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Letter of Transmittal

Bombay
5th March 1984

To
Shri A.Ghosh,

Deputy Governor,

Reserve Bank of India,

Bombay.
Sir,

We have great pleasure in submitting to you the

Report of the Working Group set up hy the Reserve Bank of
India to evolve guidelines for the use of the Inspecting
Officers of the Department of Banking Operations and Develop-
ment and the Exchange Control Department for the scrutiny of
foreign exchange transactions of banks and operations of
foreign branches of Indian banks, As stated in the Report,
the Group considered it desirable that the various facets
of foreign exchange business handled by banks in India and
abroad and the guidelines for the scrutiny thereof should be
discussed in detail with the intention that these could be
suitably incorporated in the Inspection Manual of DBOD to
serve not only as instructions for the guidance of Inspecting
Officers but also as basic knowledge for the benefit ef those
who are not well-versed in the subject, While this and some
intervening developments like the abolitien of the sterling
rates schedule and delinking of interest element from exchange
rates necessitating modifications to the Report have somewhat
delayed its finalisation, the Group expresses the hope that

the recommendations and the guidelines, which are summarised

(PTO)



in Chapter 16, will be found useful.

2. As Dr.(Kum.) M. Tyagarajan, who represented the
Department of Economic Analysis and Policy on the Working
Group, is out of Bombay on leave for a month, this letter

is not being signed by her.

Yours faithfully,
sd/-

(V. Subramanian)

sd/-
(S.3. Thakur)

sd/-

(S.8.H. Jhurani)
Member Secretary



CHAPTER 1
INTRODUCTORY

At the Conference of the In-charges of the Department
of Banking Operations and Development held in February 1981,
during the course of discussion on the subject of important
aspects to be looked into when scrutinising foreign exchange
transactions of banks, it was pointed out that the Department
of Banking Operations and Development (DBOD) and the Exchange
Control Department (ECD) were feeling the inadequacy of
experienced and trained staff for scrutinising foreign
exchange transactions which were becoming more and more
intricate and complex, It was then suggested that a small
Committee comprising officers from DBOD and ECD could be
constituted for preparing guidelines indicating the specific
aspects that should be looked into by the Inspecting Officers
at the time of scrutinising foreign exchange transactions of
banks and that this Committee could also consider the
Inspection Manual (Foreian Exchange Business) and examine
the areas in which it needs up-dating.
1.2 Accordingly, a Working Group was set up in August 1981
to evolve guidelines for the scrutiny of foreign exchange
transactions of banks and operations of foreign brantches of
Indian banks, with the following terms of reference:
(a) examine the important aspects to be covered while

scrutinising the foreign exchange transactions of

banks in the course of their inspection by the

Reserve Bank of India,



(b) review the system of internal control on various
aspects of foreign exchange business, viz,, inter-bank
dealings, banker-broker relationship, rupee accounts
of foreign banks, verification of balances, mode of
currency valuation, method of booking profit/loss and
suggest suitable quidelines for the use of the inspect-
ing officers of both Department of Banking Operations

and Development and Exchange Control Department,

(c) examine the control systems in the Head Offices of
banks over the working of the foreign branches including
general supervision, control over foreign exchange
transactions, guarantee and other contingent liabili-
ties, fixing of limits for various currencies, country-
wise risk exposure, control over the advances portfolio
of the foreign branches, etc., and suggest modifications,

if any, necessary in such control systems,

(d) examine the system of inspection of foreign branches
of Indian banks by the Reserve Bank of India and
suggest a suitable policy for such inspections in

regard to periodicity, cd¢verage, etc., and

(e) any other related matter which the Group may like to

go into.

A copy of the Memorandum setting up the Working Grouo is

given in Appendix I.



1.3 Shri R.C.Mody, the then Additional Chief Officer,

Industriai7Credit Department (now Industrial and Export Credit
Department) was nominated as the Chairman of the Group, which
besides Shri Mody consisted of Shri S.S.Thakur, Controller,
Exchange Control Department, Shri V.M.Sunder Raj, then Director,
Economic Nepartment, and Shri S.S.H.Jhurani, Deputy Chief
Officer, Nepartment of Banking Operations and Development
(Member-Secretary)., In the place of Shri Mody, Shri v,
Subramanian, Additional Chief Officer, Department of Banking
Operations and Development, was nominated as the Chairman of
the Group in December 1981, vide the Memorandum given in
Appendix II, Further, consequent on the reorganisation of

the Economic Department, in the place of Shri Sunder Raj,
Dr.(Kum) M. Tyagarajan, Adviser, Department of Economic Analysis

and Policy, attended the meetings of the Group.

1.4 The Group held ten meetings. In order to draw on

the expertise of the Inspecting Officers of the Department

of Banking Operations and Development and'the Exchange Control
Department as also the members of faculties of the Bankers
Training College and the Reserve Bank of India Staff College,
who hanggfficient experience of scrutinising foreign exchange
transactions of banks and/or were associated with courses on
the subject, the Group invited their suggestions. A summary
0f the replies received is given in Appendix III., Further,

With a view to knowing the existing systems of internal
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controls exercised by banks on various aspects of foreign
exchange business and control systems ian the Head Offices

of Indian Banks over the affairs and working of foreign
branches, two questionnaires were sent to 12 Indian banks

and 3 foreign banks operating in India. Copies of the
questionnaires are furnished in Appendices IV and V and

the information received from the banks has been summarised
in Appendices VI and VII.

1.5 The Group considered whether it should only formulate
guidelines regarding the scrutiny of foreign exchange transac-
tions of banks and operations of foreign branches of Indian
banks for the Inspecting Officers of DBOD and ZCD as required
by its terms of reference or should also examine the relevant
instructions contiined in the Inspection Manual of DBOD

and bring them updto-déte. It was felt that with the coming
into force of the 1978 edition of the Exchange Control Manual
which has delegated wider powers to authorised dealers

and other developments in the field of foreign exchange
business handled by banks, the instructions given in the
Inspection Manual, which was written in 1976, needed amplifi-
cation and up-dating. Accordingly, the various facets of
foreign exchange business and 3zuidelines for the scrutiny
thereof have been discussed in greater det2il in the report
with the intention that these could be suitably incorporated

in the Inspection Manual to serve as instructions for the



guidance of Inspecting Officers and basic knowledge for the

benefit of those who are not well-versed in the subject.

1.6 The Group is thankful to the banks which responded to
its questionnalres and furnished other useful information as
also to the Officers of DBOD and ECD who made suggestions
regarding aspects of foreign exchange business that may be

scrutinised during inspections,

1.7 The Group would like to record its deep appreciation
of the invaluable role played by Shri S.S.H.Jhurani, its
Member-Secretary, whose knowledge and painstaking efforts
Could make it possible for the Group to cover the various
aspects of foreign exchange business in detail. The Group
is also thankful to Shri V.Subrahmanyam, Joint Controller,
Exchange Control Department, for the contributions made by

him in preparing the report.



CHAPTER 2

SYSTEMS OF INSPECTION BY DEPARTMENT
OF BANKING OPERATIONS & DEVELOPMENT
AND EXCHANGE CONTROL DEPARTMENT,

System of inspection by Department
of Banking Operatlons and Development,

Presently,‘the Department of Banking Operations and
Development (DBOD) conducts two types of regular inspection,
viz,, financial inspection of public and private sector banks
and annual appraisal of public sector banks, The financial
inspection of public sector banks is carried out once in five
years while the periodicity of inspection of other banks
depends on the size of each bank, During the course of
financial inspection of g bank, its foreign exchange business

is ‘also scrutinised,

2,2 A set of inspection forms for statistical data on
foreign exchange business has been devised with a view to
enabling the Inspecting Officers to collect the basic material
required for the purpose of inspection, Although the forms
have been devised for compilation by the Head/Principal
Offices of banks, some of them are used by the officers

inspecting branches for collection of the branch-wise data,

2,3 The Officers inspecting branches which handle foreign
exchange business are required to submit a separate note on
the pattern outlined in the Inspection Manual of DBOD, The
violations of the provisions of the Exchange Control Mannual

and other serious irregularities are to be reported in the



relative Annexures, in duplicate, to the branch inspection
notes and one copy thereof is forwarded to the local Exchange
Control Department, under advice to the Central Exchange
Control Department, in order to expedite follow=-up action
thereron, The ‘Principal Inspecting Officer is required to
prepare a consolidated note on the foreign exchange business
of a bank on the basis of information furnished in branch
inspection notes as well as features observed and/or data
collected by him, The outline of the consolidated note is
given in the Inspection Manual. A suitable mention is to be
made in the consolidated note that the violations and other
serious irregularities have already been brought to the notice
of the local Exchange Control Department, as indicated above,
and such information need not be repeated in the consolidated
note which should cover only important aspects on foreign
exchange business of the bank besides any other policy matters
which the Principal Inspecting Officer feels would require
examination by the Central Offices of DBOD and/or ECD., The
following statistical data, etc,, are required to be furnished

in the Annexures to the consolidated note,

(i) Overdue export bills negotiated/sent for collection which
have not been reported by the bank to the Exchange Control
Department and/or for which Exchange Control permission for
extension of time for realisation has not been obtained or

has expired,

(i1) Import bilis (against cash import licences) in respect

of which remittances were made six months after the date of



shipment, without the approval of the Exchange Control Departe
me n‘t.

(iii) Irregular or overdue forward purchase amd sale contracts

outstanding as on the date of inspection,

(iv) Long-outstanding larger items (i,e., items amounting to
foreign currency equivalent of R,10,000 or more) in accounts
wiith branches outside India (including Head Office in the case
of foreign banks), banks and/or correspondents outside India,
which have remained unadjusted/unresponded to for more than

three months,

(v) Currency-wise spot, forward and net foreign excharge

position of the bank as on the date of inspection.

(vi) Cases of serious omissions, discrepancies, etc,, in the
figures of sales, putrchases and balances as reported in the

bank's returns to the Exch:nge. Control Department.

(vii) Income from foreign etchange business by way of exchange,
commission and ir.erest of *he Indian branches/Indian offices

of the foreign bank during the last three calendar years,

(viii) Note on the serious v:olations/contraventions of or
non-compliance with the provisions of the Exchange Control
Manual, Rules of the Foreign Exchange Dealers Association of

India, etc,

(ix)  Particulars of exchange orofit/loss booked by the bank
on dQValuation/revaluation of currencies armd the manner in

which it has been disposed of/adjusted.,



(x) Position of deposits ard advances of the foreign branches
of Indian banks,

(xi) Country~wise profit/loss of the foreign branches of

Indian banks during the last three calendar years,

(xii) List of advances at the foreign branches of Irdian

banks which are considered by the bank as bad or doubtful of

recovery and have been fully or partly provided for by it,

(xiii) Suit—filed and decreed debts at the foreign branches of

Inrdian banks other than those at item (xii) above

(xiv) Comments on advances at the foreign branches of Indian

banks which are having major undesirable features other than

those at items (xii) and (xiii) above.

A copy of the consolidated note on the fgreign exchange business

of the bank is forwarded to the Exchange Control Department for

necessary follow-up action,

2.4 The Inspecting Officers are required to conduct a
critical study of the organisational set-up, internal control
machinery, nature and trend of foreign exchange business,
financing of exports and imports, booking of forward exchange
contracts, exchange rates, currency position and cover
operations, agency arrangements with foreign correspondents,
conduct of non-resident accounts, operations in foreign
currency accounts, income from foreign exchange business,
booking of exchange profit, loians and overdrafts to foreigners

ard foreign controlled companiizs/firms, borrowings from
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overseas branches and correspondents, blocked accounts, conduct
of accounts of foreign embassies/foreign governments/other
foreign government establishments, bilateral trade accounts,
outward/inward remittances, issue of guarantees and submission
of returns to the Exchange Control Department, The Inspecting
officers carry out a test check of a few selected transactions
under each category, Because of the special nature end various
technicalities of the foreign exchange transactions, the
Inspecting Officers have been instructed that before undertaking
a scrutiny, they should familiarise themselves with the Guide-
lines for Internal Control over Foreign Exchange Business, the
important provisions of the Exchange Control Manual and the
Rules of the Foreign Exchange Dealers Association of India as
also the circulars issued by the Exchange Control Department

and FEDAI from time to time, Detailed instructions in regard

to the various aspects to be seen during the financial inspection

have been furnished in Chapter 5 of the Inspection Manual.

2,5 During annual appraisal inspections (which are confined
to public sector banks), the Inspecting Officers are expected
to cover broadly the systems and procedures in respect of
foreign exchange business and furnish their critical comments
in the paragraph on toreign exchange business in the report,

No separate note is, however, required to be furnished,

System of inspection by

—
Exchange Control Department,

2,6 Till 1970, during the course of inspection of .a bank

conducted by DBOD, the Exchange Control Department used to
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generally depute a suitable Clerk Grade I/Staff Officer Grade'A!
for the limited purpose of verification of some of the returns
submitted by authorised dealers, DBOD expressed difficulty in
undertaking a detailed verification of certain routine aspects
of the foreign exchange business of banks because if the
Inspecting Officers of the Department were to be so burdened,
the completion of inspections would be delayed, Further, DBOD
was of the view that the foreign exchange business of a bank
cannot in any manner be segregated from its other operations
and that in any case all important aspects of the foreign
exchange business of a bank were examined in detail by the
Inspecting Officers of the Department, 1In view of the foregoing,
the idea of setting up Inspection Units in the Exchange Control
Department was mooted, It was proposed to confine the
activities of the Inspection Units to the caerrying out of
ad-=hoc inspections of a special nature besides scrutiny of some
specific aspects of the foreign exchange'business of
authorised dealers for verifying whether they are complying
strictly with the instructions issued by{the Exchange Control
Department, To start with, Inspection Units were set up in
early 1970 at Bombay, Calcutta, Madras amd New Delhi, However,
as the Inspection Units were small, it was decided that DBOD
would continue to conduct inspections of -authorised dealers
even from the Exchange Control angle and that ECD would
continue to depute a suitable Clerk Grade I/Staff Officer
Grade 'A' for the limited purpose of verification of returns

as before, The main areas covered by the Inspection Units in
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theif ad<hoc inspections were collection and processing of )
Exchange Control data, export transactions, remittances against
imports, loans and averdrafts, ordinary non-resident, non-
resident(External) and blocked accounts, inter-bank dealings
and cover operations, forward contracts, sundry remittances

and complaints, Apart from the aSove, the Inspection Units
conducted inspections of full-fledged/restrictcd money
changers, travel agents and airline/shipping companies and
certain special ‘inspecticns relating tojrealisation‘ongXport

proceeds,

2,7 In 1976, additional Inspection Units were set up at
Ahmedabad, Bangalore, Cochin and Kanpur in order to relieve
the pressure on the four existirg Ihspe&tion Units, After the
publication of the 1978 edition of the Exchange Control Manual
which delegated to authorised dealers wider powers, it was
considered necessary to tighten supervision over their transa-
ctions, Accordingly, ECD has since scet up Inspection Units at
all its full-fledged offices, The Inspection Division in
Central ECD co-ordinates the work of Inspection Units at all

the Regional Offices and exercises surveillance over them,

2,8 As stated earlier, the main activities of the Inspection
Units. are to carry out ad-hoc inspections of a special nature
besides a scrutiny of som2 specific aépects of the foreign
exchange business of authorisecd déalers. The services of the
Inspection Units are also utilised to investigate into
complaints, news and comments published in newspapers,

suspected malpractices, parliamentary questions and specific
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problem areas for making policy decisions, Since January 1980,
the Units have undertaken inspection of authorised dealers from
export statistics/follow-up angle for ensuring that the export
transactions are correctly reported in 'R' returns and the
effective follow-up of export bills exists, as also to verify
whether -authorised dealers have implemented the Guidelines for
Internal Control over Foreign Exchange Business issued by ECD,
In order to keep liaison, all scrious irregularities coming to

the notice of ECD during its inspections are advised to DBOD,

Recommendations

2,9 It will be seen from the foregoing that the various
aspects pertaining to the foreign exchange business of a bank
are scrutinised during its financial inspection by DBOD, While
in the case of annual appraisal inspection of public sector
banks, the systems and progsedures are broadly seen, no separate
note on foreign exchange business is prepared, Thus, the annual
appraisals do not effectively serve the purpose of scrutiny of
the foreign exchange business of authorised dealers, Even in
regard to financial inspections, having regard to the time-lag
between successive inspeaqtions which is as much as five years
in the case of public seé&tor banks, the scrutiny which is
ccenfined to only a test check of a few transactions in each
category, as indicated im the Ipnspection Manual, cannot be
considered adequate, As regards the inspections and scrutinies
carried out by ECD, they are only selective covering specific
aspects and that too not; of all authorised dealers on a

regular basis, Having 1egard to ¢ertain adverse features in
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respect of foreign exchange operations of banks which have of
1ate come to surface, there is a need for a separate periodical
inspection of certain aspects of foreign exchange business so
that the general inspection is not burdened with detailed
examination of these aspects, The introduction of such a
system will make the scrutiny of the foreign exchange operations
more incisive and meaningful and follow-up action will also be
more effective , It is understood that the Working Group under
the Chairmanship of Shri V,G, Pendharkar to review the existing
system of inspection by DBOD has recommended that general
inspections should be annual so that there ¢an be a system of
rating of a bank's performance in each of the key areas, It
has further observed in its report that there is a need for
other types of scrutinies limited in scope and it has suggested
that short inspections may be undertaken, among other things,
to ensure that the Exchange Control regulations and the Reserve
Bank's Guidelines for Internal Control .over Foreign Exchange
Business are complied with, This Group erdorses the view of
the Pendharkar Working Group amd recommentls further that such
portfolio inspections of foreign exchange operations of banks
actively engaged in foreign exchange dealing operations
(presently about a dozen) may be conducted once a year and in
the case of other authorised dealers onte in two years, While
aspects relating to import and export finance are relevant

for an assessment of the quality of advances and the method

of booking foreign exchange profit jn regard to the scrutiny

of the profit and loss account and examination of the

profitability of the bank, other aspects partaining to the
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organisation of Dealing Department, cover and dealing operations,
management of risks through dealers! limits, forward exchange
contracts, Non-resident(External) and FCNR accounts, Rupee(Vostro)
accounts of Exchange Houses and overseas correspondents/Head
Offices/branches, reconciliation of Nostro balances and returns
submitted to ECD, can be covered during the short inspections

so that regular inspections are not burdened with a probe into
these aspects except to the extent necessary to make an
evaluation of the efficacy of internmal controls over the foreign
exchange operations, Such short inspection of foreign exchange
business can be carried out jointly by DBOD and ECD, 1In case
this recommendation is accepted, the formats of the branch
inspection note and the consolidated note on the foreign
exchange business as also the Annexures thereto given in the

Inspection Manual, will require to be suitably amended,

2,10 The Group feels that there is a dearth of experienced
ond well trained officers at all levels in DBOD and ECD to
scrutinise the foreign exchange transactions of banks and
operations of foreign branches of Indian banks and, therefore,
recommends that a pool of officers conversant with the Exchange
Control regulations amd having the necessary expertise should
be built up to facilitate the portfolio inspections, It is
necessary that the offlcers (in Grade !C*' and above) undertaking
such inspections should have urdergone training (say for two
months) in a commercial bank authorised to deal in foreign
exchange and attended the advance foreign exchange course of

the Bankers Training College as also the Bourse programme



conducted by the College or authorised dealers (like Citibank
and Grindlays Bank p,l,c.). On a selective basis, officers
(in Grade 'D' and above) should also be sent abroad for a
month or so to study and have insight into the working of the
active overseas money and foreign exchange markets, DBOD and
ECD should also arrange for in-house training programmes for
officers (in grades 'A' ard 'B!'), The officers so trained
should be retained in DBOD/ECD for a period of at least five
years if not more for being deployed for the purpose for which

they have been trained,

2,11 As regards the aspects to be seen during the general

inspections amd the short inspections, the instructions given

in the Inspection Manual need some elaboration, These aspects,

which are intended as guidelines to the Inspecting Officers,

are dealt with in detail in the subsequent Chapters 3 to 12,

kvk
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CHAPTER 3

T was mre s

FOREIGN EXCHANGE POSITION, FOREIGN
CURRENCY ACCOUNTS AND CONTROL QVER
RECONCILIATION OF NOSTRO BALANCES

e e S @ P M R N . YW 4 @ 8 A ¥

meant_ by exchange position

~m . R =K Tty S - ar - ey

An exchange position is made up of all sale and purchase
transactions, ready or forward, in a given currency for which a
firm rate has been quoted, whether such transactions have been
completed or not, The transactions may arise from dealings
with customers, branches and correspondents, in local as well
as international foreign exchange markets and with the Reserve

Bank, Broadly, the following items enter into exchange position,
Purchases or Assets Side,

(i) Foreign currency notes on hard,

(ii) Balances in Nostro accounts as per the bank's books,

(iii) Inward remittances received from banks/branches abroad
ard paid, These will include T,Ts,, D.Ds,, and M.Ts., in
foreign currencies,

(iv) Outward foreign bills negotiated, purchased or discounted,
both demand and usance, including foreign currency cheques and
drafts, for which cover has not yet been received,

(v) Forward nurchase contracts.

(vi)  Purchases of exchange, both ready and forward, undertaken
to cover sales to customers and to maintain position and/or
working balances in Nostro accounts,

(vii) Any other foreign exchange transaction which has

17
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resulted or is likely to result in a credit to a Nostro account,
and for which a firm rate has been quotea,
(viii) Import bills received under letters of credit pending

retirement,

3.2 Because of different methods of accounting followed by
banks (upto 31st December 1983), import bills received under
letters of credit may or may not be included in exchange

position, The various methods are described below :-

(a) There are banks which do not respond to debits in their
Nostro accounts in respect of import bills but only record
receipt of documents in Import Bills Received Register., The
rate of exchange is not fixed (unless import bills are under
forward sale contracts with importers) and banks provide a
clause in the presentation memo that imnort bill is 'Payable

at the rate of exchange ruling on the date of payment!’,

llowever, since foreign currency amounts of imnort bills
received under letters of credit are debited to Nostro accounts,
banks replenish the adcounts by making spot nurchases of
foreign currencies, FPFurther, to protect against exchange risk,
the spot purchases may be ¢overed by banks by forward saies in
foreign exchange market or they may insist on imnorters to
enter into forward contra=ts for the retirement of import bills,
then bills are paid by i#mporters, banks respond to debits in
Nostro accounts and foreign currencies sold to immorters

arec entered in exchange: position as ready sales, Till then,
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eXchange positions in various currencies may not reveal true
picture and may adversely affect income of banks in case of
wide fluctuations in exchange rates or devaluation/revaluation

of foreign currencies,

(b) Some banks adopt the method of retiring import bills

by cffecting sale of foreign currency and debit the importer's
account or grant him a loan equivalent to rupee amount at the
rate of exchange (B.C, selling rate) prevailing on the date of
receipt of documenis, Such banks will not have 'Import Suspense

Account! in their exchange position,

(c) The third method of accounting, which is more nopular
with banks, is to open an Import Suspense, Advance Bills
Purchased, Letters of Credit Bills Receivable, Payments Against
Documents or like account, debit thereto the rupee equivalent
of foreign currency amounts of import bills received under
letters of credit at notional rates ard respond to the debits
in Nostro accounts. The cntries in Imnort Suspensc or like
account, which is maintained separately for import bills in
each foreign currency, are expressed both in foreign currency
and rupee equivalent, and are adjusted when bills are paid by
importers at rates of exchange ruling on dates nf payment or

At ‘agreed rates of forward contracts entered into bv them, The
balance in foreign currency outstanding in Import Suspense ox

3 1. . . I )
like account is entered in exchange nosition for it represents
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debits which would have remained outstanding in Nostro accounts

if Import Suspense or like account is not maintained, Hence,

overall exchange wosition remains unchanged,

3.3 However, with effect from lst January 1984, in terms of
the guidelines issucd by FEDAI, with the approval of the Reserve
Bank, a sight imoort hill rececived under a letter of crecdit ama
conforming to the terms of credit may be held in foreign
currency for a meximum period of 1O days from the date of
recaipt of cdocuments by the bank, and in case of non-payment
by thz drawee within 10 days, the imnorter's liability should
be crystallisced by converting the foreign currency amount of
the bill into rupees at the B,C. se)ling rate prevailing on
the 10th day or the forward exchange contract rate where
anplicable, All import bills under letters of credit should

be reported as 'sales' to the Reserwe Bank when the rupee

liability is crystallised,

Sales or Ligbilitics Side
(i) Overdrawn balances in Nastro accounts as per the bank's
b 00 k Se

(ii) Outward remittances in foreiqn currencies, that is,
telegramhic transfers, mail transfers or demand drafts (clcan
sales).

(iii) Inward foreign bills covering imnorts which have becn

paid or for which exchange is fixed as per agrecment between
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the bank and importcer,

(iv)  Forward sale contracts,

(v) Sales of exchange, both ready and forward, undertaken to
cover pruchasc from customers and to maintain position and/or
working balances in Nostiro accounts,

(vi) Any other foreign exchange transaction which has resulted
or is likely to result in a debit to a Nostro account, and for

which a firm ratec has been quoted,

3.4 Under the Foreign Currency (Non-recsident) Accounts
Scheme, the exchange risk involved in maintaining non-rcsident
accounts in designated foreign currencies and rcpatriating the
balances in those currencies along with interest accrucd
thercon, is borne by the Reserve Bank, Purchases from and

sales to authoriscd dealers of the designated foreign currencies
by the Reserve Bank in respect of deposits and withdrawals in
FCNR accounts arc made at notionsl rat:s anndunced by the
Rescerve Bank from time to time, Hence, deposits and withdrawals

in FCNR accounts nced not be brought into cxchange position,

3.5 Forcign (outward) bills ncgotiated, purchascd or
aiscounted, by virtuc of a firm rate of cxchange being quoted
on the very day, will be included in cxchange nosition on the
same day although they will be paid abroad after some given
timc, On the contrary, an outward bill for collection docs
not enter into exchange position until it is paid and its

Proceeds arc rcceived, This is so bccause a firm rate of
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cxchange for a bill for collecction can be quoted only at the
timc of converting the forecign currency proceeds into rupeccs
for payment to beneficiary, However, if a customer enters into
forward exchange contract with the bank in recspect of a bill
sent for collection, the transaction in the form of forward
purchasc contract is entcrcd into exchange position on the date
the contract is fixed, and not on the date on which foreign
currency proccceds arce convertcd for payment to the customer,

The date on which the contract is fixed may not also synchronisc
with the date on which the bill is scnt for collection., Simi-
larly, in the case of inward foraeign currency bills recccived
for collection, the items will not enter cxchange position
until they arc paid by importers and sale of foreign currency
is effected, 1If, however, a forward contract is enterod into
by imvorter to cover an inward bill, the forward sale will find
a place in c¢xchange position on the date of fixing the contract,
Dcliveries under forward nurchase and sale contracts arc not
entered into exchangc position bzcause these are transactions
in fulfilment of existing commitments in the form of forward
exchange contracts which have entered into exchange position on

the dates they are fixed,

3.6 Effcctive from lst January 1984, in thosc cases where
forcign curreney cxport bills n:gotiated, purchased or dis-
counted remain unpaid for a period of 30 days after the transit

period in casc of demand bills and the duc date in casc of
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usance bills, the forcign currcncy amounts of the bills should
bc delinked, i,c,, converted into rupces, on the 30th day. The
details. of the guidelines issued by FEDAI in this regard arc
given in Chapter 3, Accordingly, such bills will enter exchange
position thrice, that is, firstly when the bills arc negotiated,
purchased or discounted, sccondly when the foreign currency
anounts thercof arc converted into rupccs on the 30th day
(notional salc), and thirdly when the bills arc rcalised ard

the forecign currency nrocceds arc ourchasod by the bank,

3.7 A decaler may takes over foreign currcncy nurchases made

by anothcr branch of the bank in India oxr hc may buy forcign
currency from a correspondent or overscas branch to cnable the
latter to lay down rupées in Vostro accounts, Also, a sale of
onc forcign currcency at a forcign centre =gainst another foreign
currcency results in a purchasc of the latter forecign currecncy,
%+9., a salc of U,S, dollars in London, against pound st:rling,
“thether in cover of customer transactions or against purchase
from the local intcr-bank markct, results in indircct purchasec
of pound stcrling. A dcaler may also buy his nound sterling
requirements from inter-bank market ¢r the Reserve Bank, All
thisc transactions enter into cxchanre position on purchasecs
sid¢, Likewisc, o dealer may scll to the bank's branch in India
in order to cnabl: it to cover its cx change operations, He may
scll foreign currency to a correspomd ont or an overscas branch

of the bank if the lattsr has accumul.ated rupecs in its Vostro
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accounts and wants thc whole or a part of the balancc to be
remitted, The dealcr may also scll his surplus forecign currcncy
to the Reserve Bank or in inter-bank market, All these transa-

ctions enter into exchange position on salcs side,

3.8 The forcign currcncy open position can be defined as the
cxtent to which asscts and outstanding contracts to purchasc
that currency excced liabilities plus outstanding contracts to
scll that currency and vice versa, In other words, a bank has
a nct opcn position in a forcign currcncy whon its assets in
that currcency (including spot and forward purchase contracts)
and its liabilitices in the same currency (including snot and
forward salc contracts) arc not cqual. An cxcess of asscots
over liabilitics connotes a net 'long!' or 'overbought' position
and in thc oppositc casc, an cxcess of l4abilitics over asscts
connotcs a net 'short! or 'ovcersold!' position, Such diffcorence
in asscts and liasbilitics of a bank is also called its 'cxposurc
in a particular forcign currcncy, An ovcrbought position in a
deprcciating currcncy represents an cxchange loss to the bank
rclative to the book valuc bcecausc as time passes, the asscts
will bc convertible into fewer units of the rupecc, Similarly,
an oversold position in am anproeciating currcncy rcprescents an
cxchangc loss to the bank rclative to the book valuc because

as timc passcs, the settlqiiment of the liabilitics will rcquire

conversion of morc units of thc ruoce, In the cvent of both
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asscts and liebilitics in a for.ign currency being cqual, the
pank is said to carry a 'squarc' position, As indicatud in
paragraph 3.1.1 of thc Guidelincs for Internal Control over
Forcign Exchange Business issucd by the Rescrve Bank, not

positions should bc valucd for cach currcncy scparatcly,

Position Book
3.9 For cach currcncy, a Position Book or Position Rcgister

should bc¢ kept, It is simply a journal of purchascs amd salcs,
regardlcss of maturity, in cach forcign currency, The Position
Book rcgistcers purchascs and salcs in terms of two curraoncics,
th: foreign currency for which the Position Book is koot and
rupcces. Purchascs arc trcated as dobits and sales as credits,
Additional columns idcntify othcr particulars of the transa=-
ction, such 25 thc datc of the transaction, the rate, thc

valuc datc on which the transaction maturcs and the name of thc
other party to the transaction as well as the contract numb:r,
At the ond of thc day, or as oftun as nccessary, nct balanccs
arc computcd, 1In addition to the Position Book maintaincd by
the Accounts Department, the dealcr in forcign cxchange kceps
Position Shcect (or Pad) for cach foroign currency which
rcflects purchascs and sales in that currency as also balances,
cxtended as nften as ncccssary, to cnable the dealer to rcad
the positious readily, Dcaler's transactions arc cntcered in
the Pad as they occur, Opertating departments' transactions

(say, rclating to cxports and imports) for amounts above
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certain limits sct by the bank arc renorted to the dealer and
arc ontered in the Pad as thcy occur while transactions below
the limits arc gencrally reported to the dealer in totals cither
at intecrvals during the day or aftcr-the closc of business, Thc
Dcalcr's Pad should contain thc omening position in the currcncy,
bricf particulars of the transaction, thc rate at which the

dcal is concluded, thc amount of the forcign currcncy bought or
sold ( to the ncarcst 1Q, 100 or 1000 units depending on the
valuc of thc currency), timc, broker/overscas and progressive
nct position, The timc of the transaction is uscful in casc of
a doubt or a disputc as also for asscssing the quality of judge-
mcnt in cffecting the dcal, The positions in various currcncics
as rcflceted in the Dealer's Pad and the Position Register
maintaincd by the Accounts Dcpartment should be tallied daily
and discrcpancics, if any, rcconciled beforc commencing dcaling

opcrations on the next day,

POS statcment

3.10 Authoriscd dcalcrs maintaining thcir own positions in
thce forcign currencics mentionced in paragraph B.l of Chapter 31
of thec Exchangc Control Manual are required to submit to the
Exchange Control Dcpartmcnt a weckly statement in the form POS,
giving dectails of thuir poesitions in thc respective currencics
as appcaring in theoir books as at thce closc of busincss on
cach day (Monday to Fridav) togcthcr with total meorchant and

intir-bank (including Rcoscrve Banmk and overscas banks) purchascs
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as also total mcrchant and intcr-bank salcs, The statcments

arc rcauircd to bo furnished as on Friday cach weck so as to
rcach the Rescrve Bank by the succecoding Tucsday, POS statcment
also contains the rupcc position as on Friday, cash balancc as
on Friday as pcr lpcal books as well as overscas corresnmondents'

books, Thc statement scrves to check the following points :

(i) Whcther the intcer-bank dcalings arc out of alignment

with thce mcrchant basc,

(ii) Whcther the currency cxposurces in different currencics
arc abnormal,

(iii) Whcther banks arc maintaining unduly large crodit
balances in Nostro accounts and/or overdrawing the accounts
much bcyond the limit of B,20 lakhs without prior approval of
thc Reserve Bank,

(iv) Whether the recon iliation of Nostro accounts is in

arrcars,

Cash Position

-~ . ———my Fante

3.11 The cash position in a f-oreign currcncy is thc actual
balance in Nostro accounts in that currcncy and in dctermining
the cash position, thc transii{ pdriod for remittances ard the
maturitics of transactians arc impertant considcrations., The
cash position will includc many of thc items in cxchange
position, but not all, and convcrscly, will include items which
arc not yce in cxchangc position, For instancc, an outward

forcign currcncy bill purchascd will be in exchange position
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on the date of its purchasc but it will not c¢nter cash position
until it is paid., An inward forcign currcncy bill drawn undcr

a bank's lcttcr of credit will first cnter cash position, since
it is dcbited to the bank!'s Nostro account at thc time of or
immcdiatcly aftcr negotiation, but it will not appcar as a sale
in cxchange position until it is paid, Forward cxchange
contracts appuar in cxchangc position on thc datc they are
entoercd into bocause rates of cxchange are fixed on that date,
but they will cntor cash position only when deliveries there-
undcr arc cffcectud for only then Nostro accounts arc dcbited

(in casc of salcs) or crodited (in case of purchases), Thus,
there is a nced to riconcile cash position with exchange position
regularly, preferably daily., In order to-do this, itcms which
arc not common should be adjustcd to obtain egrcement, A
possiblc mcthod of verifying the ac¢uracy of cxchangc position

in cach curruncy arrived at thc close of cag¢h day in the Position

Book, 1is as follows :
(Amounts in forcign
currcncy)
(i) Forcign curr.ncy not.s on hard

(ii)  Plus outstanding cxport bills
ncgotiated, purchascd or d iscounted

(iii) Plus outstanding import bhills
drawn uncdcr letters of craodit
opcned by the bank

(iv)  Plus undclivered forcign
purchascs

(v) Plus lcdger balance (if doboit)
in forcign currancy Nostro
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(Amounts in forcign
currcncy)

account as per Indian books

or
Minus lcdger balance (if credit)
in foroign currcncy Nostro

account as pcr Indian books

(vi) Minus undcliverced forward salcs

"W s Ere W s = W e

Net overbought (+)/
oversold (=) position

. . A—— . A——_——— e & ——

Forcign Currcncy

———

3.12  Authoriscd doalcrs may frecly open and maintain accounts
in any permitted currcncy with their branchcs and corrcspondents
situatced in the country of the currcncy concerned. An account
with a bank in a country other than thc country of thc currcncy
conccrned cAan be opened only with prior awproval of the Rescrve
Bank, The bnlances in forcign currency accounts (Nostro accounts)
represcent stocks of forcign currencies held by a bank with its
correspondent banks (including its own branches or officcs
abroad), Tho bank's sales transactions will rcsult in dcbits

to its Nostro accounts in the conccrncd forcign currcncics and
the bank's purchasc transactions will rcsult in credits to its
Nostro accounts in the relative foreign currcncies, The accounts
maintaincd by a bank in its own baoks to reflcct transactions

in forcign currcnecy accounts arc known as 'shadow accounts! or

| . .
MIrror accounts!, In the mirror accounts, thc forcign currcncy
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amount of cach transaction and its rup:ce cquivalent arc posted,

Dcbit balanc:s in mirror accounts arc asscts and crcdit balanccs

constitutc liabiliti:s,

3.13 Authoriscd dcalers may maintain with overscas branches
and corrcsmondcnts, balanccs in forcign currcncics at lcvcels
which arc commcnsuratc with normal nceds of thcir business, They
should cnsurc that balanccs arc not accumulated in their accounts
abroad which arc in cxcess of immcdiatc needs such as towards
payments for imports or maturing deliveries under forward
contracts, Authoriscd dcalers should not lond forcign curren-
cics to their overscas branches/correspondents or invest them
in Trcasury Bills, Call or Fixcd Dcposits, or in any othcr
manncr without prior apnroval of the Bescerve Bank, Howcver,

in tcrms of A.D.(G,P,) circular No,62 of 1978, authoriscd
dcalcrs may frecly agrec to automatic arrangcments with

overscas branches/ corrcspordcnts whereby foreign curroncy
funds rcndered surplus on day-to-day basis may bc tronsferred

to 'special! intercst bearing accounts with the facility of

automatic rctransfcr to their currcent accounts,

3.14 Authoriscd dcalers may avail thcomsclves of loans,
overdrafts and othcr typcs of crodit focilitics from their
overscas branches and cor—csnorndents urte the maximum cxtent
of Is. 20 lakhs fof mc.ting requircments of normal cxchange
busincss, This limit aonlics to the aggregaetc amount availed

of by all officcs/branches in Tndia of thc authorised dealcr



from all overscas branches and correspondents of the authoriscd
dcaler., When the limit is excecded because of unforesccen
ncgotiations undcer letters of credit, ctc,, apnroval of the
Rcsorve Bank nced not be sought provided cxcess is adjusted
within five deys. Thesce facilitics cannot bc used for purposcs
such as making loans armd advances or for salc with a view to
building up oversold position in thc currency.

Control over Roconciliation
of Nostro Balances,

3.15 The instructions with rcgard to thc control over
rcconciliation of Nostro balances arc contained in Part 6 of
the sct of Guidelincs for Internal Control over Forcign Exch-
angc Business issucd by the Rescrve Bank, and thesce should be
bornc in mind by Inspccting Officer,

Guideclines for Inspocting
Officers

3.16 The Inspecting Officcrs should familiarisc themsclves

with thc relevant Exchange Control regulations and instructions
in the aforcsaid Guidelincs and verify whother thesc have been
complied with by the bank, Broadly, thc rcgulations and rulcs

to bc obscrvad by authoriscd dcalers arc as follows :

(a) The basic rulc governing cxchange position is that
authoriscd dcalers should maintain at closc of busincss cach

day squarc or ncar-square position in cach forcign currcncy

31
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after taking into account all their purchasces and salcs,
spot and forward, Marintcnance of overnight opcn positions in

forcign currcncics should be avoidced,

(b) Authoriscd derlcrs should devise appropriate control
systems to cnsurc that cxchangc positions in various currcncics

arc meintainzd in cccordancce with the above rule,

(c) The bank's management should lay down the maximum position
limits in cach currcncy that may remain uncovercd during the
day {daylight limits) and thc limits should bec periodically
rcvicwed, Any tomporaery cxcesscs over the approved daylight

limits should rcquirc approval of the top managcement,

(d) Managements should keep a closc watch on the dcalers!

positions at thc closc of business cach day (overnight limits),

(c) Authoriscd decalcers should cnsurc that at the closc of
busincss c~ch dag, the maturitics of forward contracts arc not

unrcasonably mismatched,

(f) Man>gcment in cach bank should lay down Individual Gap
Limit (IGL) and Aggrogntc Gap- Limit (AGL) in accordancc with the

Guidelincs for Intirnal Control over Foreign Exchange Busincss,

(g) Accounting Department should precpaxrc a statement of truc
cxchnnge positions ~s on the lost Friday of cach month after
rcckoning the cffect of 2ll tronsactions in the pipclince as on

thoat Friday ~md coming to noticc subscquantly,
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3.17 Thce following rccords will generally be ~vailable in the

Accounts Dcpartment,

(i) Position Book, Rcgister and/or card-shcots in cach foraign
currcncy, consolidnted position shcets and daily currcncy
position rc¢ports indicating maximum cxchangc positions hcold
during thc day and ovcernight positions submitted to higher

~uthoriti.s,

(ii) Intcr-bank spot ~nd forward contracts rcegister.,

(iii) Inter-bank liability lcdger,

(iv) Monthwisc forward contracts maturity rcgistcr.

(v) Ledgzrs showing mirror transactions in Nostro accounts,
(vi) Rccords indicating anilysis of forward maturitics and
Gap statcments submitt.d to highcr authoritics,

(vii) Officc copics of weckly statements of positions (POS)
submitted to Exchangc Control Dopartment,

(viii) Statcmcnts of Nostro accounts reccived from correspon-

dent banks/branches abroad,

Forgign Exchangc Position

-

3.18 The Inspocting Officcr should verify from the Position
Book, Register and/or other rclevant rccords whother the bank
h?s been keuping unduly large overnight open positieans
(cither oversold or ovcrbought), To ascertain this, cxchangce
positions on certain sclected datcs may be examined, H

should also verify whether (a) thc spot amd forward contrects



concludcd on cach day arc accounted for in exchange position on
thce same day; (b) there orc any altorations/corrcctions in the
dates of contracts in order to manipulate exchange position so
as to show it at a level different from what it actually is; ard
(c) all items in the position records of the day are genuine
purchases and sales (i,e., there arec no ‘'mlanted’' items in
order to manipulate exchange position), It should also be
verified :

(i) Whether any limit has been fixed for transactions to
be reported by teclex/telegram by 'B' category branches (i.e.,
offices and branches not maintaining independent foreign currency
accounts but having powers of operating on the accounts main-
tained abroad by their hecad/principal affices or any other link
offices) and if so, whether such transactions are promptly
reported for taking into exchange position and cxplanation far
non-reporting of the transactions is sought from the concerned
branches, Further, whcther the records maintained for the
purpose of registering the reports f£rom up-country centres arec
adequate and the reporting instructions to them need any

modification,

(ii) Whether the statement of daily closing positions
(Daily Currency Position Report), as indicated in paragraph
3.2.2 of the Guidelines for Internial Control over Foreign
Exchange Business issuced by the Reserve Bank, is regularly

submitted to the higher authoritics at the close of business



daily and the bank's management has ensured that the dealers do
not hold a position which can be considered as rot being near
square,

(iii) Yhether the statement of true currency positions as
on the last Friday of each month after reckoning the effect of
all transactions in the nipeline as on that Friday and coming
to notice subsequently, as indicated in paragraph 3.4.1 of the
aforesaid Guidelines, is regqularly submitted within a period of
three wecks to the higher authorities indicating the steps
taken/proposed to be taken for reducing the distortion, if any,
and a copy of such statement hos been furnished to the Rescrve
Bank. The particulars remorted in the last statement of true
currency positions so prepared ard submitted to the management/
Reserve Bank may be checked to ascertain whether they are
correct as per the bank's records,

(iv) Whether foreian currency notes held by the various
offices of the bank are taken into account while computing
exchange position; if not, the rcasons therefor may be
ascertained,

(v) Whether the consolidatoed foreign exchange position
sheets, as indicated in paragranh 3,1.,1, of the aforesaid
Guidelines, ~re regularly submitted to the higher authorities.

