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CROSS RATE APPLICATION

PROBLEM - 1

An authorized dealer in Chennai bought Japanese yen 50 million from an exporter at
Japanese Yen 100 = `38.21.The dealer had sold Japanese yen 20 million at `38.25
locally and the remaining amount in Singapore against US dollars to maintain a
square position when the exchange rates for dollars and yen in Chennai and
Singapore were under :

Chennai `/$ Spot 45.02/04
Singapore JPY/$ Spot 117.76/80

You are required to calculate the amount of profit or loss in rupees to the dealer in
the transaction.

Solution :

Step 1:

Purchased ¥ 50 million @ ` 0.3821/¥ Step 1:- Purchased ¥ 50 million @ ` 0.3821/¥∴ ` Outflow = 50 million  0.3821 = ` 19105000

Step 2:

Sold ¥ 20 million @ 0.3825/¥∴ ` Inflow = 20 million  0.3825 = ` 7650000

Step 3:

Sold ¥ 30 million @ 117.80/$∴ $ Inflow = 30 million ÷ 117.80 = 254668.93$.

Step 4:

Sell $ at 45.02∴ ` Inflow = ` 11465195.23(254668.93  45.02)∴ Total Inflow = 19115195.23 (7650000 + 11465195.23)∴ Profit/Loss = 19105000-19115195.23 = `10195.23 Ans.
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FORWARD COVER

PROBLEM - 2

On 1st March. 2008, A Inc, a US company bought certain products from Tapland. The
currency of Tapland is Tapa. The price agreed was Tapa 900000 payable on 31st May,
2008.

The spot price on 1st March, 2008 was 10 Tapa per US $. The expected future spot
rate was 8 Tapa per US $ : and the 3-months forward rate is 9 Tapa per US$. The US
and Tapland annual interest rate are 12% and 8% respectively. The tax rate for both
countries is 40%. A Inc., is considering three alternatives to deal with the risk of
exchange rate fluctuations.

i. To enter the forward market to buy Tapa 9,00,000 a 3 months forward rate

ii. To borrow appropriate amount in $ to buy Tapa at current spot rate and to invest
the Tapa purchased for 3 months

iii. To wait until May 31, 2008, and buy Tapas at whatever spot rate prevailing at that
time.

Which alternative the A Inc. should follow in order to minimize its cost of future
payment of Tapas.

Solution :

Alternative A

Forward Contract
900000÷9 = 100000
$ Outflow = $100000

Alternative B

Step 1:

Invest the PV of Tapa 900000 at 8% p.a. for 3 months.∴ Amount to be invested = 900000 ÷ (1+ 0.08/4) = 882352.94 Tapa
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Step 2:

Buy Tapa spot @ 10 requiring,
882352.94 ÷ 10 = 88235.29 $

Step 3:

Borrow $ 88235.29 at 12% p.a for 3 months.
So, outflow after 3 months = 88235.29  (1+ 0.12/4) = $90882.35

Alternative C

Outflow after 3 months = 900000/8 = $112500∵ Outflow is least in Alternative (B),∴ A Inc. should go for Alternative (B) to minimize the cost of future payment.
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INTERNATIONAL PROJECT APPRAISAL

PROBLEM - 3

Consider K ltd. a supplier of jute goods to retailers in the UK and other Western
European countries. The company is considering entering into a joint venture with a
manufacturer in SWEDEN.

The two companies will each own 50 per cent of the limited liability company JV and
will share profits equally.  £  600,000  of  the initial  capital  is  being  provided  by
K  ltd.  and  the  equivalent  in SWEDENian real (SKR) is being provided by the foreign
partner. The managers of the joint venture expect the following net operating cash
flows, which are in nominal terms:

SKR '000 Forward Rates of exchange to the £ Sterling
Year 1
Year 2
Year 3

6,250
5,500

11,000

7
14
22

For tax reasons JV the company to be formed specifically for the joint venture, will be
registered in SWEDEN. Assuming you are financial adviser retained by K Limited to
advise on the proposed joint venture.

i. Calculate the NPV of the project under the two assumptions explained below.
Use a discount   rate of 20 per cent for both assumptions.

Assumption 1 : SWEDEN has exchange controls which prohibit the payment of
dividends   above  30  per cent  of  the  annual  cash  flows  for  the first  three
years  of  the  project.  The   accumulated balance can be repatriated at the end
of the third year.

Assumption 2 : SWEDENian government is considering removing ex-change
controls and   restriction  on  repatriation  of  profits. If  this  happens  all  cash
flows  will  be  distributed  as   dividends to the partner companies at the end of
each year.

ii. Comment briefly on whether or not the joint venture should proceed based
solely on these   calculations.
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