 1.6
Crawl-like arrangement 5.2
Pegged exchange rate within horizontal bands s 0.5
Floating @k@ 37.0
Floating O 20.8
Free Floating /&@\) /{\Q)V 16.1
Other managed arrangements &ﬁ? /&7\) 10.4
4
SOURCE: Annual Report on Exchang&@(én@t&?ts and Exchange Restrictions, IMF
>
SECTION 3: DIFFERENCES FOR STUDENT SELF STUDY
Q.No.1. Differentiate exchange rate regimes (B) (SM) ‘l

A soft peg refers to an exchange rate|With  a hard peg]| It is a regime where the
policy under which the exchange rate [exchange rate policy, | currency price is set by the
is generally determined by the market, |the central bank sets a|forex market based on
Meaning |but if the exchange rate tends to be|fixed and unchanging|supply and demand
move speedily in one direction, the|value for the exchange|compared  with  other
central bank will intervene in the|rate. currencies.
market.
crawling narrow band, crawling peg, [Currency Board and|Independent float, Light
pegged within bands, crawling broad | Currency Union | managed float and
Regimes bands and fixed peg crawling|Dollarization Managed Float
narrow band, crawling peg, pegged
within bands, crawling broad bands
and fixed peg
Exchange
Rate Medium Low High
Volatility
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Q.No.2. Depreciation Vs. Devaluation

(A) (SM)

a) Meaning

Depreciation is a decrease in a
currency’s value (relative to another
currency) due to market forces in a
Floating Exchange Rate Regime

Devaluation
adjustment
Currency relative to another currency, group of
currencies or standard

downward

is a deliberate
in the value of a Country's

b) Cause

Depreciation is caused due to increase
in Demand, with Supply remaining
constant.

Devaluation is caused by the action of the
Government / Central Bank/ Monetary Authority
policy actions.

¢) Regime

Applicable for a Floating Exchange
Rate Regime

Applicable for a relative Fixed Exchange Rate
Regime

d) Scope

It is due to the interaction of market
forces.

It is @ monetary policy tool to make an official
reduction in the par value of a currency

Note: The terms “Appreciation” and “Revaluation” are used to denote the opposite of the above two
terms “Depreciation” and “Devaluation” respectively.

Q.No.3. Effect of Exchange Rate Fluctuations

(B) (SM)

Exports

country’s exports are cheaper, and

D

Depreciation lowers the relative price of
Country’s exports. Foreigners find th@%

@;Othe country’s products, Export Demand

Pepreciation increases the relative price of
a Country’s exports. Foreigners pay more

creases.

Imports

Demand increases.
SV

Domestic Residents and Impo a
pay more Home Currency i
products. Demand for Impqes dec

PR«
N4
9

Domestic Consumers pay less for foreign
products. The demand for Imports
increases.

Domestic
Inflation

If Imported Goods are @/nif' %ﬁ portion
of the domestic con io &re will be
Inflation. If Imported Inputs~are used in
production of Final Goods, there will be

Cost Push Inflation.

If Imported Goods are a significant portion
of the domestic consumption, there will be
reduction in Inflation levels.

Q.No.4. Direct vs. Indirect Quote

(B) (SM)

A Direct Quote is the number of units of a|An Indirect Quote is the number of units of
Meaning Local Currency exchangeable for one unit|a Foreign Currency exchangeable for one
of a Foreign Currency unit of a Local Currency
Example Rs. 72/ US $ means Rs. 72 is required to|$ 0.0139 per Rupee means Rs. 1 is
P buy 1 US $. obtained by selling $ 0.0139
Base Local Currency (i.e. Rupee in the above|Foreign Currency (i.e. US $ in the above
Currency |case) case)
Counter Foreign Currency (i.e. US $ in the above|Local Currency (i.e. Rupee in the above
Currency |case) case)
Also called |European Currency Quotation American Currency Quotation

Copyrights Reserved To MASTER
MINDS GOMMERGE INSTITUTE PUT.LTD.
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SECTION 4: TEST YOUR KNOWLEDGE

1) Do the central bank intervene in the foreign exchange market is required for both soft peg and hard
peg policy?

2) Explain 'depreciation’ and 'appreciation' of home currency under floating exchange rate. (M19-2M)

3) Differentiate Crawling Peg and Crawling Bands. (MTP N20)

4) Explain the implications of the following on the demand and supply of foreign exchange and the
exchange rate in spot foreign exchange market.

a) Sherry Land’'s exports remained more or less stagnant in the years 2005 - 06 to 2016 - 17.
However, due to heavy thrust on industrialization, import of machinery, raw materials and
components as well as associated services of different types increased.

b) The investors of Merry Land find investments in financial assets in UK highly attractive and the
government of Merry Land which has a liberal attitude on foreign investments permits such
investments.