(vi) Whether the particulars in POS statements submitted
to the Exchange Control Devartment during the last one month

werc correctly reported as per the bank's records,
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(vii) Whether the bank has fixed daylight and overnight
open position limits in cach currency and the limits are
periodically reviewed, In those cases where the limits have
been excceded, the reasons for cxceeding the limits, action
taken by the bank and vhether the excesses have been approved
in writing by the higher authorities should be ascertained.
The Tnspecting Officer may give his observations on the
excessiveness, if any, of the daylight and overnight position
limits in the light of the volume of thc bank's business,
volume of its transactions always in the pipeline, trading
expertise available in the bank and its capital plus rescrves
vosition,

(viii) Whether the bank has fixed individual gap limits (IGL)
and aggregate gap limits (AGL)arnd they conform to the formula
laid down in ECD's Guidelines; if not, in what respccts do
they differ, Further, whether (a2) the limits fixed are adhered
to and if not, the details thercof os also steos taken by the
bank to rectify the position may be indicated; (b) statcments
of maturitics (Form 1C,6 of BCD's Guidelines) are being
submitted to higher authorities/Rescrve Bank and if so, at
what intcrval, Particulars rcoorted in a few statements may
be checked to sce whethar they are correct as per the bank's

rccords,

EForcign Currency Accounts

(ix) The nced for maintaining the various forecign currcncy
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accounts by the bank may bc examined,
(x) Whether balances held abroad are commensurate with
the neceds of the bank to meot its immediate commitments.

(xi) Whether any large balance has been held in an
inopcrative account for & long period and if so, the reasons
thercefor may be asccrtained.

(xii) The arrangcments, if any, made by the bank for
automatic trensfer of funds, as per A.Q(G.P.)circular No,62
of 1978, in order to sccurc the benefit of interest on over-
night idle funds, may be looked into,

(xiii) Yhether the bank is lending in forcign currencies to
its overscas branches/corrcspondents or investing funds abroad
in trcasury bills, call, fixed devosits, etc., without RBI's
prior approval,

(xiv) Whether therce arc overdrawn balances of 75,20 lakhs
and above for continuous period of more than 5 days and if so,
the details thercof may be given indicating whether the matter
has bcen reported to the Reserve Bank for post-facto approval
AS required in terms of paragranh 14 of Chapter 8 of the
Exchange Control Manual,

(xv) ¥Whcther the bank has maintained an account with a
bank in a country other than the country of the currcncy
concerned and if so, when the account was opened and whether
the Reserve Bank's prior approval has been obtained for opening

the account, as rcquired as per paragraph 5(ii) of Chapter 4
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of the Exchange Control Manual,

(xvi) Whether therce is an accumuiation of forcign currcncy
notcs in branches and the system for the disposal of the notes
nceds improvement to shorten the time-lag for rcalising the
value therceof,

(xvii) Whether the bank has introduced special weckly
rcecport in order to obtain information on the valuc of currcncy-
wisc accumulations of forecign currency notes at various branches
and taken steps towards their prompt disposal, (Paragravh 3,4,2
of ECD's Guidclines).

(xviii) Whcther the bank has becen submitting BAL statements
promptly and regularly to the Reserve Bank and the particulars
rcported in the last BAL statement furnished to the Reserve
Bank are corrcct as per the bank's rccords, (Paragrapvh B,2 of

Chapter 31 of the Exchange Control Manual),

Control Qx_r reconciljaﬁioq

= e e — - &= - s

(xix) Whether the rcconciliation work in the bank is being
attended to by » scparate Departmont/Scction (in larger banks)
hcaded by an officcr of sufficient rank; in casc of smaller
banks, whether the work has becen entrusted to the Accounting
Dcportment und:r the charge of A scparate official,

(xx) The proccdure/policy followed by the bank for
posting/rotation of st2ff in thc Reconciliation Department may

be looked into and it may be ascertained whether considerations
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of knowlcdge and cxpericnce of the foreign cxchange dcpartment
arc taken into account while posting the staff,

(xxi) Whether the officials, attached to the Reconciliation
Department have been cntrusted with the operation of Nostro
accounts (i,c.,signing drafts or issuing TTs,ctc, )or passing
of cntrics in mirror accounts,

(xxii) Vhcther statcements of accounts are reccived at lcast
once in a month, and the Reconciliation Department is (a)watching
reccipt of the statements and (b) cnsuring that thcre are no
altcrations, crasurcs, ctc,, which arc unauthenticated or
unverificd in the forcign bank statcments and mirror accounts,
before the work of recconciliation is taken up.

(xxiii) Whether the reconciliation work is undertaken
cxpoditiously end is up-to-date,

(xxiv) Whether half-ycarly statements of unrcconciled items
(c.f. paragraph A,14 of Chaptcr 31 of the Exchangc Control
Manual) have been forwarded to the Reserve Bank promptly and
the particulars reportcd thercin arc in aecordance with the
bank's rccords,

(xxv) Yhether the unreconciled itcm$ arce promptly ard
cffcctively followed up,

(xxvi) Vlhether any unrcconciled items, other than those
indicated in paragraph 6,3 of ECD's Guidelines, have been
Writtcn off without prior approval of the Rescrve Bank, If

S0, thc dctails thercof should be given,
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(xxvii) Whether the Reconciliation Department is submitting
a report once a month to the higher authoritics indicating the
progress made in rcconciliation of Nostro account balances and
the special featurcs, such as large unrcconciled items, agc-wis:
grouping of items, ctc,, and if so, what action has becen taken
on such rcports by the bank's Managcment,

(xxviii) Whcther there are any instances of (a) sct-off of
debit ard credit items; and (b) cntrics in rupcc columns of
mirror accounts without corrcsponding forcign currcncy amounts,
If so, thesce should be thoroughly checked,

(xxix) Whcther any frauds have bieen detected through the
rcconciliation process and if so, thesc should be looked into

in detail,
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Vhat is meant by rate of exchange

Profitability of any forei_n exchange transaction,
to a great extent, de;ends on the application of correct
exchange rate, If a rate is wrongly cquoted, the bank may
be ;ut to a substantial loss, as the transaction has to
be covered in the market, It will amount to buyin_ an
article at a high price and disposing it of at a lower
price., Hence, the application of rates plays a vital

part in foreign exchange husiness,

4.2 4 rate of exchange is the price of a unit of one
currency expressed in terms of another currenc,;. There
are two nethods of (uoting rates, Vhen the price of a
given unit of home currency is quoted in foreign currency,

it is called an indirect rate or currency rate., 1In this

method, the foreign currency is shown as the variable
factori When the price of a _iven unit of foreign
currency is quoted in terms of homecurrency, it is called

a direct rate or pence rate., In this method, the home

currency is shown as the variable factor, With the
exception of the pound sterling, in most of the world's
money centres, exchange rates are quoted in "dollar terms",
that is, the number of units of a particular currency
which equal one U,8, dollar, 3Because of the importance

of the pound in the nineteenth century and its being

a relatively lar_e purchasin, unit, it is the exception,
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and all currencies tend to be quoted as so many units

equal to one pound. The United Kingdom is one of the

few places applyina the indirect quotation svstem, In

the United States, it is more normal for rates to be

quoted as one foreign unit equalling so many dollars or
cents, although lately there has been a tendency among
pProfessional traders in the United States foreign

exchanae market to deal on an indirect basis with the
outside world and among themselves. In India, the indirect
method of quoting exchanae rates is followed, that is,
rates are aquoted for a fixed amount . of R, 100. However,
the rates for purchase and sale of foreign currency

notes are quoted on the basis of direct quotation.

4,3 1In foreign exchanae parlance, the buying rate is
referred te as the "bid rate" and the selling rate is
referred to as the "effer rate" or "ask rate". 1In
international foreign exchange markets, a professional
operator or market-maker will nearly always quote a
selling and a buying price for a currency. Such quota-
tions are known as "two-way" quotes or"quotes in pairs".
For instance, a dealer in Lendon may quote U.S. dollars

against pound sterling as follows:

effer nid
¢1.4955 £1,4965

In other words, the dealer expresses a willingness

te sell (or offer) U,S. dollars at $1,4955 per pound



Sterling, and to buy(or bid) U,S.dollars at %1.4965" per-pourid-
sterling.

4.4, There are two business principles applied by
banks while quoting rates of exchanae, viz,, 'Buy high,
Sell low' when quoting an indirect rate and 'Sell high,
buy low' when quoting a direct rate. In India, the
principle applied is 'Buy hiagh, sell low' since exchanae
rates are quoted as indirect rates, For example, when
11,5, dollars are qunted by a bank at 10.3%0 - 10,455,

it means that the bank will sell US ¢ 10,350 acainst
receipt of m, 100 and it will buy US ¢ 10.455 against
pavment of Rss 100 When rates are quoted according to
the indirect method,; the buyina rate will be higher than
the selling rate for the bank will part with (sell) less

foreiagn currency per Rs. 100 than the amouMt of foreign

currency it will accept (buy) per R: 100.

Different types of rates

4.5 The basic ratecs ouoted by banks are for T.T,

(Telegraohic Transfer), i.e,, remittances outward (T.T.
selling rate) and inward (T.T. buyina rate), Telegraphic
transfers are the ideal form for remittance of funds

as there is no loss of interest, risk or stamp duty,

"In every exchanoe, the T,T, Rate is the basic rate of
exchange since the funds arc usually paid over in each
centre on the same dav-so that no loss of interest is
involved. All variations shown by other quoted rates

from the basic T.T. Rate are due either to a loss of



idterest, extra costs of collection or increased risk

of capital loss"(Evitt). For outward remittances,
different rates may bte quoted/according to whether they

are clean remittances or are in payment of import bills,
Different buving rates may be aquoted for inward remittances
accordinao to whether they are clean remittances or are

in pavment of bills. The different rates quoted are as
follows :-

(i) T.T.(Telegraphic Transfer) selling rate

This rate is applicahle to a transaction in foreign
exchanage which does not involve handling of documents,
The transactions to which T.T. selling rate is applicd are,
- Outward remittances in foreign currency (TT,MT, DD)

- Cancellation of a purchasc made earlier when purchased
bills are returned unpa{d

- Yhen foreiagn clean/dacumentary sight/usance bills
purchased/discounted are transferred to foreign
sutward bills for collection

- When an inward remittance converted to rupeces is to
be refunded to the remittina bank

- "When a forward purchase contract is cancelled,

(ii) Rr,c,(Bills for Collection) selling rate

It is a rate involvina remittance in cover of
documents handled by a bank and is alwavs werse than

aT,T. sellina rate as it includes service charges



far handling documents, This is in addition tes the
crllection commissinn recovered separately on import
bills, The rate is applied ta remittances in foreign
currencies by way of DD, MT or TT being proaceeds of
import bills received f-ar collection or under letters

of credit,

(iii) TuT.(Telegraphic Transfer)Clean Buying rate

This is the basic buying rate involving no loss
of interest and is applied to transactions where foreign
currency funds are rcceived by the bank either on the
date of payment in rupcecs or prior to it. Examples
are,

- Clean inward remittances (MT,TT,DD) where cover has
already been credited to the bank's Nostrs account

- Pavment of proceeds of foreimm outward bills for
collectian

- Cancellina outward TT, MT or DD when the prevailing
TT buving rate »f ths dav on which cancellaticn
takes place must be applied

- "hen a forward sale contract is cancelled.

(iv) T.T. (Tclegraphic Transfer) Nocumentary buving rate

The rate quotegd for a documcntary export bill
negotiated under,a Letter of credit in which the nego-
tiating bank obtains neimbursement from the opening
bank by T.T., at the time of peaotiation of the bill,

is called T.T. (Documrntary) rate, In such a case,
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interest for a few days, say five days, is charged

to the customer,

(v) 9.0. (On Demand) buvina rate

This is a rate at which on demand (sight) bills
are purchased/negotiated. Intercst fo6r the transit
period involved in the realisa%ion of bills is recovered
from the customer. The other transactions to which
the rate is applied are,

- Purchase of cheaurs, travellers chegurs, etc,
- Payment of DD, MT or TT whare the bank has to claim

cover after payment

Forward rates

4,6 Forward rates of exchanae are quotéd as a marain
or diffcrence against the smot rate of the currency
concerned, or as a premium or discount on the spot rate,
or they may be quoted cutright, i.e., an actual forward
rate of exchange in the currency, ebtained by allowing
for the forward margin over or under the current spot
rate, Quotations are¢ statcd to be at premium when the
forward exchanac is costliar than spot exchange or at
discount when the forward ~xchange is cheaper than spot
exchanae, The marains ar= cxoressed in terms of the
subsidiary unit of th~ currrncv cencerned or in fractions
thereof. For instance, in the casc of U,S5., dollars and
Neutsche Marks, the margins will be im cents and
pfennings rrspectively eor in:fractlens thergof. The



market auotations for thc forward margins are

expressed as under

U,S. dollars

47

usually

One month 0.15-0,10 c.pm,
Three months 0.40-0.35 ¢,.pm.
Six months 0.75-0.70 c.pm.
One month 0.50-0.08 c.dis.
Three months 0.10-0.15 c.dis,
six months 0.25-G.30 c.dis,

It may be noted that as the margins are quoted in
terms of subsidiary units or in fractions thercof, while
computing forward ratcs of exchange care should be takoen
that the margins are correctly placed in decimal places,
For example, 0,05-0.08 c.dis.y; mrans a discount of
0.0N05-0,0008 of a U.S, dollar, and if the spot rates
are 41,4955-%1,4965 per pound sterlina, the forward

ratecs will be -

U.S. dollars

Spot ratrs 1,4955 + 1.4965
Onc month

forward 0.0Q5 - 0,0008
Onc month 1,4960 - 1,4973

f orward rates

4,7 The guidelines for the application of forward

margins to spot rates ar: aiven below ¢ -



(a) Sellina rates

(1) Premium

- Quote maximum premium

- Decuct hiaher premium from spot rate

- Sell low to make it very dear for the customer
- For option forwards, d=duct maximum premium for

longest period
(ii) Discount

- Quote minimum discount

- Add lowecr discount to spot rate
- Sell low to make it less cheap for customer
- For option forward, add minimum discount for

shortost period

(p) Buyinq rrtes
(i; Premium

- Ouote minimum premium

- Neduct lower promium from spot rate
- Buy high te makec it 1rss dear for the'bank
- Fer option forward, deduct minimum premium

for shortest period

’ii) Discount

- Quote maximum discount

- Add higher discount to spot tate

- Buy high to make it very cheap for the bank
- For option forward, 2dd maximum discount

for longest period.

4.2 It should be carefully noted that the above



49-
guidelines are for indirect rates only., The guidelines
for direct rates will be exactly the opposite., In the
case of indinect rates, premium is always to be deduéted
from spot rates both for selling and buying rates, and

discount is alwavs to be added to spot rates both for

s¢lling and buying rates,

Cross Rate

4.9 In the present day forecigm exchange operations,

it beecomes very often necessary for banks to deal in
oversecas markets for acquiring or disposing of a currency
at a better rate or to deal in A currency, which is

not traded or is not available in the domestic market.
The rates dquoted in overseas markets are in terms of one
foreian currency against another foreign currency, c.g.,
£/.5.$ or U.S.&/MM, The bank in India has to equate
such rates with rupees for its aquotations in India.

For example, if the rate quotcd in the London or
Singaporc market for £A1.5.4 (known as 'Cable') is

€1 = U.,S.4 1.8510 - 8530 and the prevailing rate in
Bombay inter-bank market for nound sterling is Rs. 100

= £ 5,950 - 9510, the bank can find out the Rs./U.S.4
sclling and buying rates by crossing the pound sterling
rate against rupeecs with the U,S, dollars rate against
pound sterling, The exchanger rate so computnd is called
the Cross Rate, The arithmetical formula used to

arrive at the Cross Mate is popularly known as the
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Chain Rule and consists of set of interconnected equations,

Taking the above market data, for instance, the equations

may be set up as under: -~

Eow mahy U.,3, $ ? = 5. 100
If Bs. 100 = £ 5.9500

Thus, the chain of equations begins with U.S. dollars
and ends with U.S. dollars. The other feature is that every
succeeding chain begins with the currency with which the
preceding chain ends. When the factors on the right
hand side are multiplied and the product is divided by the
factors on the left hand side, the quotient provides the
answer to the question.

Guidelines for calcul.tion of exchange
rates for merchant transactions

4,10 Till 31st December 1983, the Foreign Fxchange Dealers!'

Association of India (FEDAI) used to fix, with the a-proval

of the Teserve Bank, rates for pound sterling to be quoted
by authorised dealers for their merchant transactions., 1In
order bto enable authorised dealers to quote competitive
and finer exchange rates to merchants, both exporters and
importers, and bring the rates in alignment with the on-
going market rates, it has been decided to abolish the

Sterling T.ates Schedule prepared by FEDAI and also to
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delink the interest element which was included in the exchange
rates quoted for the negotiation, purchase or discount of
export bills, FEDAI has issued guidelines to authorised
dealers for the calculation of exchange rates for merchant
transactions in all currencies which came into force with
effect from the 1st January 1984. The guidelines are

described in the following paragraphs,

4,11 The Exchange rates quoted for merchant transactions
in all currencies will be based by authorised dealers
on the 'Base rates' which shall be derived from the

on-going spot market rates for various currencies,

Purchases

4,12 Merchant spot T T, nurchase rates

(a) Arrive at the base rate,
(b) To the above base rate add the ajpropriate
exchange margin. The margin should be between

0.025% and 0.080% of the base rate.

4,13 Merchant spot bill buying rates

(a2) Arrivé at the base rate,
(b) To the above base rate :
(i) add/deduct the on-going forward discount/premium
depending upon the transit period, tenor of

the bill and grace period if applicable.



(ii) Add appropriatc oxchanac margin between

0,125 and 0.15%0% of the basc rate.

4,14 Morchant forward T.T. buying rates
(2) Arrive at the base rate,
(b) To the above base rate :
(i) Add/deduct the on-going forward discount/
premium dependina ubon the delivery period

(ii) Add appropriate cxchana» marain botween
0.02% and ,0.020% of the hase rate,

4,15 Merchant forward bill buying ratcrs
(a) Arrive at the base rate,
(b)Y To th» above base rate :

(i) Add/deduct the on-goina forward discount/
premium dep=ndina upbon the delivery period
of the bill, transit period, tenor of the
bill and orace p'riod if applicable.

(ii) Add appropriat. ~xchange margin between
0.125% and 0.1307 of th: basc ratec,

Sales

4,16 M-orchant spot T.T. selling rates

( a) Arrive at thc base rate,

(b) From the above base rate deduct appropriate

exchanae margin retwe~n 0.125% and 0.1950% of

the base rate,



4,17 Merchant spot bill selling rates

From the merchant spnot T.T. selling rate, as
deterrmined above, deduct anpropriate exchange margin

between 0,175% and 0.200% of the spot T.T. selling rate,

4.18 Merchant forward s2lling rates

For quoting the m~rchant forward sellino rates
for import T.T. and R.C., transactions, authorise~d
dralers should bhase their quotations on the appropriate
cover rates from which approrriate exchanas marains
for T.T. ard bill trinsactions, as mentioned above

should be deduct-d,

Important points to be noted reaarding
calculation of «¢xch ngr ratcs for
Merchant transactions

4,19 Authorised dealers should ensure that the maximum
spraad batween the merchant spot cl»an T,T, purchase
and selling rates is within th= spread limits prescribed
by the Reserve Bank, which presentlv are as under
Mame of currcncy Maximum spread between
customers ratecs for ready
clean T.T., bhusiness from

the mean T.T. rate (taking
both sid=s toqgrther)

1. 2.
Pound sterling (To be fixed)
1.5, dollar 1.00%
Deutsche Marks 2.50%

Japan:se Yen 2.50%



1, 2.
French Francs 2.504
Swiss Fr.acs 2.50%
Dutch Guilders 2.50%
Australian Dollars 2.50%
Other currencies No limit for the present

but authorised dealers

should keen the rate

spreads to the minimum.
Authorised dealers are, however, free to quote rates to
merchants which are better than those warranted by the
above spread limits.
k.20 The merchant purchase rates should not be worse
than the rates derived from the I.BI buying rates inr esvect
of the currencies in which EBI provides spot and forward cover.
4.21 The merchant spot selling rates for T.T. and bill

transactions should not be worse for the customer than those

derived from IIBI spot selling rate for pound sterling as the
basis.

L 22 The exchange rates for merchant quotes should be
rounded off as follows:

Currency Fineness of rates to be
quoted
(a) Pound Sterling Upto 4th place of decimal

ending with 0 or 5. T suniing
Off will be done to the
ncarest 5 or O.

(b) U.3. Dollars Upto 3rd place of deciml
cnding with O or 5. ™ounding
off will be done to the
nearcst 5 or O.
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Currency Fineness of rates to be
, Cuontod
(c) Belaian Francs Rounded off .to 4 Franc.

(d) Fer all other currenciss

Currency Range

(8,100 = currency units)

(i) Upto 20 .005
(ii) Above 20 but not
¢xceeding 40 0l
(iii) Above 40 but not
exc~cding 100 05
Tiv) Above 100 but not
exceerding 400 .1
(v) 400 and above 1.0

4,23 Authorised A-z_ers should keep a record of

(1) the base rvates for the purrose of :rrivinq at the
Mmerchant spot T.T. buying and sellinc ratcs and (ii)
any chang~s made in the base rates during the day,

Such record ashould be made available for audit.

4.24 The time of executing all merchant transactionc
should be r~corded so as ton cstablish the application
of the correct prevalent rates and to prevent cdisputes
regarding merchant rat-s consequent upon changes in

the base ratcs durirng the day.

4.25 In the case of forward contracts for export bills

the contract rate should be worksed out without loading

+trr intereet eclerment and the intcorest for the transit
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peried, usance of the bill and arace pecrind, if
applicabls, shnuld be recov-red separately at the time

of negontiation, purchase or discount of the export bill,

4,26 Authorised d=alers are not permitted to quote
f ~rward buying ratecs for vound sterling bills of

usance longsr than nine months,

F orward marqin

4,2Y The rates for transactions where foreign currencies
will be delivered by merchants on a future date take
intn consideration the frrward margins. Since August
1978, the Reserve B-nk has h~en charging 2 fixed
faryard margin (discrunt always) of 60 points (£0.0060)
per menth for its f~rward purchases ~f pound sterlina
from Aauthorisad dealors, The farward margin to be
included in rat~s is determined by the transit period,
usance perind of export bill and forward perind, 1In
tho case of purchase of 'on demand' bill, the relevant
f oreign exchange will not be available to the bank for
sale on spot basis since even an 'on demand' bill
invnlves a minimum transit prriod which is normally
taken as 15 days. Accerdingly, for fixing the buying
rate for sight bill in pnund sterling, a forward margin
for one month is included in +the rate as the relative
cover transaction with the Reserve Bank will carry

a minimum farward margin of 60 pnoints because the
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Reserve Rank does not auntr for ferward purchases for
prriods of l-~ss than one month, Similarly, for a two
months usancebill (60 Aavs D/A) purchased two months

f orward, the forwsard margin (discount) for five months
or 300 points is included. 1In this case, 60 days is

the usanc~, 15 days is the tr-nsit period and two months
is the forward period, which together comes to 135 days
or 4 months and 15 days, and since the Reserve Bank
applies the forward margin for cach month or part of

a month at 60 points, the total forward margin is 300

points.

Interest. clement

4,28 Foreign exchange transactions which arc put
throuah by means of credit instruments other than
trlrgraphic transfers, e,a., drafts, mail transfers,
bills of exchanae and traveliesrs chcaues, involve loss
of interest rither tn the seller or buyer of forecign
currency. In a s3le transaction, pormally the customer
Pavs the rupee funds first but in exchange, the bank
aivrs out the foreign currency through its Nostro
acconunt only when the credit instrumsnt, say demand
draft, is presentod for payment at the foreign centre,
Strictly speakina, the customar should be entitled to
rceeive from the bank intor-st on the funds for the
intervening period. However, banks do not pay any
intzrest because, in theory at l.ast, a sale of foreign
currcency is immediately covered by the bank by 3
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corresoonding purchase against rupee paid by the
customer. This purchasc results in a credit to the
bank's Nostro account on which it does not earn any
interest. Even if it is assumed that the ssle of foreign
currency 1is not covered by a corresponding purchase by
the bank, the payment in rupee made by the customer is

in the nature of a demand deposit on which banks do not
pay interest. The sale transactions, therefore, do not
involve interest factor, regardless of the fact that

they arc put through by means of tclegraphic transfers,
mail transfers or demand drafts.

4.29 1In the case of purchas¢ transactions, the interest
factor involved depends on the transit period, wusance of
bills and/or the method of reimburscment. The throretical
assumption is that a purchase transation is covered by
the bank by a corresponding sale which results in a debit
to its Nostro account. If, ther<fore, a crcdit to the
bank's Nostro account arising out of purchase and the
corrcsponding debit thereto on account of cover sale do
not esincide, there will be either an overdraft or a
crcdit balance in foreign currcncy depending on whether
thc debit preceds or follows the credit, in Nostro
account. Banks do not carn any intercst on credit
bglance¢s in their Nostro accounts whoercas thiy have to

pay intercst on ovcrdrafts thoroein which, in turn, is
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charged to customers, Export bills sent for collection
also rcsult in purchase transactions. Powaver, the
arrangement is that only when the bills are realised and
forecign currency procceds arc crodited to its Nostro
account, the bank will effect payment in rupees to the
custnmer. There is always a time-gap between the date on
which foreign curre¢ncy procceds are reccived by the bank
in its Nnstro account and th¢ date on which payment in
rupces is made by it to the customer, unless credit advice
is called for by cable/telcx from foreign correspondent and
rupce payment is made immediatcly on reccaipt thereof.

For this intervening period, strictly spcaking, the
customer should rcceive compensation by way of payment

of' interest. However, as indicated abov:, forcign
currcney funds rccceived by the bank in its Nostro account
do not carn for it auny interest and, thercfore, no
intcrest is allowed to the customer. Hence, purchase
transactions arising out of e¢xport bills se¢nt for
collection do not invaolve any intercst factor irrcspective
of usance of bills colleceted. In thc case of purchase
transactions arising out of inward foreign currency
remittances reccived by the bank from its foreign

correspondcnts, the intercest factor is detérmined by
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the manner in which the bank receive reimbursement.

If the reimburscement arrangement is that the bank's
Nostro gccount is creditcd cither prior to or at the

tims ofzgﬁfecting rupce payment to the beneficiary

of tht remnittance, there will not be any loss of interest
to the bank. But if thc arrangemcnt is that the bank
should make rupce payment first and it will receive
rcimburscment in forcign currcncy thercafter from the
remitting bank, thc bank will be out of funds and, therafore,
¢ntitled to claim interest for the intcrvening period,
Exccption to this rule will be a rémittance, the re-
imburscment for which can be claimed by the bank on a

T T. basis from the remitting bank.

Delinking of intcrcst element from
cxXchange rates fro bills buying transactions

4.30 As indicated in paragraph 4.10 above, it has boen
dccided to delink the intercst clement from exchange rates
for the ncgotiation, purchasc or discount of cxport bills
in ordcr to fall in linc with international practice,
FFDAI has issucd guidolines in this regard which have been
brought into force with effcct from the 1st January

1984, According to the guidelincs, authorised dealers

should quotc the merchant spot and forward bill buying
ratcs as indicated in paragraphs %.13 and 4.15 above,
and thc interest fro the nstional transit period, usance
of the bill and gracc pcriod (where applicable) should
be reccoverced at the time of negotiation, purchasc or
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discount nf the oxport bill at the appropriate rate of
intrrest on the rupre amount of the bill, The procedure
tn b~ followrd will be (i) arrive at the rupee equivalent
of the forzign currency amount ~f the bill at the appro-
priate buving r-ote (ii) credit the rupee amount tn the
custem>r's account and (iii) simultanenusly rrcov-r the
inter=st mount and crodit it to "Interest on Fxport Bills
Acc~unt.," Ovsrdu-~ interest, if any, should als» he
rocnverad separately, “Thon sxpnrt bills drawn in rupees
ar» nagntiatad, purchascd or discounted, the entire amount
of the bill -sheuld be paid tna the customer and simultaneously
-the interest should be rec~vered on the rupee amount from
th: customer at the appropriate rate of interest. 1In

the crse of pavment to 2 party not being a customer of
the paving bank, only the n~t amount shall be payable.
Full details of the inter st and Ather deductions should
be advis«d by authnaeised dealirs tn the concorned

custom=rs /oar-ti._—:.s .

4,32 The ratns of interast tno hr charard would be the
c~ncessive rates for »xpart fin-nce prescrihed by the
R~sarye Bank, FFNDAI has laid drwn, in consultatien with
the Pesarve Rank, the transit periods applicahle to
varinus enntri~s far which »3nks may charae inter-st.

As indicstsd 3bave, ne int-rest ~lom»nt is invnlved in
T.T, and R,C. selline as 2lso T.T. clesan huying trans-
*eti~ns, How ver, " int-r-st <lement is involved in
T.T. Doeum:mtarv buying transactisn. A minimum of
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3 to 5 days are required to get reimbursement of foreign

currency in the case of T.T. Documentary purchase trans-
action and, therefore, banks cannot sell svot., In order
to compensate themselves for handling documents, interest
loss and forward margin, banks may charge interest for

a few days, say five days, to the customer.

Certain other important aspects
relating to rates for pcund sterling

4.32 The pound sterling bills drawn on and payable in
the United Kingdom are known as direct bills. The billg
drawn in peund sterling payable outside the' U.K., are
regarded as indirect bills. For example, a bill in nound
starling drawn <o Dubail or Japan is an indirect bill.
Fowever, a bill in »ound sterling drawn on Dubail or

Japan where the negotiating bank claims reimbursement
directly from the U.K., is a direct bill, When purchasing/
discounting indirect bills, banks are required to charge
the'minimum differences' which represent the interest for
the additional transit period involved «in realising and
remitting the proceeds of hills to. London., The 'minimum
differences' are calculated and advised to banks by

FEDAI under Tule 7 of FEDAI Tules.

4,33 A few examples on the calculation of exchange rates
for merchant transactions are given in the annexure to

this Chapter.
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Exchange Control Eegulations

4.3+ While quoting rates to public for both spot as well
as forward transactions, authorised dealers should be
guided by certain well-established foreign exchange
considerations such as their own positiosn in the concerned
currency and volume of foreign exchange business given by
the client, apart from the prevailing cover rates in the
inter-bank or overseas markets. They should not quote
to their constituents rates which are better than those
dictated by these genuine foreign exchange considerations
an the ground that the constituents are keeping or have
of fered to keep fixed or other deposits with the autho-
rised dealers. Conceding better exchange rates to merchants
in this manner is against the spirit of the provisions

of the directives issued by the Feserve Bank regarding
interest rates on deposits as these practices in effect
amount to giving a higher rate of interest indirectly

on the fixed deposits than pernitted by the directives.
Further, such practices lead to unhealthy competition
among authorised dealers and serious distortions in the
spot and forward exchange markets in India and hamper
their orderly functioning. Should, however, occasions
arise for offering to their customers rates which are

not based on the prevailing cover rates in the inter-bank

or overseas market on grounds that may appear to the
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authorised dealer to be genuine foreign exchange considera-
tions, the reasons or considerations that weighed with
the authorised dealer for conceding the rates must be
kent on record for productiosn to the Reserve Bank for

scrutiny as and when required (A.D. circular No.U4% of 1977).

.35 While quoting rates for selling the rupee to their
overseas branches/Head Offices/correspondent banks,
authorised dealers should ensure that the rate is in n»
clrcumstances better for the overseas bank than the RBI
ready selling rate (only ready selling rate for »»hund
sterling is quoted by I'BI) prevailing on that day in the
case of pound sterling and in case the quote is made
against any other currency, the rate arrived at . by
coupling the RBI ready selling rate for n»ound sterling
with the correspoynding rate for the foreign currency
against pound sterling (being the direct cross rate or
the effective croass rate through the medium >f U.S.
dollar) being quoted at the point of time in any active
overseas market such as London or 3ingapsre. This rule
will apply to both 'Teady' as well as 'Walue next day!
and '3pot' (i.e., value two business days after contract)
transactions. Since the quotes for 'Teady', 'Value next
day' and 'Spot' transactions are normally different,
authorised dealers should ensure, while quoting rates for

any one >f these deliveries, that the rule can be complied
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with if a quote has to> be made for any other delivery at
the same time. This rule will als> apply if sn any day
the FBI buying rate for the foreign currency (being other
than pound sterlihg) is better than the rate s> arrived at.
Symmetrically, while quoting rates for conversion of
surplus rupce balances held by overseas banks/Head
Offices/corrcspondent banks into forcign currency,
authorised dezalers should ensure that the rate quoted

is not better for the sverscas bank than the T.BI ready
buying rate for pound sterling in the case of pound
sterling and in cas¢ th¢ qustc is made against any other
currcnecy, the rate arrived at by coupling the PBI reqzdy
buying ratc for pound stcrling =ith the correspondihg rate
for thc foreign currency against p»und sterling as
scXplained above. For enabling snap checks being conducted
by the Reserve Bank at any time, authoriscd dealers -should
maintain a continuing record »f the rates.quoted to
overseas banks indicating the time at which the transaction
was done, the cross rate for the foreign currcncy (if other
than pound sterling) against pound sterling on which the
rate was based and the bank's margin, This record
togother with supoorting c¢videnee should be avaitlable
readily for production to the Rescrve Bank whencver called

for (&-D. - G.P. Sc¢rics -~ circular ND.SO 5F 1979).



L.36 Authorised dealcrs, whether Indizn or foreign,
should deal with their overscas branches at tarm's length!
and no prefercnces should be shown in rogard to rates.

In othor words, thoy should not offer the provailing
inter-bank rate or 1.BI cover rate far sclling rupccs
against U.S. dollars, Dcutsche Marks and Japanése Yen to
their overscas branchcs without adding any cushion/
lyading margin whatsoover on grounds such as that the
transactions with overscas branches wcre covercd from their
position »>r that the rupce funds gcnerated by suck trans-
actions could be lcnt in the call money markct, cte.

41so, authoriscd dcalcrs should no>t offer to overscas
branches ratc¢s »m the basis of rates offered to their
importer customers fir large valuc busincgss by building
up small.cnough cushi-»n/lrading margin thus making the
ratcs bettor than cven the provalling inter-bank rates

( A.D.- G.P. 3crics - circular No., 31 of 1989).

%.37 The sprcad limits given in paragraph “+.19 aboive

d> not govarn rates qusted for ready business (othcr than
clcan TT) »r for forward businuss, The rates for ready
businass (other than clean TT) should, as usual, be
subjcet to considerations »>f intirest rate (normal or

concessional as appropriatc) and transit periad, if any,
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laid down by TEDAI with thc approval o>f the Rescrve Bank

from time to> time, The forward rates may be quoted ~n
thc basis of normal factors of supply and demand and the
cover rates available for such business. Authorised
dcalers must cnsurc that the ratecs quoted for ready clean
IT busincss at all their opcrative branches at any point
©f time conform to the sprcad limits. Further, they
sho>uld als> readily furnish to the mcmbers of the publice
who enquirc, thcir rates for bath sides »f business without
insisting »n thc naturc »f intcrest (1i.c. purchasc or
salc) being revealed (AD. - G.P. Scrics - circular No.
638 of 1980).

4,38 Authoriscd deaglers have been permitted ts promote
'two-way' dcalings in forcign currcncics only in the
Indian inter-bank market, i.c., dealings betwecn
authoriscd dealers thomscelves. They arce not  permitted
ty offer two-way quotcs for Indian rupecs in internati-nal
markcts, i.c., as botwien the authoriscd de-lers in

India -n thc onc hand and »vcrscas banks on the other,
Authorised dcalcrs can, however, quote a rate for either
a salc or a purchase Of rupcus, and conclude the trans-
action at the agrced rate (AD.-G.P. Sérics - circular
N-.5 >f 1983).

Guidclines for Inspecting Offic.rs

4.39 The Inspeccting Officcr should verify, by sample



Chockino, whether the rot=s of exchange quoted by thc bang
ar~ in accordance with the Fxchange Contrsl Regulations
and the Rules of the Foreign Exchange Deralers' Associatiog
of India. He should bear in mind the Exchangc Control
Requlatians given in paraaraphs 4.35 to 4.39 above and
verify, by test chaeck, whether the rates quoted by the
Lank to its crnstituents and nverseas branches Mead Officas
correspondents are in accordance with the requlations as
also whether any preferences have been shown in this
roaard. In case any sprcial rates of exchange have been
qu~ted by tha bank, the Insnectina Officer should ascertain
whether a proper record of the rrasons thorefer is maint-
ain=d as also whether the anproval of the apprepriate
authority in the bank has bcan sbtain-d., He may also
examine whether the reasons which weighed with the bank

can be regarded as genuine foreign exchange consideratinns
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ANNEXURE TO CHAPTER 4

— a7 ——

Examples on calculation of exchanae
rates fcor merchant transactinns

For the purpnse of these illustrations, REI selling
and buying rates for nound sterlinag and buying rate for
U.5. dnllars as on the 10th Novembeor 1983 have been taken

as follows ¢

(i) ®RT sclling rate: s, 100 = £ 6,4977
(ii) =®=3I buving rate: 6, 100 = 2 6.5317
(iii) RABI buvina rate: P, 100 = 3 9,70
2, Banks shnuld adopt the gaing market rates for

deriving their base rates for tha ealculation of merchant

rates, when such goina rates are better than the REI rates,

1. PQUID STFRLI.G RATES

1. Spet T.T. buying rate

- .

With exchanac margin of 0.025%

REI rate Inter-bank rate
- - (assumed)
(i) RBase rate £ 6.5317 £ 6.5200
¢ii) Add exchange margin
of 0.025% of the
base raqge 2 0.0016 £ 0.0016
£ 6,5333 2 6.5216

Sort T.T. buvinag
Tate 26,5335 26,5215
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(i) Rase rate

(ii) AAd exchanae margin
of 0,050% of the
bas~ rate

Spnt T.T. buying
rate

“lith exchange margin ~f 0.050%

RBI rate

£ 6,5317

£ 0.C033

S ———— et t——

£ 6 5350

£ 6,53%0

Inter-bank rate
( assumed)

£ 6.5200

£ 0.0033
26,5233

26,5235

With exchange margin of 0,080%

RBI rate

(i) Basc rate

(ii) Add exchange margin
~2f 0.080% of the
base rate

Spnt T.T. buying
Tate

£ 6,5317

£ 0.00352

—e . -  ——

£6 6.5369

£ 6,5370

2. Spot sight bill huyira rate

(i) Rass rate

(ii) Add forward margin
f~r the transit
prriod {usually f-r
nne month)

(ii1i) A2d exchange margin
of 0.12%% of the
base rate

Spnt sight bill
buying ratn

Inter-bank rate
( assumcd)

2 6.5200

£ 0.0052
£ 6.5252

£ 6,5250

¥ith cxchacae margin »f 0.125%

T — o~

RRT rate

Z 6.5317

£ 0.0NAQ

0 .0Ne2

s et B - s

76,5457

'J ¢

2 5.5460

Initar=-hank rate
_(2ssumecd)

£ 6,5200

< 0.0075
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With exchange margin of 0, 140%

RBI rate Inter=bank rate
(assumed)
(i) Base ratec £ 645317 £ 6,5200
(ii) Add forward margin
for thc transit
pericd (usually for
one month) £ 0,0060 £ 0,0075
(iii) add exchange margin
of 0,140% of the
base rate £.0,0091 £.0.0091_
£ 645468 £ 6€,5366
Spot sight bill
buying rate £ €,5470 £ 6.,5365

With exchange margin of 0, 150%

RBI rate Inter-bank rate
(assumed)
(i) Base rate £ 6,5317 £ 645200
(ii) Add forward margin
for the transit
period (usually for
one month) £ 0.0060 £ 0.0075
(iii) Ad4 exchange margin
cf 0.150% of the
base rate £ 0,0098 £ 0,0098
£ G,5475 £ 6,5373
Spot sight bill
buying rate £ 6,5475 £ 6.,5375

3. Spot 90 days sight bill buyving
rafe {Bill on France)

Wwith exchange margin of 0,125%
RBI ratc Inter=-bank rate
(assumed)

(i) Base rate £ 6.5317 £ 6,5200



(i1)

(i31)

(1)
(1)

(1ii)

(1)
(ii)

_72-

Add f~rward marqgin
f~r 4 mrnths
(3 mAnths usancc

nlus 20 davs transit

verind for indirccet
bill)

Add exchanos m~rain
~f 0,129% ~f the
base rateo

Spnt 98 days sight
bill buying rate

Base rate

Add forward marqgiw
f~r 4 months (3
months usance plus
29 days transit
perind fAr indirect
cill)

Add exchange marain
of 0.140% of +he
bage rate

Spnt 90 days sicht
bill buving rate

Base ratc

Add forw-rd marqgin
f~r 4 months (3
months usance plus
20 days transit
perind for indirect
bill)

£ 9.0240 £ 0.0320
T N,0Nne2 S 0,082
o 6 563“ £ 6 5582
< H.5640 < 6.,558C
IZth exchang= marqin of 2,040%
vl rote ;nt<r-baf§ﬁrato
———— —a238UMET)
2 5.5317 £ 6.520¢
2 N,C24, £ N.,0300
< 0.nNNol £ 3.0091
£ 6.3448 £ 6.5991
S 6,560 2 6.55%

With c~xchamge mﬂrqnn f 0.19%

BBI rate Tnter-bank rate
_ (assumed)

£ 6,5317 £ 6,5200

_ N.N240 2 0.0300
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(iii) Add exchanac marain
~f 0.190% ~f the

hase rate o NL.0N98 < 0,0098
£ 4.5655 © 6.5502

Sp~t 9N days sight

bill buying rate % 6.5655 26,5600
4. Forward (say five m-onths)
I.T. buvine pate 0
11 rate Inter-bank rate

(3ssumod)

— ——

(i) Rns» rate £ A.9317 £ 6.5200
(ii) Add forward margin
for five months -» 0.0300 £ 0.0375
(iii) Ard exchanoe margin
(sav 0.050%) of the
basc rate 2 0.0N33 2L 0.0033
£ €.,5650 2 6.5608
Five months forw~rd
T.T. buying rate - €.,565 -~ 6,5610

5. Frarward (say one month) 30 days
Siaht bill buyine rate (Pill on'll,K,)

PRI rate Intar-bank rate
' (2ssum-d)

———— e

(i) Base rate 26,5317 £ 6,5200

(ii) AdA forward margin
f~r thr=e m-nths
(deliveory prried
~ne m~nth, usance
30 davs and tronsit
psri~2 1% days, i,r,
2 m~nths 1% Aays ~r
3 months) £ 0.0170 £ 0.0225

{ii3) Add exchinac margin
~f, say, 0.12% of

the base rate 2 0.N082 £ 0.00€2
7 6.5579 % 6.597




(1)
(ii)

(1ii)

e

Oon~ m~nth f ~rward
30 days sight bill

buying rate £ 6.5580

Spot T.T. selling rato
R3I rote
3ase rate £ 6,4977
Deduct exchange
marqin ~f, say,
0.140% ~f the
hase rate £ 0.M091
36,4806
Spnrt T.T. sellinc
rate 2 6,485

.-Spot bill sellinc rate

RLTI rate
Tase ratr £ 6,4977
Neaduct éxchanar
margin ~f 0.12%5%
(Minimum) 20,0021
Spot T.T. scllinc
Tate £ 6.,4896
(£ 6.4895)
Dcduct exchange
margin ~f, say,
0.190% ~f the spot
T.T. selling rate £ 0.0123
R 6.4772

Sp~t bill sellinc
rate (hithert~
call-d B.C. s<1lli

rate) 6~.4770

£ 6.,5505

In.~r=bank rate
( assumed)

£ 6.5100

£ 6.5009

2 6.95010

I=nter-bank rate
{ assumgd)

£ 6,5100

2 0.0081

£ 6,519
(£ 6.5020)

= 0.0124

£ 6,4896

£ 6.4895

¢ e ¢ o0 o
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8. Frrward (sav tw~ menths)
bill seclling ratce

RBI rate

(i) Spot T.T. selling
rate (vide 7 ab~ve) € 6.4895

(ii) Add f-rward margin
f~r tw~ manths
(f ~rwards f~r nound
Sterling in the
inter-kank markcd
in India are qu-~ted
at discount) S #.N130

(iii) Deduct exchanae
marain ~f, say,
0.200%, ~f the

abave 2 0.0130
26,4915

Forward kill
selling rate < 6.4915

I7. U.S. DOLLAR RATES

1. So~t T.T. buving rate

- o

R2I rate
(i) -3ase rate % 9.7Q0Q
(ii) Acd exchange maragin
~»f, say, 0.Q60%,
~f the base rate St ,N058
19,7458
Spot T.T.buying
rate 5 9.M30

Inter-bank rate
( assumed)

£ 6,5020

0.0130

18]

6.5170

tn

&

0.0130
6.5040

2

£ 6.9040

Initer-bank rate

( assumcd)

¢ 0.0058

¥

¥ 9.6708



2, Spnt T.T. selling r-te

Inter-bank rate(assum=d)
(i) Base ratec % 9,68%0

(ii) Dcduct exchange margin
of , say, 0,135, ~f thc

basc rate ¢ 0.0131
% 9.6719
Sprt T.T. sellina rate * 9.6700

IT1, SWISS FRANC RATES

Assumcd quntatinons

(i) Sw,Fec. 2.,177@/1805-per one U,S,. dellar
(ii) 21 = 4 1.,4833/4842

(41i) RBI rates f~r prund sterlina - &, 100 =
£ 6.4977/6.5317

(iv) Crnss rate Rs. 100 = Swiss Francs 20,9820/
21.1385

1. Spot T,T, tuving '»ate.

RTI rate Inter-bank rate
. (assumcd)
(i) Base rate Sw.,Fcs.21.,1385 Sw,.Fcs,21.100Q
(ii) Add exchange margin
~f, say, 0.03% -f
the base rate Sw.,Fcs. 0.0106 Sw.Fcs. 0.0106

- —

Sw.,Fcs.21,1491 Sw.Fcs.21.1106

-— - A e - C—

Sp~t T.T. kuvino
rate Sw.,Fcs.?1.15 Sw,Fcs.ol.11



2, Spet T.T, selling rite

Cover rate in inter-bank
marke<t (assumcd)

(i) Base rate Sw, Fcs, 21.0000

(ij) Dcduct exchanoe margin

~f, say, ™,125% ~f
th.: base rate Sw. Fcs. 0.0263

Sw, Fcs, 20,9737

Spat T.T. selling
Tate, Sw, Fcs., 29,97
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CHAPTER - 5,

FINANCING OF EXPORTS

In the context of the persistently high level cof imoorts
necessary to sustain the economy, the increasing external
deht cervice payments and the near stability in the inflow of
Frivste reimttances from abroad, oromoticn of exports is of
paramount imoortance. The following agencies are, primarily,

involved in the promotion of exports.

(i) Commercial banks, who advise/confirm letters of credit
opened by importers' banks abroad; give pre-shipment credit,
short-term past-shipment credit, medium/long-term post-ship-
ment credit on deferred payment terms; and issue bid bonds,

performance and other gurantees.

(ii) Reserve Bank of India, who issues directives to banks
for granting export finance at concessive rates of interest;
provides refinance to banks against their pre-shipment and
short-term post-shipment advances; and disburses interest

subsidy to banks on behalf of the Government of India

(iii) Export-Import Bank of India(Exim Bank), which rediscounts
eyport bills of banks with a usance not exceeding 180 days

and unexpired usance of a maximum of 90 days; agives 100 per
cent refinance in respect of post-shipment credit extended by
banks for export of cavital goods covered by contracts upto
Rs.One core; participates with banks in providing term loans

to exporters, in respect of contracts above Rs.One crore, for
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financing export of plants, equipment, machinery and related
services on deferred payment terms, turnkey projects and
censtruction contracts; finances the equity investment by
indian oromoters in joint ventuyres abroad in Indian rupees
in the form of long-term credit with or without participation
from the Indian promoter's bankers; provides pre-shioment
credit, by way of term loans for periods beyond six months,
in participation with banks to exporters for executing large
value export contracts involving supply of high value caoital
equipment having long manufacturing cycles; gives term loans
to Indian consultancy firms for export of technology and
consultancy services with or without participation of banks
or through refinance; participates with banks in the guarantees
issued in foreign currencies on behalf of Indian exoorters/
contractors in favour of overseas importers/employers; offers
directly to foreign buyers Buyers' Credit for import of capital
goods and turnkey projects from India; and extends lines of
credit to foreign governments and overseas financial institu-
tions to enable them to provide long-term finance to borrowers
in the respective countries for imoort from India of

machinery, capital equioment and services for their orojects.

(iv) Export Credit and Guarantee Corporation Ltd.(ECCC) ,
which issues policies and provides guarantees covering risks,
commercial as well as political, faced by exporters and

export-financing banks.,



Oy -

s O
(v) The Commerce Ministry of the Government of India, who
make available from their Marketing Devel ooment Assistance,

incentives and duty drawbacks to exporters and interest

subsidy to the export financing banks.

5.2 Functions of Exoports Section in a bank

The ESxports Section in a bank is mainly ceoncerned with
the following items of work:
(i) Advising and confirming export letters of credit;

(1i) Grant of packing credit facilities:

(iii) Negotiation of export bills drawn under letters of
credit;

(iv) Purchase and discount of export bills without letters
of credit;

(v) Handling export bills for collection and making advances
against them;

(vi) Grant of medium/long-term post-shioment credit on
deferred payment terms;

(vii) Providing forward exchange cover;

(viii) Issue of bank guarantees towards fulfilment of export
quota and export performance, as also bid bonds, performance
and other guarantees on behalf of exporters of engineerinc
goods on deferred payment terms and turnkey projects and

undertaking overseas civil engineering construction contracts.



5.3 Forms of export credit

Export credit may be given/availed of in the following

forms;

(a) Pre-shipment credit
(Packing credit)

(b) Short-term post-shioment credit, and
(c) Medium and long-term post-shipment credit

on deferred payment terms,
5.4 While pre-shipment credit and short-term oost-shipment
credit are given by commercial banks, post-shipment credit
on deferred payment terms is given by banks as also by Exim
Bank in participation with banks,

5.5 Relaxation in rates of interest for pre-shipment
and post-shipment credit,

Since August 1967, commercial banks, by virtue of
directives issued by the Reserve Bank have been charging
concessive rates of interest in respect of all pre-shioment
and post-shipment credits granted by them. The details of
the concessive rates of interest in force with effect from

April 1, 1983, are given in the following paragraohs.

5.6 Rates of interest for pre-shioment credit

The rates of interest would depend on the purpose for
which the credit is extended as detailed below:
(a) Pre-shipment credit for export of specified medium and
heavy engineering goods and financing working capital

requirements, for execution of construction contracts abroad,
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for incurring oreliminary exoenses, e.g., to transoort necessary
technical staff and purchase of consumable articles either in
India or in the country where the contract is to be executed

(vide circular DBOD.No,ECC.BC.90/C,297P-75 dated October 23,1975)°
Rate of Interest

(i) upto 180 days 12,0%
(ii) Beyond 180 days and upto 14,50%
270 days(extension with
the approval of Reserve
Bank of India)

(iii) Beyond 270 days Not exceeding
16 .50%4

(b) Other specified goods, viz., hand knotted carpets, leather
manufactures and finished leather, coir products, cashew,
tobacco, sports goods and engineering gcods as indicated in

circular DBOD,No,EBCC,BC.144/C,297 P-80 dated December 9, 1980.

(i) uoto 180 days 12.0%
(ii) Beyond 180 days Net exceeding
16,506

(c) Other goods and consultancy services.
(i) wupto 90 days 12.0%

(ii) Beyond 90 days and upto
135 days (extension of
45 Jdays may be granted
by the bank itself) 14.506

(iii) Beyond 135 days Not exceeding
16.504
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Rate of interest for post-shioment credit

5.7 At the post-shipment stage, banks are required to charge
interest at a rate of 12.0% per annum on export bills purchaseg
discounted/negotiated, whether under letters of credit or
otherwise, and on advances granted against export bills
received for collection, for a maximum period of 180 days, as
indicated below:

(i) Demand bills for the transit period as specified by FEDAI,
(ii) Usance bills upto 180 days comprising usance period of
export bills, transit period as specified by FEDAI and grace
period wherever apolicable. In cases where exoort

bills are realised before the expiry of the full usance perind,
banks are eligible for the interest subsidy and are required
tc charge the concessive rate of interest only for the actual
period for which the usance has run plus the permitted transit
period and days of grace wherever applicable, If, however, the
bills are realised after the notional due date, the interest
subsidy can be claimed only upto the notional due date. The
date cf realisation of usance bills for this purpose would

be the date on which the proceeds are credited to the bank's

Nostro account abroad,

Rate of interest for advances anainst
claims for export incentives,

5.8 In respect of advances granted against export incentives
receivable in the form of cash assistance and duty drawbacks,
covered by Export Production Finance Guarantee of ECGC, at the

pre-shipment stage and also at the post-shipment stage, the
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rate of interest of 12.0% per annum is apolicable for a

maximum period of 90 days,

Rate of interest for deferred
payment exoorts

5.9 In the case of exoorts on deferred payment terms for
periods over one year, the Reserve Bank has fixed a rate of
interest of 8.65% per annum, This facility is, however,
available only in respect of export of specified capital and
producer goods aporoved by the Reserve Bank from time to time.
Rate of interest for periods for

which concessive rates of interest
are not apnlicable

5,10 Banks have been advised that where pre-shipment credits
or post-shipment credits are extended beyond the oeriods
stipulated for concessive rates of interest, they should
charge a reasonable rate of interest, as low as possible, for
the extended period, taking into account the priority
character of export credit, The scheme of penal rate is not
anolicable during such extended periods, vide circular DBOD,
No.,Dir.BC.70/C.96.76 dated 26th June 1976, In those cases
where packing credits are availed of but exports do not
materialise whatever may be the reason for exoorts not
materialising banks are required to charge a suitable rate
higher then their normal rate of interest from the date of
advance. The penal rate is such cases may be on the scales

indicated in paragraph 2(1ii)(a) of the aforesaid circular,
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S5.11 At the post-shipment stage, interest subsidy is
available to banks only when export bills are realised within
a period of 180 days from the end of the transit period in
the case of a demand bill and from the due date in the case
of a usance bill, Where an export bill is realised beyond
such period, the financing bank becomes ineligible for
interest subsidy and would, therefore, be entitled to charge
in respect of such overdue export bill interest at a rate

not exceeding the ceiling rate (16.5 per cent with effect
from April 1, 1983) for the entire period of the post-shipment
credit, At the same time, the interest subsidy claimed and
received in respect of such ineligible bills will have to be
refunded to the Reserve Bank. In such cases, it will be

not in order for banks to recover from the exoorters the
interest subsidy of 1.5 per cent refunded to the Reserve Bank
It may be emphasised that it is only where the credit does
not actually result in an export transaction, in which case
the credit ceases to be export credit, that banks can levy

a penal rate of interest as indicated above.

Credit Authorisation Scheme

5,12 In regard to the financing of exports, the following
relaxations have been allowed in the Credit Authorisation
Scheme,

(1) In the case of a major export-oriented manufacturing
unit whose annual average exoort turnover during the preceding

three calender years is more than 25 per cent of the total
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turnover of the goods manufactured by it and whose export
turnover in the following year would not fall below 25 per cent
of the total turnover, the cut-off point for working capital
limits is Rs,5 crores (as against Rs.4 crores for other
borrowers in the public or orivate sector). Further, the
cut-off point in respect of such an export-oriented manufactu-
ring unit in the private sector for individual term loans
repayable over more than three years is Rs.l crore( as against
Rs .50 lakhs for other private sector borrowers and Rs.l crcre
for public sector borrowers, whether or not the public sector

borrowers are export-oriented manufacturing units),

(ii) Prior authorisation of the Reserve Bank is not reaquired
for the grant of post-shipment working capital limits relating
to exports, but such credit facilities are to be counted for

the purpose of the cut-cff point,

(iii)The export oacking credit working capital limits aggregating
Rs.5 lakhs to a single borrower from one bank may be granted
without obtaining the prior authorisation of the Reserve Bank.
Besides, without prior authorisation, banks may allow

additional packing credit limits upto 25per cent of the

existing export packing credit limits or Rs.50 lakhs, whichever
is less, for periods not exceeding three months. This discre-
tion is, however, available only where the packing credit

limits are clearly defined and segregated, and not for

combined/ interchangeable cash credit and packing credit limits,
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and should be exercised in banks at a level not below that
of a Committee of Executives., The aforesaid credit facilities

are to be counted for the cut-off point,

5.13 The export post-shipment and packing credit limits as

at (ii} and (iii) above sanctioned to a non-CAS borrower which
would take the total credit limits enjoyed by it from the
banking system to Rs.,l crore and above or to a CAS borrower
are required to be promptly reported by banks after sanction
to the Reserve Bank along with the relevant data and a brief
self -contained note or a copy of the note put up to the
sanctioning authority explaining the reasonableness of the
assessment of working capital needs and justification for

the additional limits sought.

Pre-shipment credit(Packing credit)

5.14 Pre-shipment loan or packing credit facility is allowed
to meet the working capital requirements of an exporter for
the specific purpose of ourchasing, processing, manufacturing,
assembling and / or packing of goods meant for export against
the lodgment of irrevocable exoport letters of credit or on
the strength of confirmed firm export orders or sale
countracts. Packing credits are also granted to finance
receivables such as cash incentives and duty drawbacks. Raw
materials, stores and comoonents, goods-in-process and
finished stocks, processed/amuired with the pre-shioment

finance provided by the bank, should be pledged or
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hypothecated to it, depending upon the stage at which they
are. macking credit facilities are usually extended by way of
loans and the outstandings in the loan accounts should be
extinguished by negotiation of the relative export bills and
claims on Government departments in connection with cash
assistance and duty drawbacks. Such advances are usually

covered by packing credit guarantees issued by ECCC.

5,15 The period for which a packing credit advance may be
given by a bank depends unon the circumstances of each case,
such as the time required for procuring, manufacturing or
processing and shipping the relative goods. It is primarily
for the bank to decide the period for which a packing credit
advance may be given having regard to the relevant factors,
but it should be sufficient to enable the exporter to ship
the goods. Fowever, concessive rates of interest are appli-
cable and interest subsidy is payable only for the periods

stipulated by the Reserve Bank.

5.16 A close watch must be kept by banks on the end -

use of packing credits and also on the timely fulfilment

of export orders, It should also be ensured by them that
neither the amount nor the neriod of the packing credit
advance exceeds the actual requirement in each case, as
follows:

(i)  Whether the entire amount of the packing credit is
needed in one lump sum for fulfilling the export order or it

could be released in stages;
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(ii) Whether an import licence has been obtained in case
a particular component or raw material is required to be
imported for executing the export order;

(iii) Whether a letter of credit has been received where the

export contract provides therefore;

(iv) ™hether the reasons for the delsy in receiving the
letter of credit are justified;

(v)  Whether the progress made by the exporter from time to
time towards fulfilment of the contract is satisfactory and
funds drawn under the packing credit advance have been
actually utilised forthe purpose for which they have been
made available;

(vi) Whether the contracts cover all essential particulars
such as the quality and quantity of goods to be exported,
price at which the goods are to be supolied and the date of
shipment, etc, in the case of packing credits being made
available on the basis of export orders without the

stipulation of opening letters of credit.

Packing credits without lodgment of firm orders/
letters of credit _and on running account basis,

5.17 To satisfy the financing banker that the accommodation

required is export credit, the exporter has to produce a firm
export order or a letter of credit and lodge the same with the
bank, In the case of certain commodities which are processed
exclusively for export, compliance with such requirements may

not always be possible, Banks,have, therefore, becn
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permitted to extend pre-shipment finance to regular exporters

on the strength of their past performance and capacity for
undertaking the exports for which the finance is sought, even
if they are unaeble to produce letters of credit on firm export
orders. Commodities entitled to this relaxation include tea,
jute goods, cashewnuts,; coffee, hides and skings, finished
leather, tobacce, diamonds, orecious and semi-precious stones,
pearls, synthetic stones, mineral ores, marine oroducts, sea
foods, carpets and silver ornaments/ware. In additional, pre-
shipment finance for these commodities is permitted to be given
on a running account basis and banks can mark off individual
export bills as they are received for negotiation against the
earliest packing credit advance.

Packing credits in excess of FOB
value of contract/order

5.18 Banks have been advised that packing credits granted to
exporters should be sufficient to cover the value of exoort
orders, except for costs, if any, to be inturred after the

stage of shipment and/or negotiation of bilis. Normally,
packing credits should not exceed the FOB value of the contract/
order or the domestic cost of such goods, whighever is less.,

However, relaxations have been made as indicated below:

(i) Advances may be granted uoto the domestic cast of goods to
be exported even though such cost is higher than the FOB value
of the contract/order, provided the excess advance is covered
by export incentives receivable from the Government of India

and Export Production Finance Guarantee of ECGC is obtained.
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After the geeds are shipped, the amount of the relative export
bills should be adjusted towards the pre-shipment advance and
any balance outstanding should be treated as a post~-shipment
advance against export incentives receivable. The advancys
against export incentives at the pre-shipment stage(on the amount
in excess of FOB v.lue) and at the post-shipment stage( on the
balance outstanding in the account after shipment) are eligible
for the concessive rate of interest upto a maximum period of

90 days. Where post-shipment advances are granted against
provisional entitlements for duty drawbacks as certified by the
Customs authorities under the Duty Drawback Credit Scheme,1976,
they may be used for adjusting any pre-shipment advances

granted in excess of FOB value,

(ii) Banks are permitted to provide packing credits to exporters
0of HFS groundnut, deoiled and defatt:e cakes and rice bran
extraction against the security of the relative raw materials
(e.g., groundnut, cottonseed and rice bran) to the extent of the
value of raw material recuired even though the amount so

advanced exceeds the value of the export order, This facility
is, however, swbject to the condition that the amount of

packing credit in excess of the export value should be adjusted
either in cash or by sale of the residual groundnut or by-oroduct
0oil as soon as the selection of HPS groundnut/extraction of cil
is completed, but within a period of 15 days in the case of
packing credits granted to experters of HPS groundnut and 3C days
in the case of packing credits provided to exporters of deciled

and defatted cakes and rice bran extraction, from the date of
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advance, The balance in the packing credits has to be
acjusted by the proceeds of the relative export bills. The
excess packing credits would also be eligible for the concessi
rate of interest and interest subsidy upto a maximum period o.
15 days or 30 days as specified above, Banks should extend the
benefit of the aforesaid relaxation judiciously for the genuine
credit requirements of exporters, after making a careful -asses:
ment of the additional credit required over and above the valv
of the export order, taking into account the genuine raw
material needs for executing the exncrt order and the producti
schedules, etc. They should also ensure strict monitoring of
the borrowers'! accounts and devise approoriate safecuards to

present misutilisation of the facility,

Substitution of export contracts

5,19 Where, for any reason, exoorters who have availed of
pre-shipment finance against export orders are unable to

adjust the racking credit, it is in order for banks to

allow the exporters to adjust the outstandings from the procecc:
of export bills drawn on other importers €ither in the same
country or in any other country, provided the relative bills

are in respect of the same goods for-which th= ore~shipment
credit was originally given and the exoort under the substitu.

contract takes place within a reascnable time,

Exports on consionment basis.

5.20 Precious and semi-precious stones, pearls and synthetic

stones are exported mostly on a consignment basis. Banks ma



93
adjust the ore-shioment advances in the case of exports on
censionment basis, as soon as the export takes place, by
transfcr of the outstanding balance to a special(post shipment)
~ccant wnich, in turn, should be adjusted from the relative
sale proceeds received from abroad, Such post-shipment
advances are eligible for the concessive rate of interest as
also interest subsidy uoto a maximum period of 180 days from

the date of advance,

5.21 The authorised dealers are reocuired to comply with the
regulations regarding consignment exoorts laid down in opara-
graph 11C-15 of the Exchange Control Manual.

Packing credits for exports through
Export Houses/Agencies,

5.22 Packing éredits may be granted at a concessive rate of
intercst to suponliers who do not have latters of crodit or exoort
orders in their own name and are exoorting through Exoort Houses,
State Trading Corporation and other agencies provided that,

apart from usual stipulations, the following requirements are
complied with:

(i) The bank should obtain from the Export House a letter
setting out the details of the exoort order and the portion
thereof to be executed by the suoplier and also indicating the
period, if any, uoto which the Export Housc would like to avail
itself of packing credit in respect of such portion of the

order as is to be executed by the suoplier,



(ii) The Export Housc¢ shmuld open inland letter of credit in
favour of the supplier giving relevant particulars of the
export letter of credit/order, and the outstandings in the

packing credit account should be extinguished by negotiation

of bills under such inland letter of credit.

(iii) If (ii) is inconvenient for the Exoort House, the

supplier should draw bills on the Export House in respect of

the goods supplied for exoort and adjust packing credits from
the proceeds of such bills, In case the bills are not accom-
panied by bills of lading or othcr export documents, the bank
should obtain through the supplier a certificate from the
Export House at the end of every gquarter that the goods supplied
under this arrangement have in fact been exported. The
certificate should give particulars of the relative bills such
as date, amount and the name of the bank through which the bills

have been neqgotiated.

fiv) The bank should cbtain an undertaking from the supolier
that the advance oayment, if any, received from the Export
House against the export order would be credited to the

packing credit account.

5,23 Where goods are to be manufactured by the supolier and
processed by the Export House, pre-shipment finance at a
concessive rate of interest may be availed of by both the
parties for the required period, so, however, that the total
period does nct excead the relevant maximum period permitted

for pre-shipment finance at the concescsive rate of interecst.
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5.24 Banks should ensure that there is no double financing

of the same export order. It is desirable that an inland
letter of credit is established so as to bring about a clear
and proper relationship betwecen the banker to the Export House
and the banker to the supplier/ manufacturer.

FPacking credit facilities against supplies

to IBRD/IDA/UNICEF aided projects/programmes
in India,

5,25 Advancces granted to partics against orders for supplies
to IBRD/IDA/UNICEF aided projects/programmes in India arec
considered as packing credits if they satisfy the followinsa
conditions:

(i) The advances should be adjusted from free foreign
exchange, representing payments for supolies of goods made
under the IBRD/IDA/UNICEF orders, However, in those cases
where free foreign exchange is placed at the disposal of a
Central Agency of the Government of India and the supolier

of goods is not directly concerned with the receipt of forecign
exchange, packing credit facilitics may be provided by banks
on the basis of an authenticated copy of the contract between
the oroject authorities and the supplier, together with a
certificate issued by the concerned Central Agency to the
supplier to the effect that he has won a particular tender
under international competitive bidding for supolies to such

aided project in India.



(1i) The supnlics made by the Indian suppliers are used by the IBRD/

ID2/UNICTF only for its aid projects/programmes in India and are

eligible for the grant of normal export benefits by the Government

of India.
Packing credits for export of corsultancy services.
5.26 Banks may grant ore-shipment credit facilities against consul.

tancy agreements to cornsultancy Zirms for meeting expenses of tech~
nical and other staff employed for projects set up in foreign coun-
tries and for purchase of any materials reruired for the purpose,
after taking into account advarce navments received against the
contracts, Such advances are to be granted 2t the concessive rates
of interest for a maximum period of 135 days, i.e.,90 days at the
rate of 12,0% per annum and further 45 days at the rate of 14.50%

per annum,

5.27_The regulations regarding -the undertaking of consultancy/
are

technical services abroadxom/laid down a Part F of Chapter 11 of the

Exchange Control Manual.

e — e s -

5.23 In order tn assist construction contractors to meet their
initial working capital re~uirements for execution of contracts
abroad, banks may grant packing credits to bonafide contractors at
the concessive rates of interest for a maximum period of 270 days,
i.e. 180 days at the rate of 12.0% per annum and further 90 days at
the rate of 14.50% per annum, subject to the following conditions:
(i) The advences mav be made on the basis of a firm contract secured
from abroad, in a separate account, on an undertaking obtained from
contractors that the finance is required by them for incurring

preliminary expenses in connection with the
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execution of the contract, e.g., for transoorting the
nccessary technical staff and purchase of consumable articles

for the purpose of executing the contract abroad,

(ii) The advances should be adjusted by negotiation of bills
relating to the contract or by remittances received from

abroad in respect of the contract executed abroad.

5.29 Where the contractor is also exporting supolies like
cement, steel and building materials, pre-shipment credit,

as available to, other exporters of such goods, may be availed
of by the contractor at the concessive rates of interest of
12,.3% per annum for 90 days and 14.504 per annum for further
45 dayse.

5.30 In case the pre-shipment credit availed of for export of
‘materials and other expenscs is to be repaid in part or in full
out of progress payments and no bills are drawn at the post-
shipment stage, the balance outstanding in the packing credit
account may be treated as post-siiipment credit from the date of
shipment of goods and as such, it will be eligible for the

concessive rate of intercst of 12.34 per annum upto 180 days.

5.31 The regulations regarding the undertaking abroad of
construction contracts are laid down in Part E of Chapter 11

of the Exchange Control Mannual.
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Packing credits to units in Free Trade/
Export Promotion Zones,

5,32 Banks may make available working capital to umits in

Free Trade/Export Promotion Zones by granting them packing
credits subject to the guidelines indicated below:

(1) At the time of granting packing credits banks may not
insdist upon production of letters of credit/firm orders; these
may be produced later.

(ii) Packing credits may be granted from the stage of procuring
raw materials, whether imported or purchased locally, for the

purpose of processing, manufacturing, packing, etc,

(iii) If the bank maintains different accounts at various stages
of processing/ manufacturing, etc., e.g., hyoothecation and
pledge, the outstanding balance may be adjusted by transfer
from one account to the other and finally by negotiation of the
relative exoort bills or remittances received from abroad in

respect of the exovorts,

(iv) Banks should mark off individual export bills as they
are received for negotiation against the earliest packing
credit and thus ensure that no packing credit remains outstanding

for more than the stipulated period(s).

Short-term post-shioment credit.

5,33 Any advance granted by a bank to an exporter after the
goods have been shipped is a post-shioment credit. An exporter
can avail himself of shert-term export credit at the oost-

shipment stage from any commercial bank authorised to deal
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in foreign exchange, The following are the principal methods

of financing exporters at the post-shipment stage :

§ i) Negotiation of export bills under letters of credit
established by foreign branches/correspondents;

(ii) Purchase and discount of export bills or ‘documents
against payment (DP) and acceptance(DA) respectively;

(iii) Grant of advances against bills on collection basis; and

(iv) Grant of advances against claims for export incentives.,

5.34 Banks should maintain up-to-date credit reports both on
the drawers as also drawees of the bills, Export bills
purchased/discounted without letters of credit are generally
covered by export risks policies/guarantees issued by ECGC,
besides usual marine/air insurance cover.,

Accounting procedure for overdue

foreign currency export bills
neqotiatedifpurchased or discounted

5.35 Presently, there is no uniformity in the accounting
procedure followed by authorised dealers in respect of export
bills negotiated, purchased or discaunted by them which became
overdue, Such bills are gencrally included in exchange
positions till they are realised which not only disturbs the
maturity pattern of foreign exchange commitments of banks but
also involves swap transactions, The following guidelines
have been issued by FEDAI, with the aporoval of the Reserve
Bank, which will be effective from lst January 1984,

(i) Where bills remain unpaid for a period of 30 days after
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the transit period in case of demand bills ImAXENBXHUBXHALEXEN
case of demand bills and the due date in case of usance bills,
the foreign currency amcunt shall be reversed by the authoriseq
dealer from the "export bills purchased portfolio” on the 30th
day. In case 30th day happoens to be holiday, or Saturday, it
shall be reversed on the next following working day. The rate
applicable to such reversal shall be the ready T.T. selling
rate of exchange on that day and shall be reported as'Notional
sale' of foreign currency. The rupee eaquivalent of the foreign
currency thus reversed, shall be held in the advances portfolio
of the bank under the head "Advances against overdue export
bills realisable account", The unpaid bill shall be treated as
outstanding under the limit sanctioned tn the exoorter with
the exchange risk open against him, Interest for the overdue
period shall be recovered at the appropriate rate upto the
date of rcealisation of the bill, The approoriate rate of
intcrost shall mean the maximum rate of interest permitted by
the Reserve Bank for overdue export bills or the penal rate if
the bill amount is recovered in rupces from the customer due to
dishonour thereof by the drawee.

(ii) As and when the bill is realised and the advice of
realisation either by cable or by mail is reccived, the autho-
rised dcaler shall apply the T.T. buying rate on that day and

adjust the advance created in its books against the bills as
explained above. Any shortfall/excess shall be recovered £ rom/

paid to the exporter, Authoriscd dealer shall report the
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tpurchase' of foreian currency,

(iii) Authorised dealers shall not charge or pay any swap cost
for the pceriod of 30 days, i.e., the poriod between the relevant
due date and the transfer of the bill to advances portfolio as
explained in (i) above.

(iv) In the case of highly volatile currencies, it is up to
the authorised dealer to negotiate the bill at the risk and
responsibility of the customer,

(v) For the purpose of reporting the reversals of bills
purchased earlier - (i) above - and subsequent purchase of
currency against realisation of bills - (ii) above - in ‘the
relative R-Returns, authorised dealers should be guided by the

instructions issued by the Reserve Bank from time to time

Advances aagainst retention money.

5.36 In the case of turn-key orojects/construction contracts,
overseas cmployers normally retain a small percentage of the
progressive payments as retention money which is payable after
the expiry of the stipulated period from the date of the
completion of the contract, subject to the obtaining of
certificate/s from the soccificd authority. Banks have been

advised that

(i) no advances may be granted against retention money
rclating to services .portion of the contract;
(ii) exporters should, as far as possible, provide suitable

guarantees to overseas employers, instead of retention money;
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(1ii) banks may grant, on a selective basis, advances against
retention money relating to supplies portion of the contract
taking into account, among others, size of the retention
money accumulated, its impact on liquid funds position of the
exporter and past performance regarding timely receipt of
retention money;

(iv) in view of contingent nature of payment of retention
money, banks may like to stinulate a margin which may,
however, be rcasonable;

(v) The payment of retention money may be secured by letters

of credit or bank guaranteces, wherever possible,

5,37 In those cases wherc advances are granted against
retention money which agcording to the terms of the contract,

will be payable within a period of one year from the date of
shipment, banks are recuired to charge intercst on such

advances 2t the rate of 12,.0% per annum upto a maximum ocriod
of 90 days. If the retention money,according to the terms of
the contract, is payable after a period of one year from the
date of shipment and corresoonding advance is extended for a
pcriod excceding one yecar, it is to be trecatcd as post-shipment
credit given on deferred payment terms exceeding one yecar and
ealigible for interest at the rate of 8.65% per annum. Advances
against retention money are eligible for the concessive rates
of interest and intercst subsidy only to the extent the

advances arc actually reoaid by romittances received from
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abroad relating to the retention money and orovided such
payments are reccived within 180 days from the due date on

which the retention money is payable according to the terms

of the contract.

Advances against undrawn balances

5.38 In certain lines of exports, it is the practice of the
exporter not to draw a bill for the full invoice value of the
goods but to leave a small portion thereof undrawn, for payment
after adjustments duc to diffcrences in weicht, aquality, etc.
These adjustments are made after inspection, weighment or
analysis of the goods by the foreign buyer on thoir reaching

the destination, Ifi these undrawn balances are not realised
within six months (or three months in the case of Afghanistan
and Pakistan) from the date of shipment of the goods, the
matter should be pursued by the bank with the concerned exportecr
It should maintain 3 special register for the ourpose of keeping
a watch on the realisation of the undrawn balances within the

prescribed oeriod,

5,39 In cascs where advances are granted against undrawn
balances, banks are required to charge interest at the rate
of 12.0% per annum on such advances till the receiot of the
remittances from abroad, subject to the maximum period of

90 days. Advances against undrawn balances are eligible for
the concessive rate of intcrest and interest subsidy only to

the extent they are repaid by remittances from abroad towards
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such undrawn balances and orovided such remittances are
received within 180 days after the date of expiry of the normal
transit period in the case of demand bills and the due date in
the case of usance bills(bills relating to which the undrawn

balances have arisen).,

Export of goods for €xhibition and sale.

5.40 Any bank finance given against goods sent abroad for
exhibition before sale does not strictly fall within the
category of either pre-shipment or post-shipment credit. Banks
may, however, provide finance for export of goods for exhibition
and sale abroad in the normal course in the first instance and
after the sale is completed, allow the benefit of the concessive
rates of interest on such advances, botﬁ at pre-shipment stage
and at post-shipment stage, upto the stioulated periods, by way
of a rebate. Banks are eligible for interest subsidy on such
advances given at the concessive rates of interest.

Maintenance of Dollar accounts
abroad by diamond exporters

5.41 To facilitate the financing of import-exoort transactions
of diamond exporters, the Raserve Bank has evolved a scheome
for maintenance of foreign currcncy accounts abroad. Apolica-
tions from cligible exporters of dismonds are required to be
submitted to the Reserve Bank through the concerned authorised
dealer for opening dollar accounts abroad subject to the
conditions indicated in ECD's circular No,EC.COX/195/P&C.107
dated thc 10th Decomber 1982,
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Exports of engincering goods on
def erred payment terms and turnkey
projects, and ovorscas civil
enaincering construction contracts.,

5.42 Contracts for export of gocds against payments to
be received partly or fully after the statutory time
limit of six months (three months in thc case of exoorts
to Afghanistan and Pakistan) are treated as deferred
payment export contracts. Turnkey projects arce those
projects which involve the rendering of services like
design, civil construction, erection and commissioning
of plant or supervision thereof, along with the supply
of equipment, Deferrod payment exoorts are financed

out of Supplicrs' Credit or Buyers'! Crcdit. Under Suppliers!
Credits, the exportcr extends credit directly to the
overscas kuyer. Buyers' Credits are credits afforded to
the foreign buyer by an authorised dealer or a financial
institution (including consortium of authorised dealers/
financial institutions) and thc exoporter rcalises the
export value from the institution(s) concerncd straight-

away .

5.43 The regulations governing exports against deferred
payment arrangements and turnkey projects are given in
Part D of Chapter 11 of the Exchange Control Manual and

those in respect of overseas civil engineering construction
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Contracts are contained in FPart E thercof, The Reserve Bank
has issucd two booklets titled "Broad Guidelines to Exporters
of Enginezring Goods on Deferred Payment Basis and Turnkey
Projects" and "Guidclines regarding Overseas Civil Engineering

Construction Contracts" for the benefit of exporters and banks,

5.44 All banks authorised to deal in foreign exchange are
permitted to approve apolications for deferred payment exports
and turnkey projects under Supoliers' Credits as also overseas
civil enginecering construction contracts upto Rs,one crore
subject to certain minimum conditions as prescribed in the
Exchange Control Manual. Applications which do not conform to
the stipulated conditions and apolications of a value in excess
of Rs,onc crore as well as all apolications for deferred payment
exports or turnkey projects under Buyers' Credits, irrespective
of the value of contract, reguire the approval of, the Working
Group comprising the Reserve Bank (Exchange Control Department
and Industrial and Export Credit Department), ECGC and Exim

Bank, with the Exim Bank functioning as the focal point.

Quasi-credit facilities

5.45 Quasi-credit facilities, such as, bonds and guarantees
on behalf of Indian exporters who want to set up projects
abroad or who are involved in overseas civil engineering

construction contracts, are extended by commercial banks and
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Exim Bank. These are:

(i) Rid bonds_and performance guarantees

Exporters who wish to tender for the supply of plant and
machinery, enaineering/capital aoods or for construction
works, are reauired to furnish bid bonds in lieu of earnest
money along with their tenders in favour of the overseas
body/project authorities who have invited global tenders,
The bid bonds become effective if the exporter is awarded
the tender but refuses to sign or proceed with the execution
of the contract, In the ordinary course, bid bonds are
substituted by performance guarantees at the time of signing
the contract by the exporter, The bid bonds/performance
guarantees may be issued by banks in India directly in favour
of the overseas beneficiary or may be furnished by them
through their foreiagn correspondents in the céuntry concerned,
It is important to note firstly that, the bank's liability
under bid bonds comes into operation only if the exporter

is awarded the contract for which he had tendered and
Secondlv that, the issuance of biAd bonds would enjoin the
bank to furnish performance guarantees at the time of siagning
of the contract, "hile bid bonds are generally for 5% of

the contract amount, performance bonds are for about 10%

of the contract value. 1In other words, unless the bank is
Prepared to undertake the liability for twice the amount

of the bid bond, it should not issue the bid bond on behalf

0f the exporter., Further, the bank should carefully examine
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the capacity of the exnorter to carry out the terms of the
contract and his tecchnical competence for undertaking the
work or for supoly of quality goods as par the specifica-
tions, It may sometimes happen that an Export House may
tender for the supply of machinery overscas and, in turn,
award the sub-contract to the supoorting local manufacturer
of the machinery., In such a case, the reoutation and capacity
of the supoorting local manufacturer for the suooly of
quality goods as per thec overseas buyer's specifications
should also be ascertained. Although the issuinag. of bid
bonds and performance quarantees is a'hon-borrowing"facility
extended to the exporter, the possibility of his approaching
the bank for pre-shipment finance and/or post-shipment/
medium=-term export credit for a substantial amount of the
overseas contract cannot be ovorlooked. These borrowing
facilities, if required by the exoorter, may amount to 15-16
times the bid bond amount or 7-8 times the amount of the
performance guarantee, It is, therefore, necessary to
enquire of the cxporter and ascertain what financial
arrangements he has made/is coritemolating to make to serve
the overseas contract. In the alterpnative, the bank must

be satisfied that .the exporter has at his disposal/command
adecuate financial resources for undertaking the overscas
contract. If the answer to the foregoing enauiries is in the
negative, the bank shruld take into account the possibility

of granting financial accommodation as aforesaid and examine
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the proposals for issuance of bid bonds/performance

guarantces from that angle as well,

(ii) Guarantces_in resoect of advancc payments

Bank guarantces are issued in favour of ovcrseas
buyers in respect of advance payments to be made by them,
Such aadvance payments are a common feature in contracts
pertaining to cxport of capital goods or turnkey jobs.

(iii)Guarapteces for realisc of retention money

In cases of turnkey projects, overscas buyers
normally retain a cortain percentage of the contract value
for a specified period, It is desirable that exporters
should try to sccure the relcase of such retention money
by furnishing a suitable bank guaranteec in favour of the
buyer. The bank issuing the guarantece shculd monitor the
use of retention moncy so rcleascd until cancellation of

the guarantce.

(iv) Guarantecs for bridging finance
in foreian exchange,

All turnkey projects and ovcrseas civil enginecr ing
construction contracts should nomally bc self-financing
in regard to the forecign exchange component. In casc any
tcmworary shortfall in the cash-flow is anticioated, the
gap may be bridged by making necessary borrowing arrangemecnts
in the country of work or in a third country against an

aporopriate guarantcc from the exoortcr's bank. While
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arranging such bridging finance abroad, orefercnce should be

given to an overscas branch of an Indian bank, where possible,

5.46 The regulations governing furnishing of export guarantees
by authoriscd dealers are given in oart G of Chapter 11 of the

Exchange Control Manual,

5.47 Banks have been advised by the Reserve Bank to adoot a
flexible aporoach in the matter of obtaining security or
carmarking of assets or cash credit limits or the drawing oower
available in the relative accounts as cover acainst bid bonds
or performance and other guarantees issu>d by thom for export
purposcs, 3nd that they may not ask for any cash margin in
respect of bid bonds and guarantecs countcr-guarantead by

ECGC In other cascs where such counter guarantces of ECGC
are not available, for whatever reasons, thc banks may stipulat
a rcasonable cash margin only where it is considecred absolutely
necessary, The bid bonds and guarantces executed by banks in
respect of contracts sccurcd by Indian exporters in foreign
countrics and guarantecs relating to exoorts arc excluded for
thc purpose of the norm_stipulat-d by the Roserve Bank in
tcrms of which scheduled commercial banks are reguired to limit
their commitments by way of unsecurcd guarantees in such manner
that 20 per cent of a bank's outstanding unsecured guarantces
plus the total of its outstanding unsecurcd advances shcould

not exceed 15 per cent of its total outstanding advances.


PUJASOFT-I
Typewritten Text
110

PUJASOFT-I
Typewritten Text


111

Pre=shioment Credit Scheme and
Exoort Bills Credit Schomes

5.48 The pre-shipment credit scheme was introduced with effect
from February 1, 1969, Under the Scheme, refinance can be
availed of by scheduled banks, under section 17(3A) of the
Rescrve Bank of India Act,1934, against their pre-shioment
advancos in respect of shioments expected to be made within a
period not excecding 180 days from the date of advance.
Howcever, where an exporter is for recasons beyond his control
unable to ship the goods within the maximum ocriod of 180 days
and the goods arc ultimatcly shiooed within a reasonable time
there-after, the advanccs will be eligible for rcfinance during
the extended period, provided such extended period is aporoved
by the Rescrve Bank, It should be ensured that tho total
outstanding borrowings from the Reserve Bank undor the scheme,
at any time, are fully covercd by the amount of ore-shipment

advanccs drawn and outstanding.

5.49 The Export Bills Credit Scheme wis introduced in March 1963
and refinance is made available to schoduled banks authorised to
deal in foreign exchange, under section 17(3A) of thc Rescrve
Bank of India Act, 1934, »92inst holding of eligible usance
aoxport bills having a usance not exceeding 180 days purchased/
ncgotiated/discountcd by them, It is to be ensured that the
outstanding borrowings from the Reserve Bank undcr the scheme
are at all times, fully covered by the borrowing bank's holdinos

of cligible export bills,
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5.50 The guantum of refinancc to be orovided by thc Reserve
Bank under the Schemes and the rate of interest to be chargoeqg
thcreon are laid down from time to time in consonance with
credit policy of the Roserve Bank. (With effcct from November
25, 1983, banks are ecntitled to exoort refinance upto 125 pord
of the increasc in exoort credit over the monthly average levy
for 1982. The rate of intercst charged on the rof inance by

the Reserve Bank is 10 oer cent oor annum) .

Duty Drawback Credit Scheme, 1976,

5.51 Drawback is rcfund of customs and/or central excise duty
alriady paid on the raw matcrial and/or componcnts which haw
gone into the oroduction of the cxported gonds., It is an
incentive given by the Government of India to exoortcrs in
cascs whore goods to be exported arc not compctitive in
forcign markets. As an export promotion measure, the Duty
Drawback Crcdit Scheme, 1976 was introduced with effect from
Fcbruary 1, 1976 to provide exporters with intcrest-free
advances from banks uoto 2 period of 90 days against their
Duty Drawback cntitluments as provisionally certified by the
Customs authorities pending final sanction and payment. Banks
in turn, are cligible to obtain refinance from the Reserve
Bank under soction 17(3B) of the Rescrve Bank of India Act,l19
free of intercst, for a period not exceeding 90 days.