¢) Many foreign investors who had previously acquired Roseland’s financial assets sell them

d) Effect on Country Y if Country X borrows $ 100 billion from country Y

5) Explain how the exchange value of Indian Rupee will be affected in each of the following cases. What
are the possible consequences on exports and imports?

a) The spot exchange rate changes from Rs 61/ 1$ to Rs 64/1$

b) The spot exchange rate changes from Rs 66/ 1$ tg 3/1$

6) In 1983 Australia decided to float its dollar. Ass free trade, explain the effects of each of the
following on the spot exchange rate between nd

a) There is a substantial increase deman@u i7" for US exports of services. Since Australia
manufactures were favoured over oth er@% proportionate increase in exports of Australian
products to the US @ @

b) Investors in Australia perceivehe@urns on investments in the US would be much more
lucrative than elsewhere. As aN¥&sul e is a huge increase in demand for investments in US
dollar denominated financial investments

c) Political uncertainties in the US due to presidential elections caused large scale shift of Australian
financial investments back into Australia

d) An epidemic in some parts of Australia made the US evoke SPS measures and ban the entry of a
number of food items to the US

7) Compare the two exchange regimes briefly.
i) Fixed rate brings in more currency and monetary stability and credibility; but it Jacks flexibility.
ii) Floating rate has greater policy flexibility; but less stability.
SECTION 5: LIST OF FOURMULAE
1) Direct Quote = __
Hote = Indirect Quote Copyrights Reserved To MASTER
| MINDS COMMERGE INSTITUTE PUT.LTD.
2) Indirect Quote = ————
Direct Quote
Exch R f A Exch R f B
3) Cross Rate = xchange Rate o . xchange Rate o

Exchange Rate of B Exchange Rate of C
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4)

Nominal Exchange Rate x Domestic Price
Foreign Price

Real Exchange Rate =

SECTION 6: PROBLEMS FOR CLASSROOM DISCUSSION

1) Identify Whether the following quotes offered by a Kolkata Bank, are in direct or indirect format, and
provide the corresponding indirect or direct quotes.

a) Rand (ZAR) 5.8781 Rupees per Rand
b) Krona (SEK) 0.1040 Krona per Rupee
c) Pound (GBP) 101.808 Rupees per pound
d) Saudi Riyal (SAR) 0.0607 Riyal per Rupee

(ANS.: A) DIRECT, 0.1701 ZAR/INR, B) INDIRECT, 9.615 INR/SEK, C) DIRECT, 0.0098 GBP/INR, D) INDIRECT, 16.474 INR/SR)
(SOLVE PROBLEM NO. 1 OF ASSIGNMENT PROBLEMS AS REWORK)

2) For the following information you are required to specify the direct or indirect format of quote, and to
convert the rates into the other format

a) London Sterling Dollar 1.65189
b) Tokyo CHF & Yen 118
c) Geneva UAE Dirhe/ CHF 0.242
d) Singapore Malay RingRIMYR) SGD 0.38477
(ANS.: A) INDIRECT, 0.605 POUND/USD, B) DIRECT, o@?ﬁli—'@) DIRECT, 4.132 AED/CHF, D) DIRECT, 2.599 MYR/SGD)
O
3) Consider the following and determine th&j&o s/\@as indicated
i) INR/NOK = 10.14 ~STi) USD/AUD = 0.8925
INR/GBP = 101.80 > (@°INR/AUD = 55.00
NOK/GBP =7 a) USD/INR & b) INR/USD =7
(ANS.: I) 10.04; Il) A) USD/INR = 0.016, B) INR/USD = 61.62)
(SOLVE PROBLEM NO. 2, 3, 4 OF ASSIGNMENT PROBLEMS AS REWORK)
4) The following rates appear in the foreign exchange market:
Rs./US $ Rs.45.80/46.05 Rs.46.50/47.00
a) How many dollars should a firm sell to get Rs. 5crores after 2 months?
(ANS.: RS. 1 =$ 0.0215, FOR RS. 5 CRORES = $ 10,75,000)
b) How many rupees is the firm required to pay obtain US$ 2,00,000 in the spot market?
(ANS.: RS. 92,10,000)
c) Assume the firm has US$ 50,000. How many rupees does the firm in exchange of US$?
(ANS.: RS. 22,90,000)
5) The Nominal Exchange rate of India is Rs. 56 / 1 $, Price Index in India is 116 and Price Index in USA
is 112. What will be the Real Exchange Rate of India? (N18 - 2M) (ANS.: 58)
6) Assume that Rs.70 is needed to buy one US dollar in foreign exchange market (i.e. the nominal

exchange rate is Rs.70/ US $). Suppose that a price index of standardized basket of goods and
services is Rs.200 in India and US $ 100 in United States, find out the real exchange rate? (Treat India
as a domestic country and United States as a foreign country) (RTP N 19) ( ANS: Real Exchange Rate = 140)
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SECTION 7: ASSIGNMENT PROBLEMS

1)

2)

3)

4)

UTI bank quotes Rs.26.45 for Australian dollar. Show what they would quote if it were an indirect
quote. (ANS.: RS. 1= AUD 0.0378)

The following direct quotes have been observed from the forex market:

Rs./$ . 4370
DM/$ . 1.578(overseas)
Find cross rates for Rs. /DM (ANS.: RS. /DM = 27.6933)

If the Euro INR is equal to INR 70.25 and Euro Bangladesh Taka (BTK) exchange rate is BTK 99.18.
What is the cross rate INRBTK rate? (ANS.: 1.4118 INR FOR BTK)

USD is worth Yen 125 and is equal to 1.6949 Fijian Dollar. What is the cross rate between Yen/Fijian
Dollar (with yen as base currency)? (ANS.: 0.014)

THEEND
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