Prcs ntly, the facility is available in rospect of exports m3

from Bombay, Calcutta, Cochin, Declhi and Madras; rof inance 1i$


PUJASOFT-I
Typewritten Text
112

PUJASOFT-I
Typewritten Text


11

()

at Bombay, Dclhi,
Calcutta and Madras,

5.52 Banks may stioulate a margin boetweon the amount of duty
drawback provisionally certifiecd by the Customes authorities
and the advance to be granted., Howcver, the margin should
not excecd 10 per cent, They may charge a rcasonable amount
towards the administrative exoenscs or costs relating to the
transmission of funds betwcen the centres where refinance is
obtained from thc Reserve Bank and the centres wherc advances
arc madc to exoorters. According to Rule 13=XI of FEDAI, such
a scrvice charge shall be at 4% subjzct to a minimum of
Rs,10, In thc¢ event of the borrower not being found eligible
to the drawback amount claimed by him and acainst which an
advance was granted to him or as being entitled to a lesser
amount, the bank may chargce from the date of advance, intercst
on the said amount or the diffcrence, as the case may be, at
the ratc normally charged by. it on its cash credits/ advances,
and the bank shall pay to the Rcserve Bank on tho corresponding
amount refinance obtained, for the pcriod for which such an
advance was included in thc deglarations submitted to the
Rcscrve Bank, interest at a rate equal to the rate charged

to the borrower less 1.5 per cent., The advances granted to
exoorters under the Scheme are not elioible for the intcrest

subsidy,
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Export Crcdit (Intcrost Subsidy)Scheme,1968

5.53 Granting of export financc at concessive rates of intcrest
results in loss of income for banks, In order to cnsure that
the rcduction of profit margin docs not discourage them from
providing the nccessary finance to exoorters, banks arc
cligible for an interest subsidy of 1.50 pcr cent per annum
under thc caotioned Scheme, effective from March 1968, The
‘amount of interest subsidy is drawn from the Marketing
Devclopment Assistance of the Ministry of Commerce,

Government of India, and disbursed to banks by the Reserve
Bank., Tht subsidy 1s payable in respect of all types of

export crodit except that refinanced by the Exim Bank.

5.54 Buyers' Credit granted by banks on or after the 15th
September 1980 to a buyer in a foreign country is also
eligible for the interest subsidy at such rates not exceed-

ing 1.5 per cent par annum and for the period as may be apor oved
by the Reserve Bank., The Buyers' Credit has been dcfined in the
captioned Schume as any loan or advance granted or any other
credit provided by an institution to an importer in a foreign
country imoorting machinery or cquipment from India on deferred
payment terms approv.d by the Reserve Bank. The rate of intered
to be charged by banks on thc Buyers' Credit will dcpend on the
merits of each casc, the objective being to ensure that the
terms offercd are attractive enough to the foreign buyers.
Hence, for the ourpose of eligikility fer the interest subsidy
the rate of interest that may be charged on the Buyers' Credit

is approved by the Rescrve Bank on a case-to-case basis,
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Export Crcdit _and Guarantee
Corporation Limited

9.%9 The main functions of the Export Credit and Guarantee
Corporation Limited (ECGC) are to assist exporters to sell
in international markets with confidence and help banks to
exporters more liberally and with less risk. Exporters are
protected against credit risks, cormmercial as well as
political, and ECGC bears the major part of their losses

if payments for goods and services get blocked or delayed.
FCGC issues standard policies to protect exporters against
the risk of not receiving payment while tradirg with over-
seas buyers on short-term credit amd specific policies to
protect exporters 2gainst the risk of not receiving payment
for exports on deferred payment terms, services rendered to
foreign parties and construction works including turnkey
projects undertaken abroad. Banks are given financial
guarantees against the risks involved in extending credit
or juarantee facilities to exporters. In addition, transfer
zuarantee is issued to protect banks which add confirmation
to letters of credit, while insurance cover 1is provided

for buyers credit, lines of credit, joint ventures and
overseas investment.

Standard Policies

9.96 Four types of standard policies are issued to

exporters : Shipuents (Comprehensive Risks) Policy covering
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both commercial and political risks from the date of ship-
Shipments
ment,/ (Political Risks) Policy covering only political
risks from the date of shipment, Contracts (Comprehensive
Risks) Policy covering both commercial and political risks
from the date of contract, and Contracts (Political Risks)
Policy covering only political risks from the date of
contract., Under the contracts policy, in addition to the
risks covered under the shiprents policy, the risk of loss
due to governmental ban on export of goods after the date
of contract is also covered. ECGC normally pays 90 per cent
of the losses on account of political or comuercial risks.
Conmercial risks are covered by ECGC subject to approval
of credit limit on each buyer. Credit limit is the limit
upto which claim can be paid under the policy for losses
on account of cormercial risks. If no credit limit on
a buyer has been approved, ECGC accepts liability for
commercial risks subject to certain conditions. Vuhen
payment risks become too high in a country, ECGC provides
cover on a restricted basis.

Specific Policies

9.27 Contracts for -export of capital goods or turnkey

projects or construction works or rendering services abroad
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are insured by ECGC on a case-to-case basis under specific
policies. Specif ic policies rRy take any of the following
four forms: Specific Shipments (Comprehensive Risks) Policy
covering both commercial ard political risks at the post-
shipment stage, Specific Shipments (Political Risks) Policy
covering only political risks at the post-shipment stage

in cases where the buyer is an overseas Goverment or
payments are guaranteed by a Government or by banks, or are
made to associates, Specific Contracts (Comprehensive Risks)
Policy and Specific Contracts (Political Risks) Policy.

A contracts policy provides cover from the date of contract.
Gugrantees to banks

9.58 ECGC provides five types of guarantees to banks,
nanely, Packing Credit Guarantee, Export Production Finance
Guarantee, Post-shipment Export Credit Guarantee, Export
Finance Guarantee and Export Performance Guarantee. These
guarantees give protection to banks against losses due to
non-payrent by exporters on account of their insolvency or
default. The Export Production Finance Guarantee enables
banks to sanction advances at the pre-shipment stage to

the full extent of cost of production when it exceeds the
FOB value of the contract/crder, the difference representing
incentives receivable. The Export Finance Guarantee covers

post-shipment advances granted by banks to exporters against.
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export incentives receivable in the form of cash assistance,
duty drawback, etc. The Export Performance Guarantee, which
is in the nature of a counter-guarantee to the bank, is

issued to protect the bank against losses that it may suffer
on account of zuarantees zgiven by it on behalf of exporters,

Transfer Guarantee

5.99 The Transfer Guarantee safeguards a bank in India,
which has added its confirmation to a foreign letter of
credit, against losses suffered by it due to the failure
of the orening bank to reimburse it with the amount paid
to the exporter. It is issued at the option of the bank
either to cover political risks alone or for covering both
political and commercial risks.

Insurance Cover for Buyers' Credit
and Lines of Credit

92.60 Insurance cover is provided to financial institu-
tions in India for direct lending to buyers or financial
institutions in developing countries for importing machinery
ard equipment from India, This kind of financing facilitates
imediate payment to exporters and frees them from the
problems of credit managerent as well as from the fear

of loss on account of overseas credit risks,

Qverseas Investuent Insyrance

.61 Any investnent made by way of equity capital or

untied loan for the purpose of setting up or expansion of
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overseas projects i1s eligible for cover under investrent
insurance. Investments may be by way of cash or exports

of capital goods and services. The cover is available for
the original investment together with annual dividends and
interest payable., Risks of war, expropriation, and restric-
tion on remittances are covered under this insurance.

‘Exchange Fluctuation Risk Cover Gchemes

7.62 ‘The Exchange Fluctuation Risk (Bid) Cover Scheme
and Exchange Fluctuation Risk (Contract) Cover Scheme help
the exporters engaged in exports involving deferred payment
terns. The exchange fluctuation risk is protected from
the date of bid. Vhere the contract is won, the exporter-
contractor is given option to have the exchange rate as on
the date of bid or as on the date of contract, whichever
is more advantageous to him, as the reference rate for

the purpose of indemnification by ECGC, The bid cover is
provided for a maximum period of 12 months, but it can be
extended. The contract cover is available for contracts
with payments going beyond 12 months, with a2 maxicum
period of 15 years. Any instalment payable during the
first 12 months is also covered in such cases. The cover
is available in respect of all anounts receivable in India

in foreign currency urder the contract. Besides supply
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contracts, construction contracts, turnkey projects and
service cgontracts are covered under the schermes., While
pound sterling, US dollar, Deutsche mark, Japanese yen,
French franc and Swiss franc are speficied,vcover'can be
considered for any other convertible currencies approved
by the Government. Contracts coming under buyers’ credit
and lines of credit arrangements are also covered, Losses
exceeding 2 per cent -and upto 39 per cent with reference t
to the agreed rate are reimbursed by ECGC, Profit between
2 per cent and 35 per cent of the agreed rate is payable
to ECGC.

Guidelineg for Inspecting Officers

.63 During the fimancial inspection of a bank, the
Reserve Bank, as the supervisory authority, is basically
concerned with the quality of creditﬂappraisal ard effec-
tiveness of the supervision exercised by the bank over
export finance extended by it, as part of the assessment
of the bank's advances portfolio. Apart from these general
considerations, the special aspects regarding financing of
exports are as follows:

(1) The export finance is granted at the concessive
rates of interest prescribed by the Reserve Bank and it is,
therefore, necessary that a close watch should be kept by

the bank on the end-use of the finance and on the timely
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fulfilment of export orders besides ensuring that neither
the amount nor the period of export finance exceeds the
actual requirement in cach case.

(ii) All possible efforts should be made Wowards
the prompt repatriation of export proceeds within the
prescribed period and in accordance with the permitted
methods.

(1ii) The regulations governing export of goods
and services given in Chapter II of the Exchange Control

Manual should be strictly canplied with.

9 .64 The Inspecting Officer should bear in mind the
aforesaid gerneral considerations and special aspects
rezarding financing of exports and, particularly during
branch inspections, should carry out a test check of
selected transactions in order to verify:

(1) Whether packing credits have been granted,
negotiation of export bills has been done and advances
against bills sent for collection have been allowed under
proper sanction of thc appropr iate authority or is within
the discretionary powers vested in the Manager and, 1in
the latter case, whether the facilitics have been given
to deserving parties only.

{ii) whether, while granting pre-shipment credit

facilities, the usual safeguards, such as, lodgment of
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irrevocable export letters of credit and / or firm export
orders by exporters, competence and capacity of the exporter
to execute the orders within the stipulated delivery
schedfles, finmancial viability of the export deals, and
relating amounts and periods of packing credit advances

to export turnover and actual requirements, have been
observed as also whether a watch is kept over the end-use

of pre-shipnent finance and packing credits are liquidated
by negotiation of relative export bills within a reasonable
time;

(1ii) whecther bills nesotiated have generally bcen
under letters of credit cstablished by apiroved banks or
against firm orders from creditworthy parties abroadj

\1v) Whether there is a proper procedure for
thorough scrutiny of the bills received for negotiation;
in the casc of bills negotiatcd under letters of credit,
thc instructions of the banks opening the letters of crcdit
have been compliced with; where bills have been drawn on the
basis of firm orders, the documents have been drawn in
accordancc with thc terms of the rclative order;

(v) Wether bills, including thosc which have been
negotiated against indemnity or under rescrve (on account
of the documcnts not being cntirely in conformity with the

terms of the relativc letters of credit), have been
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realised without undue delay (the Inspecting Officer should
satisfy himself that negotiation against indemnity/under
reserve has been allowed to deserving parties only; he should
also go through the particulars of bills, if any, remaining
unrealised beyond the prescribed period - including those
held in 'Past Due and Dishonoured Bills' account - and
ascertain the reasons for delay in realisation as also
whether the position of overdue bills is reviewed periodi-
calfy and appropriate steps taken for their realisation;
he should further verify whether overdue interest has been
collected wherever necessary

(vi) Whether appropriate export risks cover has
been obtained from the Export Credit and Guarantee Corporation
Ltd., and if not, the reason therefor may be ascertained;

{vii) Whether the Reserve Bank's directives relating
to the rates of interest to be charged on export finance and
stipulations regarding eligibility of packing credit and
export bills for interest subsidy and refinance from the
Reserve Bank, have been complied with;
(viii) Whether there is a satisfactory procedure

for collection and recording of up-to-date credit information
on the parties;

(ix) Whether the Export Bills Registers have separate

columns for recording (a) the date on which the period
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prescribed for realisation of an exnort bill will expire
(b) the dates on which copies of GR/PP forms have been

submitted to the Feserve Bank and

(c) the amount of comnission and/or discount declared by

exporters on GR/PP forms and accepted by Customs;

(x) Whether the bank is maintaining (a) special
register to keep a watch on the realisation of the undrawn
balances, if any, within the prescribed period snd
(b) special register for recording full details of exports
on consignment basis indicating under a separate celumn,
the date on which the period prescribed for realisation

of the export precezsds expires;

(x1) Whether any bills discounted by the bank have
been rediscountei by it with its overseas branches/ Pead
Office / cerrespondents ; if so, the matter may be lonked
into in detail as banks are nat permitted te rediscoupt ar
avail themselves of advances abroad against bills negotiated,

purehased or discounted by them,
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FINAACING OF IMPORTS

Import Trade Control

Primary control over import of goods iato India
is exercised by the Import Trade Control organisation
(ITC) which functions under the Ministry of Commerce of
Government of India. The import policy of the Government
of India is embodied in the 'Import Policy Book'. Rules
and procedures observed by ITC are contained in the Hand
Book of Import-Export Procedures' brought out from time to
time by the Chief Controller of Imports and Exports.
Changes in policies, rules and procedures are notified
by ITC by issue of Public Notices. Authorised dealers
should mgke arrangemeants for obtaining these publications
and be conversant with provisions thereof having a bearing
on their operations, viz., opening of letters of credit,

remittances, etc. towards imports into India.

6.2 Import of goods from outside India is subject

to licence except where it is covered by Open General
Licences (0.G...) in terms of prevailing import licensing
policy. An 0.G.L. is a general permission to import
certain goods' during a specified period. No individual
licences are necessary in the case of 0.G.L. Items,
elizible importers, value, quantity covered and the

period for which the items will be under 0.G.L., are
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anaounced by the Chief Contreller of Imports and Exports
from time to time. The import licences issued by ITC
authorities can broadly be classified into two categories,
viz., cash licences and deferred payment licences. In
respect of imports made into India against cash licences,
importers are required to make remittances relating to
cost of goods within a period of six months from the
date of shipment. In the case of licences issued on
deferred payment basis, the terms of deferred payment

are indicated in the licence and the remittances are

allowed by the Reserve Bank in accordance with these t.erms.

Functions of Imports
Section in a bank

6.3 The tasks generally performed by the Imports
Section in a bank are :

(i) Opening import letters of credit and obtain-
ing payménts against documents reeeived thereunder;

(ii) Grant of credit facilities for the retirement

of bills received under import letters of credit;

(1iii) Handling import bills received for collection;
(iv) Iesuing guarantees in respeet of imports
on deferred payment basis;

(v) Providing forward exchange cover to importers
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Letters of Credit

6.4 International trade takes place between sellers
and buyers located in different countries and the parties
to a trade transaction are not always known to each other.
Even if they are known to each other, the seller may not
have full confidence in the creditworthiness of the

buyer or the buyer may not like to pay before he actually
received the goods. A letter of credit is a device which
enables the seller to safeguard himself by obtaining
payment against shipping documents and also protects the
buyer in that he does not part with his money until the
shipping documents are in the possession of his bankers

or their correspondents.

6.5 Documentary credit is defined in the Uniform
Customs and Practice for Documentary Credits (1974 Revision
- The International Chamber of Commerce Publication ido0.290).
In simple terms, it is an instrument issued by a bank in
which the bank furnishes its credit, which is both good
and well known, in place of the buyer's credit, which

may be good but is not so well known. Expressed more
fully, it is a Written undertaking by a bank (issuing

bank) given to the seller (beneficiary) at the request,

and in accordance with the instructions, of the buyer
(applicant) to effect payment (that is, by making a pay-

ment, or by accepting or negotiating bills of exchange)
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up to a stated sum of money, within a prescribed time
limit and against stipulated documents. It is 1laid down
in the Uniform Customs and Practice that credits, by their
nature, are separate transactions from the sales or other
contracts on which they may be based and banks are in no
way concerned with or bound by such contracts, that credit
instructions and the credits themselves must be complete
and precise, ard that in order to guard against confusion
and misunderstanding, issuing banks should discourage any
attempt by the applicant for the credit to include

excessive detail.

Revocable credit

6.6 A revocable credit is a credit which may be
amended or cancelled at any moment without prior notice
to the beneficiary. When, however, a revocable credit
h28 been transmitted to and made available at a branch or
other bank, its modification or cancellation shall become
effective only upon receipt of notice thereof by such
branch or other bank and shill not af ect the rizht of
that branch or other bank to be reimbursed for any
payment, acceptance or negotiation made by it prior

to receipt of such notice.

Irrevocable credit

6.7 An irrevocable credit is one which cannot be

amended or cancelled by the issuing bank without the
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consent of the beneficiary or any other interested party
including the confirming bank, It is a definite
undertaking on the part of the issuing bank and involves
an added credit risk for it since the issuing bank cannot
cancel its commitment should the credit standing of its
customer change, even before any shipment has taken place.
The undertaking of the issuing bank is, however,
conditional, that is, it is contingent on the fulfilment
of the terms and conditions stipulated in the credit,
which, generally, relate to the presentation of stipulated
documents within a prescribed time limit by the beneficiary.
Until and unless the terms and conditions of the credit
are complied with, the issuing bank has no liability.
Thus, a letter of credit by itself does not constitute
a security. All credits should clearly indicate whether
they are revocable or irrevocable. In the absence of
such indication, the credit shall be deemed to be
revocable, even though an expiry date may be stipulated
in the credit,

Confirmed credit

6.8 When a letter of credit is opened by a bank in
favour of an exporter in another country, the correspondent

bank which advises the credit may or may not confirm the
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credit. If the issuing bank asks the correspondent bank
simply to transmit thecredit to the beneficiary, then

the credit is not confirmed and, iIn such a case, the
correspondent bank is only an advising bank. The advising
bank, merely by advising an irrevocable letter of credit,
does not bind itself to negotiate the documents drawn
théreunder even if the documents submitted are a perfect
tender. It is the discretion of the bank to negotiate
documents or refuse to do so, This position applies even
in respect of the letters of credit restricted for
negotiation to the advising bank as mere restriction of
negotiation does not constitute a promise on the part of
the advising bank to negotiate documents. When the issuing
bank authorises or requests the correspondent bank to
confirm its credit and the latter does so, then it is a
confirmed credit, Such confirmation constitutes a
definite undertaking ¢f the confirming bank and it cannot
be amended or cancelled without agreement of all parties
concerned. Banks add confirmation only to irrevocable
dreditse The beneficiary of a confirmed credit has a
double assurance of getting his money, the undertaking of
the confirming bank in his own country which he knows in
addition to the undertaking from the overseas issuing

bank abaout which he may know nothing, For the importer,
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the confirmation represents an additional requirement on
the part of the exporter and is costly. When the exporter
presents documents strictly in compliance with the credit
terms and if the confirming bank accepts the documents as
being complete correc¢ct and a valid tender, any subsequent
rejaction of the documents by the issuing bank will be a
matter of dispute between the two banks and the exporter

is free from any liability to the confirming bank,

Red Clause credit

6.9 A 'red clause' letter of credit is a credit
containing a clause, usually printed in red, authorising
the advising bank to grant advances to the beneficiary up
to a specified amount to enable him to meet his expenses
before shipment. The advances made are granted on the
sole responsibility of the issuing bank, and are customarily
repayable when the shipping documents are emwentuglly
submitted to the advising bank for negotiation under the
credit., The amount advahced to the beneficiary with
interest is recovered from the proceeds of the bill drawn
under the credit and the balance, if any, is paid to the
beneficiary. If no shipping documents are presented in
due course, the advising bank is entitled to immediate

reimbursement by the issuing bank, In order to have an
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effective control, red clause credit must necessarily be
restricted for negotiation to the advising hank so that
the beneficiary is prevented from negotiating the
stipulated shipping documents through another bank and
thereby obtaining payment for the secomd time for the
same shipment. The red clause credits are also called
'packing house credits' or 'anticipatory credits'.
Opening of such letters of credit for imports into India
requires prior permission of the Reserwe Bank,

Transferable credit

6. 10 A letter of credit is not a necjotiable instrument.
What is negotiable under it is the bil) of exchange. In
other words, the right to draw a bill :3nd obtain payment
under the credit conferred by the issuiing bank on the
beneficiary cannot be transferred by him unless the
issuing bank specifically indicates thiat the credit is

a 'transferable credit'. The transferrable credit is
usually established when the first beaeficiary is not
supplying the goods himself but wishcsgg to transfer part
or all of his rights under the credit to one or more
second beneficiaries who will suppl' the goods. Article
46 of the Uniform Customs and Practice for Documentary

Credits provides, inter alia, that a credit can be
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transferred only if it 1is expressly designated as
'transferable' by the issuing bank and that under such

a credit, the beneficiary has the right to give instructions
to the bank called upon to effect payment or acceptance

or to any bank entitled to effect negotiation to make the
credit available in whole or in.partto one or more third
pparties (second beneficiaries). A transferable credit

can be transferred once only, that is, the second benefi-
ciary canoot transfer to a third beneficiary unless transfer

without restriction is specifically authorised.

Back=to=Back Credit

6,11 A back=to-back credit is the term given to an
ancillary letter of credit, which arises where the.
beneficiary (seller) uses the letter of credit opened in
his favour by the issuin@/%gnzupport another (the
ancillary) letter of credit opened by the seller's bank
favouring His supplier, As both the letters of credit
are intedded to cover the same goods, it is important that
they contain virtually identical terms, except for such
variations in price, amount add validity period as are

required to meet the slightly different circumstances of

the supplier and the seller.
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Restricted credit

6.12 When the negotiation of documents under a letter
of credit is restricted to the advising bank or to a
specified bank, it is called restricted letter of credit.
The documents under such a letter of credit can be
negotiated only by the advising bank or the specified bank
and it is not open to the beneficiary to negotiate
documents through a third bank. Letters of credit are
restricted by the issuing bank either under instructions
from the opener or to retain the business within the same
group or with a favoured correspondent bank. If the
beneficiary wishes, however, to negotiate documents
through a third bank, he should seek an amendment of the

letter of credit,

Liabilities and responsibilities
under letters of credit

6.13 The liabilities and responsibilitiesbf the issuing
and negotiating banks are governed by Articles 7 to 13 of
the Uniform Customs and Practice for Documentary Credits.
Broadly, the banks must examine all documents with
reasonable care toO ascertain that they appear on their
face to be in accordance with the terms and conditions of

the credit. In documentary credit operations, all parties
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concerned deal in documents and not in goods. I, upon
receipt of the documents, the issuing bank considers that
they appear on their face not to be in accordance with
the terms and conditions of the credit, that bank must
decide as such on the basis of the documents alone, and
not on any extraneous circumstances such as bankruptcy of
the buyer, falling market, ctc. The issuing bank is
allowed reasonable time to examine the documents, but

if it decides not to take up the documents as tendecred,

it must notify the negotiating bank without delay, stating
the rcasons, by cable or other expeditious means, such

as telex or telephone, and must also state that the
documents are being hcld at kthe disposal of the negotiating
bank or are being returned. If the issuing bank fails to
do so, it shall be precluded from making any claim, Thus,
time[éz essence in such matters. When the negotiating
bank draws the attention of the issuing bank to any
irregularities in the documents or advises that it has
paid, accepted or negotiated under reserve oxr against a
guarantee, even in such cases, the issuing bank 1is not
relicved from any of its aforesaid obligations, as such
guarantee or reserve concerns only the relations between
the negotiating bank and the beneficiary and the guarantee

or reserve cannot be transferred or extended to the issuing
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bank without the consent of the beneficiary. Any delay
or failure on the part of the issuing bank would amount to

ratification of the discrepancies.

Appraisal of applications for opening
letters of credit

6.14 The opening of a letter of credit amounts toO
granting a temporary advance to an importer. The following
factors determine the extent of risk involved in a letter
of credit transaction.

(i) Means and standing of the applicant

(1i) The standing of the beneficiary
(iii) Nature of the shipment and whether it consists
of merchandise which is readily marketable, The risk of
being saddled with security of an undesirable nature should
be avoided and care should be taken to ensure that the
goods are being imported for the genuine business
requirements of the applicant,

(iv) In the case of imports of items of working capital,
whether the working capital funds at the disposal of the
applicant are sufficient to take care of the cost of the
imported material,

(v) If the import is an item of fixed asset,
whether suitable financing arrangements by way of term

loan/ecuitv have been lined un. where necesaarv.
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(vi) Whether the landed cost of the commodity to
be imported is the approximate current market value and
whether the price is liable to wide fluctuations in the

local market,

Retirement of import bills

6415 The documents negotiated under letters of credit
opened by the bank should be scrutinised by a supervising
official immediately on receipt in order to ensure that
the documents have been made out in strict confirmity

with the terms and conditions of the letters of credit,
Any discrepancies noticed by the bank but not disclosed

by the negotiating bank in the relative forwarding schedule
should be advised to the latter immediately by cable/telex,
Documents which are free from discrepancies may be
delivered to the applicants against payment of the drafts
or against acceptance thereof subject to ensuring in the
latter case that D/A facilities have been sanctioned to
the applicants by an appropriate authority. Where the
documents have not been made out in strict conformity with
the terms of the relative letters of credit, the
discrepancies should be advised to the applicants
immediately and their confirmation that the documents are
acceptable to them despite the discrepancies should be

obtained before the release of the relative documents.
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It is importent thet the aspplicents! instructions are
obteined with the utmost expedition as any delsy is likely
to prejudice the beank's clsim against the negotisting
benk. In respect of all bills in which the benk hes en
interest, it shculd tske all necessery steps to protect
the gocds cn arrivel. The expected date cf arrival of

the cerryir g vessel shculd be ascerteined and diarised.
The benk shculd teke particulsr care to see that the gocds
ere fully ccvered by insurence until they are finally
delivered. If the bill is nct retired even cn errival of
the reletive geccds, steps shculd be teken to have the

gocds cleered, stcred =nd insured in the benk's name.

6.16. Where necessery, importers mey be granted credit
facilities to enable them to retire the bills, clesr the
gocds from the Customs and hcld them under pledge/
hypothecaticn to the benk. In such ceases, it shculd be
ensured by the bsnk thet the geeds are tsken delivery of
by the perties within a resscneble time ageinst full
payment. Further, in thcse ceses where importers are
allcwed tc teke delivery cf shipping documents cr geccds
rgeinst a letter cf trust, the prcceeds shculd be rerlised
and psid into the benk within e reesoneble pericd which

ncrmelly shculd nct exceed 2 month or twe.
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6.17. Sight/demand bills under impcrt letters cf credit
ghould normelly be paid on presentsticn cr lestest on the
arrivel ¢f the stesmer cerrying the relative shipment.
Usence bills on D/P (Documents ageinst peyment) terms
shiuld be peid on due dertes cr immedi stely after the
errivel ¢f the carrying steemer, whichever is eerlier.
In the cese of usence bills cn D/A (Documents agrinst
pcceptence) terms, documents ere delivered against
acceptence and peyment obteined cn due dste. Unpeid/
cverdue bills ere generelly trensferred to 'Unpeid Bills

Receiveble/Prctested Bills Account!.

Guidelines issued by FEDAI repgerding
accounting procedure for import bills
received under letters cf credits

6.18 With the sgpproval of the Raserve Bank, FED/I has
issued the following guidelines, effective from Jenuery 1,
1984, regerding the accounting procedure to be fcllowed

by benksg fcr import bills received under letters cof credit.

(i) sight import bills received under letters cf
credit end conforming to the terms and conditicns of the
credits masy be held in fcreign currency for o meximum
pericd cf 10 days from the drte of receipt ¢f dccuments
by the benk.
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(ii) In cese cof ncn-psyment by the drewee within
10 deys es sbove, the importer's lisbility on the foreign
currency bill shculd be crystellised by converting the
fcreign currency emount into rupees st the B.C. selling
rate preveiling on the 10th dey or the forwsrd exchenge
centrect rete where eppliceble. The lisbility of the
importer in rupees shculd be reflected in sn advence
sccount as 'Impert Loens', etc. (The nomenclature used by
banks shculd be such thst the sdvences esre easily
identified).

(1ii) Authcrised derlers shculd keep e proper record
of the date of receipt cf documents (in the benk #nd not

by the ccncerned depertment/brench).

(iv) Authorised derlers shculd suitebly mske chenges
in their letters of credit agreement/sppliceticns to give

effect tc the ebcve,

(v) In cese the 10th day is » holiday cr s Saturdey,
the imperter's liability in rupees shculd be crystellised
on the next follcwing werking dey.

(vi) Authcrised deerlers should cerry the swep costs
uptc the 10th day cn their own acccunt and shculd nct

reccver such costs from the custcmer.
(vii) Authorised derlers shculd cherge interest ot

the rete prescribed by the Reserve Benk, from time to

time, for advences to ncn-priority sectcrs, on the rupee
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edvences made ageinst import bills pending retirement by
customers. Such interest shculd be recovered from the

drte cf negetieticn to the dete of crystellisetiun of the
rupee lisbility, and thereefter penel interest should be

recovered.

(viii) If the dete when the rupee lisbility on en
import bill is crystellised »t the forwerd exchenge
contract rete results in early/late delivery under s
forwerd exchange ccntrect, the cherges ag per FEDAL Rule ©
should be levied.

(ix) Authcrised deslers shruld cherge commigsicn/
hendling chearges at the rate of 0.15% on the bill amcunt
et the time of oonverting fereign currency intc Indian

- pupees irrespective cof the frct whether the bill is retired
within 10 desys or leter.

(x)  All import bills under letters of credit shculd
be repcrted es 'Sales!, when the rupee liebility is
crystallised, in the reletive 'R' returns elong with
forms 'A'. The instructi:ns issued by the Reserve Benk in
this regesrd shculd be scrupulously fcllowed.

(xi) If en import bill received has discrepencies,
the matter shculd be immedistely tsken up with the
negetisting benk hclding documents st the risk and
responsibility cf thet benk 2nd the bill shculd be trerted
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as an impcrt bill for the purpcse c¢f crystellissticn after
the discrepsncies sare removed. Otherwise, the bill shculd

be tresoted 2s & collecticn item.

Exchenze Ccntrol Repul stions.

6.19. The reguleti'ns gcverning impert of gocds from
cutside India ere ccnteined in Cheptor 13 of the Exchenge
Control Menuesl (1978 edition). Authcrised deslers have
been delegated wide pcwers tc effect remittences agringt
imperts, whether ageinst C.G.L. cr specific impert

licences issued by ITC esuthcrities, and only » few types

cf ceses, e.g., imports cn deferred peyment terms, edvence
payments ageinst imports, remittences in excess cf the velue
-¢f import licences, imports inte bond, etc., ere required

t2 be referred tc the Reserve Bank thr ugh suthorised desler
fcr gpecific spprovel. The Inspecting Officer shculd
femilerise himgelf with the regulsti ns befcre commencing

2 scrutiny cf import letters of credit and adveances

grerted by the benk for finencing of imports.

Guidelines focr Inspecting Officers.

6.20 As e2lready indiceted in Cheptzr 5 cn Finencing cf
Exports, the Reserve Benk, es the supervisory suthority,

ig begiceally concerned with the quelity ¢f credit sppreisel
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end effectiveness of the aupervision exercised by the bank
cver import finance extended by it, as pert of the
aggessment cf the benk's sdvences portfolio., Beering
this in mind, the Inpsecting Officer shruld test check
selected trensecticns, which should include some items of
remittences of Rs.50,000 and sbcve effected by the benk

ageinst impcrt licences/0.G.L., in order to verify

Letters of credit.

(i)  Whether letters of credit limits sre sencticned
by the bank after teking intc ccnsiderstic-n ell the
relevent fectcrs including merketsbility =nd price
stebility of gocds to be imperted es elso e critical
sppreigel cf the sbility of importers to retire bills from
their cwn resources cr cf the adequency cf srrangements

mede by them to resise necessery resources in time;

(ii) Whether letters cf credit have been opened
under proper sencticn cf the eppropriete higher authorities
or within the discretionesry pcwers of the Menag-:r, ana
where letters of credit have been opened under the
discretionsry pcwers of the Meneger, whether the fecility
hes been ~llcwed to deserving perties cnly;

(iii) Whether the benk mainteing credit reports on
cverséas suppliers in whose favcur impert letters cf credit

ere csteblished;
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(iv) Whether the Exchenge Control requirements that
letters cf credit shculd be opened by esuthorised derlers
cnly on behalf of their own custcmers who meintesin accounts
with them and are known to be perticipating in the trede,
thet credits shculd be gsteblished only after verificaticn
of the Bxchenge Ccntrcl ccpies of impcrt licences (except
in cesses where imports are under valid 0.G.L) as 2lso
dccumentsry evidence tc the effect thet firm crders for
the ge:ds tc be imperted hsve been pleced and accepted,
and efter making endcrsements on import licences at the
time of opening letters cf credit, that the dste cf expiry
cf the credit sh-uld not be later than 75 deys after the
final dete for shipment permitted under the relestive
( specific) import licence, thet letters of credit shculd
nct be cpened during the grace period of 60 deys for
effecting shipments allcwcd by ITC authcrities »nd thet
in cases where lettcrs cf credit have been opened on
F.C.B. terms, suitsble provisic¢n should be made to ccver

freight end insurence cherges, hsve been complied with;

(v)  Whether in the case of letter of credit with
provisicn fcr deferred payment facility, the constituent
hes been remitting insteslments eccording to the terms cf
the credit end is in ~ pcsiticn to meet future commitments,

#s end when they rccrue;
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(vi) Whether the benk has implemented the suggesticns
of FEDAI (mede »t the instence of the Reserve Benk) thsat
letters of credit should stipulete thet shipments shruld
be made only by Conference vessels which are on the Lloyds
gpproved list snd which are sea-worthy, thet letters of
credit should eell for o certificete cof inspecticn by e
well-kncwn Internaticnal Inspecticn Agency, that in cese
of large velue import contrects, banks shculd obtein
credit repcrts cn the suppliers befcre issuing letters of
credit, that letters cof crcdit shiuld cell fer e certificete
of origin from en independent third party like e Cheamber
¢f Comnerce and thet benks shculd see whether, tsking into
acccunt the vclume of consumption/demend in India for the
gocds crdered, the import contract cn the besis of which
letters cf credit ere igsued, wes resscnable; the
underlying intenticn in the last suggesticn being thet
benks shculd discourage speculsti.n in commodities either
cn the basis ¢f ertificial scercity cr cn the besis of

expectestions of chenges in the Import Policey;

(vii) Whether there is any indiceticn thrt imperters
have entered intc contracts with cverseess suppliers end/or
brck-doted the contrects or the relstive letters of credit
in crder to circumvent restricticns imposed by the Import
Policy (impcsing e ben cn or cenalisesticn of Import of the
ccrmmodity invclved). If so, the metter shculd be lccked

into in deteil by the Inspecting Officer;
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Impert bills received under
letters of ecredit

(viii)Whether discrepancies, if sny, in documents in
relesticn to the terms end ccnditicns of the letters of
credit, sre prcmptly tsken up with the foreign brench/
correspondent; whether in cese, due to such discrepencies,
the foreign brench/correspondent hes negctisted the bill
egeinst indemnity c¢r under reserve, the ascceptence/payment
cf the bill has been promptly advised to the fereign
breanch/correspondent =nd in the event c¢f dishcncur c¢f such
a bill, nctice ¢f dishcnour has been promptly sent tc the
fereign brench/ccrrespendent by ceble/telex, demeanding
refund cf the snount, if eny, cbtesined by it in reimburse-
ment, rs required;

(ix) Whether (7) usence bills sre adequately stemped
cn their receipt by the bank (b) due detes ~re correctly
errived et end reccrded in a diary meinteined fcr the
purpcse end (c¢) acceptence is properly reccrded cn the
bill end there is 2 pirccedure cf verificetion of the
acceptor!s signsture (the Inspecting Officer shculd check

this by selecting » few bills at rendom);

(x) Whether in cese¢ cf non-payment of dccumentery
bills, prompt steps ere teken to protect the gocds covered
by the bills (bills not retired even after the arrivel of
the cerrying vessels should rceceive speciel scrutiny and

the resscns therefor ascerteined);
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(xi) Whether in ceses where import loan/trust
receipt fecilities have been grented, the =dvences have
been allowed only for a reascnable period end sanction of
the appropriste authcrity hes been cbterined, where

necessary;

(xii) Whether the guidelines issued by FEDAI regsrding
the accounting procedure in respect cf import bills
received under letters cof credit hsve been fcllowed by
the benk;

(x111) Whether interest and other cherges, where
necessery, cre ccllected from the drawees ot the time of
rerslissticn cf the bills in accordsnce with the directives
issued by the Reserve Benk snd the rules of FEDAI;

(xiv) Whether the Forcign Percel Register is
meinteined fcr foreign inwerd bills end parcels, the
perticulers of percels/bills =re properly reccrded therein,
and necessery sefegurrds for the custody cof bills ~nd

parcels ere observed;

EBxchsnge Contrcl sgpects

(xv) Whether the verious formelities relating to
import trensacticns prescribed in Chepter 13 of the
Exchenge Ccntrol Menuel such =s (»2) submissicn of the
Bxchenge Control copy of the import licence to the Reserve

Benk aofter its utilisesticn to the maximum extent
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(b) peyment for impcrts in the prescribed/spproved currency
and in eccordence with permitted methcds (c) obteining
prior epprovel of the Reserve Bank fcr remittence of
proceeds cf bills relating tc imports under 'cesh' import
licences where remittence has been delayed beyond the
prescribed period, viz., six mcnths frcm the last dste for
shipment esuthcrised under the impcrt licence (including
grece pericd) cr under the 0.G.L., as the cese may be
(d) cbteining apprcvel of the Reserve Benk fcr opening
letters cf credit ageinst import licences on 'deferred
peyment' besis cr fcr furnishing gueresntees in the case c¢f
such imports tc ccver due peyment of instslments by the
importers (e) merking off the amount ¢f freight cn the
relestive import licence befcre issuing teo the ccnsighee a
certificate (in the prescribed fcrm) in support of gplice
ticn for payment of freight in rupees in ceses where gocds
ere shipped to Indisa (other then under 0.G.L.) on !'freight
pryeble at destinsticn' basis, etc., have been ccmplied
with by the benk;

(xvi) Whether payments in retirement cf impcrt bills
sre received by the bank, irrespective cf amcunt, by debit
to the =2ccount c¢f the importer cr by means c¢f » crossed

cheque drawn by him cn his other benkers;
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(xvii)Whether in the cese ¢f impcrt by pcst percel
the preceuticns envigesed under the Bxchenge Centrcl

recoulesticns heve been cbserved;

(xviii) Whethor in the cese cf impcrts under foreign
lcensg/credits, the terms end ccnditirns ¢f the relevent
Public Nctice issued by the Impcrt Trede Ccntrcl have becn
ccmplied with 2nd the prescribed dccuments a2s required
heve been duly cbht=ined snd fcrwerded tc the ccncerned

suthcrities premptly.



CHAPTER 7

PORYARD EXCHANGE CONTRACTS

A forward exchange contract may be defined as an
overation in exchange whereby a rate is fixed at once for
a purphase of sale of one currency for another which is to
be completed at some future date. In other words, a forward
exchange contract is a firm and binding contract between
a customer and his banker, or between two banks, for purchase
or sale of a specified quantity of a foreign currency, at
a rate of exchange fixed at the time of making the contract,
for performance by delivervy and payment at a future time
agreed upon when making the contract. The purpose of the
forward exchange contract is to fix the exchange rate in
advance for a future commitment in a foreign currency in
order to eliminate the risk cf an adverse movement in the
rate of exchange vnrior to the maturity of the commitment.
Tor instance, an exporter who has to receive payment for
goods in a foreign currehcy at a future date or an importer
who has to discharge his debt at a future date in a foreign
currency can enter into a forward exchange contract in order
to fix the value of the debt receivable or payable in terms
of rupees. The ingredients of a forward exchange contract
are the narties (buyer and seller) to the contract, the
amount expressed in foreign currency, the rate of exchange

at which the purchase or sale is made, the date on or the
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period during which the foreign exchange will be delivered
and the mode of delivery. No money passes between the
~parties to a forward exchange contract until the agreed
time arrives when the transaction is completed at the rate
of exchange fixed in advance on the date of the contract.
Forward exchange contracts may be classified as under :

(1) Merchant contracts between banks and their exporter/
inmnoirter customers.

(ii) Inter-bank contracts between banks in India usudally
through the medium of exchange brokers. These are normelly
entered into for covering operations.

(1ii) Contracts between banks in India and their overseas
branches/correspondents for covering operations.,

(iv) Contracts for sale of certain specified foreign
currencies by banks to the Reserve Bank, These are entered
into by banks as a last resort since the rates of the
Reserve Bank are least favourable to them. The banks need
not approach brokers for fixing contracts with the Reserve

Bank,

T.2 YYhen a bank enters into forward exchange contracts
with customers or banks, it takes credit risk. For instance,
if a customer or a counter-party bank which has to deliver
foreign currency fails to deliver it on maturity date, the

bank must meet its off-setting customer or inter-bank
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obligation by vpurchasing the currency which it had expected

to receive (but did not receive) and had, in turn, contracted
to deliver to the third party (customer or bank). The

actual gain or loss will depend on the then-prevailing spot
rate of the desired foreign currency relative to the

contracted rate for the-dafaulted contract. The difference

is deemed to arise from credit risk. The bank must, therefore,
be confident at the time of concluding a forward contract

that the counter-narty possesses the financial soundness

and liquidity required to meet at maturity, the obligations
being undertaken by it. As the standing of the counter-parties
may change during the intermgnm of such contracts, the
outstanding contracts against each counter —party should

be monitored periodically by the bank,

Terchant contracts

T3 The regulations relating to forward dealings with
merchants are contained in Chapter 7 of the Exchange Control
ifanual (1978 edition) and the Inspecting Officer should
carefully study the regulations before commencing a scrutiny
of forward exchange contracts entered into by a bank with
its exporter/importer customers., The more important

regulations are summarised below for ready reference.



Te4 Forward contracts cannot be undertaken with persons,

firms, companies, etc., resident outside India.

Te5 Authorised dealers must satisfy themselves that
exchange risk cover ig required in respect of a genuine

trade transaction.

7.6 Contracts for forward purchases and sales may be

entered into only in permitted currencies.

T.7 Authorised dealers nust ensure before entering into
forward contracts that their exporter/importer customers
are in fact exposed to an exchange risk in resvect of the
underlying transaction and the risk is in the currency in
which the forward cover facility is desired. For instance,
if the sale contract between exporter and overseas buyer

is entered in pounds sterling, a forward cover can be
provided only in pounds sterling and not in any other
currency. Doubtful cases and cases where the parties are
exposed to exchange risks in more than one currency in
respect of the same underlying transaction should be referred

to the Exchange Controi Department.

Forward facilities for exports

7.8 The amount of forward nurchase contract should not
exceed the expected proceeds of a shipment already made/

to be made. Where shipment has already been effected,



the amount of forward purchase should not exceed the value
of the bill presented by the exporter for negotiation/.
collection. In cases where agency commission in respect

of an export bill is desired to be deducted from the bill
and paid to the agent abroad, the amount of forward purchase
should not exceed the net amount expected to be received

in India.

7.9 In the case of exports on consignment basis, forward
purchase may be made only after the shipment has been
effected and to the extemt of the relative bill drawn in

respect of the shipment.

7.10 The exporter customer must apply to the bank either
in the bank's specified application form or by letter
requesting for a forward purchase contract. Along with
the application/letter, the customer must submit the
following documents as evidence of the genuineness of the
transaction,

(1) The original sale contract between exporter and
overseas buyer and/or firm order from overseas buyer showing
description and quantity of goods to be supplied, agreed
price, approximate date of shipment, etc.

fii) A valid irrevocable letter of credit in favour of

the exporter and a declaration from the exporter concerned

that he has not entered into any other forward exchange
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contract against the same letter of credit or the underlying
sale contract in respect of the shipment in question.

Where letters of credit are incomplete in any material
respect such as unit price or description or quantity,
forward contract may be booked only after verifying the
underlying firm order or contract.

(iii) 1In cases where a contract is entered into on the
basis of cables/telex messages, the cables/telex measages,
etc., in original, between the exporter and the overseas
buyer showing definite offer and acceptance and indicating
quantity, price/value of goods to be shipped and approximate
date of shipment, should be nroduced to the authorised
dealer. In such cases, a written undertaking should be
obtained from the customer that he will produce the

original sale contract and/or letter of credit within a
nonth from the date of booking of contract and the bank
should ensure that the contract/letter of credit is so
produced.

(iv) The verification of sale contract may be dispensed
with while booking contracts against export documents

already sent for collection through the bank,

Forward facilities for imports

Te11 Autherised dealers may sell forward exchange to
their constitutents against import of goods into India

after satisfying themselves that the foreign exchange



to be sold does not exceed the value of the goods contracted
by the importer with overseas seller of goods or the valde
for which letter of credit has been opened through their
medium, provided the proposed imports are covered either

by valid import licence or by Open General ILicence, In

the case of imports contracted on f.0.,b./c.& f., etc., basis,
forward sales may be made for the firm value on f.o.b./c. & f.,
etc., basis or if so desired by the importer for estimated
c.i.T. value inclusive of reasonable estimates for freight/
insurance/escalation charges if latter charges will be paid
by supplier and recovered from importer on the invoice.

Any commission payable in rupees to local agents should be

excluded before concluding the forward sale contracts,

T.12 Before entering into forward sale contracts against
import of goods into India, authorised dealers should
verify that the imnorter wishing to purchase forward exchange
is in possession of valid import licence with Exchange
Control copy covering the provnosed import. Authorised
dealers should not book forward contracts either in
anticipation of issue of licence (even where the importer

has received "Letter of Intent") or on the strength of the
importerts statement that he has valid import licence.

In all cases, original Exchange Control copy of licence

should be called for and inswected. Additionally, authorised



dealer must verify either that letter of credit has been
opened through his medium covering the pronosed import or
that firm order has been placed by the constituent and
accepted by overseas supplier, for the provosed import.

An apvropriate remark about the booking of contract should
be made on the licence over stamp and initials of authorised
dealer before it is returned to the importer. Full
particulars of the licence should also be recorded with
the authorised dealer., VWhere import is proposed to be
made under Open General TLicence, authorised dealers should
verify that the proposed import is in fact covered by a2

current Open General Licence.

7.13 VWhile entering into forward sale contracts or
extending delivery vperiod of forward sale contracts already
fixed, authorised dealers must ensure that the last date
of delivery under the contract or the extended contract,

as the case may be, does not fall beyond six months from
the date of shipment if goods are already shipped and
expected date of shipment according to underlying sale
contract if goods are yet to be shipped., These rules are
applicable for import of goods into India covered by 'cash!
import licences (i.e., licences not stipulating deferred
payment terms) or under Oven General Licences. Fixation

of forward sale contracts or extension of forward
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contracts already fixed ao as to provide for delivery
beyond six months from the date of shipment is not

permissible,

Vé;ifipaﬁigp of documents,
uvtilisation of cover,
cancellation of contracts, etc,

7.14 Authorised dealers must mark documents verified

while booking forward purchase or sale contracts with
renarks indicating date and amount of forward contract under
heir stamp and initials. A record of documentary evidence
so verified should be kept contract-wise in a systematic

mapner,

T.15 The last date of delivery under forward purchase
contract with extensions, if any, should not tall heyond three
months in the case of exports to Pakistan and Afghanistan

and siz months in other cases, from the date of shipment

if goods are already shipped and expected date of shipment
according to underlying sale contract if goods are yet to

be shipped. However, where the Exchange Control Department
has relaxed the time 1limit for realisation of proceeds of
exvorts, the corresponding forward purchase contracts may

be extended to cover the extended period approved by the

Ixchange Control Department.



7.16 It is in order for authorised dealers to book a
single contract against different firm export orders
provided payments against all the orders are to be received
through themselves subject to the conditions stipulated in
paragraph A.4 of Chapter 7 of the Exchange Control lManual.
In terms of A.D.(G.P.Series) circular No.55 of 1979,
authorised dealers are also permitted to fix a single
contract covering several bills sent through their medium
for collection covering shipments already made by the
exporters, If, however, a forward contract has to be fixed
for a round sum representing part of the total wvalue of
the bills, without identifying the amount covered against
each bill, the authorised dealer should insist on the
exporter furnishing a list of all the bills sent through
the authorised dealer's medium against which the cover is
required. The authorised dealer should verify the
correctness of the information furnished by the exporter
and thereafter fix a single contract on condition that the
exporter will not be eligible for covering at any subsequent
stage the uncovered balance of the listed collection items,
Additionally, in such cases, the full value of the bills
should be first adjusted against the conteact as and vhen
they are realised and the value of the remaining bills

ad justed on ready basis.
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T.17 Forward purchase and sale contracts must be utilised
for fulfilment of the same transactions in respect of which
they were originally fixed. In no circumstances, should
contracts be utilised even partially against any other
foreign exchange commitments or risks of a constituent.
In case of forward sale contracts against imports, this
prohibition applies even where the order in respect of
wvhich the contract is desired to beuwilised and the order
against which the contract was originally booked are
covered by the same import licence or Open General Licence,
Authorised dealers arce, however, permitted to accept from
exporters delivery of foreign exchange derived from part
shipment(s) in part utilisation of forward purchase
contracts and to allow utilisation of a forward purchase
contract against shipment of goods of a quality/grade, etc.,
different from that mentioned in the original order from
the foreign buyer provided that the foreign buyer has
agreed to accept those goods under the same order and
suitable documentary evidence in support thereof is
prcduced to the authorised dealer. TFurther, in terms of
AD.(G,P. Series) @ircular No.55 of 1979, where after
fixing forward purchase contracts, exnorters obtain unit
price rises for the products toc be exported on grounds

of rise in raw materisl prices, hikz in export duty/
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freight charges, etc., or as 2 result of operation of
escalation clauses, authorised dealers may accept deliveries
after satisfying themselves that the goods to be shipped

are the same (even if of a different quality or grade,

etc. ) and the price rise hos been negotiated in respect of
nart or whole of the same order against which the forward
cover was fixed. Documentary evidence submitted by
constituents in this connection should be marked by the
authorised dealer in the manner indicated in paragraph 7.13
above. In the event of a balance being left unutilised out
of a forward purchase or sale contract after completion of
the original transaction, such balance must be cancelled.

o fresh ready purchases from or sales to a constituent
should be made in resvect of a transaction for which forward
vpurchase or sale contract had been previously fixed.
Authorised dealers should maintain records in a systematic

manner so that this can be ensured.

T.18 Authorised dealers may cancel unutilised portion of
forwzrd purchase or sale contracts, without reference to
the Reserve Bank, irresnective of amounts involved. In
cases, however, where umatilised portion of the contract
exceeds U.S. % 500 or its equivalent, authorised dealers
should obtain applications from their constituents (on

form FCCY or PFCC2 given in Iixchange Control Manual -
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Volume II) for cancellation of the contract. Authorised
dealers should satisfy themselves about the genuineness of
the reasons for cancellation stated therein. Reports of
such cancellations should be furnished immediately to the
Reserve Banl: enclosing cony of application with their
certificate appended thereto together with supporting

docunentary evidence.

7.19 Authorised dealers should not keep forward purchase
or salez contracts open for unreasonchle length of time
nerely on the ground that application for cancellation has
not been received from the cuctomer. 1In such cases,
unutilised portions of contracts may be cancelled if
authorised dezlers are otherwise satisfied that their
customers are not in a position to fulfil the contracts.

A sepesrate report of such cases should be submitted to the
Reserve Bank. Rule 9 IV of EDAI Rules provides that if

an expired forward cecxchange contract is not taken up,
extended or cancelled withii 2 naximum period of 2 months
from the date of its expiry, authorised dealer should treat
it a3 cancelled on the expirv of the said period of 2 months
after serving a 15 days ' notice S0 the contracting party
in respect of the cancellation, »rovided the authorised
dezler is satisfied that no further delivery will be made/

taken up by the contracting party.
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7.20  Authorised dealers should not cancel a forward
purchase contract entered into with a customer against a
firm export order on the ground that the letter of credit
openecd by the buyer is restricted to another authorised
dealer., In all such cases, exporters should arrange through
their bankers for obtaining vayments in foreign currency
from the bank to which the letter of credit is restricted

so that delivery of foreign exchange may be made under

forward purchase contract.

7.21 While cancelling forward sale contract entered into
against import of goods into India, amount cancelled must
be endorsed on Exchange Control cooy of the relative import
licence, excent in undernoted cases :

(a) where contract has been cntered irnto with an indenting
agent under a valid Letter of Authority and the original
nolder of import licence decides subsequently to import
either directly or through another indenting agent;

(b) where original overseas supplier may not be in a
position to supply the relative goods and importer desires
to transfer the order to another supplier;

(¢c) where cancellation has arisen because of freight and/
or insurance having been settled locally and the amounts

kFaving already been =ndorsed on the licence,
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In all cases wherec amount cancelled has not been

endorsed on the licence, suitable nxplanatory note should

be given in the rejnort recuired to be submitted to the
Rescrve Bank, If any requazsts are received from constituents
for cancelling endorsem~ant on import licence (relating to
undelivered portion of the forward sale contract), reference
should be made to the Reserve Zank stating reasons why

the endorsement is required to be cancelled,

7.22 Torward purchase/szle contracts covering exnorts/
imports on deferred payment hasis should not be cancelled

without the prior approval of the ixchange Control Department.

Deierred paymsnt export/imnorts,,
expore of services and fornign
currency notes and _surnlus

freight/passazc  collcction

7.23  Authorised dealers ars nermittcd to provide long-term/
roll-over forward cover for deferred »nayment exports/ imports
as well as forward facilities against exvort of services,
export of foreign currency notes and surplus freight/passage
collections subject to stinulations in paragraphs TA.5,

TA.10, TA.11, TB.4 and 7B.5 of the Hxchange Control ilrnual,

Inter-bank contracts and
consracts with overseas
branches/correspondents _

7.24 Subject to compliance with the »rovisions in

raragranhs 2 and 3 nf Chavier 3 of thz Exchange Control
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llanual regarding exchange position and cash balances,
authorised dealers may freely enter into forward purchase
or sale contracts in any permitted currency, against rupees,
or any other nermitted currency, with other authorised
dealers in India, They may also freely correct imbalances
in their own exchange position such as overvbought in spot
position and oversold in forward position or overbought at
one forward vosition and oversold at another, by making
approvriate swap operations in the currency with other
authorised dealers in India. However, authorised dealers
should, as far as possible, avoid outright forward or sg
swap transactions which will result at the close of business

on any day in unreasonably 'mismatched' maturities.

T7.25 Subject to compliance with the provisions in paragraphs
8.2, 8.3, 8.8 and 8,9 of the lixchange Control Manual,
authorised dealers may buy and sell for forward deliveries
any permitted currency against any other permitted currency
from and to banks (including overseas branches of authorised
dealers) in the DBxternal Group of countries or make swap
operations in permitted currencies with them, However,
authorised dealers are required to put the broker network

or inter-bank communication channels in India to maximum

use before undertaking the overations with overseas banks

and explore whether necessary cover for merchant business
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or for regtification of exchange position imbalances cannot

be secured in inter-bank tiarket in India itself.

T.26 Operations for forward purchase or sale of foreign
currencies against rupees with overseas banks (including

overseas branches of authorised dealers) are prohibited,

T7.27 In case of forward purchases and sales made with
overseas banks (including overseas branches of authorised
dealers ) involving amounts individually exceeding U.S.$
500,000 or its equivalent, particulars thereof are required
to be intimated on a daily basis by letter to the office
of the Reserve Bank to which R Returns are submitted by
authorised dealers in the manner indicated in paragraph

8.7(iii) of the Exchange Control Manual.

T7.28 Authorised dealers must not do any transactions
with their overseas branches/correspondents which would
enable them to grant to persons, firms or companies in
India forward exchange facilities which are contrary to

Exchange Control regulations in force in India.

Rules .of Foreign Exchance
Dealers! Association of India

Contract amounts

T7.29 Forward exchange contracts should be for definite
amounts, i.e,, there should be no provision for excess
or shortage, For instance, a forward contract for purchase

of say $ 10,475 with a provision xyEXXXXXXXXXXIXXXXXXX
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of say 10% nore or less is not permitted by Rule 4 I of
FEDAT Rules, When nmore than one rate for bills with
different deliveries are nentioned, the contract nust

state the amount and delivery against each rate.

Option of delivery

T7.30 Forwvard contracts may be fixed or option forwards.
A fixed forward is a forward contract where one specific
date is agreed upon for perforaance to take place, for
exanple, 14th of August. An option forward contract is
one where a gpecific period of time is agreed upon and
perfornance must take place during such a period, for
example, 15th of January to 14th of February, The word
'ontion' does not mean the customer has a choice as to
whether or not to take or give delivery of foreign currency
The narty to whom the option is given is bound to complete
the deal and his ontion applies only to the date, within
the specified option pericd, on which he nay choose to

conplete it.

7.31 Rule 4 I(b) of FEDAT Rules lays down that the option
of delivery should in no case extend over a total period

of nore than one calendar nionthk, for exanple :

15th Janvary to 14th February

30th January to 28th (29th) February

28%th February to 27th March

31st March to 30th April
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7.32 The first and the last dates of delivery must be
stated in the contracts. It ic not permissible to use
general expressions such as 'delivery one week', or
tdelivery one month' or 'delivery two nonths forward!?,
etc. Unless it is specifically stated in the contract to
the contrary, the option of delivery lies with custonmers
or parties, other than authorised dealers, irrespective
of whether it is a sale or nurchase contract. Between
two banks (authorised dealers), the option of delivery lies
with the buyer, unless otherwise stated., Delivery can be
taken/given by the customer on any day during the option
period as determined by the first and last dates of
delivery. In case the last day of the delivery period of
a contract falls on a Saturday or a holiday, the contract

should be deemed to fall due on the preceding working day,

Substitution of bills for T.Tgs,
and vice versa (Rule 8I)

Te33 If a forward contract is made for the purchase of
an export bill, the bank should not accept delivery of a
clean T.T. or documentary 7.,T. in substitution fthereof.
This is because, it is argued, the substitution would
upset the rediscounting arrangenents the bank might have
nade in the foreign centre for usance bills, when the
forward eontract was originally fixed. However, since

there is no question of rediscounting sight {(0.D.) bills
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in a foreign centre, banks may accept delivery of a
documentary T.T. in substitution for 0.D. bills subject

to recovery of the cost, if any, of budleeing the relative
cover contract. Further, a bank may accept delivery of
bills under a contract made for the purchase of T.T.
provided the interest at the current rate of interest
applicable to the purchase of the bills in question and the
cost, if any, of budleeing the relative cover contract,

are recovered,

Changes in contract usance
prior to or at the time of

contract delivery (iule 8 IT)

T7.34 It is within the option of a bank whether to accept
or to zgree to accept bills drawn at usance other than
that stated in the contract. For instance, it may accept
90 days bill instead of 60 days bill stated in the contract
or vice versa, When the bank permits such a change, a
difference in rates will either be allowed or collected,

as the case may be, from the original rate quoted to the
merchant, The differenoe should be calculated on the
basis of any change in the rate of inberest applicable to
the purchase of the bills in question between the date of
the contract and the date of substitution, and the cost,

if any, or budleeing the relative cover.
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Changes in usance of bills

— e e

subsequent ¢0 purchage

7.35 If the usance of a hill purchased is altered to a
longer period, it is not enough to collect, from the
jrawer or the drawee, only 3he additional interest but

the bank should also recovei interest on the basis of any
change in the rate of interest applicable to the purchase
of thz bill in question between the date of purchase and
the date of alteration in the vsance, and the cost, if any,

of budleeing the relative cover.

Alteration of a D/P
bill to D/A subseguent

to nurchase

7.36 VYhen a D/P bill (whick attracts a higher rate)is
altered to D/A after purchase, the purchasing bank should
not make a refund of the difference between the D/P and

D/A rates.

Barly delivery under
forward exchanze contracts

7.37 Rule 9T of FEDAI Rules provides that it is optional
for a bank to accent or give earlier delivery under a forward
contract than that originally contracted for and that in

all sueh casgses, the cost if any, of budleeing the relative

cover including interest on any outlay of funds by the bank

or the purpose of arrancsing the budlee, at the time of

)}

accenting or giving early delivery, irrespective of whether
an actual budlee is nade or not,should he recovered from

the merchant.
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Ziample

A Dank entered into = forward contract with its
exporter customer for thrae months for Us $ 50,000 at
8 10.75 for the purchase of a sight (demand) bill. The
hank's cover sz2le for thiree months forward was fixed at
3 10.60., Before the end of the second month, the customer
approaches the bank with the bill for negotiation. The
banr agrees to accept early dslivery. On the date of
negotiation, the inter-bank rates are as under :

1 month forward (Buying) % 10,60

2 months forward (Selling) $ 10.45

Assuming that the bill will take 20 daye for
realisation, the bank will sell one month forward at the
inter-bank buying rate of & 10,50. As the original cover
sale eontract will mature in about two months time, the
bank will buy two months forward at the inter-bank selling
rate of $§ 10,45, Hence, the budlee (swap) transaction will
be as follows :

Sell one month forward
$ 50,000 at $ 10,60 R.471,698.11

Buy two months forward

Cost of hudles Bs. 6,770.78
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The brokerage on the above two inter-bank contracts
aggregating R5.950,167 at, say, 0.01 per cent, amounts to
Bs.95.02, The bank will recover the cost of budlee and
brokerage from the customer while negotiating the export

bill at the rate originally fixed under the contract as

under ¢
Demand exzport bill for
$ 50,000 at £ 10,75 Rs¢465,116.27
Less :
Cost of budlee R, 6,770.78
Brokerage Rse 95.02
Net amount payable to Rs,458,250,47
customer

There is no outlay of funds by the bank under the
swap transaction and, therefore¢, no interest in this

regard is to be recovered from the customer.

Ixtension of forward
cy.change contracts

7.38 It is laid down in Rule 9 II (A) of FEDAI Rules

that the extension of a forward exchange contract is at

the contracting bank!s option. At the time of extension,
the bank has an opportunity to reassess the risk and the
option to determine the contract or impose other conditions
such as & cash margin, etc,, as may appear necessary, A

fTorward exchange contract may be extended at any time
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nprior to, during or after the delivery neriod stipulated

in the contract. The cost of extension to the customer
would be the cost of budleeing the relative cover including
interest on any outlay of funds by the bank for the purpose
of arranging the budlee at the time of extension irrespective
of vhether an actual budlec is made or not., In case,
however, the contrazct is extended after the last delivery
date specified therein, the bank would charge for such an
extension overdue interest or exchange difference (cost of
budlee), whichewer is more favourable to the bank (but

not both), for the overdue vneriod, i.e., the period for
which the contract remaing unextended beyond the last date
of delivery. The overdue interest or exchange difference
should be collected from the customer at the time of
extending the contract which continues to run at the same
rate, The above rules are applicable to extensions of

forward exchange contracts in all currencies.

Cost_of budlee (Swap)

T.39 The cost of budlee (swap) to be collected from the
customer consists of the following :

(i) The difference between the selling and buying rates,
whenever such difference is against the bank.

(ii) Brokerage on inter-bank sale and/or purchase depending

whether it is a short swep or a long swap.
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(iii) The interest on any funds invested by the bank
(outlay of funds) on vehali oFf the customer as a result

of extension of the countract.

Overdue intverest

7.40 In the case of a contract extendzd after the last
delivery date specifiad therein, the overdue interest is
to be charg=zd by the hank on the runee equivalent of the
foreign currency at the contract rate as follovs :
(i) Por purchzse contracts, interbst at not less than
2 ver cent per annum over the ruling discount rate of the
Central Banking Institution of the country on which exchange
was fixed, with a minimum of 7 wer cent per annum, from
the date of expiry tq the date on which extension of the
dclivery period is arranged.
(ii) For sale contracts, interest at not less than 2 per
cent per annum over the Reserve Bank of- ITndia Rate, with
8 ninimum of 7 per cent ver annum from the date of expiry
to the date on which extension of the delivery period i8
arransed,
Lxample

A bank entered into a two months forward contract
for the purchase of an export bill sent for collection

amounting to U.S. & 100,000 at 1,100 = § 9.84 and covered

itself in inter-bank market at & 9.75. Ten days after



17%

the expiry of the contract, the ~xporter requested the
ban!s to extend the contraect by two months when inter-bank

rates were as under :

Spot $ 9.7800
1 month

forward ¢ 9.7950
2 months

Torwvard $ 9.8100

The bank'!s cover sale will havz: to he met by spot purchase
and simultaneously it will have to sell forward for two
months to mateh the extended delivery period.

Buy svot 8 9.73

3ell forward
-~ 2 months g 9.81

Swap difference $ 0.03

The swap difference is against the bank and it will, therefore,
be recovered from the customer along with brokerage.

However, as the spot purchase is at a rate (%.100 = § 9.78)
higher than the bank's ccver sale (%.100 = § 9.75), there

is no outlay of funds.,

Adjusted Rate

Original contract

rate 8 9.3400

Add

Swap difference $ 0.0300

Brokerage & 0.0040
$ 9.8740

UL e Gy, v w—y

Rounded to - $ 9.875
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Rupce equivalent

& 100,000 at
2 9.8+ (Contract
rate ) Rs.10,16,260.10

3 100,000 at

% 9,875 (adjusted
rate) ’s.10,12,658.20

Lxchange difference Rs, 3,601,90

The interest for the overdue neriod of 10 days on the rupee
equivalent of the foreign currency at the contract rate
(F5.10,16,260) at 10,5% per annum (U.S. interest rate of
8.5% plus 2%) works out to 15.2,923,48. As the exchange
difference is more favourable to the bank than the overdue
interest, it will be recovered from the customer and the
contract will be extended at the original rate of S 9.84
for two months,

Cancellation of forward contiracts

T.41 Forward exchange contracts may be cancelled at any

time during the currency of the contract, on the date of
xpiry of the contract or after the expiry of the contracte.

On eoncellation, the penalty or the cost of cancollation

t» bo collocted from the cogstoner should consist of
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(1) exchange difference, plus

(ii) if the contract is cancelled before the option
period of delivery, the cost of budleeing the. relative
cover including interest on any outlay of funds by the
bank for the purpose of arranging the budlee, at the time
of cancellation, irrespective of whether an actual budlee
is made or not, and

(111 ) if at the time of cancellation, the contract

has already expired, then overdue interest on the rupee
equivalent of the foreign currency at the contract rate
from the date of expiry of the contract to the date of

its cancellation.

T.42 The exchange difference referred to in paragraph
7.40(i) above means the difference between the forward
rate fixed under the contract and the opposite spot rate
obtaining on the date of cancellation., Thus, a forward
sale contract is to be cancelled at the bank's T.T. buying
rate on the date of cancellation and the exchange difference,
if any, should be collected from the customer or paid to
the customer by the bank, as the case may be, Similarly,
a forward purchase contract is to be cancelled at the
bank's T.P. selling rate on the date of cancellation. The
exchange differenee not exceeding 8.10 may be waived at

the option of the contracting bank.
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7.43 Rule 9TII(B) of I'UDAI Rules lays down the rates of
overdue interest that should be charged by banks while
cancelling overdue forward contracts, vide paragraph 7.39
above, However, overdue interest not exceeding Rs.10 may
be waived at the option ci the contracting bank and it

may also be waived if a bhill. nurchase contract bhecomes
overdue dve to the bank's refusal to accept the bills
tendered as approved bills (vide Fule 10 of FZDAI Rules)
and tihe exporter takes up the contract by tendering other
approved bills or cancels the contract within a reasonable

t ime,
Exemple

On 25th June, a bank entered into a forward sale
contract for 2 months for DY 25,000 at the B.C. selling
rate DM 25,20, On the 24th August, the imvorter requests

for the cancellation of the contract, when the spot rates

for DM quoted by the bank are as follows 3

Selling rates Buying rates
T,T. 5.0 T.T. 0..D,
3,100 = DM 25.50 25.20 25.80 26.10

The forward sale contract will be cancelled by
the bank at its spot T.T. buying rate, even though the
forward sale was a B,C. sale, Thus, on the forward sele

of DN 25,000, the customer would have pa?d to the bank
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at the rate of DM 25.20 (i.e., the B.C. selling rate fixed
under the contract) : s, 99,206 .35
Less ¢ By purchasing back
D1 25,000 from the customer,
the bank would pay at the spot
T.T. buying rate of DM 25.80 : mf96,899.22
Rs, 2,307.13

The bank would, therefore, recover from the customer
Pse2,307.13 as the cost of cancellation., If, for instance,
the contract could not be cancelled until the 3rd September,
the bank would recover the cost of cancellation as under :

(1) Exchange difference
as calculated above P5e2,307.13
(ii) Overdue interest for
10 days (i.e., from
25th Avgust to 7xd
September) at 12% p.a.
(i.e., 2% over RBI
Rate) on 1.99,206.35 Bs. 326.16

Rse2,633.29

The cost of cancellation of the overdue contract
to the importer would, therefore, be R.2,633.29. If,
however, the exchange difference is in favour of the
customer, the bank would pay the exchange difference to
the customer but collect the overdus interest from him.
It is important to note that in the case of a forward

sele contract, the bank would cancel the contract at
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the T.T. clean buying rate irrespective 0f whether the

forward sale is a clean sale or a R.C. sale,

Guidelines for Inspecting
0fficers

7.44 While examining forward e:change contracts entered
into by the banl, the following points should be seen by
the Inspecting Officer.

Inter-bank and
customer limits

(i) The Inspecting Officer should ascertain whether
the guidelines given in paragranhs 3.2,3 and %.2.4 of the
Guidelines for Internal Control over Foreign Exchange
Business issued by the Reserve Bank, regarding setting up
and monitoring of limits for forward contracts for its
larger customers and individual banks, both overseas banks
as vell as authorised dealers in India, have been implemented
by the bank,

Documents and procedure

(ii) It may be seen whether hefore entering into
forward contracts with merchants, the bank has verified
that there is adequate documentary evidence in respect of
the relevant transaction of the constituent and a record
has been kept of such evidence which shows that the exchange
risk covered has been in respect of genuine trade transactions

and the method of remittance is a permitted one. It may
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he verified whether in cases where forward purchase comtracts
were boakad against letters of credit, the requisite
declaration of the exporter as required in paragraph TA.2

of the Exchange Control Manual had been obtained.

(i11) Vhere in any case, the forward purchase contract
had been booked on the strength of cable/telex message, it
should be werified that the original signed contract has
been submitted to the bank within a period of one month
from the date of booking of the. contract.

(1v) A few cases of forward purchase and sale contracts
may be verified with the available case papers to see
whether they have been booked in conformity with the
Exchange Control regulations.

Delivery period

(v) T™e Inspecting Officer should ascertain whether
the bank has ensured that the veriod of delivery (as extended
from time to time) is such that the last date of delivery
does not fall beyond 6 months {3 mewths in case of Afghanisthan
and Pakistan) from the actual date of shipment or expeoted
date of shipment or beyond the extended period approved by

the Reserve Bank,

Utilisation of cover

(vi) It should be verified whether the bank has a

satisfactory procedure/system for watching the delivery
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dates of forward contracts and ensuring that the contracts
are taken up/extended by the due dates. It may be noted
that authorised dealers are permitted to cancel outstanding
contracts unilaterally, i.e., even if the application in
Form FCC 2 has not been completed by the customer, after
giving due notice to their customers, at the expiry of two
months from the last date of delivery of the contracts, if
they are satisfied that the contracts will not be performed
by the customers. In the case of overdue contracts, the
comments of the authorised dealer should be obtained as to
why they have remained outstanding. Opportunities for
speculation in the exchange rate can be provided to
customers if contracts are not cancelled as quickly as
possiblg.

(vii) It should be verified whether the bank has
inbuilt procedures to ensure at the time of onurchasing
foreign currency proceeds of exports from their customers
or nurchasing their export bills, that a forward contract
has not been fired already in respect of the underlying
export order and is outstanding against which the purchases
are to be adjusted., Any cases coming to notice where such
purchases have been treated as rcady purchases when the
forward contracts were outstanding should be properly
enguired into as such shortcomings in procedure can provide

oprortunities for speculation in the exchange rate,
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(viii) Where forward contracts have been booked after
export bills were sent on vollection basis, it should be
verified whether the bank takes care and ensures that the
nroceeds of such bills when realised are adjusted against
the contracts and are not treated as fresh (i.e, ready)
nurchases, The aim should be to see whether proper
coordination exists between the department handling forward
contracts and that handling documents for negotiation/
purchase/collection.

(ix) If the bank had booked any contracts against
bills sent for collection after they were sent for collection
in terms of the relaxation vermitted in AD (GP Series)
Circular No.55 of 1979, it should be verified whether the
conditions laid down therein have been fulfilled.

(x) Tt may be verified whether the bank had any
cases where the forward contracts had been booked with it
by the exporter and the letters of credit ovpened subsequently
was restricted for negotiation through another authorised
dealer and if so, whether the bank arranged to obtain a
foreign currency draft against negotiation of documents
from the other authorised dealer for settlement of the
forward contract.

(zi) It should be verified whether the bank is allowing
exporters to substitute contracts, i.e., deliver proceeds

of an export contract other than the one against which
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the forward contract wss booked, without prior permission

of the Reserve Bank.,

Cover Operatioas

(x11) The bank's cover operstions in inter-bank and
overseas markets should be verified to see whether there

is any sneculative tendency in fixing forwz~d contracts.

Cgncell-tion
(x1i1) It should be checked that wherever unutilised

portions of cancelled contracts were more than U.3. & 500
or its eguivalent, they have beeul reported to the Reserve

B:=nk promptly.

Compliance with FEDAT Rules
(xlv) It should be verified, by a test check, whether

the chsrges prescribed under FEDAL Rules have been recovered
from customers wile accepting or giving early celiveries,
erenting exteasions snd/or cancelling forwsrd exchange
contracts as there is scope for leakage of the bank's

income.
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CHAPTER

NON-RESIDENT (EXTERNAL) RUPEE ACCOUNTS
AND FCREIGN CURRENCY (NON-RESIDENT)
AC COUNTS

Introduction

The accounts opened and maintalned with authorised
dealers in the names of persons of Indian nationality/origin
residing abroad, in pursuance of the Non-resident (Extermal)
Accounts Rules, 1970, are known as “Non-resident (External)
Accounts". The scheme was introdueed by the Reserve Bank
as a measure of incentive to encourage persons of Indian
nationality/origin to remit their savings to India. Initially,
the accounts were zllowed to be maintained only 1n Indian
rupees. Since 1st November 1975, Non-resident (External)
accounts have been permitted to be opened in degignated
foreign currencies. These acccunts are known as "Foreign
Currency (Non-resident) accounts (FCMR accounts)". Presently,
the FCMR accounts are permitted %o be opened in Pounds
Sterling and U.S. Dollars. The Exchange Control provisions
relating to Non-resident (Externa.) Rupee accounts and FCR
accounts are contained in Chapter 28 of the ZIxchange Control
Manual. The Inspecting Officers should familiarise themselves
with the provisions of the Manual before undertaking scrutiny

of Non-resident (External) Rupee acciunts and FCNR accounts.



8.2 Special Features

(1) Interest accruing on balances held in the Non-
resident (External) accounts is free of income-tax and
balances held in these accounts are exempt fram wealth-tax.
Gifts made from the accounts are also exempt from gift-tax.

TIhe balances are, however, not exempt from estate duty.

(ii) The rates of interest payable by banks on deposits
of maturity of one year and above held in Non-resident
(External ) Rupee accounts and FCMR accounts are 2% higher
than the rates permissible on domestic déposits of comparable

maturi ty .

(1ii) Balances held in these accounts alongwith interest
thereon are freely repatriable outside Indla at any time at
the request of the account holder without obtaining prior

approval of the Reserve Bank.

(iv) The exchange risk involved in maintaining FCNR
accounts in the designated foreign currencies and the interest

accrued thereon is borne by the Reserve Bank.

(v) Transfer of Non-resident (External) accounts
from one branch of authorised dealer to another branch of the

same authorised dealer is freely allowed.
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(vi) Transfer of funds from Non-resident (Bxte-nal)
accounts held with one authorised dealer to another authorised
dealer at the same centre or at another centre for opening
new Non-resident (External) accounts is allowed by authorised

dealers on fulfilment of certain conditions.

(vii) Transfer of funds from Non-resident (Bxternal)
account of one person to the Non-resident (External) account
of another person may be considered by the Reserve Bank on

fulfilment of certain conditions.

8.3 Opering of Accounts

(i) Non-resident (Extermal) accoumts are allowed to

be opened in the farnm of savings, current, recurring or

fdixed deposits in the names of persons of Indian nationmality
or origin, resident outside India provided the funds are
received from the countries of residence of the prospective
account holders or from any other country provided the country
of residence of the account holder and the country from which

remittance is received are both in Extermal Group.

(ii) Overseas companies, partnership firms, societies
and other corporate bodies which are owned to the extent

of at least 60% by non-residents of Indian nationality/
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origin and overseas trusts in which at least 60% of the
beneficial interest is irrevocably held by such persons

are also eligible to open Non-resident (External) Rupee
accounts and FCMR accounts witbh authorised dealers in India,
provided the funds for the purpose are transferred to India
in an approved mnner from the country where the company/
firm/society/trust is registered or situated or from any
other country if the country where such entity is registered/
situated and the country from which the remittances are

received are both in External Group.

(i11) Designation of existing ordinary non-resident
accounts as Non-resident (Bxternal) Rupee accounts and
opening of new Non-resident (External) accounts in rupees
by transfer of funds from ordinary non-resident accounts

require prior approval of the Reserve Bank.

(iv) Opening of Non-resident (External) Rupee accounts
and FCNR accounts in the names of individuals other than
those of Indian nationality or origin and in the names of
overseas companies, partnership firms, societies and
overseas trusts, otherwise than in the manner explained at

item 8.3(ii) above, are not normally permitted.
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8.4 Facilitieg gvajlable to Non-resident
(%Etern—l Rupee and FCNR nt

holdersg
(1) Debits for local disbursements are freely
allowed.
(i1) Balances held in Non-resident (External) Rupee

and FCNR accounts are freely allowed to be invested, without
prior apprroval of the Reserve Bank, in Units of Unit Trust
of India, National Plan/Savings Certificates and Government

Securities (inmvestment in bearer securities 1is not permitted).

(1i1) Interest/dividend on the aforesaid securities is
freely allowed to be credited to the Non-resident (External)

Rupee and FCMR accounts.

(iv) Sale/maturity proceecs/repurchase price of Units/
Govermment Securities can be freely credited to these accounts
provided the original purchases were made by debit to the

same account,

(v) Balances in these accounts are allowed to be
ut ilised towards payment of passage fare of the account
holders as well as of the dependentg for travel to/from

India without prior approval of the Reserve Bank,
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(vi) Balances in Non-resident (External) Rupee ard

FCMNR accounts are eligible to all benefits that are generally
available to foreign exchange remittances (i.e., investments

in shares with and without repatriation benefits, investments
in debentures/bonds, investments in new issues of Indian
canpanies under 40% scheme and investment in priority industrieg

under 74% scheme, etc.)

(vii) Balances in Non-resident (External) Rupee and FCMNR
accounts are freely allowed to be invested in the new issues
of 12% 6~year National Savings Certificates. Such investments

are free.fran wealth-tax, income~tax and gift-tax.

(viit) Share s/debentures purchased on repatriation basis,
with the approval of the Reserve Bank, by non-residents of
Indian nationality/origin residing abroad, by utilising the
funds in these accounts, are eligible to be offered as collateral
security for obtaining loans/overdrafts from overseas corres-

pondents/branches of authorised dealers abroad.

Guidelipes for Ingpecting Officerg
R,5 Since the balances held in Non-resident (External)
Rupee and FCMR accounts are repatriable by authorised dealers

at the request of the account holders, without obtaining prior
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approval of the Reserve Bank, and also these funds are eligible
for investment in various schemes, including schemes with
repatriation benefits, much responsibility is devolved on
Inspecting Officers to ensure that the operations allowed by
authorised dealers in these accounts are strictly in accordance
wlth the provisions of Exchange Control regulations. The
Inspecting Officer should, inter alia, satisfy himself about
the following ¢

(1) that the Non-resident (External) Rupee and FCMR accounts
have been opened by authorised dealers only in the names of
persons of Imdian nationality/origin after obtailning necessany
application/account opening form containing essential information
(i.e,, nationality, country of origin, permanent overseas
address, purpose of stay abroad, etc.). #n undertaking (in

the account opening form itself) that the account holder would
promptly intimate the authorised dealer about his-return to
India on his coming to India for permanent residence, is also

obtained.

(11) that in case of accounts opened in the names of overseas
company/firm/society/trust, a certificate, along with account
opening forn, from an overseas Auditor/Chartered Accountant/
Certified Public Accountant is obtained to ensure that the

owner ship/interest in the overseas cowpany/firm/society or the
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irrevocable beneficial interest in the trust held by persons
of Indian natiomality/origin is not less than 60%. Also,
an undertaking from the institutional account holders is
obtained to the effect that in case such interest falls beloyw
the level of 60% at any time in future, they would immediately
intimate the change to the authorised dealer.

(ii1) that the Non-resident (External) Rupee and FCMNR accounts
are maintained in separate ledger/binders or in separate
block of the same ledger/binder to distinguish these accounts

while allowing operations, from other accounts.

(iv) that foreign currency instruments (i.e., FCs, drafts,
cheques) drawn in favour of residents of India/third party
which are subsequently endarsed in favour of the account
holders are not acceptel for affording credit to these

accounts,

(v) that funds held in ordinary mon-resident accounts are
not transferred to Non-resident (External) Rupee and FCNR
accounts wit hout obtaining prior approval of the Reserve

Bank,

(vi) that the directives issued by Department of Banking

Operations and Development regarding rates of interest on
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deposits and directions regarding re-investment of deposits,

etc., are strictly adhered to by authorised dealers.

(vii ) that encashment/Yank certificates are not issued by
authorised dealers in respect of remittances received/foreign

currency tendered to the credit of these accounts.

(viii) that applications for grant of loans and overdrafts

to resident individuals/firms/companies in India against the
collateral of fixed deposits held in Non-resident (External)
Rupee and FCNR accounts are pronptly forwarded by authorised
dealers to the Reserve Bank (Exchange Control Department and
Department of Banking Operations and Development) for their
approval and such loans and overdrafts are granted only after

obtaining their approval.

(ix) that Rupee loans granted to holders of Non-resident
(External) Rupee and FCNR accounts are credited, if necessary,
to ordinary resident accounts of the respective account holders

but not to Non-resident (External) Rupee accounts .

(x) that Non-resident (External) accounts are not opened

with Indian rupees derived from local sources.

(x1) that all transactions in Non-resident (External) Rupee
and FCMR accounts are promptly reported to the Reserve Bank
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every nonth in STAT-4 and STAT-6 respectively (if the
authorised dealer under inspection is a link office, i.e.,
which undertakes sale and purchase transactions with the
Reserve Bank, it should be ensured that STAT-5 received from
its offices/branches, is promptly forwarded to the Reserve

Bank af ter scrutiny).

(xii) that all transactions in Non-resident (External) Rupee
and FCNR accounts required to be reported to the Reserve Bank
on Form A4/A2 are coarrectly reported and all transactions
requiring specific approval of the Reserve Bank are handled

only after obtaining such approval.

8.6 The Inspecting Of ficers may select a few Non-resident
(Extermal) Rupee and FCNR accounts, at random, and verdfy the
credits affarded to these accounts with the original credit
advices (i.e., T.T., M.T., D.D.) received from overseas branches/
correspondents/other autharised dealers to ensure the external
origin of the credits and that no rupee credits from local
sources are afforded to these accounts. Similarly, the debit
entries far large amounts may be checked to ensure that these

debits are allowed strictly as per Exchange Control regulations

Note : While persons resident in Bilateral Group of countries

(U.S.S.R., Poland Zechoslevakia, Romania and German Democratic
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open FCNR accounts, the Inspecting Officers should familiarise
themselves with the specific provisions of the Exchange Control
Manual relating to Non-Resident (External) accounts in rupees
maintained by persons resident in any country included in

Bilateral Group.

Recommendations

8.7 It is observed that certain Exchange Control regulations
governing FCNR deposits are at varianceswith the relative
directives issued by the Reserve Bank (DBOD), which are
detailed in the Annexure to this Chapter. The Group recommends
that early action should be taken to bring about a uniformity
between the Exchange Control regulations and the directives
issued by the Reserve Bank (DBOD) so that the Inspecting

Officers are clear about the various provisions governing

Non-resident (External) and FCNR accounts,
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ANNEXURE TO CHAPTER 8

Rate of interest payable on FCNR depOsits
converted into rupee deposits on change
of status from non-resident to resident

(1) According to the note to paragraph A.14 of Chapter 28
of the Exchange Control Manual, 1in cases where FCNR deposits
are converted into rupee deposits upon the return of the
account holder to India for taking up employment or foi carrying
on a business or vocation or for any other purpose with the
intention of residing in India and the deposits will be kept
for the full term, interest will be payable on the rupee
deposits at the rate applicable for such deposits for the full
term originally fixed, as on the date of conversion, However,
authorised dealers have been advised, in circular DBOD No,.
Dir.BC.41/C,347(I)-83 dated the 9th May 1983, that notwith-
standing any change that might take place in the status of a
depositor before the date of the maturity of a Non=resident
(External) (NRE) deposit or FCNR deposit, it will be
incugpbent on the bank to allow on the relative deposit the
rate of interest originally contracted for until the date

of its maturity. In other words, even after the change in
the status of depositors from non-=resident to resident, NRE
deposits and FCNR depocsits (converted into rupce deposits)

of terms of one year and above will continue to be entitled
to the additional interest of 2 per cent per annum over the
rates permissible on local currency deposits of comparable

maturities,
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Permitted types of FCNR deposits

(ii) According to paragraph C.3 of Chapter 28 of the
Exchange Control Manual, effective from 1lst March 1978, FCNR
deposits can be made only for a minimum period of one year
and a maximum period of five years and opening of accounts
of any other kind including recurring deposits is not
permitted. However, paragraph C.ll of Chapter 28 of the
Manual states, inter alia, that where amounts in FCNR
accounts are held in term deposits for periods less than
twelve months, interest should be paid only on maturity of
the deposits which implies that FCNR deposits can be accepted
for periods less than twelve months. In terms of A.D.
(M.A.Series) circular No.1l6 of 1979, paragraph 28 C,3 of
the Manual has been amended by stating that the period for
which deposits under the Scheme can be accepted by authorised
dealers will be notified by DEOD from time to time and they
should be guided by the circularsissued by DBOD and that

the nature and pcriod of deposits should conform strictly
to the provisions contained in such circulars. In this
connection, it was observed that the earlier instructions
contained in paragraph 28 C,3 of the Manual that 'opening
of accounts of any other kind including recurring deposits
is not permitted under the Scheme' have been deleted by the
Exchange Control Department and not clarified by DBOD, On

the other hand, in terms of circular DBOD No,Dir.,BC.80/C,
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347-79 dated the 5th June 1979, the stipulation about the
minimum period of one year and maximum period of five
yzars applicable to FCNR deposits has becn discontinued,
with effect from 5th June 1979, bringing such deposits on
par with all other deposits accepted by bankse In other
words, authorised dealers may open FCNR accounts in any
form, e.g., savings, current, rccurring and fixed deposit,

like NRE accountse.

Periodicity for calculation of interest

(iidi) The note to paragraph 28 C.3 of the Exchange Control
Manual states that authorised dealcrs may accept deposits
under FCNR accounts with the facility of automatic reinvest-
ment of interest as and when it accrues provided the plans
involve compounding of interemt on the deposits at half=
yearly rests (and not at shorter intervals), period of deposit
is 12 months or more and the plans are otherwise in conformity
with the directive DBOD,No,Dir,BC.95/C,347=75 dated the 27th
October 1975, as amended from time to time, Further, paragraph
28C. 11 of the Manual provides that interest on balances held
in FCNR accounts should be paid half-ycarly, but authorised
dealers may also pav interest on an annual basis if so

desired by the depositor, As indicated at (ii) above, FCNR

deposits have been brought on par with NRE deposits on which
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interest can be calculated at quarterly or longer rests,
vide DBOD No,Dir.BC,25/C,347=78 dated 28th February 1978
as amended vide directive DBOD No,Dir.,BC,30/C.347=78 dated
2nd March 1978,

Premature withdrawal of deposits

(iv) In terms of paragraph 28 B,5 of the Exchange Control
Manual, where a term deposit in Non=resident (External)
account is withdrawn becfore maturity, the penalty in terms

of directions issued by DBOD from time to time should be
levieds In regard to FCNR jecounts, the regulations

governing premature withdrawal of deposits given in paragraph
28 C.12 of the Manual are based on the directive DBOD,No,Dir,.
BC.95/C¢347=-75 dated the 27th October 1975, However, as per
the directive DBOD,No,Dir.BC.20/C.347-82 dated the 27th
February 1982, the provisions relating to premature withdrawal
of NRE and FCNR deposits shall be determined in accordance
with the directive DBOD,No,Sch.,BC.4/C,347=75 dated the

14th January 1975. Broadly, in terms of this directive(a)
where a NRE or FCNR deposit is repaid before the expiry of
the period cf deposit agrceced up»n at the time of the deposit,
the interest payable on such deposit shall be, for the entire
period of the deposit, at least two per cent less than the
rate of interest applicable to the period for which the deposit

has remaired with the bank and (b) a renewal of a deposit
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before the date of its maturity shall not be regarded as
involving premature repayment of the deposit, provided the
deposit 1is held by the bank after thec date of renewal for

a period longer than the remaining period of the original
contract whereas according to paragraph 28 C.12 of the
Exchange Control Manual, (i) no interest will be payable if
a FCNR term deposit for any period up to one year is with=
drawn before the expiry of one year from the date of deposit
and (ii) in cases where FCNR deposits are converted into None
resident (External) account deposits before maturity at

the request of account holder, the FCNR deposits will be
trecated as if they have been withdrawn prematurely and ncw
deposits made in Non-resident (External) accounts in rupees.
Further, as per the directive DBOD,No,Dir,BC,38/C,347-83
dated the 30th April 1983, the rate of penalty for premature
repayment of term deposits has been reduced from two per
cent to one per cent and in the event of premature closure
cr withdrawal of a deposit under reinvestment plan, which
provides for reinvestment of the interest, interest as
permissible is to be paid on a compounded basis with
quarterly r@sts for the period during which the deposit has
remained with the bank., It is not very clear whether this

directive is also applicable to NRE and FCNR deposits,
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CHAPTER 9

- e s Sema

RUPEE .\CCOUNTS OF NON=RESIDENT
EXCHANGE HQUSES

CER e LR e s e AGme v e s s T A .E 8 e O

The immigration of skilled and semi-skilled labour for
gainful employment in the ilfest Asian countries after the oil
nrice rise in the early 70s brought to the fore the question
of handling their remittances tc families and dependants in
home countries, The West Asian countries do not generally have
a network of banks with well-snread out branches and, in any
case, the existing network is not adequate to handle the large
volume of remittances made by expatrintes, Most of the ¥lest
Asian countries follow a restrictive nolicy in regard to the
opening of branches by foreign banks, For example, Kuwait,
Saudi Arabia and Iraq do not allow entry of any foreign bank,
It was against this background that nrivate local firms
generically known as "Exchange Houses® found an apnortunity to
act as intermediaries in making remittances outside the West
Asian countries, These Exchange iiouses are, for the most part,
partnership firms tracditionally engaged in cerrying out a
number of informnl banking services besides trading in silver
and gold bullion as well as other courmocities, They, with
their local ownership and intimate knowledge of the administra-
tive systems, are in a positicn to provide facilities at the
sites of industirial and other projects for the issue of drafts
to exvatriates to enable them to remit their savings to home

countries, Further, the Exchange Houses, because of their low

acdministrative cost and informal anproach to customers, are



able to offer to immigrants rates of exchange finer than those
which they could obtain from banks operating in these countrijg
However, this requires an "account relationship” with banks ip
India as, according to Exchange Control regulations, transfer

of funds to beneficiaries in India can take olace only through

the medium of authorised dealers,

9,2 During the years 1975-78, 5 number of Exchange Houses
sought relationship with Indian banks so as to facilitate the
transfer of savings of expatriates. The Indian banks were also
k=an on establishing such relaticnshivn because they saw in the
arrangements three main advantages, namely, use of float funds,
earning of exchange profits on sale of rupees to the Exchange
Houses against convertible currencies and a boost to deposit
mobilisation in India as beneficiaries of remittances could be
expected to save a part of their receipts. The requests received
from Indian banks to open non-resident rupee accounts in the
names of Exchange Houses were initially considered by the
Reserve Bank on a case-by-case basis and permission was granted
on the condition that such accounts would be operated only for
channelling inward remittances on personal account and no
overdraft facilities would bc allowed by banks for conducting
the onerations., In 1979, considering the fact that Indian
banks were not renresented in the West Asian regicn adequately,
it was decided to permit Exchonge Houses more liberally, on a

general basis, to have account rclationshins with Indian banks
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in ordcr to facilitate the transfir of savings by cxpatriates.
IL vas also fclt 2t that time that enquiry into the means and
standing of Exchange Houscs could better be donc by authoriscd
dealers thomsclves and that guidelines could be framed to
cnsurc that the non-resident rupo. accounts were conducted
satisfactorily from thc Exchangc Control anglc. Accordingly,
in terms of A.D. (G.P. Sirivs) Circular No.8 of 1980, authoriscd
donlors were granted gonirnl permission for ¢stablishing account
riolationships with Exchange Hous:ts subjcct to a proper assessment
of their means and standing and scrupulous obscrvancz of the
rules specificd in the circular for opening and allowing
operations on the rupee accounts. Subsequently, in July 1981,
the Feserve Bank issued to authorised dealers Guidelines for
Infernal Control over Foreign Exchange Business which also
contained instructions regarding the management of risks arising
in rupee accounts of Exchange Houses,
9.3 In the light of the failure of an Exchange House in
Qatar and on the basis of the findings of the Feserve Bank's
Study Team which visited some West Asian countries, it was
decided in July 1982 to withdraw the general permission
granted to authorised dealers for opening/mintaining run-e
accounts of non-resident Exchange Houses, ~nd the authorised
dealers have been advised that all such fresh accounts can be
opened only with the prior permission of the Reserve Bank
Authorised dealers have 2iso been advised that the maintenance

of the existing rupee accounts as also of new accounts (that
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may be permitted by the Reserve Bank) of non-resident Exchange
Housecs will be governed by the revised guidelines laid down by
tho Reserve Bank, These guidelines arc given in the following

paragraphs,

Guidelines issued by Exchange
Control Department in July 1982
9.4 All the existing accounts should be brought within the

framework of the revised guidolincs cifective lst October 1982,

9.5 An agrecement as envisaged in the revised guidelines may

be eontecred into with the Exchangc House before lst October 1982,

9.6 In order to cnsurc that opzrations ss per the revised
guidelines are closcly observed, autherised dealers should opcn
fresh accounts of Exchange Houscs to put through the transactions

relating to drafts issucd from 1lst October 1982,

9.7 The number of accounts an Exchang. Housc will be allowed
to maintain with banks in India will bc restricted in accordance

with the guidelines qiven by Exchenge Control Demartmont,

9.8 %hilce comsidering th2 rogquest of an Exchange Housc for
opening an account, the authoriscd dealer concerned should make
all nccessary cnouirics ~bout th: financial standing of the
Exchangc Housc in accordance with the normal benking practices
and satisfy himscl: fully in all respects, Korc specificnlly,
authoriscd dcalcers should satisfy thensclves that the Zxchange
Houscs hold valid licencss issuca by the Local lionctary

Authority concerncd and have nccessary authority/licence to



tronsact currcney oxchange bhusincss, A resume of the authoriscd
dcalcr's own asscssment — the crcditworthincss and standing of
the Exchangc Housc - should be submittcd to the Rescrve Bank
while sceking permission for opening the account. Requests
received from Exchangce liouses which arc not registered/licensed,
as indicatcd zbove, should not be cntertaincd by authoriscd

doalcrs,

9,9 It is the intontion of the Reserve Bank that the arrangc-
mcnt which an authoriscd dealcr cntcrs into with an Exchange
FHouse should be subject to comprchensive lcgal documentation
duly rougistered, It should be ¢nsurcd that all the partners of
the Exchenge Housc arc jointly and scverally bound to honour

the obligations dcvolving on the Exchange House under the

agreement,

9.1C0 The normal banking roquircmcnts of registration of Power
of Attorncy/Soccimen signatures of signing officials of Exchange

Houszs should bo obscrved,

9,11 Th¢ accounts should be¢ uscd for channclling inward

romittances to India only on private account, The remittcr in

most cascs and the beneficiary invariably should be an
individual, No opcrations for tradc transactions of any kind

should bc¢ permittcd in such accounts nor should the accounts be

uscd for rcmittances from India,

9.12 The accounts should run en a credit basis after taking

into account, if ncod be, the funds lying abroad at thc disnosal
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of thc bank, vidc paragramh 9,19 bolow, Mo overdraft should be
granted to the account holders, It is the intention of the
Roscrve Bank that the Exchange Houscs mry cnjoy the benefit of

s float up to 7 days and in this backqround, th: banks nccd not,
if they sc decidc, insist on payment of interest in the cvent

of an occasional overdraft arising accidentally in thc opcration

of thcsce arrangoements,

9,13 The accounts should be funded by sale of pormitted

forcign currency ts the suthoriscd doaler maintaining the account.
Rup.¢ funds transferrad from anothor authorised dealer will not
bc cligible for credit to the accounts, Authoriscd dcalcrs may
pcrmit credit of rupcces derived by sale of rupecs by their
overscas branch/Head Office of the same authorised dealer to

thce account of the Exchange Housc provided both the transfcror
and the transfercée are situatod in the Extoernal Group of

countri-s, (Also rcfer to paragraph 9.14 below rcgarding

transfcrs),

9.14 Dcbits of permitt.d typcs (vide paragrach 9,11 above)

may bc made frecely and given th: same status as remittances made
in forcign txchange in an approvod manner to India, Thus, such
payments will be cligible for credit to Non-Rosident (Extirnal)
Accounts maintain.d by non-rcsidoent Indians or for acceptance
undcr priority allotment, <tc., schim.s, In ordcr that

tourists (whether Indian or not) ric.iving romittances through

such accounts may prove tho cxternel sources of the funds whore
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required (such as for payment of passages in India or
for reconversion of unutilised balances), authorised
dexlers may issue certificates in the same form as for
inward remlittances received through rupee accounts of
oversezs banks.
9.15 Funds in such accounts will not be convertible, nor
will they be transferable to other nuthorised dealers or
to non-resident accounts of other such institutions or

banks with the same authorised dealer.

9.16 Balances in the rupee accounts will not qualify

for payment of interest.

9.17 The office maintaining the funding ~ccount should
not credit to the nccount of the Exchange House rupee
purchased by the 1latter unless written confirmation is
received to the effect th:t the Nostro account of  the
authorised de-lers has been credited with the counter
value of foreign curreancy (vide paragraovh 3.1.3 of the
Guidelines for Internal Contr»sl over Foreign Exchange
Business).

9.18 Authorised deilers mhy like to obtain suitable

and adequ-~te collater2l either in the form of a czsh deposit
with 2 foreign bank and with an appropriate lien thereon

and/or =~ gunrantee of a well-known international bank,
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9.19 Thc Exchange Heousc will be required to open a bank account
in U,S. Dollars or Pourd Storling in the name of the drawcc
bank (a/c. - Exchange Housc) with an intcrnati-nal bank -
Dosignoted Depository Agency (D.D.A.) = accoentable to the

drawc. bank at a contre mutually egreced,

9.20 Thc Exchange House will, at th. ¢nd of cach day, arrive
at the total drawings in Indian rupc.s for the day and will
c~nvert the same int» U.S, Dollars/Pound Sterling which sum
shall be deposited ints the accrunt of the drawce bank (as
dcseribed at 9,19 abovce), Exchang: fouscs may deposit their
daily collcetions on the next working day bufore noon in local
currcncy if thc same is a frecly convertible currcncy, lkhere
the collictions are converted int» U.S. Dollars/Pound Stcrling,
the duposits of such collcetions may be made within twe working

da‘/S.

9,21 The Exchange House will scnc to the drawe: bank on cach
Moncay morning a tclex containing information ~bout the total
numbcer and the aggrcegatc velue of drafts drawn on cach day of
the preeeding woek ended nrovious Sunday and daily deposits in
and transfcrs from the U,5.Dcllars/Pound Sterling account during
the weok, The informotion about the total number of drafts
drawn n.zd net be insistod unen, Howevir, the information

culcd be obtein:d on monthly basis f:r reconciliatiosn purpos:s,

9,22 Th. Designatcd Davository Agincy ~broad will hold the

U.3.Dollar/Pound Sterling funds undur licn tn the drawc:e bank
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and will allow dcbits only on account of transfcr to the U,S,

Dollar/Pounc Stcrling account of the drawce bank,

9,22 It will be the responsibility »f the Exchange Housce to
arrangz for thc transfer of the sum depositcd on any particular
day to the U.S, Dollar/Pound Stcrling accounts in the U.S.A,/
U.Ke of th. drawce bank not later than scven days from the datc
of daenosit, The Exchangce Housc moy, if it so dcsires, transfer
the U.S, Dollar/Pourd St.rling funds to the accounts of the

drawe: bank any day prior to thc stinulatced 7-day peried,

9,24 The intcrest carncd on the U.S,Dollar/Pound Starling
funds dcposited by the Exchange Housc with the D.,D,A, abroad as
providcd for at 9,20 above upto the date of transfer to the
U.S. Dollar/Pound Sterling account in the U,S.A./U.K. of the
drawzc bank will accruc to the Exchange House, tWhere the
Exchongs Housc transfors to th:e Nostre account dcposits made in
th:-D,D,A, any day prior t: tho stipulatoed 7-day period,
authrris.d devalers may compcensat. the Exchange Housc (for loss
of intcrest) for tho full 7 days at the ratc of intercst
apnlicable to U,S, Dollar irrcspoective of the curr:incy in
which th. doposit has beoeon made, In ether words, autheriscd
dcalcrs should componsate the Exchange House tn the cxtent of

7 days!' intcrest applicablc t» the U,S. Dollar on daily

collections,

9.25 To cnsurc compliancc with the above, the draw.cc bank

in India will anpoaint a firm of practising Chartcred Accountants/
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Auditors operating in the country councerned to examine the
daily drawings and deposits in the accounts with the D.D.A.
abroad as well as transfers to the U.S. Dollar/Pound Sterling
accounts of the drawee banks. For this purpose, the Exchange
House will undertake to allow the auditors to inspect the books
pay-in-vouchers, etc., of the Exchange House in so far as they
pertain to the rupee drawings. Such inspection will be done
at least once or twice in every week by the auditors. In case
the Auditors of Exchange House are entrusted with the work,
authorised dealers should issue a mandate to such Auditors
specifically for overseeing the compliance with the provisions
of the guidelines.

9.26 As an alternative to the appointment of auditors as
mentioned in paragraph 9.25 above, the authorised dealer may
depute a suitable official as his representative to the
Zxchange House to take up such functions so as to safeguard
the interests of the authorised dealer.

9.27 The auditors/representative will promptly report the
findings by telex to the drawee bank. In case of default on
the part of the BExchange House, the drawee bank will, as per
terms and conditions of agreement, terminate the agency
arrangement under notice to the Exchan<e House by telex.

The termination will also be promptly reported to the

Reserve Bank by telex.

9.28 The Exchange Houses managed by Indian/Foreign banks and
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a fow nth.rs having gond track rceord ar: ~llowcd to follow altermative

prcecdurs to D,D.A. proc.dur. nutlincd above which is as under:=-

(a) All tho Exchange Houscs whs arc maintaining accounts under
thc ~ltcernotive procedurce should kiop depoasits in India or abread
cqurl t~ minimum 15 deys!' drawings on a moving average basis as
sacurity. Thae deonasits should be in the mamce of the bank main-
taining the acczunt with int.rost thercon payablc to the Exchange
Hous2 if thc depesits ~re plrc.d nbrnad, The omount of deposits
should be periodically reviewed and properly monitored by the
bank to ensure that these deposits adequately cover the drawings

effected.

(b) In addition to what is stated at (a) above, guarantees
(actual amount to be decided by the bank maintaining the account
but which should not be less than 15 days drawings on a moving
average basis) from international banks of renute should be
obtained as collateral to cover the drawings effected, As in
the case of (a) above, the amount of gquarantee should be
periodically reviewed to ensure adequate cover for the drawings

effected,

9.2¢ So long the Exchange !ouse com=lies withe these guide-
lines, the drawee bank will encure that the drafts issued are

honoured at the branches mutually agreed to,

9.30 The remuneration payable to the auditors will be borne
by the drawee banks who will obtain the necessary nrior annroval

from the Exchange Control ot the time of appointment of auditors,
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9,31 Drafts drawn by the Exchange House should have a validity

of only three months from the date of issue thereof,

9,32 In all resnects other than those specifically covered

in the above paragravhs (including reporting of the transactions
to the Reserve Bank), the accounts of Exchange Houses will be
treated as banlt accounts, Thus, the gquidelines contained in
paragraph 2 of A.D, (G.P. Series) Circular No,50 of 1979 will

be applicable for the rates to be quoted for funding remittances
from the Exchange Houses also, Further, the transactions in
the accounts should be revorted on RS Returns, these accounts
being listed separately under Part 'C' immediately after
accounts of banks in Bilateral Group countries, Funding
remittances received in foreign currency from the Exchange
Houses should be revorted in the correspording R1,R2, etc,,
Returns against the item 'Purchases from Overseas Banks and
Branches!, Likewise, the corresmonding rupee credits should be

renorted in the RS Returns under column (5),

9.33 The above guidelines ~uthorise only the opening of
rupee accounts for the Exchenge Houses in the local books of
authorised dealers, Authorised de~lers should not oven any

foreign currency accounts with the Exchenge Houses abroad,

9,34 Authorised dealers should satisfy themselves thot the
books of account of the Exchrnge Houses ~re reqularly audited

by auditors anoroved by the local monetary authorities,

9,35 Authorised dealers should cnll for periodical credit



reports, audited bal~nce sheet ~nd profit and loss account of
the Exchange Houses and other relevant information so as to

tzke a decision regarding continuance of the accounts in their

hooks.,

2,36 Since the books of nccount of Exchange Houses connot be
inspected, outhorised denlers should periodically review the
arrangements by paying visits to Exchanqge Houses and/or by
periodical reviews of opinion revorts, The visits of officials
from authorised dealers should be at a suificiently senior
level, fully conversent with the conduct of the non-resident

rupee accounts of the Exchange Houses,

Guicdelines for
Inspecting Officers

9,37 The Inspecting Officer should ascertain whether the
runee accounts of non-resident Exchange Houses are maintained
and oper~tions thereon are allowed by the bank in accordance
with the guidelines issued by the Exchange Control Department
(vice prragramhs 9,4 to 9,36 above ~nd’/or that mey be issued

in future) as -~lso whether it hos imnlemented the instructions
contained in Part 7 of the Guidelines for Internal Control over
Foreign Exch~onge Business issued by the Reserve Bank., 1In

e

partieulrr, the Inspecting Of ficer should verify the following :

(i) Whether the accounts are mcintained by the Foreign
Exchornge Department of the honk ~and if not, where are they

locoted, how ~re they supervised ~s nlso whether the ~rrangemers
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for supervision over the ~ccounts are s~tisfactory;

(ii) Whether the bank is following one of the three
alternatives provided in peragranh 2 of A.D, (G.P. Series)
Circuler No,.23 of 1978 regarding drawings in rupees by the

Exchange Houses or whether any c¢xceptions hnve been made;

(iii) Whcther ~ccounts of the Exch-nge Houses in Indi-
have bcen utilised for ch-nnelling inwoard remittances other
than on privete nccount and, in v~orticulor, whether the bank
h~rs npnointed ~ny Exchange House ~s its agent for selling
rupee trovellers cheques (RTCs) ~nd trons~actions ir respect
thereof are mixed with other business of the Exchange House ~rd
scttled through its rupce accounts meint-in.d in Indic, If so,
the namcs of such Exchrnge Houscs, whether the Exchange Houses
conccrned are man~aged by the brnk or ~ny other bonk in Indis or
abro~d, the detnils of arrangcments for the s-~lec of RTCs and
the manner of rcimbursement, why the cncoshment/reimbursement
of RTCs is not done through th¢ account opernted for the bank's

RTCs,ctc., should be ascertrined by the Inspecting Officer;

(iv) Whcther the time-lrg between pryment of drawings ~t
the drawee office ~nd debits raised ~t the ~ccount-maintoining
office is reasonable ~nd if not, whether the benk hns taken
me~sures ~s suggested in A.D.(G.P.Serios) Circul~r No,75 of

1979;

(v) Whether the b~nk h-s m~de sufficicnt enquirics ~bout

the me~rns ~nd st~nding of the Exchange Houscs through reli-ble
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sourccs ~bro~d including the Indicon Missions in the territory/
country concerned ~nd likcwise sntisficed itsclf periodically

th~t they continuc to be well renorted upon;

(vi) Whether the b~nk whilec quoting rates for sclling
rupccs to the Exch-ngc Houscs ensurcs thot the rates quoted are
strictly in ~ccord~nce with the instructions contrined in A.D.

(G.P.3cries) Circul-r No,50 of 1979,



CHAPTER 10

FOREIGN EXCFANGE DEALINGS, COVER.
OPEF.AT IONS, 3WAP TRANSACTIONS,
DEALINGS WITH OVEESEAS BANKS/.
BL.ASNCHES AND W.UPEE (VOSTE.0) ACCOUNTS -
E.ISKS AND CONTROL

International trade in goods and services is worth some

10 billion for every working day. Direct investment flows
account for another few hundred alllions Yet trading
volume in the world's foreign exchange markets is estimated
at over ¢ 200 billion a day. Thus, about 95 per cent of
foreign exchange is not direct commercial business but
trading between market bankers - the foreign exchange dealers
of the world's international bank3, The foreign exchange
turnover of authorised dealers in India has been increasing
at an annual rate of over 45 per cent; the foreign exchange
turnover rose from %.31,843 crores in 1977 to 2.139,869
crores in 1981. (In 1981, export receipts amounted to
5.7,178 crores and import payments amourted to #s.13,338
crores. Thus, [5,20,516 crores accounted for foreign exchange
transactions arising out of forelgn trade The total
foreign exchange turnover includes transactions arising out
of foreign trade, purchase and sale of foreign currencies
for travei and other nurposes and inter-bank transactions
with their multiplier effect.) The increase in foreign
axchan:e operations has been essentially due to opportunities

provided by the regime of floating exchange rates, which
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has enabled foreign exchange dealings to bescome more
reaunerative but at the sane time more risky. There is,
therefore, a need for better internal controls by banks

over their foreign exchange operations.

10.2 The world's foreign exchange markaets span the globe
The more 1lmportant exchange markets are found in London,
New York, 3an Francisco, Paris, Frankfurt, Amsterdan, llilan,
zZurich, Toronto, Brussels, Bahrain, Tokyo, Fong Kong and
>ingapore. However, the foreign exchange market does n»ot
€xist in one ohysical place like, for example, the Stock
Exchange. The 'market place' for foreign exchange is a
coamunication system through which participants remain in
continuous contact with one another, The comaunication
system is so continuous that, despite time and space
differences, there exists a single world market and, for at
least 23 hours a day, currencies are being bought and sold
and prices are oving somewhere, Banks in the Far East
begin trading in Hong Kong, 3ingapore and Tokyos at about
the time most traders in 3San Francisco are going home. 4s
the Far Zast closes, trading in Middle Zastern financial
centres has been going on for two hours, and the trading
day in Zurope is just beginning. Because of the United
¥ingdom's geograhical position, banks in London can deal
with the Far EFast, Midile East and Yorth aimerica, as well

as with the rest of Zurope, in the course of the working
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day. This has resulted in London having a pre-eminent

position in the market.

10.3 The Indian Foreign Exchange Market may be broadly
described as a three-tiered market, The first tier consists
of foreign exchange transactions between authorised dealers
~nd their customers, mainly importers and exporters. Secondly,
there is the inter-bank market wherein there are foreign
exchange Jeaiings hetween authorised dealers themselves,
conducted through exchange brokers, and supplemented by
transactions with the !.eserve Bank, The third tier consists
of foreign exchange dealings between banks in India and
their counterparts and branches in foreign countries. All
the three are inter-connected; this is so because, after a'l,
customers are the ultimate suppliers and consumers (sellers
and buyers) of foreign currencies and their needs are med

by banks either by operating in the inter-bank market locally
or in international foreign exchange markets, Until a few
years ago, banks in India were heavily depending on London
foreign exchange market for their cover operations this was
because of our historical links with the United Kingdom.
Presently, apart from London, banks in India also operate

in foreign exchange markets such as New York, Frankfurt,
I'ong Xong and Singapore, to cover their foreign exchange
transactions. The overseas branches of Indian banks are

now functioning in all time zones and banks in India are
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able to have access to daternational markets through their
offices instead of depending on foreign banks, as in the
past. Many authorised dealers in Bombay have gone in for
Teuter Monitor jcrezn and such facilities are being extended

to other centres az well.

Inter-bank markets in India

10,4 The inter-bank markets arc established mainly in
Bombay, Calcutta, Cochin, Madras and New Delhi, the Bombay
and Calcutta markets heing fairly large. Foreign exchange
dealings are also undertaken at som2 other centres like
shmedabad and Bangalore in a limited way. Bombay is
traditionally an import centre gnd, therefore, to cover
merchant sales, banks would be predoninantly buyers in the
inter-bank market. Calcutta and Medras are expori centres
and, to cover merchant »urchasss, there would be more sellers
than buyers in trese inter-bank mzrkets. With the increased
role assigned to public sector undertakings, which mostly
have head offices in New Dzlhi, in India's foreign trade, the
inter-bank market in ¥ew Delhi has grown up rapidly. With
the growth of telex cowwunications and SiD facilities, the
inter-bank markets in these centres are more §losely knit

than previously.

10.5 The hours during which ¥oreign exchange buslness

may be conducted, during which inter-bank business may be
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concluded and brokers may call and transact business, are
1aid down for each centre by the Local Committees of the
gsoreign Exchange Dealers' issociation of India. For
jnstance, the hours of business in Bombay are 11.00 A.M.

to 3.00 P.M. On Saturdays, however, no inter-bank business

may bec concluded.

10.6 The Feserve Bank has bzen taking steps from time to
time to develop an active inter-bank foreign exchange market
in India. Prior to 1978, the market was comparatively
narrov gnd there uscd to be at any point of time three

types of banks when confronted with a merchant. offer or bid
for forzign currency, viz.,

(a) Banks having an open position in the currency which

would get reduced by acceptance of the -nerchant
business,

(b) Bahks maintailning square or near square position in
the currency who were not egger to exnose themnsclves
to currency exposures by running open vositions.

(c) Banks having an open position inthe opposite dirzction
which would get further worscned by acceptance of the
merchant business.

The first category of banks would quote fine rates, while

the other two would quote unattpactive rates if quoting

M

at all, Thec exchange market wags, therefore, not a homo-
geneous and competitive one as the merchant would be finding

3 large part of the market unwilling to quote for business,
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or aven 1if quoting, to quote a competitive rate. 4s a
result, there was no uniformity in rates and some of the
banks used to exploit the narrovwness of the narket to the
detriment of the exporter or importer. There wers two
alternatives for recmedying this type of situation for the

purpose of quoting fine rates to customcrs, one was that the

Feserve Bank should lay down Jaily rates for all important
currencies or it should liberalise Exchange vontrosl constraints
and trading so as to permit a freer market in forecign curr-
encies in India. The former was not a feasible proposition
in the context of the highly volatile and fluctuating
exchanges world over where rate ctanges occurred every few
seconds. It was, therefore, decided to liberalise the
Exchange Control regulations relating to exchange trading

so as to develop and activate inter-bank market in India.

In the 1978 adition of the Exchange Control Manual, rules
reclating to inter-bank dea:ings have been revised. Prior

to 1978, authorised dealers were required to keep square or
near square position at all times. They are now required

to avoid only overnight open positions, the rule of quare

or near square position asplies only to the end-of-the-

day position and not to dayl.ight positions. The implication
of the new regulation is that banks can undertake trading/
dealing operations without necessarily relating them to
merchant transactions during the day, while the overnight

position should be kept at s:quare or near sguare. Before
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undertaking transactions in ovarseas markets, authorised
dealers are required to explore thc possibilities of sccuring
the necessary cover in the inter-bank in India itself.
puthorised dealers have been advised to avoid covering
merchant purchases in currcncies in which the Rescrve Bank
is dealing by selling the currencies in overseas markcts.
4 set of fineness guidelines for rate quotations in the inter-
bank market has becn recomaended by the Tiescrve Dank to the
authorised dealers in order to improve upon the fineness
of rates quoted in the market for variosus currencies. The
Séserve Bank has also suggested the fineness of rates for
customer quotations in the yarious currencieg. These
guidelines have been circulated to authorised dealers by
FEDAI. The Feserve Bank has advised the authorised dealers
to develop ' two-way' dealings in the Indian inter-bank
market in the principal trading currencies, so that the
inter-bank market acquires necessary dcpth and customsrs

are enablcd to get finer rates.

10.7 Efforts have been made by the ".eserve Bank to
persuade authorised dealers to degentralise foreign
exchange dealings. There are several advantages in
decentralising foreign cxchange dealings:

(a) Custom:rs will be able to get finer rates quickly
bccause banks will be able to arrangs cover locally.

(b) ©Disscnination of expertise in foreigm exchange _
dealings will be possible only with dgcentralisation.
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(c¢) In the decentraliscd system, the comaunication
difficulties will be 1less.

(d) Prompt covering of transactions in the inter-bank
market will be possible and the risk of uncovered
items remaining in the pipeline will be considerably
reduced.
(e) Since each dealing office will keep its own accounts
at foreign centres, reconciliation problems will be
reduccd,
10.8 1In ordc- to ensurc that the foreign exchange operations
are conducted by authorised deslers on sound lines, the Rescrve
Bank has issucd a set of " Quidelines for Internal Control
over Foreign Exchange Business" to all authorised dealers,
and they have been advised to gear up their machinery to
e¢nsure that the @uidelines are implemented in letter and
spirit. The¢ Guideclines have becn issued not because banks
are operating in India under Exchange Control regime  Even
in countries 1like the United Kingdom and Singaporc, which
do not operats Exchange €ontrols, therc are similar guideliRes

issua2d by Monetary Authoritics,

10.9 Inter-bank dealings are put through by mcans of
exchange contracts which may be on 'Gash', 'Value ncxt day!',
tSpott or {Forward' basis. The terms 'Cash', Valuc next
day' and 'Spot' ard defined in ".ule WII(B) of FEDAI T.ules.
In the casc of all inter-bank T.T. contracts, the option

to take delivery is with the purchasing bank, unless

othcrwisc agreed upon. An infer-bank contract may specify
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the payment of rupeec amount at another centre in India even
though the contract may be betwecn two banks in the sane city,
The centre at which rupce funds are to be paid is specifiecd
in exchange contracts by using phrases like 'Bombay Funds!',
Calcutta Funds' or 'Madras Funds'. In the event of late
payment abroad; rigardless of the cause of the delay, overduce
interest is payable by the selling bank as laid down in
i.ule 5 of FEDAI twles. The Tules do not provide for any
paymcnt of overdus interest to the seller bank by the buyer
bank for the delay in payment of the counterpart rupce funds
as therc is no reason why the buyer bank should delay the

paymcnt of rupec funds.,

10 10 The Feserve Fank buys and sells Pounds, Sterling,

which 1s the¢ intervention currcncy. The Teserve Bank also
buys U.3. Collars (since Octobcr 1972), Deutsche Marks (since
March 1974) and Japancse Yen (since end - May 1974)., 1lthough
it is not customary for ccntral banks to be in the forward
market on a rcegular basis, the Reserve Bank has undertakcn
to nurchase forward the major foreign currencies in which
exports are¢ generally invoiced, vig,,Pounds, Sterling,

U.S. Dollars, Dcutsche Marks and Japanese Yen, to enable
authoriscd dcealers to cxtend forward cover at reasonable
ratcs to exporters invoicing their cxports in foreign
currencizs. “he regulations goviining purchase and sale

of foraign currcncies by the F.cs¢ wve Bank from/to authoris-d

dealers arc contain.d in Chaptcr 9 of the Fxchange Control



Manual and the proccdure for transactions with the
T.esorve Bank is outlincd in the memnorandum F.BM given

at the end of that Chapter.

Cover Operations

10.11 Authorised dealcrs put through sale as well as
purchasc transactions in various foreign currencies with
their importand export customers. The transactions may

bc for spot or forward deliveries. In normal times,
authorisced dealers quote to customers firm rates of
exchange for various transactions and it is up to banks

to cnsure that transactions are coverad at a profit. The
fundamental principle in forcign ¢xchange dealings is

that sales shauld be offsct by corrcsponding purchascs
and vice versa, if the bank is not to run the risk of
cxchange fluctuation or indulge in speculation. While

it would bc an idcal sitwation in which sales to customers
are offset fully by corrasponding purchases from them,

in practicc, hewever, the bank would find that such a
situation would bc an cxception rather than a rule. It is,
therefore, necassary for the bank to undertake cover
operations with a veiw to c¢nsuring that it docs not rum
any exchang: risk duc to adversc fluctuations in rates

of cxchange.

10.12 Foreign exchange dcalings involve judicious judgement

of the position in various forcign currcncics at all
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times and conducting cover opcrations in a manner to
minimisc exchange risk and maximisc profit. A dcaler who
wants to play perfectly safc would have to mateh his
purchascs to sales and vice varsa, having regard not only
to the point of time (delay may result in fluctuation in
exchange ratz) and amount (more or less may lecave him
exposcd to thc cxtent of surplus or shortfail) but alsa
maturity (in*srval bstween dcliverics may cxposc him tae
risk in respect of one part of the d:al). Yowever, it

is difficult to achieve pcrfect mateching in respect of

all aspects duc to the following rcasons:

(a) Cover operations with other banks arc almost always
for certain minimum amounts and in round sums whereas
purchas:s from or salcs to customers may be for lesser

and odd anounts. This creates time and amount discrepancies.
During the interval bectwoen transactions with customers and
cover opirations in the inter-bank market, the exchange

ratc may mogye against the bank.

(b) In option contracts, it is thc merchant who has the
option to givc or take dolivery of forelign curréncies
during the option period and in th> inter-bank contracts,
it is the buying baak which has thc option. This creatcs
maturity discrepancy. For instancc, whin a merchant
contract is covcrad in the inter-bank market, the merchant

may offer delivery a¥ a time which does not coincide with
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the requircmcent of the bank with whom thc deal is covercd or
the lattir may scck declivery beforc the merchant chooses to

give delivery,

(¢) Pipcline transactions, that is, delay in rccoipt of
intimations from branchcs r.garding transactions put through

at firwm ratcs.

10.13=In actual practicz, authoriscd dcalers make a number
of salc and purchasc transactions and cach transaction is
not covered individually but ovcrall cover operations are
entered into Kecping the cxchange risk to the minimum and

maturitics matchcd.

Organisation of the Dcaling Departm-nt

10.1% The instructicns regarding scgrcgation of dealing
and accounting functions, sclcction and training of dcalers,
infrastructure of the Dcaling Department, dutics of dcalers,
dealing procedure, ducics of dccounting Department, etc.,
arc laid down in Part 1 of th¢ Guidelines for Internal
Control ovcr Foreign Exchange Businoss issued by the T escrve

Bank.

Inter-bank dcalings through Exchange Brokers

10.15 Exchange brokcrs perform the function of bringing
together buyers and scllers of foreign exchange in the

inter-bank. forcign cxchangc markct. FRule 3 of FEDAI Fules
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governs the inter-bank business through exchange brokers,
It provides, mainly, that when authorised dealers make
contracts through brokers, such contracts should be made
through only exchange brokers recognised by "ELAI, that no
brokerage or other form of remuneration is paid by banks
to their employees on contracts made in respect of any

bus iness, that the recognised exchange
foreign exchange[brokers are peraitted to contract exchange
business on behalf of authorised dealers only upon the
understanding that they will conform to the rates, rules and
conditions laid down by FSDAI, and that all dealings
between banks in centres which are serviced by recognised
exchange brokers are to be conducted through them. Thus,
direct dealings between banks in such centres is not
permitted. Dealings between banks and the F.eserve Banhk

are, however, conducted directly without the intervention

of brokers. The brokers' contracts attract stamp duty.

10.16 With effect from jAugust 1, 1980, the rates of
exchange brokerage payable by banks on the inter-bank
transactions, as fixed by FEDAIL, with the approval of

the T.eserve Bank, are as under:



tyne of business Fate of brokerage
(payable both by
selling and buying
. banks) 5

I. Spot and outright
forward business
against the rupee

(a) US dollars ard 1 paisa
pound sterling per 15,100/~

(b) Other foreign 1.19 paise
currencies per fs.100/-

IT.Swap transactions
in foreign curren-
cies against the
rupee :

(1) 'Short! swaps
i.e., where the
delivery of the
further leg is
due on the 7th
day after contract
or earlier :

(a) US dollars and 1.20 paise
pound sterling per [.100/-

(b) Other foreign 1.40 paise
currencies per %.100/-

(ii) 'Long' swaps (i.e.,
other than 'short!
swaps)

(a) U3 dollars and 1.50 paise
pound sterling per #.100/-

(b) Other foreign 1.75 paise
currencies per %.100/-
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1 hd 2-0-
III. 3witches (i.e., 12 paise per
sales of foreign U3 % 100/-
currencies against or equivalent

foreign currencies,
spot or outright

forward)

IV. 3waps in foreign 13 paise
curr=ncies against per US . 100/-
foreign currencies or equivalent
(irrespective of
period)

No brokerage should be paid by banks on merchant contracts
arranged through brokers and on the inter-bank sale and
purchase contracts of value of less than £ 500 (and/or the
equivalent in other currencies). It has been clarified

by FEDAI, with the approval of the Reserve Bank, that in
case a bank exzrcises its option of delivery within 7 days
from the date of the contract, the swap should be treated
as 'short' and that in case a bank exercises the option of
delivery on a date beyond 7 days from the date of the con-

tract, the swap should be treated as 'long'.

10.17 authorised dealers should maintain all necessary
records to indicate the exact nature of business done
through brokers in order that the brokerage payments are
made at the approved rates. As the rates for swaps are
less than double the rates for outright transactions, banks
should be watchful to ensure that there is no tendency

on the part of brokers to split swap requirements into

outright transactions.
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Swap Transactions

10,18 The textbook rule is that whenever a banit buys or
sells forwsrd, the forward nosition should be covered at
once by a spot transaction in the opposite direction so

1s to establish the rate of exchange and thereafter, at

a convenient mnoment, the resulting spot and forward
eornitments may be offset by a swap transaction. The

term 'swap' literally mecans exchange or barter. It may

be defined as the sipultaneous buying and selling of a
foreisn currenc/ in anproximately equal amounts for
different maturity (settlement) dates. In other words,

gn exchange transaction in which there is a simultaneous
sale of spot currency against forward purchase of the

.same currency or purchase of spot currency against forward
sale of the zame currency, is known as 'swap' or 'budlee!
or'double deal' transaction. A swap transaction is usually
taken to mean swap of soot with forward, but with the
widening of forward markets and sophistication acquired

by dealers, a considerable business has also developed in
forward to forward swap. Thus, the term 'swap' also refers
to purchase or sale of short forward exchange against

long forward exchange.

10.19 A svap transaction does not affect the net exchange

position, Swaps are undertaken mainly for adjustment of



funds position or better cash nanagement and for correcting
gaps in macwurities of foreign exchange transactions entered
into by authorised dealers. A dealer must bear in mind
his exchange position, funds position and interest rates
ruling in India and at foreign centres. For instance, a
dealer may sell spot £ 20,000 by way of a T.T. remittance
on London and on the same day, he may opurchase 90 days
sight export bill for £ 20,000, Having bought and sold
same amounts, his exchange :osition is square but maturities
of transactions differ and, as a result, in view of T.T.
sale, his Nostro account may become overdrawn whereas the
export bill purchased will be realised only after, say,

105 days, that is, 90 days tenor plus 15 days transit
period. The ZJealer may consider effecting a swap deal of
spot purchase and forward sale to match with maturities of
T.T. sale and purchase of export bill respectively. In

the case of import bills drawn under letters of credit,
overseas negotiating banks reimburse themselves by debit

to Nostro accounts of opening banks whereas importers
usually pay on presentation of documents, and the interval
nay be about 10 days or more. The opening bank has an
option to allow its N.:tro account to remnain overdrawn
until iiport bills are paid, but this may not be practical
in view of the Exchange Control regulations and/or rates

of interest on overdrafts being more than rates of interest
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payable by importers. For instance, a telex received by the
bank from its corrsspondent in New York says that its
account is overdrawn to ths extent of US . 80,000 as a
result of a debit raised for negotiating a bill under the
bank's import letter of credit. The bank's exchange
position was overbought Us.i 25,000 at the start of the
day. If the bank decides to purchase, say US @ 80,000

to adjust the overdraft, its exchange position in U3 &
will become overbought US 105,000 am it would run the
exchange risk until the import bill is received and paid,
that is, until the sale of U35 dollars is effected to the
importer. On the other hand, overdraft in New York may
be expensive and the bank may like to avoid it as far as
possible. The bank may, therefore, enter into a swap
transaction, that is purchase spot US dollars in order to
liquidate the overdraft and sell the same forward for a
suitable future delivery corresnonding witk the estimated
date of payment of the import bill., When the importer
makes payment, the bank will purchase spot'to meet its
forward sale under the swap transaction, Thus, while remain-
ing as square as possible, a dealer should endeavour to
keep minimum working balanees in his. Nostro accounts, and
the more accurately he can synchronise the delivery dates
of his purchases and sales, the more profitable will

be his operations.
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wxchange Control Legulations

10.20 As already stated in paragraosh 7.2% of Chapter 7,
subject to compliance with the provisions in paragraphs

8.2 and 8.3 of the Zxchange'Control Manual regarding
exchange position and cash balances, authorised dealers mnay
freely correct imbalances in their own exchange position
such as overbought in spot position and oversold in forward
position or overbought at one forward position and oversold
at, another, by making appropriate swap operations in the
currency with other authorised dealers in India. However,
authorised dealers should, =2s far as possible, avoid out-
right forward or swap transactions which will result at

the close of business on any day in unreasonably ‘'mismatched!

maturities.

10.21 suthorised dealers should not resort to the practice

of set-off of foreign exchange deliveries indiscriminately.
There is, however, no objection to authorised dealers

agreeinz to set-offs in genuine circumstances where mutual
pick-ups between authorised dealers arige unintentionally

due to the cumulative effect of transactions undertaken between
banks over 3 time and in the normal course of exchange business.,
Even in such cases, the relative entries should be passed at
the contracted rates in the foreiga cutrency mirror account

as if deliveries have been made and taken, albeit the fact
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that no actual deliveries will be taking place at the foreign
centre. 3uch set-offs should also be reflected in the R
Teturns as deliveries made and taken, The object of this
procedure is to ensure that the effect of the set-off

gets reflected in the profit and loss account only through
the mirror accounts and not directly. A separate record of
such set-offs should also be maintained in order to
facilitate reconciliation of Noastro accounts with mirror
accounts 2as well as scrutiny by the Inspecting Officers of
the Teserve Bank and by the internal asuditors of banks.
Set-offs are not permitted in dealings with overseas
hranches, correspondents, etc., of authorised dealers in

any circunstances,

10.22 3waps.involving 'T'eady' (i.e,, delivery on the same
day) and 'Spot' (i.e., delivery on the second business day
suceading the date of the contract) transactions in foreign
currency against rupees with overseas banks (including their
branches/Head Offices) are ordinarily speculative in nature
if made for the purpose of closing out by opposite swaps

on 'Teady' against 'Jalue next day' basis on the ensuing
business day or for nostponing funding of overdrafts arising
in rupee accounts maintained by them. Besides, paragrash
10.9 of the Exchange Control Manual clearly lays down that

rupee funds acquired by overseas banks should be for meeting



genuine business needs. Authorised dealers should not,
therefore, peérmit swap operations being made by overseas

panks in the rupee.

Foreign Fxchange Ooerations -
fTisks and Control

10.23 Foreign exchange operations can expose banks to
more than usual business risks. The special features that
have a great bearing on the risk potential ~f foreign

exchange operations include the following:

(a) Dealing decisions are generally made in highly
volatile market conditions 4nd since the decision to
clinch a deal has to be made within a split
second, the dealers hardly bhhave the time or the
opportunity to evaluate fully the pros and cons of al-
ternative courses of action or the opportunities

available from the emerging developments.

(b) Many complex factors influence exchange rates in
foreign exchange markets operating at different centres,

As foreign exchange dealers operating in Indian markets are
far removed from the major scenes of action, they may not
be abdbe always to get all the rclevant information.

(¢) Dealing operations in Indian banks are handled by
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relatively junior level officers to whom the authority

to commit the banks for such large amounts normally would

not have been delegated in other areas of a bank's business.

On the othir hand, by its very nature, dealing trinsactions
cannot be conducted through a process of on-going consultations
with and authorisations from the higher supervisory or top
management levels of the bank., By the very exigencies of

the market situation and market practices, the dealers have

to be given sufficient fresdom to operate in the market

at rates nand in amounts they deem prudent in the context of

the prevailing and expected market conditions,

10,24+ It is, therefore, necessary for banks to institute
adequate controls, accounting, monitoring and profit
evaluation systemns and procedures in respect of their
foreign exchange business. The main objectives of such

a system should be to reduce the risk cxposure of the bank
and to establish a process of on-going evaluation of the
quality of dealing decisions which will enable the bank

to take appropriate corrective measures to cut losses,

if any, in time.
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Risks in Foreign Exchange
Busingess
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10.25 There are a number of risks associated with foreign
exchange transactions, These could be grouped under the
following hcads :

(~) Net omen mosition risk or rate risk

(b) Kiismatched maturity risk

(c) Crodit risk

(d) Fraud risk

(e) Oncrational risk

(f) Country risk

Net open nosition risk
or rate risk

% ™ W e wm e

10,26 The naturce of this risk has been exnlained in Part 3 of
the Guidelines for Internal Control over Foreign Exchange Business
As indicated therein, the risk arises from unexpected changes in
the exchange rates., With a high degree of volatility witnessed
in recent ycars in the foreign exchange markets, the risk
attached to carrying open positions in any forcign currcncy

has increascd, The ratc risk is controlled by fixing daylight
and overnight limits in cach curronecy, maximum contract veluc
limits in cach currcncy, limit on aggrcgate nct open nmosition
for all currcncies together and limit on total daily transactions
value for all currencics together (turnover 1imit), The
instructions recgarding fixing and monitoring of daylight ard

overnight limits are given in paragravhs 3,2,1 and 3,2,2 of



the Guidelines, The limits laid down by banks should bhe

advised to the Reserve Bank (Exchange Control Department).

Mismatched maturity risk

B -y -

10,27 Mismetched maturity risk is also callcd liquidity risk
and is closcly associated with rate risk., Gaps occur when
liabilitics and contracts to scll in a given currcency mature
carlier than asscts and contracts to purchasc in that currency
and vice versa, The maturity mismatching is basically a nroblem
of excess or shortage of funds on any given day or period,
Paragranhs 3,1,2 and 3,3 of the Guideclines contain detailed
instructions rcgarding maturity mismatching end control over

mismatchings in maturitics,

Credit risk

—— —"

10,28 1In entering into any forcign exchange transaction , the
bank must bc confident that the countervarty, a customer or
anoth:r bank, posscsscs thie financial soundness and liquidity
requircd to meat its obligations at maturity, All forcecign
exchange transactions nccoessarily mecan delivery of onc currency
against another, If onc of the partics to a tronsaction fails
to fulfil its part of the contract in dclivering or taking up
delivery of the currency, the other party will be cxvoscd to
thc risks of cxchange rate fluctuations or intcorest ratc costs
duc to thc nccessity of purchasing or disposing of the currency

for rcadjusting its own currcency or funds nosition or both,
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The credit risk is controlled by fixing customer limits and
1imits for dcaling with individual banks, ard instructions in
this regard arc containced in paragravhs 3,1.3, 3.2,3 ard 3.2,.4
of thc Guidclines, Limits should be fixed for all countcroarty

banks including nationaliscd banks,

10,29 The chancos of fraudulent decals are significant in
forcign uxchange busincss, This is partly due to the tcchnical
nature of thc busincss and hencc thc difficulty in detecting
the malpractices, Frauds which have rccently come to light
includc instanccs of decalings for onc's own benefit without
putting them through the mirror accounts, undertaking unncccssary
dcals to pass on brokcrage for carning kick back, sharing
benefits by quoting better rates to some banks ard customers,
unauthoriscd speculative deals, ectc, While therce is no casy
solution to the problem, cffective controls and monitoring,
scparation of back-un proccdurcs from dcaling, prompt reconci-
liation of accounts, propcr sclcction and training of dcalers,
ctc,, arc thc mcans availablc to a bank to manage the risks

arising from frorud and malpracticcs,

Operationn) risks

- -

10,30 Thesc risks include inadvertent mistakcs in the ratss,
amounts ond counterpartics of* cdeals, misdircction of funds,

ctc, Thoe sconc for such mistakcs ariscs partly bceccausc of



the speced with which the foreign exchange transactions are
normally cffccted and partly duc to the fact that thoe dcals are
cffcected over teliphone or teluxes amd the mistakces can be
dotect:d only when the follow-up confirmations/advices are
rcceived subscquently, The reversing of such mistakes may,
however, involve the bank in losscs duc to cxchangc rate
changes, inturcst costs and also loss of goodwill of the
countcrparty banks. Thesc risks could bc rcduced by strict
adhercence to the proecdurcs, particularly thosc procedurcs
relating to the verification of the details included in the
dcal slips with thc countcrparty confirmation advices/contracts
and broker slips, prompt rcconciliation of Nostro amd Vostro

accounts, ctec.

Country risk

10,31 Country risk, in contrast to thc crcdit risks of a
borrowecr, rcletes to the ability and willingness of a country
to scrvice its extcrnal liabilitius, including thosc incurrcd
by its public and privatc cntitics, In other words, it is the
possibility that thc soverecign as well as othir borrowers of a
particular country may bo unabl. to fulfil th.ir forcion dibt
obligations for rcasons which arc boyomnx! the usual credit risks,
The inability of a country to mout its obligations can be due
to cconomic, social or political rcasons but such an inability
ultimatcly manifests itsclfi in the form of moratorium or

dcfault or reschcduling or just protracted delay in remitting
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the intercst pavment ar principal or both, It is not corrcct

to assumc that country risk is invelv.d only in cross-bordcr
medium~tcrm lending portfolios and not in rospect of short-tcrm
finanec, including intcr~bank markct deals, tradc financing

and forcign wxchange tr-onsactions, The foreign exchange business
jnvalves mointenance of balances zbroad with corresnondent

panks and also contracits “or sale and purchase of currencies
with foreign counterparty banks, The lizbilities arising from
these balances and forward transactions are in no way different
fram the liabilities orising from the medium-ternm lending

portfolios.

Dealings with oversens hanks/

- - s

branches ~id Rupee (Vosiro

paufa )

lﬂﬁﬂﬂuﬁ.

10,32 The instructions governing the conduet of Rupee accounts
of non-resident banks (which exrression includas overseas
branches/Head Offices of authorisced dealers and corresnondent
h@nks) ir: the Externcl Group of cnuntries nre zontained in
Chapter 10 of the Exchange Control Manual, These should be

r»xd with the provisions rega=ding the permitted methods of
reeeipts and poyments os laid down in parsgrervhs 4.0 ol 4,7 of
the. Manual, According to naragraph 10,9 of the Manual, authorised
dealers are permitted to freely purchase T.Ts and other
remittances in. any permitted currency from their overseas
branches ~nd correspondents to enable the latter to lay down

gunds in their rupee accounts in India for meeting honnfide
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needs of the overseas banks for pryments against exnorts ond
other commitments in Iniin, but ~cauiring of spot runees by
overseas brnks for building onen positions in the currency or
for helding ns cover ~gainst their forwrrd commitments is not

permitted, Thus, the runee funding overations of overseas

hanks -3hould be commensurate with their normel requirements for
mecting their payment obligations in Indin, Paragrarnh 10,12(i)
of the Mamual allows that rupnece balances of overseas bhanks
situnte in any country ol the Externnl CGroup may he converted
into sny permitted currency freely, ilowever, whenever such
conversion trkes nlnce for a significant ~mount, authorisad
deanlers are required to m:i:ke ~n instontaneous check of the
overations in the overse~s beonks' rupee accounts in the

immediate vpast to ascertain whether nny transactions with a

[®)]

specul~tive intent so as to benefit from 2 change in the
externnl value of the rupee had been undertaken by the ovaersens
ank and if s0, to mike o detailed report to the Resexve Bank
immedi~tely, Authorised denlers have sometimes to uncertake,
sales ~1d purchases of rupees with overseas banks where the

runees nre recuired tc be delivered to an ~ccount maintained

by the latter with -~nother zuthorised denler or where the runces
are being provided from ~n ~ccount maininined wiith ~nother
authorised derler, as the case may be, In sucih ceses, the

sther nuthorised denler should inveriably he requested "o

scrutinise the funcs nosition in the overseas bank's runee

account without rny <“elav ~nd ensure that Tthe onerations
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are being conducted in conformity with the Exchange Control
requlations, The obligation of renorting any unusual features
to the Reserve Bonk will then rest on the other authorised
denrler, Tn order to ensure that all leorge *ransactions have
peen properly ex-mined, -~uthorised derlers are required to
ranort to the Reserve Bank (Exchange Control Department, Central
office) purchase of rupees from overseas banks for Rs,5 lakhs
and nbove and sale of rupees to oversens banks for R, 100 lakhs
and above on ~ny day, whether the funding is undertaken through
an account mrinteined with ~nother authorised cealer or not,
All transactions involving an agnregate amount of P, lakhs or
75100 lekhs ond ~bove, as the c~se may be, on ~ny day with the
same overseans bank (all branches ~brood being taken together)
should be renorted to the Reserve Bank, This remort should
also cover transactions concluded with oversess branches/Head
Office of authorised de~lers, The following reporting form~t

should be used,

(n) Date of tronsaction

(b) Amount of sale/purchase of Indian rupees

(¢) Neme of oversees bonk (indicating name of branch)

(d) bate of delivery of the rupce

(@) Currency against which sale/purchase of rupee was made
(f) Rote

(g) Underlying cross rate on which the above rate was based

(h) Name of authorised denler (indicating name of branch) at
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which the rupees will be credited/debited as the cnmse mov be,

The report should be made as ~t the close of the d-~y on which
+he tr-ns~ctions ~re undertaken by lettnr or telex so »s to
reach the Reserve Bank by the next working d~y, It is to be
noted that this reworting system is meant to supnlement the
check by ~uthorised cdenlers ~nd does not in any way obvinte

the necessity of ~uthorised denlers exercising the checks
envisaged in the Henunal ond in A.D.(G.P.Sceries) circular No, 50
of 1979, which should continue to be made whether the rupce
accounts are m~intained by overseas boanks with other ~uthorised
denlers or the same-~uthorised de~ler's branch or ~t » different
brinch (whether in the same centre or another centre in India)

of the same authorised dealer,

10,33 In terms of paragramh 8,12 of the Manunl, when the limit
of 5,20 lakhs for granting locns, overdrofts or other types of
credit facilities to oversens bonks is exceceded becnusc of
unforeseen negotintions unde+ letters of credit, etc., approval
of tho Reserve Bank need not be sought provided thec excess is
~djusted within five days, This relax~tion is intended for
macting the nceds of oversens banks' norm~l exch~nge busincss
~nd l~rrge unforeseen nzgotintions, ~nd should not be used by
overseas bonks (including branches/Head Offices of authorised
derlers) to postpone funding in anticipntion of r-te ch~nges

ar to convert rupees into foreiqgn currency or to transfer



funds to other ~uthorised dealers,

10.34 Authorised dcalers ~re not permitted to »ffer two-way
quotcs for Indian rupeces in intern~tion~l markets, i,o,, as
Letween the authorised de~lers in Indin on the onc hend »~nd
overscas brnks on the other, Authorised de~nlers can, however,
quote ~» rate for either ~ sale or a nurch~sc of rupces, ~nd

concluce the transaction ot the aqreed rate,

10,35 DetaZled instructions regarding mnnagement of risks
arising in rupce (Vostro) accounts arc contained in Part 7 of
the Guicdelines for Internal Control over Forecign Exchronge

Business,

uidelines for_Inspecting
fficers
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Forcign Exchonge
Dealing, Operations

10,36 The Inspecting Officer should bear in mind the instru-
ctions contained in Parts 1 and 8 of the Guidclines for
Internal Control over Foreign Exchange Business and ascertain
whether these have bcen complied with by the bank., 1In

parrticular, he should verify -
(i) 'hether the denling function hns been separated
from the accounting, funding and other back-up functions ;

(ii) hother the bonk's csystem for the sclection,

training and rotation of its dcalers is s~tisfactory;
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(iii) Whether the infrastructure facilities provided to

the De~ling Deprrtment ~re ~deaunte

(iv) “Whether, before the work st~rts, the dealers confer
on the trend in the overnight m-orkets as ~lso markets still
operating in the same timc zone ~nd kcep the highcr a~uthoritices
informed of the conclusions, and there ~re odequ~tc communica-
tion ch/Annels to facilitate quick consultations between the
dealers -nd the higher authoritics, as indicated in paragraph 1,5

of the Guidelines ;

(v) Deal slips in respect of transactions for amounts of
£500,000 or its cquivalent ond above (all deal slips in the
case of small brnks) during the last one month should be
verified to ascertain whether (a) the deals made by the denlers
hove been recorded on approprinte printed denl slips in
duplicote ;3 (b) the deal slips ~re serially numbered ~nd in
differcnt colours to identify sales ~nd purchnses ; (c¢) ~ll
required merticulars are furnished thercin porticularly the
time At which the deal was nut through; and (d) the deal slins

have been signed/~uthenticoted by the dealer ;

(vi) Vhether the Accounting Department preperes brnk-wisc
summerics of ~ll outst-onding forword exchange contracts with
banks for which confirmations from counterparty banks h-ove
not been received ~s ~t the last working day of cach month
and the outstandings »~rc followed up expeditiously to hove

them confirmed by the counterporty banks ;

b4
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(vii) Whether the bank is m~intaining any record showing
the movement of rates in the Indian/overscas inter-bank

m~rkeots ;

(viii) Whether the Accounting Department prep~res the Rate
Scan Revort and the ~ction thereon is token as indicated in
peragroph 1,11 of the Guidelines, A few such reports mny be
verificd with the relative d2rl slips and in cnhse aberratiQmrs
arc wide ~nd/or quite freauent, the exnl-onitions given by the
dealers/bank may be examined to determinc whether they can be

considered ~s ~ccentrble;

(ix) UWhether the bonk hos fixed limits for dealing with
individunl banks, both oversens banks as well »~s ~uthoriscd
denlers in India, ~nd if so, thec sctting up and monitoring of
the limits ~re in eccordance with the instructions contained
in porograph 3,2,3 of the Guidelines, In those cases where
the limits h-ve been exceceded, whether the apnroval of ~ppro-

priate higher ~uthoritics hrs becen obtrined

(x) Whether, while m~king purch~scs ~nd sales of foreign
currcncics with oversecas bronks( including overscas branches of
authoriscd de-~lers), the bank h~s observed the corditions/
restrictions contnined in parrrgr2phs 8.8 and 8,9 of the Exchrnge

Control M-rnu~l,

Deplines, through Exchonge
Brokers

10,37 The Inspecting Oificer should bear in mind the instructions
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contnined in P~rt 2 of the Guidelines and ascertnin whether
these hove been complied with by the bonk, He should be on

the alert in casce there are indications of ~n cxcessive
concentrotion of business with ~ny onc exch~nnge broker, cxce-
ssive swerps, exchange rates that anpe~r out of line with those
for similar tr-nsactions on thc s~me dny or dther unusucl terms,
l13tc receipt of exch-onge brokers' notcs, nomination of brokers,
~nd substitutions of names of b-nks. In particul~r, the

Inspecting Officer should verify -

(i) “hether the Accounting Department cnsures that
(A) 211 axchange brokers' notes for inter-b-ank derls concluded
through their medium are received before the elose of business
on the doy on which the derls werce concluded or before the
opening hours of the succcoeding day; (b) the dates ~nd other
particulars given in the notes rgrce with the rel-tive denl
slips; (c) the discrepancics, if ~ny, arc brought to the notice
of thc denlers immodistely ~nd clorificotions/rectific-~tion of
crrors ~re c~llcd for promptly ~nd dircctly from the brokers by
the Accounting Department ~nd not by the derlers; and (d) in
c~rse of denls with ~uthorised derlers ~t outside centres, tclex
confirmnations ~re attnached to the deal slips ~nd if concluded

through brokers, their notcs ~rc¢ recoived cxpeditiously;

(ii) Whother the Accounting Department is mrintaining
up=to-d-~tec broker-wisc drily rccord(sep~rate folio for c-ch

broker) of brokerage prid/comiitted in the form proscribed



Co
-

~ 0
by thc Exchonge Control Dep~rtment in its letter No.EC,S5.95/86
(Spl. )=-82/83 d-ted 3lst July 1982, -~11 brokerage cl-ims -rc

bcing verified from this record ~nd the brokernge hns been

prid ot the rates prescribed by FEDAI ;

(iii) Whether the Accounting Department is prenaring »
monthly statement showing » summ-~ry of brokerage p~yments to
a~ch broker togeth-r with ~ comn~rative st-timont showimg
payments during previous two yeers ~nd the chenges in the
pancl of brokers, if ~ny, madc during the month, ~nd the
stotement is nut un to the Chicf of the Accounting Deprrtment

as ~lso higher ~uthoritics ;

(iv) %hether the bonk is mrint~ininag -~ p~nel of brokers
~pproved by ~opropri~tc higher ~uthorities ~nd if so, the
number of brokers on the prnel, how often ~nd by whom it is
revised as ~lso the procedurc followed by the b~nk in this

regord, should bc indicnted ;

(v) Whether there hove been ~ny comnl-ints ~gainst the
denlers ~nd/or rel~ting to m~lprociices indulged in by brokers
~nd if so, whether the ~etion ~s indicoted in p~r~gr-phs 2,6

~nd 2,9 of the Guidelines hns been trken by the bank,

Swap_Tronsactions,

10,38 The Tnspecting Officer should verify whether (a~) the
sw~n dcnls undert-~ken by the bank in intcern-tion-1 markets

(craoss currency denls) were for mecting genuine merchant
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trons~ctions; ~nd (b) the full ~mounts of nurchnses -~nd s-les
under the sw~p de~ls have beoen racorded in the tr-ns~ctions
shoots (to be ultim-tely incornor~ted in exchonge vosition
rccords) or only thc differcnces thorco? have been entered in
the shcoets -~s net purch-ses or s-les in counter-currencices,
(The l-tter will show = lower volum: of denlings comp-rod with
merchont tr-ons»actions ~nd will not ~1lso give ~ correcct picturc
of purch~scs ~nd snles of the bank for the nurrosc of weckly

FOS st~tements),

10.39 The Inspecting Officcr should verify ~11 swap deals under-
t~ken by sm-~1ll brnks during the lest onc month ~nd in the c-sc
of l~rger b~nks, c~ch of tho de~ls for amounts of £ 500,000 or

its cquivelent ~nd more m~y be scrutiniscd to scee

(2) Whethzr the b-sc r~tes -t which the deonls were
concludcd ~nd the swop diffcrences werc re~listic ~nd reflectod
the prevailing conditions in the inter-bank m-rket, (Thosc may
bce verificed from the rate ch-rt mrint-inoed bv thce bonk ~nd

brokcrs! dnily roports, if ~voilnblc);

(b) Whether ~ny swap denl h~s been undert-kaen ~t ~ lovel
r~t: ~nd if so, thc ronsons thercefor should be ~scertrined;

(c) Whether swap denls were done for tr~ding in forwnrd
~nd/or for r~ising rupces;

(d) Vhaother ~ny forcign currcncy deliverics hove bocen

sct off with othor -~uthorised do-lers ~nd if so, the circumstances
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in which thc sct-offs bec~mc necessary should be ~scert-~incd,
ana it should.-lso b: verified whether the instructions -s
indic~tzd in pm~rograph 10,21 ~bov: h~vc bocn complicd with, An

jrrcgul~r swrp is illustratcd bolow :

B~nk A cntercd into two sw-p denls for US & 25 million
cach in, saoy, April with B~nk B ~s under

Rupce pryment by
Purch-scr  Seller Rete Delivery  (in lokhs, of rupges).

o v —-—— s - L - - - - ~ . e

B~nk B-onk
A B
A B 12,06 21=30
April 2072,97
B A 12,35 21-30 _
B A 12,00 24230
Junce 2083,33
A B 12,33 24=30
Tuno 2027.57

On duc drtes, foroign currcncy ~mounts wore scot off without ~ny
aeliverics of foreign currencics ~nd tr-nsactions werc scttled
by m~king rupco p-~ymentsy The cffcet of the ~bove swap dcnls
w-s that B-nl: A p~id ~» nct ~mount of 1,43,68 1l-khs whcn the
first lcg of tnhce trons-~ctions wns vut through ~nd reoccivaed
Fs¢55,76 lnkhs ~t thc conclusion of the sccond leg, yiclding »
profit of B, 7,08 l-khs for lending rupce funds to the oxtent

of %,48,68 l-khs to Brnk B for two months (rcturn on an annucl

brsis 87#%)., Tho irrequlqritics in thc ~bovce denls »re
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¢i¥ Mcither the basc r-tcs ~t which ne~r forw~rds of the
tr~fisrctivns wcrc con¢ludced nor the swep differcncos rcflected
the prevailing rotes in the intir-b-nk morket, This is -~lso
obvious from the f-¢t th-t for thce s~mo delivery, viz,, 21-30
April, the r-tes were -~s widcely divergent ~s 312,06 ~nd & 12,35,

The rotes for the other delivery were ~lso widely divergont,

(ii) The tronsactions were not gonuine foreign cxchange trone
shxctions ~s no deliverics were given or trken on duc d-tes

through corrcspordent brnks ~t forcign ccentre ~nd the forcign
currcncy purchnsas ~nd s~lcs were sct off ~nd net ~mounts wcre

scttled in rupces locnlly,

Dorlings, with overse-s
bonks/br-nchcs ~nd

P Il e v o

Rupce (Vostro)~ccounts

10,40 The Inspccting Officer should benr in mind the instru-
ctions cont~inid in Port 7 of th¢ Guidclines ~nd ~sccrt-in
whcther these hove been implementoed by the bonk, In prrticul-~r,

he should verify -

(i) Whether the - rrangements for supervision ~ndd
monitoring of Rupcc (Vostro) ~ccounts by the b-nk ~rc s-tisfa-
ctory ;

(ii) Whether funds held in ~nv Rup:zc (Vostro) ~ccounts
of ovecrscas banks (including overscoas branches/Hend Office of

the bank ~nd corrcspondent b-nks) ~rc ~bnorm~1 or



2 5 h-

————

disproportionate to meet their normal business requirements
in India

(1ii) Whcthor the rupec trading with oversc-s b-nks h-s
bcan disproportion-t: to their norm-1l tradc-rcl-ted ~nd neod-
b~scd funding rcquiremonts for mcoting bon-fidc p-rymoent
oblig-~tions in Indi» nnd whcther there was ~ speocul-tive
intent in putting through th¢ trans-ctions in ~s much -s
purchascs of overs:~s banks werc much in excess of thuir
rcquircments ~nd conscquently snles back to the same or somc

othcr ~uthoriscd do-~ler were ~lso for l-rgc nmounts ;

(iv) ‘thether, while quoting rates for selling or buying
rupees to/from overseas banks, the bank ensures that the rates
quoteq are strictly in accordance with the directions contained
in A.D.(G.P.Series) circular Nn,R0 of 1979 and A.D.(G.P.Series)

circular No.5 of 19383 ;

(v) Whether the bank is maintaining properly a conti-
nuing record of the rates cuoted to overseas banks indicating
the time at which the transaction was done, the cross rate for
the foreign currency (if other than nound sterling) against
pound sterling (or other currency) on which the rate was based,

the bank's margin and the relative sunporting evidence ;

(vi) Whether the bank has submitted daily reports to
the Reserve Bank in respect of its purchases of rupees from
overseas hanks for Ps,5 lakhs and above and its sales of runees
to overseas banks for Is,100 lakhs and above, as prescribed in

A.D,(G.P,Series) circular No.5 of 1983, and the particulars
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so reported are correct as per the bank's records,

(vii) Whether there were any instances where the bank
had quoted to overseas banks cover rates without adding any
cushion/loading margin in contravention of the directions

contained in A.D.(G.P.Series) circular No.3l of 1980,

(viii) Whether the Runee (Vostro) accounts of any overseas
bank were overdrawn beyond the limit of Rs,20 lakhs continuously
for more than 5 days and if so, the extent and period of the
overdraft, the rate of interest charged thereon, if any, as
also whether the matter was reported to the Reserve Bank, may

be indicated - Paragraph 8,12 of the Exchange Control Manual ;

(ix) Whether the bank is following one of the three
alternatives indicated in A,D,.(G.P.Series) circular No,23 of
1978 read with A,D,(G.P,Series) circular No.75 of 1979, regarding
drawings 1n rupees by overseas banks or whether any exceptions

have been made;

(x) Whether the time-lag between payment of drawings at
the drawee offices and debits raised at the account-maintaining
office is reasonable and if not, whether the bank has taken the
meagures as suqggested in A,D,(G.P.Series) cricular No,75 of

1979 ;

(xi) Whether the adequacy of balances in Rupee(Vostro)
accounts of overseas banks is established by applying the test

prescribed in ECD's circular No.ECA,424/29-83 dated 5th
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April 1983 ;

(xii) Yhether the secrecy of inward messages is main-
tained by ensuring the adequacy of arrangements regarding the
custndy of secret documents, decoding and coding of messages,

etc., as indicated in paragranh 7,5 of the Guicelines;

(xiii) “hether in case of forward nurchases and sales
with overseas banks involving amounls individually exceeding
U.S.% 500,000 ar its ecuivalent, particulars thereof have been
intimatec kv the bank,on a daily basis, to the Resexve Bank as

per paragraph 8,7(iii) of the Exchange Control Manual,
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EV.LU,/I'I0:.. OF FOREIGN EXCH\NGE
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Forei¢n exchange transactions are entered into by banks
at rates of exchange which include their profit margin. Besigdes,
till the end of December 983, in the case of purchase or
discount of export bills, ready or forward, interest for the
transit period, usance period as well as grace period, if any,
was built in the rates of exchange quoted by banks. (It
has been decided to delink the interest element fraom
exchange rates. Details in this regard are given in
Chapter 4) . It is generally a practice with banks to
pass entries in foreign curvency accounts at the rates
of exchange at which transactions are put through. The
foreign currency balances as reflected in the bank's books
(mirror accounts) are revalued as on a particular date
in order to arrive at exchange profit or loss. Depending
on whether the item revalued is an asset or a liability
and whether the rupee value arrived at on revaluation is
higher or lower than the corresponding bouok value, exchange
profit or loss is determined. In essence, the assumption
is that if the bank were to stop trading in foreign
exchange An that day and close all its exchange positions

at the foreign exchange rates which then prevailed, what
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would be its rcsultant profit or loss? In other words,
if it were long (overbought) in a currency, would a
profit or loss be nmedc on the sale, and vice versa?

P.riodicity of r.valuation ard
booking of ¢xchangc prelit or i
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11.2 The revaluation cxercisc and booking of cxchange
profit or.loss arc undcirtaken by many banks on a half-
yuarly basis, i.¢., in the months of Junc and Deccmber,
while by somc banks, thcse arc carricd out on a quarterly

or cvin monthly basis,

Basis of revaluation

11.3 Banks gcncrally detcrmineg the exchange profit or
loss arising out of forcign cxchange opcrations in respect
of cach currency in which a currincy position is maintained
However, thorc is no unifornity ar.ong banks in rcgard to
the cotponcnts of the currency position to be evaluated.
The different mecthods of wvaluation are a: follows:

(i) Balanccs_in Nostro (Mirra) a2ccounts

All banks r-valuc thc balancc in each account in
a particular currcncy individuallv or thc¢ balanccs in
diffcerent accounts in the samc currency arc netted and
the consolidatcd balanci:z is rcvalued. AlL items in

transit arc first adjustcd to arrivc at the¢ truc balancc.
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(11) Nt currcncy rvosition

Thec nct ceady and forward positions comprising
various; itcms of asgscts and liabilitics, such as Nostro
(Mirror) accounts, forcign bills purchased or discountcd,
advancc bills purchasi.d, d¢mand drafts payable, forward
purchase and salc contracts, arc first computed. The
nct position in a particular currency is «composcd of two
segnents, viz., nct rcady position and net forward position.
Each scgment is indcpendently cvaluated for the purpose of
arriving at thc profit or loss. IThe net rcady position
is takcn care of whilec c(valvating balances in Nostro
accounts., Somc banks do not ¢valuatc the forward position
at all. Among thosc which cvaluate the forward position,
whilc a fcw banks take into consideration both profit
and loss arising out of (valuation of forward positions,
sone banks, as a prudcnt m.asurc, do not takc into consi-

deration thc profit Lut providc for the loss.

(ii1) Rates of txchavsc applicd

Thc practiccs also differ in rcgard to the rates
of exchangc applicd for the purposc cf evaluation of foreign
currcney balances in the spot and forward positions. How-
cver, thcrc 1is somc nrasurce ol unifornity armcng banks in

the matter of cvaluation of pound stcrling bccausc of
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the rcady availability of the Reserve Bank of India ratg

(a) Evaluation of nct ready position

Many banks valuec thc poond sterling balance at
the appropriatc Hescrve Bank spot rate and other currcneigg
on the basis of London closing ratus, A focw banks adopt
thc Rescrve Bank spot buying rates for US dollars, Doutsche
Marks and Japancst ycn because of the rcady availability
of thctsc ratcs whilc a few others apply the middle of the
T.T. buying and selling ratcs in the intir-bank markct
or notional ratcs arrivcd at from London middlc rates for
the currcncy. The object is to ust a rate which can be
rcadily cstablishcd (such as published rates) to satisfy

the auditors and other authorities, if any when rnecesaary

(b) Esv, luation cf net forward position

Thc retes made usc of by banks for the notional
liquidation of the overbought or oversold forward position
also diffcr., If the mct forward position is overbought,
it is notionally liquidat.d at thc taverage rate', i.c¢.,
the rate applicable to the (stimatid average unexpircd
pecriod of forward contracts gt which the currcncy can be
sold. Wicrc the currcncy is pound stecrling, appropriate
Reserve Bank's forward buying rate is applled and in other

cases, the forward buying ratc is arrived at on the basis
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of London market cuotations for the respective currency
crnssed with the Ruserve B.nk's forward buying rate. Ii,
however, the net forward position is oversold, the position
is notienally licuidated at the 'average rate' adopted en
the basis of London closing quotation for forward selling
oif the concerned curiency crossed with the Re trve B ni's
ready selling rate for pound sterling. Some banks adopt
inter-bank rates for forward deals instead of the Reserve
Bank rates while others revalue the forward position also
on the basis of speot rates without making any allowance
for forward margins. Many banks do not have « proper
system for realistically assessing the gaps in the forward
positions so as to estimate the cost of cleosing the
mismatches while evaluating the profit or loss. This

can result in a bank showing artificial profits in one
year and artificial lesses in the subsecuent year (s) and
ulterior motives, such as, evasion or pestponement of

tax payments cannot be ruled out.
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11,5 The diversity of procedurcs followed by banks pogeg
problems in the prop<r anmalysis and study of the foreign
cxchanze opcrations of banks. It is z2lso possible for
unscrupulous officials in banks tc projcct a wrong pictur:
cf the working results of the forcisn exchange operationg
of their banks, for cxanplc, by showing profits whereas

in fact they had incurrc¢d lesscs, by manipulating the
rates, (te. Besides, therc arce possibilitics of collusion
betwien dealers of different banks, onc of wham is valuing
forward pesitions whircas the other is not, as a rcsult o
which the denlers may conclude suit=ble deals botwcen
thenselves so that thc profits of one bank ry be shown
at artificially high or low level, the r1cal position of
which may surfncc only later, i.c., in thc subsequoent

accounting yvar.

11.6 Th¢ forward transactions may be matching transactions
as it happuns whén a2 bank covers a forward ccntract cntercd
into with a customir in the inter-bank market or with the
R>serve Bank fcr the same currency, amount and delivery,

The general principle herce is that the profit cr loss

on such transactions accrues in thc year in which the actual
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deliveries take place, l.c., on a 'consummaited! basis. Thu
banks which undertake spot transacticns and also forward
transactions which are of a purely covering n~ture Ry usc
the methed of evaluating their true Nostro balances and
account for the profit or loss on forward transacticns on

a 'consumiated'! basls in the year in which actual deliveries
are taken or given. Howtver, this ucthod cannot be valid

if banks undertake forward transactions which are noct of a
covering maturc., DBanks 1o not cover merchant transacticns
on a 1:1 basis as thcy wish to bntch customr business of
opposite kinds to the maxioum extent possible and cover

only the rcsultant differcnces. Besides, banks may undertake
purc trading transactions of buying and sclling foreign
currencics, both spot and forward, azainst rupos o agninst
another foreign currcency, beth in Indian inter-bank as well
as abroad, within the warious contraints impesed by Exchange
Control, for the purpecsc of gencr-ting profits, immcdinte

or prospcetive., It will be imprudent on th: part cof such
banks not to evaluate the effect of the outstanding forward
transactions a2s on the valuation datc as their complete
exclusion will result in the correct level of prcefits or

losses rcemnining undisclosed.
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11.7 A crucial qucstion is w hether only losscs in

f orwards should be provided for and profits 1 .nored or
whether both profits and lesses should be rickoncd and
accountcd for. Thore are scricus lacunae in the former
proccdurc spart from the difficultics in isclating or
identifying losses alone. In the case of a bank making
cover operations only, where customer transactions can

be rcadily related to the inter-bank transactions, it

is no doubt true that the forwer proccdurc can be foll owed
and it will also be prudint. This is not the easc with
thc banks which have othcr cperations as well. The first
qucstion is whether the profit or loss of ¢ach forward
tionth has to bue scparately ¢valuated and prof it ignored,
This is irrational sincc the brezk-up of forward positicn
into ncnths is itself somcwhat arbitrary becausc of
forward copticns. &Sccendly, a pure trading operaticn in
the forward niight have resulted in a profit while anothcer
operation nipght have rcsulted in a loss. Evaluation of
traling has to bc on a nct basis and hence both profits
and lcsses must be reckoncd. Besides, the provisicn

for losses alone implies defcrment of payrent of tax.s
arising on profits ar paynent of less toxes. Also,
scparaticn ¢f 1oss transacticns fram profit transactions

bristles with practical difficultics if a large number
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of forward transactions, whether of a covering naturc
or 2 trading naturc, nre made by a bank 2nd a varicty

of currcnecics and pousitions arc involved.

11.8 Banks in the U.K., U.S.A. and the Continent have
adoptecd a methcd of computoticn whercby the exchange profit
or loss cn the Nostro balances based on market rates and

on forward cperaticns on a month-to-ponth basis, is arrived
ate In this method, the spot positions (Nostro balances)
ar: valued separately and forward positions are valued on
a nonth-to-month basis arriving at eventually the total
profit or lcss. In the U.K., banks still do not takc into
account profit on fcrward operaticns until the exchange
contrncts mature whercvas in the Continent and the U.S.A.,
bcth profit and loss on farward operaticns arc taken into
account,

Guidelincg for InternaliControl

over Forcign Exchange Business

issucd by the Reserve Bank

11.9 It 1is desirable that banks having sizeable forward

business or sizeable inter-bank trading c¢valuate the forwvard
contracts zlso, whether in inter-bank or in customner business,
cutstanding as on th: valuation date. A conservative nethod

is to ignorc the profits, if any, on the forwards amd provide
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for the losses, if any. While evaluating Nostro balances,
the opposite rates for closing out the balances notionally,
i.e.,, the Reserve Bank spot rate for pard sterling and
the rates for other currencizs arrived at by coupling the
day's closing cross rates in London market with the corres-
ponding spot rate of the Reserve Bank for pound sterling,
may be used. If there is an astablishesd closing rats for
a currenzy in the Indian intar-bank mark:t, banks may use
it as an alternative mehtod of evaluation. For evaluating
the effect of outstanding forward contracts, the corres-
ponding forward rata2s or spot rates couplad with swap
rates arrived at in a similar manner may be used, Whatever
bz the method of evaluation follow=2d4, it is necessary to
adopt a uniform method from pariod to peariod and from year
to year so that the profits or losses raevealed are raalistic

and assessmants can be comparable and meaningful.

Workshop on Revaluation of Foreign
Currency Position and Booking of
Exchange Profits/Losses h2ld in
Bankers Training College - Janudry
5 to 7, 1984

11.9 Somz of tha conclusions reached at the captionzd

Workshop are given in the annexurz to this Chaptar.

Guidelinss for Inspecting Officers

11.10 The Inspecting Jfficer should verify whather the
bank is taking into account foreign currency bills purcha-

sad or discounted (Export suspense), import bills under
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letters of crodit (Import suspanse), foreign currency
not2s in hand and foreign currancy drafts payable, and
mking adjustments for items in transit while cevaluating
exchanga positions or it is reckoning only the balancas in
Nostro (mirror) accounts for the purpose of adjustment

of profit or loss, It should also be verifiad whether

the forward purchase and sale contracts outstanding as

on the date of a2valuation are taken into consideration.
The procedure followad in this rzgard should be examinad
and any special features, particularly the rates used

for the purpose of liquidating monthwise positions and

the departures, if any, made from the procecdure followed
during the previous evaluation period, should b2 commanted
upon. It should be asczartained whether the work regar-
ding evaluation of forecign exchange profit or loss

is handlad by persons oth2r than dealzars and the results
of the evaluation reportad to the top managemant. A
statement showing the profit @r 20ss on the bank's

foreign exchangz business during the last threc

calzndar years may be furnished.

Racommz2ndation
11.11., Th2 Group racommends that a uniform procadure

for th: evaluation of foreign esxchange profits and losses
may be evolved by FEDAI with the approval of the Raserve
Bank.



LbE

Annexure to Chapter 11

Some of the conclusions reached at

th2 Workshop on <ievaluation of Foreign
Currancy Position and Booking of
Exchanys Profits/Loss2s hz131 in Bankers

Valuation Base

1, gach foreiqgn currency position should ba rsvalusd
Szpariately.

2. All componznts of currency (exchange) position, viz.,

i) Mirror Account,
ii) Foreign Currency Notes hz2143,
iii) Import Suspansa Account,
iv) Valus to-morrow ani value spot positions,

v) ¥orward positinn incluling &£xport Bills (both
sight and usancz), and

vi) Pipelinz transactions™
should b2 ravalu=3.
* fransictions which are r2portad to ths position desk but
arz2 not adjust=24 in th=z accounts.
Mirror account
3. The balunce outstanding in each of (e Mirror Accounts
should be revalu=1 indep=ndently. Wh2rz an assassinent of
individual account is not requirad, the balances in various
accounts in the same currency could b2 nz=tted out for the

purpose »f valuation.

Import Susp=n3z _ Account
4., Import Suspense Account should b2 treated as-a
separat2 forzign currzncy assz2t account for valuation

purpose and revalued on spot basis; exchangz profit/loss

arising out of valuition of the Import Suspense Account

should be bookzd through an Exchange Aijustmznt Accournt .
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pxport Bills Purchased/Discountad

5. Balance outstanding in £xport Bills Purchased anji
Export Bills Discounted accounts should bz group=d under

appropriate monthwisz2 tim=2 bani according to expected

Jates of realisation of procezsds and consider=21 maturity-
wise alonJ with th2 forward comaitmznts of the bank  for

th2 purpose of valuation.

Overdue Export Bills
6. In view of the r=cent guidelina3s issued by the
For=ign Exchanjes Dealers' Association of India, =ffective

from January 1, 1984, no export bill will remain ovardue

from the exchangye position angle.

Forwaris

7. Forward contracts iue for sxecution during the
next two working days from the date of valuation should
b2 segrejatz2d and group=231 unler spot for the purposs of

valuatione.

8. Forward maturiti=s should incluide outstanding
export bills purchiasad and discount:d as wall as forward
purchase/sals contracts, mecrchints and incer-bank,

including those concludzd with the Ras=rve Bank of India.

9. Forward purchasa/salz contracts ani export bills
Purchaszd anl discount21 should b2 grouped monthwise and
netted out monthwise. Such natt=3 monthly gips should be

2valuated at the apnropriate forwarl rates.
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10,0ption forward contricts should be groupad at the begi-
nning or at the =2nd of the option pariod, whichever is
most disadvantageous from the bank's point of view taking
into consideration the premium or discount on the currency
and whether the transaction is a purchase or sale.

Recognition of Exchange Profits/Losses
in the Books,

11. Exchange profit/loss in respect of balance shaect
itams should be brought into books by updating the rupee
equivalent of the individual accounts on the valuation date
and reversed on the opening day of the subseaquent accoun-
ting psriod through an Exchange Adjustment Account
excepting the Mirror Account.

12, Book value of ths bills portfolio should not be
alterad as tha netted forward position is evaluated at the
appropriate forward ratas.

13. Both exchange profits and loss2s arising out of
valuation of forwards should bz brought into the books, as

on valuation datec.

Periodicity of valuation

14, Zxchange profit/loss arising out of revaluation
should bz brought into the books at least half-yzarly:

monitoring could ba done monthly.

Vaiuation Date

15, Valuation date should be the last working day of
2ach month,

16. The y2ar-znd valuation date should, as far as
possible, synchronise with thz balance sheet date,
Valuation Rate

17. The net forward maturities should be Valued at the

forward rates and the other componants (accounts) of the
exchanga position, ke valued at spot rates.

18. Where unmaturad forward contracts include contracts
in one for:zign currency against anothoar foreign currency
(cross-currency decals), such cantracts in the raspective
foreign currency should be valued separately.
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(cross-currency deals), such contracts in th2 respectiva

forzign currency should b2 valusd s2parately.

19. As rz2gards the rate to ba applizd for valuation
purnosas thaere wer: two viaws. Un2 view was to apply the
rat2s obtiin2d in th2 Indian intar-bank marka:t for valuing
spot as well as forward position for pounls stzarling and
Uess, dollars., Wh2r2 such rat:s arz not available, the
rat2s against rup:2as can b: arrival at by crossing with
En: ovars2as cross—-rates against U.5. dollars pravailing
as at th: closa of businz:ss in Inilia on tha valuation 3Jdate,
i.2., say, 5.00 p.m., to fall in lin: with int:rnaitional
mark2t practice. Th2 rates can b2 ascertainzd from
approvzd brok2rs. Th: s:cond view was tu apply the
Rasarve Bank rat:s for pounds sterling crosszd with Ccross-
rat 25 quot:d in an int.:rmational mirket against U.S.
lollars, closing aftzar us. The rat:s shoull not bz ascer-
taina2d from th: brokars.,
20, As 1in th= casz2 of itzm 19, thire war: two viaws in
agard to th=2 asplicabl: forward rat:s. One viow was that
if int:r-bank ratzas ar: apnli:l, th: 1iscount/premium
quot 21 in that m.rk:x is to b2 taken into account. The
s:xcond viiw was that if the lzscerve Bank rat:s ar: apvliad,
anproriat.: liscount of the Ja2serve Bank should be applied,
for valuation of long or .sovarbought position wh:reas
for valuation of short or ova2rsold position, spot rata

should be aopnli=d,

21. While arriving at the appropriate forward rat:s,the
least benaficial rates on both siles has to be appliad.

22, Whilz valuing foraign currancy notz:s, costs such as
transportation, insuranc:, tc., should b2 proviled for and
it is desirable to apply on: month forward ratz to arrive

it a reasonable valuc of this assazat,
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CEAPTER 12

RETURNS AgD STATEENTS SUBYITTED TO EXCHANGE
CONIROLDERARUMENT DX _AUIECRISED REALERS

Returns and statements prescribed in the Exchange Control
Manual are the principal source for comnpilation of the balance
of payments data of the country. These are simultaneously used
as an inmportant channel for exercising strict supervision over
the operations of authorised dealers and to ensure that the
powers delegated to them are proderly exercised. Unless
specifically indicated otherwisc, all returns and/or statements
are required to be subniitted to the office of the Reserve Bank,
under whose jurisdiction the concerqed'office/branch of
authorised dealer is situated. Iﬁ[;gy per iod, there are no
transactions to report a 'il' return and/or statement has to
be subaitted within the prescribed period. In view of the
iaportance attached to the returns and statements, authorised
deglers are expected to maintain a proper internal organisation
both in their controlling offices and operating branches so
that they are prepared in a systematic manner accurately and

submitted to the Tieserve “ank within the prescribed time scheduls,

-~

12.2 The Exchangs Control provisions relating to mi-Feturns and
Statements are contained in Chapter 31 of the EZxchange Contr»ol
sanual, "Hand Book on compilation of R-f.eturns" has been
brought out to serve as a guide to all members of staff engaged
in compilation of RK-Ffeturns in the offices of authorised
dealers., The Inspecting Officers should familiarise themselves
with the provisions of the Exchange Control Manual and the

Fand Book »n compilation of k- eturns.
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12.3 All foreign currency transactions made by an authorised
dealer and all transactions passed through the rupee accounts
>f non-resident banks are required to be reported to the

F.eserve Bank on appropriate .-Seturns thrice a 1onth at the
close of business as on the 1)th, 20th and the last day of the
month. If the 10th, 20th or the last day of the month is a
holiday, the return should be submitted as at the close of
business on the preceding working day, so as to reach the Rescrvs
Bank within five days from the close of reporting period

to which they relate. The transactions are required to be

reported in T.-Tieturns (aosproporiate .o the currency concerned)

as under: -

return Descrintipn
B F.eturn of transactions in Pounds Sterling
I.2 Teturn of transactions in U.5. Dollars
R3 F.eturn of transactions in Deutsche Mar ks
R4 T.eturn of transactions in Japanese Yen
RS Teturn of operations on rupee accounts of

non-resident banks
EA T.eturn of transactions in foreign currencies

other than Pounds 3terling U.S.Dollars,
Deutsche Marks and Japanese Yen,

Notes

Asian Clearing Union{(ACU) transactions undertaken in the
participating countries' currencies by authorised Jde=lers are
rencrted in T.6 Feturns ACU transactions in rupee are reported

in 7.9 Tieturns.
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guidelines for Inspecting Officers

12.4 While undertaking the scrutiny of L.-Feturns of authorised
jealers, the Inspecting Officers should, prima facie, satisfy
about, the following: -

(i) That all the concerned branches of the bank have been
submitting I.-Fleturns to Exchange Contrsl Department Offices
#ithin the prescribed period,

(1i) That the branches are adesquately staffed with experienced
personnel to coapile T.Tieturns.

(1ii) That the system adopted by the Head Office to wateh
prompt subaission of R-T.e¢turns by branches to Exchange Contrcl
Department Offices is satisfactory.

(iv) That the F.-:leturns are scen and signed invariably by the
officials holding charge of the branches.

(v) That the Fead Office ensures, through apvropriate
reporting systen, that all the transactions handled by the
branches during the ten-day period are reported by them in

the R-f.eturns pertaining to that period.

(vi) That the classification of transactions into 'f.eady' aund
' Forward! by authorisad dealer for reporting in I feturns, is
correct,

(vii) That reconcildiation of the balances in foreign currenc:
accounts as appearing in the local books with the balances
advised by the overseas banks is attempted regularly.
(viii)That certificates of balancas in respect of rupee accouants
of overseas banks are sent periodically and confirmation

obtained.
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12.5 The Inspacting Officer should pick up F.-Feturns submitteg
to Exehange Control Department, on a randoa basis, and scrutinige
the sale/purchase transactions reported therein with refersnce
to the relevant books and registers maintained by the authoriseqd
dealer to ensure:;-

(1) Whether all sale transactions undertaken Juring fbgicide
ten-day period have been reported in the F.-‘leturn,

(ii) Whether remittance forms A1 and A2 are duly completed

in respect of 3ll salg transactions.

(1ii) Whether the sale transactions are either clearly

coverad under the powers delegated to authorilsed dealers

or covered by specific approval of Exchange Control Department
(iv) Whether the branches in Category 'A' (i.e branches
maintaining independent foreign currency: accounts in their
names) ensure, periodically, that the aggregate sales and
purchases of branches in Category 'B' (iee. branches not
maintaining independent foreign currcncy accounts but having
powers of operating on the accounts maintained by Head Office/
Principal Office or a1y other link offize) reported in their
E<feturns tally wit" the sales and purchases actually reported
to Exchange Control Department in the R-Lieturns submitted
directly by branches in Category 'B'.

(v) Whether all purchases mafle during the ten-day period

have been properly classified and corractly reported in the
w-Teturns,

(vi) iihether purchases from puhblic are properly classified under
pwrchases against exports and vurchases other than against

exports.
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(vii) That in case of purchases from public for purposes other
than exports individually for the equivalent of Rs.10,000/-

and above, a dupplementary statement showing details of such
purchases is attached in the formal given in the E-Teturn.
(viii)That all forwar? sales and forward purchases undertak:n
by the authorised dealer during the ten-day period have been
reported in the F-Feturns.

(i1x) Whether the figures of cash balance and exchange position
reported in the I.d.eturn correctly reflect the balance and
position as per the books maintained by the authorised dealar.
(x) Whether all the supporting documents (e.g. remittance forms
A1 and A2, duplicates/triplicates of GF./EP/PP forms, fully
utilised Exchange Control copies of import licences, fully
utilised F.BI exchange peraits, Exchange Control copies of
Customs Bi:ls of Entry) are invariably submitted alongwith the
F.-E.eturns,

Statements

12,6 Particulars of various statements required to be sube
mitted by authorised dealers to Exchange Control Dsoartment
Offices are given in Chapter 31 of the Exchange Control Manual.
For ready reference, a chart ¢ showing the details of the state-
ments is given in the Annexure to this chapter.

Guidelines for Insvecting Officers

13.7 The Inspecting Officers should satisfy themselves about
the following: -

(i) Whether the staff attending to the work relating to
compilation of statements have full knowledge of the regula-

tions to compile the figures correctly.
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(ii) Whether Head Office/Controlling Office ensures subnission
of various statenents by the branch to the F.eserve Bank in time;
whether any calendar of statements is maintained by the former
to monitor timely submissién of statements.

(i1i) whether any reninders have been received by the branch,
regarding delay in submission of statements, from the Reserve
Bank in the past; if so, what measures have been initiated to

avoid such delays in future.

12,8 One or two statements may be sclected, at random, from
each category and the figures revorted therein may be checked
with reference to the relative books and registers to ensure that
all the figures reported in the statements correctly reflect the

position as per books and registers.
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No.

1.

2.

3.

?.

S ot

ANNE{LE TO CHAPTER 12

Particulars of various statements required to be
submnitted by Authorised Dealers to Exchange

Nature of statement Periodicity To whom
submitted

— (2) (3) )

08

Statements of Positions Weekly Central Office

BAL

Statement. of foreign currencies

held abroad by authorised dealers

and balances held in. non-resident

rupee accounts of overseas branches _

and correspondents, Monthly ECT Offices

STAT -1

Statement of balances held in non-

resident rupee accounts of banks in _

Bilateral Group. Monthly ECD Offices

STAT -2

Statement of Non-hiesident Government

Accounts, Monthly ECD Offices

STAT-3

Statement of Ordinary Non-resident

Accounts Monthly ECD Offices

STAT-UL

Statement of Non-resident (External)

Accounts. Monthly FPCD Offices

STAT -5

Statement of deposits under the

Foreign Currsncy (Nou-resident)

Accounts Schene. Monthly ECT™ Offices
(Link Offices
of authorised
dealers are
required to
forward this
statemant
to FBI after
scrutiny)

STAT -5

Statement of operations on Foreign ‘

Currency (Non-resident) Accounts Monthly EcD Offices



a)

9.

10.

11

12.

1 3.
14,

15.

16.

17.

18.

nd/-

) )

STAT-7
Statement of Blocked Accounts Monthly

ECD

(L

Officesg

Note: STAT-8 relating to NDFS Accounts discontinueq.

STAT -9

Statement of Export letters of Credit
advised. Monthly

Statement of bidbonds, tender

guarantees, performance, etc,

guarantees issued on behalf of

In?ian exporters in favour of

overseas buyers. Monthly

Guarantees for Non-resident
Firms/Companics Monthily

Statement of operations on Diplomatic
Bond Store Accounts Monthly

STAT-10

Statement showing purchases of <xchange

in the form of travellers cheques,

currency notes and coins and drawings

under inward travellers lettirs of

credit, Quarterly

X03 Statement

Statcument of export bills outstanding
beyond th& prescribed period of
rcalisation, Quarterly

Syatement showing details of certif-
icates regarding export of gift
parcels 1issued. cnarterly

(a) STAT-11

Statement of remittances made
under Deferred Credit Arrange-
mcnts for imports. Half-

(b) STAT-12 yearly

Proforma of Schedule of Principal Lt
payments and Interest Paymcnts undet:
Deferred G@redit Arr-ongements for N
imports 3

rXT

Statement showing the details of turnover

of foreign exchange business don~ on all

India basis by authorised dealers. Annual

ECD

ECD

ECD

ECD

ECD

ECD

ECD

ECD

Central Office

Officesg

Offices
offices

Offices

Offices

Offices

Of fices

Dffices



CHAPTER 13 280

SYSTEMS OF CONTROL IN HEAD OFFICES
OF INDIAN BANKS OVER THE WCRKING
OF THEIR FOREIGN BRANCHES.

One of the terms of reference of the Group is to
examine the control systems in the Head Offices of Indian
banks over the working of their foreign braches including
generzl supervision, control over foreign exchenge
trensections, gusrantee and other contingent liasbilities,
fixing of limits for various currencies, country-wise risk
exposure, contol over the advences portfolio of the
foreign branches, etc., and suggest modifications, if eny,
necesseary in such control systems. The group feels that
this term of reference is tco wide for it to examine in
depth unless the Group visits the Head Offices of Indian
benks, which have brenches outside India, and studies in
deteil the systems of supervision and control exercised
by them in regsrd to the items covered by the term of
reference, in order to be sble to find out the deficiencies,
if any, end suggest necegsary modificetions. Such & job
would be very time-consuming as it involves e detailed
study of tke vsrious control systems including examination
of the coverage and periodicity of internal sudits/
inspections as also of the returns and statements called
for by the Hesd Offices of banks from their oversesas

branches, However, as indicsted in Chapter 1, with »a



281

view to knowing the existing control systems a questionnsire,
vide Appendix V, was addressed to nine Indian banks having
brenches outside India and the issue hag been examnined in
the light of replies received from eight banksg which have
been summarised in Appendix VII. I+t will be obgerved
therefrom that the banks have established certain control
systems to oversee and supervise the working of their
foreign branches, Broadly, the supervision and control is
exercised by the banks'! Head Offices through periodicsal
returns and progress reports submitted by overgeas
branches, sudit/inspection by internsal esuditors/inspectors,
annual performence budgeting, periodiceal review of
performence and visits by senior executives from Head
Offices. The foreign branches sre ingpected/sudited by
internal inspeetors/auditors genereslly once in three yeers.
Most of the banks have, however, not laid down written
policies/guidelines for essegsing country risks and with
regerd to their borrowings in Euro-currency merkets,
perticipstion in Buro-currency loens/bonds, opersting
budgets and goals,. funds management and maintenance and

evaluation of foreign currency positions.

13.2. The Group considered the question whether the
Guidelines for Internal Control over Foreign Exchenge

Businegs issued by the Reserve Benk (Exchange Control
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Department) in July 1981 may be implemented, to the extent
eppropriste, by the foreign branches of Indian banks.

The Group feels that as the Guidelines are based on well-
esteblighed controls adopted by internstionel bsnks, the
Indien benks should trest the Guidelines as a2 model or
base for devising their own internel control guideliees in
respect of foreign brenches, subject to locel regulstions
end conditions. The Guidelines, inter alis, require benks
to fix deylight, overnight, inter-bsnk and custome r limits
es alsn individual and aggregate gesp limits. The Group

is of the view that in so for as the overseas brenches are
concerned, it msy be left to the menegement of individuel
banks to fix the limits after teking into considereation
the locel regulsticns and conditions es well as other
relevent factors. In other words, the benks need not be
esked to furnish to the Reserve Benk detsils regerding

the limits leid down by them for their overseass brenches
becsuse in cage they are not advised sbout the sppropriate-
ness or otherwise of the limits, the benks may trke it
thet the limits have been gpproved by the Reserve Benk.
In any cese, considering the voletile nature of overseess
foreign exchange markets, it may be difficult for the
Riserve Benk to continuog'y monitor the limits end it

wculd, therefore, be desirsgble that the manasgements of
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banks are made responsible therefor. T:»e I:...vecting
Cf.icers of the Ruserve Brnk need only verify whether
the sppropriste authorities in the banks have prescribed
the limits end the business underteken by the overseess
brenches is within the limits. T:ese observetions have
alre=dy been conveyed by the Grcup to the Department of
Banking Cperations and Development and the Group is heappy
to note thet DBCGD has issued & circular on these lines to
Irdisn banks heving overseess offices - DBCD.No.IBD.382/C.

489(91)-82 dated the 12th N¢vember 1982.

13.3. 1 August 1982, the R.serve Brnk (DBCD) reviewed
the Pilicy of I:dian banks in regesrd to personnel placement
at foreign branches end their systems of control and
supervision of the affairs of oversess brenches and with

a view t0 streamlining enu strengthening the administration
of the oversess operestions has urged the banks to implement
certesin guiddlines in this regasrd as errly 2s possible -
DBCUD.No.BL.7242/C.212-82 dated the 16th August 1982. At
the instence of the Group that in additicn to these
guidelines, thea banks shduld tdke action to strengthen
their-lines of couumunication with the ovarseas. hranches.
by "cstablishing an effective Manageuent. Informmation System
and through occasiomal visits by senior exceutives from

Head Offices, that the discussions to be held by the
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visiting executives should be bssed on pre-plsnned sgende
end importsant issues emansting from such visits must be
recorded and reported to higher mensgement, that benks
should reinforce the mechinery in the Internationel
Divisions for the appraisel of credit proposels and
scrutiny of control returns es well as for teking necessery
follow-up ection thereon, thet they should formulate
written guidelines/checklists for internal inspection/
audit of foreign brenches, ley down written pdlicies/
guidelines in regerd to sssets end lisbilities management,
including maturity mismatchings, and devise a mechaniam to
monitor country exposures, and that it would be helpful

to the foreign branches if the benkg' Heed Cffices issue
policy guidelines indicrting the overall objectives they
would expect the branches to achieve during a certsin
period, the Department of Benking O:erstions & Development
has =advised the concerned beanks to tske necessery steps

to implement these messures, as per circular DBCD.Nc.lB8S.

260/C.212-83 deted the 2nd liarch 1983.

13.4 The Group elso considered the question whether
there could be a Locel Board for the oversecas branches of
Indien banks - one Locesl Board for the brenches of easch
I.dien benk if the number is significant or one common

Local Boerd for the brenches of gll the Indian banks
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teken together in a particular country. The Group is of
the view thsat locel advisory boards mesy be estsblighed
wherever it is compulsory under the locsl regulations or
Justified by the operetions of e branch or branches of an
Indien benk in 8 perticuler country and not elsewhere.

It is not desireble to constitute one common locel boerd
for the branches of sll the Irdian bsnks tsken together

in e perticuler country because it would lesd to disclosure
of offirsrs of customers of one bank to another. The Group
understands that the Rieserve Brnk hss agreed; in principle,
to the proposal of the Central Bank of Kenya that local
advisory committees msy be set up by the Indien benks in
Kenyes, but the then Governor hsd obsgerved thst the Reserve
Brnk should see to it that this principle is edopted
generally and not just with reference to the Indien banks.
The Group feds thet generelly there is a danger that locsl
members of the edvisgory bosrds mey influence the independent
commercial judgement of the 1l:dian Mansgers and this factor
should also be kept in view while considering the question

of setting up of locel advisory bosrds by the 1ndian benks

at foreign centres.
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INSPECTICN OF FCREIGN
BR/NCHES CF INDI AN B/NKS

T..e policy in regard to expesnsion of Indisn bankg
abroad was expleined briefly in the Reserve Benk of India
Annual Report 1980-81 (P:ragraph 105). "The expansion of
Indisn banks overseas is guided principsally by economic
considerations such as the furtherance of India's trade,
assistence to I. dian entrepreneurs in the setting up of
joint ventures abroed and the eerning of foreign exchange.
Priority is given to the opening of brenches in countries
where good potential is seen for closer economic ties
with Indis.® In his speech delivered et the Scminar on
I::ternstionsl Bsanking orgenised by the Indian Benk in
J anuery 1982, Dr. I.G. Patel observed "And I would
suggest thet for our benkers the first responsibility is
to develop better understsnding of the cheanging nature
of the international cepital market so that in turn
they can be good advisers to the Indian Gover nment, to
Irdian investors, to Indian borrowers about whet is
going on. It is this primary function of understending
which is more important then the retail business which
you may do in some centres and earn SOME MONEY seecesccssans
Therefore, when our banks compete with e ech other in
wanting to hesve a presence &broad, it is not in order
to mske gome retail chips to mske the profit and loss
sccount look better - that is important perheps - but

the much more importent considerestion should be how
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do we facilitate the task of a2 country, which in the
nature of it cannot be a very large part of the world
capital market but whose stske in the world cepital
market will be much grester then its presence in the
werld cepitel merket. And since our steske in the world
capitel market is much grester than our presence can be,
our presence must be used as an antenne through which

we get the right information at the right time and
sometimes to develop the antenna 2lso which mesns to
develop the right econtacts ~nd do the right things."
14.2. The overseas brench expension by Indian banks
mskes demands on the foreign exchenge resources of the
country since under the banking lews of severel countries,
foreign banks sre requircd to bring in by wesy of working
funds or otherwise, specified minimum quantum of foreign
exchange resources for their business in the host country.
The draft on the scarce foreign exchange resources will
be Justified only when the bank puts the funds to
profiteble use in overseass business so as to gencrate
surplus over a period of yeers and it is repatriated.
The oversees brenches of Indisan banks should not tske up
non-viable proposals or undertske tresngssctions much
beyond their resources and needed expertise since in the
ultimste anelysis, any losses sufrered by them will have

to be made goocd by rcmittences from 1ndis.

14.3. The Reserve Brnk had no steatutory powers, until

1959, to cerry out the ingpection of overseas brenches
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of Indian banks. The Banking Regulation Act, 1949 was
auended in 1959 empowering the Reserve Bank to inspect at
sny time the breanches of Indien banks operating in foreign
countries. In terms of these proviasions, the Reserve Benk
cen inspect not only any brench of an Indian benk situsted
outside Indie but also any subsidiery formed by an Indian
bank for the purpose of carrying on the business of
benking exclusively outside India. Even after the assump-
tion of powers to inspect, such inspections used to be
teken up on an ad-hoc basis, there being no fixed
periodicity. It was, however, decided in July 1980 that
all the overseas branches of I:dian banks should be
inspected once in five yeers. In the light of certein
edvers¢ developments in Kenys, it was felt that, in

order to ensure the heaslthy eand proper functioning of
overseas branches of Indien banks, it wes necessery thot
the control and supervision over these brenches should be
adequetely strengthened. I+t was sccordingly decided that
inspectionsg of all overseag brenches of Indian banks
should be cerried out by the Reserve Benk at least once
in two years. Between July 1980 and Dccember 1983,
inspections of 38 brrhces were cerrieg out or tsken up.
14.4. There are =t present 141 brenches of Indien banks
(including eight off-shore benking units but excluding

representative offices) opereting in forcign countries.

Unlike in the cese of brenches of benks in India,

there is no element of surprise in the cese of insgpection
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of branches in foreign countrics. A special set of
inspection forms is sent to the benk's Head Office for
being filled in by each branch to be inspected. In tcrms
of the insiructions in the Inspection Manual, on comple-
tion of the ingpection, the lnspecting Officer has to
prepere 2 seperstc inspcction report for each benk in
respect of all its brenches in the courntry visited. A copy
of the report, after it is spproved, is forwsrded to the
dzad Office of the benk with & reguest to sdvigse the Reserve
Berk of the steps teaken or proposed to be tskepm to rectify
the irrevulerities. JApert from the usursl instructions

l2id down for the inspection of Indiesn brenches, the
Inspecting Officer hes tc besr the following sspects

in mind :-

(i) The prectieces obteining in other banks in the
forcign country should be the mein guiding fectors in
deciding policies end procedures for grenting sdvrnces by
the brenches of Indien benks;

(ii) The Inspecting Officer should be extre cereful
80 £s not to creete eny situaticn which might directly
or indirectly cause eny gpprechcnsgion in the minds of the

Indien or foreign clicntele abro=d;
(iii) How the working of the foreign brenches could
be improved so as to secure higher foreign eXxchenge

eerning for Indie ;
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(iv) The extent of import/export trede of the foreign
country as 2lso third country trede, if any, financed by
the Indian banks, the relations between these banks and the
respective foreign Government and, in perticuler, the

Central Benking Institution;

(v) The politicsl climate, various laws relating
tc benking, immigretion, tresde, etc., which are in force
or are anticipeted snd whether thereby the future propspects
of Indien benks ere likely to be odversely affected or:

end engered;

(vi) Whether there have been sttempts to violate/

circumvent the Exchange Control reguletions of India end/

or foreign country concerned. The modus operandi of

frauds, if any, committed by members cf the staff and/or
constituonts which might have ~lrcedy been investigseted

by the concerned bank or come to light during the courase

of ingpection should be studied end measures suggested

to plug the loopholes in the procedures so as to prevent
recurrence of similer frauds or ot least to minimise

them to the extent possible;

(vii) The Inspecting Officer should see whether
the digscretionary powers delegrted to the Officers-in-—
Cherge of foreign bresnches ere adequate in relation to
the business they have to do and also whether the powers

vested in them ere judiciously exercised.
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14.5. The primery objective of inspection of the foreign
branchea is to find out whether they ere working on sound
lines and on a profiteble basis end whether the pece of
development of their business is setisfectory. In

addition to the usuel scrutiny of agsets, liebilities and
the internal control systems, the Ingpecting Cfficer is
required tc pay speciel ettenticn to certsin developmental
and cthc.r espects in respect of brench mesnagement, staffing
pattern, Head Office supervisicn snd ccntrecl, rcscurce
mcbilisestion, advences, non-depcsit and non-credit services,
werking results end promcticn of exports from Indie =nd
inflow ¢f foreign cevjtel in India, eleborested in

Supplement 'C' to the Inspecticn Meznuel.

14.6. Begides the pericdiecrl internel inspecticns thet
mey be carried cut by the bank itself, it is necessery
thet the Reserve Benk also inspects the oversess breanches,
apart from menitering their working through a reporting
aystem, to gain 2 first-hsnd kncwledge of the menner in
which they er¢ functioning end to ensure that their
opereticng ere scund and prefiteble and also effectively
subserve the objectives fcr which they were opened. In
fact, hsving regard to the types end scele cf opersticns
¢f # fcreign brench, sny shortccmings, if nct corrected
in time, msy have alerger impact c¢n the profitability

cf the benk, es compered to # dcmestic branch, and elsc

result in an cutflow cf fereign cxchsnge end, moreover,
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wernish the imege of the Indien benking system. The
1jcsses likely tc be suffered by scme cf the Indian banks
in regerd to their cversees upersticns in the U.K., Behrain,
Hongkcng And Singepcre wiuld underlie the need fcr such ingpecticns
for on essessment of their risk expcsure. It may not be
cut f plece tc menticn here thet while superviscry
euthorities in each focreign ccuntry heve evolved their

own systems ¢f supervisiin cver the cperstiins ¢f benks
functicning in the ccuntry, including the domestic »nd
fcreign benks, they ere essentislly ccncerned with the
goundnesgs cf the opersticns ccnsistent with the loceal
regulesticns, whether fcrmel cr informesl, relesting to
cepital end liquidity odequecy, permissible businegs
ectivities, foreign currency expcsure, lcen ccncentretiins
and quelity of lecns. On the other hend, the Res:.rve Benk
es the superviscory esuthcrity of the perent ccuntry, is
mere ccncerned with en essessment of the risk exposure

~nd the 1likely impect c¢f the working of the foreign
brenches on the overell pcsitinon of the benk. In fect,
the efiectiveness of the supervisicn exercised by the
monetery puthcrity cf the perent ccuntry is increesingly
being reccngnised as e critericn for internaticnel
Presence. The gudelines spprcved by the Centrel Benk
Gevernors of the Group of Ten in December 1975, kncwn

s the 'Bersle Concordat':, have recopnised +thast whilg the
supcrvisicn of liquidity shculd be the primsry respcnsi-

bility of the hcst authorities, the supervisicn of
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sclvency is essentially e matter for the percent sutherity
in the csse cf forcign banks. The guidelines visuelisge
that practicesl co-cpersticn shculd be premcted, inter slis,
by the suthcriseticn of benk inspccticns by cor cn behalf
cf the perent authcrities cn the territcry cf the hcst
suthcrity. Such ingpecticns ere ellcwed in the United
Kingdam,U.S. /., Belgium, Hcngkong, J#pen, Sri Lenka end
Scuth Kcree, whilc o few ccuntries like Frence end
Singepcre dc¢ nct permit ingpcecti:ns by perent suthcrities.
Althcugh it weg decided in 1982 that the fcreign brenches
cf Indien benks shculd be ingpected cnce in twe years,
the inspecticn system is yet tc stebilise itself. The
werking Grcup is, therefcre, of the view that the
ingpectirns shculd be cerried cut cn an ongping and
reguler besis and esch branch shculd be insgpected ot
lecest nnce in three yeers. Some c¢f the banks hsve mcre
then cne branch in 2 ccuntry =nd it is gethaed that the
ingpecticn teems which heve recently tzsken up inspecticne
in fcereign ccuntries have ccvered cnly scme of the
brenches c¢f a bank excluding its cther brenches and even
its niein brench in thet ccuntry. In crder tc have &n
cverall picture regerding thc cperaticns of a benk in

e ccuntry, it is desireble thet 211 tne brenches
including its main brench ere inspected with reference

t¢ the same dete.

14.7. As regerdsg the ccverege ¢f inspecti“®ng, the

Group is cf the view that the guidelines given in
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Supplcment 'C!' tc the Inspection Menuel ere relevant

snd mey ccntinue tc be fcllcwed. There ere, hcwever,
certsin aspects like Heead Office supcrvisicn end ceontrol
which require elsbcresticn. Besides, e gpecial festure

cf interneticnel banking business is the unusuel depen-
dence cn mcney merket funds snd sn 8ssentiel espect to

be seen during inspecticn is hcw ceffective is the essets
end lisbilities menegement by the benk tc avoid any undue
liquidity end interest rate risks »nd mis-matching cf
agsetg with liebilities. Certesin internsticnel develop-
ments which have brcught intc bcld relief the risks
invelved in unduly lerge expcsure tc certein ccuntries
by the cversees'brenches of Indien benks, heve alsc
underlined the need fcr a country risk analysis. The
additicnal aspects tc be seen during the ingpecticn ere

expleimed in deteil in the next chapter.
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CHAPTER %5

WORKING OF OVERSEAS BRANCHES OF
IJDIAN BANKS —~ SPECIAL ASPECTS

Range of Opergtions
of Various Types of
Foreien Offices

Full Seryice Branches

These are regular branch units of banks offering compre-
hensive baaking services, treir operations being restricted, if
at all, onlvy by local regulations. Services normally rendered

by these branches are :-

(1) Agency functions for India business including caonfirmation

and advising of letters of credit, collection of bills, issue

and encashmeat of remittances, issue of guarantees, purchase

and sale of exchange, borrowing and placement of funds.

(11) Acceptance of domestic deposits.

(1ii) Lending to domestic borrowers.

(1v) Issue and confirmstion of letters of credit.

(v) Issue and coafirmation of guarantees.

(vi) Remittances business.

(vii) Purchase/negotiation of bills of exchange, both inland
and foreign.

(viii) Functiondng as correspondent for other banks including

Tugéi~a buuks.

15.2 Foreign branches are not obliged, except by compulsion
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of local regulations, to engage in developmental banking actj.
vities such as lending to small scale industries, export
finance and financing retail business unless such business jg
acceptable on strictly business considerations including safetm
liquidity, profitability and control, American banks have
generally been following the policy of avoiding retail banking
in their overseas operations in order to maximise profits;
retail business is high cost operation particulerly at overseas
centres where services are highly priced, MBut Indian banks
cannot obviously awnproach this problem from the angle of
American banks as two elements of overseas operations of Indian
banks, viz., agency functions for India business and servicing
of the banking business for expatriates, are inextricably
involved with retail banking, Besides, retail banking has its
own merits; it is more profitable in the lower brackets of funds
deployment and this factor is relevant for Indian banks; it is
more of a short-term amd self-liquidating nature; and it

provides a wider risk exposure,

Representative Offices

15,3 These are not operational offices, They are set up at
centres where a full service branch cannot be established due
to restrictive local regulations, or a sufficient business base
at the centre itself(as distinct from the dispersal of business
contacts over a large region comprising a few countries), is

not available, or the bank is desirous of cstablishing a



footheld on an experimental basis before venturing into full
scalc operations, The normal set up is one Representative
assisted by a secretary and an office-boy., The Representa-
tive generally has a wide area comprising a number of countries
under his jurisdiction, The required mobility would be avail-
able for the functional role assigned to him as no onerational
responsibilities are vested in him, Broadly sneaking, the

functions of a representative office are as follows :-

(i) Study and report on the foreign trade opportunities
for India, particularly with respect to exnorts, in the region

covered by the representative office,

(ii) Provide, on an on-going basis, commercial information
with regard to tenders and other export orders arising in the

area for being fed back to the bank's customers in India,

(1iii) Provide information on Indian capabilities for sunply
of goods and services to interested parties in the countries

coverced by the representative office,

(iv) To look out for investment onportunities for deploying

the surplus resources of the bank's foreign offices,

(v) To look out for investible resources available in the
arca served by the office for irwestment in India or for place-
ment with the bank's customers in India as loans or with the

bank's forecign offices,

(vi) Make corresmordent calls and service corresmondent
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relations. in the area covered by the representative office,

(vii) Provide crcait information on parties in Tndia and
in the area served by the office, required in conncction with

business transactions,

(viii) Resolve serious business problems arising between
the bank's Indian and for:ign offices and curresnondents/

customers in the area scrved by the recoresentative office.

(ix) Assist expatriate Indians in their banking problems,

15.4 Offshore banking refers to banking that generally covers
only non-recsidents and does not mix into the main strecam of
domestic banking., Oftshore banking centres have developed
either in tax-havens, e.g., Bahamas, Cayman Islands, New
Hebrides, Luxembourg, Channcl Islands, Isle of Man and Bermuda,
or in areas which are consciously devcloped as international
money markets through tax concessions and other incentives
provided by the local monetary and govermment authorities,
¢«g., Switzerland, Bahrain, Singapore and Manila; the basic
precondition for the latter catcegory of offshore markets is that
international money and investment activity at these centres is
sufficient to induce forei~r hanks teo qo to such centres,
Offshiore banking overations genuiwatly Lrvuive yolitiue—ca oe
tax-frec profits or profits subjcct to concessional tax rates,

In the secord category of offshorc markets, the local monctary
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authoritics take all the nccessary care and regulate the offshore
oocrations in order that the opcrations of the of fshore banking
units do not cause uphcavals or distortions in the internsl
monctary system, Subject to this precondition, regulated
business with local residents is also occasionally permitted,
c.g., Singaporc ard Manila, Generally, lending to residents
subject to approval by the monctary authority is permitted and
occasionally residents are also permitted to denosit moneys
with the offshore banking units. The esséntial characteristic
of an offshore branch of an intcrnational bank is its capacity
to participate cffectively in the international money ard
cxchange markets both as borrower ard lender., To have this
capacity, the bank concerned should have a sufficiently high
international staturc and size., This is the recason why
Jicensing conditions are rather strict. 1In tax-havens (the
first category mentioned above), of course, there is no
regulation of any kind, 1In fact, this category of offshore
banking is known as "brassplate? prescence with an office
registered only for the sake of form in the tax-haven, transa-
ctions being booked in the books of one of the opcrating branches
a2lscewhere, The token presence is looked after by local corpo-
rations which generally extend such services for a small feec,
The busincss operations of an offshore branch would fall within
the undernoted range cind cocil Luo, lic. conizmt o sSontre

depending on the local regulations
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(i) Acceptance of deposits from non-residents in currcencics

other than the local currency,

(ii) Acceptance of deposits from non-residents in the

local currency,
(iii) Lending of foreign currency funds to non-residents,
(iv) Lending of foreign currency funds to residents,

(v) Issuance and confirmation of letters of credit and

guarantees on behelf of non-resident customers,

(vi) Issuance and confirmation of letters of credit and

guarantees on behalf of residents,

(vii) Borrowing and plecing of foreign currency funds in the

local inter-bank market for such furds,

(viii) Borrowing and lending of funds in other international

money markets,

(ix) Purchase and sale of foreign currencies either against
the local currency or against the other foreign currencies for
non-residents (for residents also if permitted by the local

requlations),
(x) Purchase/negotiation of export/import bills,

(xi) Operating im the local and other international exchange

markets for purchase and saie or foreign currencies,

15,5 From the Indian banks' point of view, an offshore branch

provides facilities for the undernoted objectives
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(1) Raising of international furnds for financing India's

exports, Indian joint ventures abroad, India snonsored vprojects
abroad and high value imports by India (nurchase of ships,

aircraft, metroleum, etc,)
(ii) Access to international exchange markets,

(iii) Provision of performance and other financial quarantees
ard opening of letters of credit in connection with Indian joint

ventures and India sponsored nrojects abroad,

(iv) Opportunity for nlacing of surmlus investible furds in

areas with attractive vyields,

(v) Operations with high profitability due to tax exemption or

tax concession,

15,6 As overseas branches are far away from Head Offices, the
lines of control tend to be long and weak, It is, therefore,
essential to have an effective and efficient system of super-
vision and control, A few banks have set up territorial/regional
offices to control oversens branches and delegated to them adequate
authority and resvonsibility in order to decentralise decision
making and control, However, there are several gans in the
existing control systems of Indian banks which need to be suitably
restructured, An important point which should be borne in mind

by the fnspecting Officers is that each territory has its own
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peculiar environmental factors relevant to the business of a
bank ~nd the conditions in ~ll territories not being identical,
it will not be a correct amproach to evaluate the functioning
of a brench in one territory on the basis of what is observed
about =~ branch in a different territory, The main instruments

of supervision and control are -

(7)  Management Information System:
(i) Control through returns;

(ii) Progress Reports,

(b) Audit/Inspection,
(c) Periodical visit reports,

(d) Performance Budgeting.

Mann~gement Information Syst

- Te - e & e mm—

15,7 It connotes the mechanism for processing and providing of
accurnte information to the ton management at the right time

and in the right form, MIS is built up with ~ view to supnorting
decision making at various management levels, The essentioal
attributes of a good MIS are format, relevance, accuracy oand -
timeliness. In other words, MIS is a facilitating system that
helps managers in improving the quality of their decisions in
planning, owerational ond control functions, Decisions are of

two types, progrommed and non-progr~mmed. Programmed decisions
are of routine overationnl n~ture and of predetermined periodicity.

Such decisions ere facilitated by giving discretionary nowers
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at various levels and laying down operational guidelines by the
too management for personnel in operational field, Non-programmed
decisions are on issues which are not repetitive, call for
crective intervention by higher executives and involve implica-
tions of large magnitude and ramifications, Such decisions ~re
facilitated by regular flow of information from base level to
higher management, It is primarily for the non-progrommed
decisions that an information system is devised through control

returns and progress renorts,

Control Returns

 ——

15,8 Areas of control through returns generally are credit and
other facilitics, foreign exchange business, investments,
administration and housc keeping, ~nd other statistical infor-
mation, Periodicity of returns would depend on the jurisdiction
of control ~t Head Office and territorial/region~l offices, if
anv, ~t overscas centres, In other words, frequency should be
higher for the returns flowing from branches to territorial/
reqional office since the resbonsibility of operational control
over day-to-day business aspects ~nd routine administrative
matters is th~t of the territorinl/reqional office, The returns
flowing from the tcrritorial/regional office to Hecad Office may
be at lesser frequency for the oerspective is overall control

on policy issues arnd individual decisions of greater magnitude
and imnlications, Periodicity of returns should take care of

the time-gap required for initiating corrective stens, The
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effectivencess of the emthod of control through recturns would
depend on :
- Promptness and accuracy with which the return is submitted ;
- Understanding or knowledge of the rationale/purposc of
cach return ;
- Interpretation and analysis of the data flowing from cach
rcturn;
- Utilisation of the analysis for control purposcs ard to
initiate corrective measures ;

- Reporting to higher authorities for information and

guidance,

15,9 In the matter of excrcisc of control, the top management
should have ~ watchful cyec on cxpenses and cost-bencfit anproach
to all decisions, The bank should have a system of veriodical
review of the efficrcy of returns in order to bring ~bout suit-
ablce modification, merger, discontinu~nce, changes in periodi-

city, ctc., of the rcturns,

Progrcss Reports

T —— A ¢ - ¥ v e

15,10 These Aarc meant to provide o pDilu+ s cye view u:s ‘u.d
oper~tions and progress of oversers branches/territory, On
the basis of progress remorts reccived from oversecas branches/
territorial/regionnal offices, a consolid~ted report of the
bonk's cntire overscas operations should be submitted to the

Borrd with o view to informing trends of operations and sccking
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The items thet mhy be covercd in - progrcss report

Denosits

Advonces

Other facilities like letters of credit, bid bords,
gu~rantccs,cte,

Tnvestmoents

Trends in carnings, cxpenscs ~nd profits ;

Rersons for sharp risc/decline in ~ny of the above

with bricf comments,

that substantially contributce to nrofits,
thot ~re loss mnking,
that have heavy incidence of opernting costs,

th~t contribute other roemuncrotive busincess,

Lurrcncy positions

Interest structurc in diffcrent countrics/currcncics
and variotions thcrcol
Important changcs in monctary wolicy ~nd c¢xch-ngc

requlotions,

Housc~keeping function

- Balancing of books ;
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- Reconcilistion ~nd defaulting/problem branches g

Rectification of irregul-~ritics j

- Complinnce regarding submission of returns ~nd
defaulting branches

- Fr~uds,

Any othcer develovments, favournble ~nd un avouraple, c¢ither in
the overscas branches ar in the torritory of opermtions, say
political or cconomic or in banking ficld which would affect

the bank's opcr~tions in the territory, adverscly or otherwise,

Audit/Inspection

-

15,11 The importrnt ~speccts which audit/inspection should

cover ore @

- Whether discretion-ry vowers, lending nnd administra-
tive, have becen judiciously cxercised;

- Gomplirnce by branches in taking proper documents ~nd
following tcrms ~nd conditions stipul~ted by the
s~rnctioning ~uthority ;

- Eorly dotection of worning sign~ls of incinient sick-
ncss/problcms in respect of partics cnjoying credit
focilitics

—~ Scrutiny of forcign currcncy pesitions ;

- Irrcgul~rities in housc-kconing funetions ef branchcs ;

- Whether branches ~re following precscribed procedurcs

- Audit of cxpensces incurred ~nd conirol over cxpem@iture
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-~ Hondling of frouds ;
- Scrutiny of investment portfolio with ~» vicw to
cnsuring proper mix to ~chiocve optimum return on

investments,

pcriodicnl visit remorts

15.12 Thc discussions hcld with visiting cxecutives should be
pascd on pre-planned agend~ so thot maximum ~dvantage con be
t~ken of the presence of the visiting cxcecutive, This will
providc ~n opportunity to ~ppreci~te practic~l problcms and
constreints, if ~any, ~nd consider import~nt issucs on the spot,
cexchangc of inform~tion, ctc, Tmport-nt issucs cmanating from
such visits and/or decisions t~kcn/instructions given must be
recordaod by the visiting cxccutive and reported to higher

man~gement,

Pcrformonce Budgeting

15,13 Pl-onned perform~nce is ~1lways better thon unnlanncd
pcrform~ncce, Performonce budgcting is ~ mcthod to m-n~ge

rffairs with optimum cfficicncy, An imvort-nt fcoature of
perform~rnce budgeting is to perform better than wh-t would come
about Autom-~ticnlly in thc norm~1l coursc, The starting point

is the cnuncinrtion of gonls desired to be ~chieved during the
budget period, in quontificd terms, The go~nls cnunci-~ted should,
however, be within the bounds of fersibility, Employce porti-

ciprtion is vit-1l for the success of perform~nce budgeting,
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The participotion of cmnloyces in burgeting lceds to motiveotion
ard motiv-tion lcn~ds te beticr perform-ncc in comp-rison with
thc perform~ncc which is mcrely dictrted by ~uthority, The
budgct scettlement proccss should be »n ~eross-tho-tnble diﬂlogug,
1~rgcly, if not cntircly, on the b-cis of hard d-~to in ~n opcn,
frec ~nd fronk monner ana with -~ clo~r ~warcencss ~nd anoreci-
ation of mutuality of overall gonls, The porformancc of
bronchos should be revicwed ~nd the results of the revicw should
he nromptly cormmunicetzd to tho branchws, The recsons for ~ny
shortfnll in performonc: in relation to the budgets and v~ri-~nces
should be ~nnlysed, The branchzs must be macde to fecl th-t
their nerform~ncc is being corefully watched, Good perform-ncce

should bc rucordcd -nd recogniscd by the concernad -uthoritics,

Instructions issued by
the Reserve Bank,

4o o == -

15,14 The Indien b~nks having overscas branches have been
advised, in circulars D3OD.No,BL, 7242/C,212-82 dated Auqust 16,
1982 ond DBOD,No, IBS,.260/C,212-83 dated March 2,1983, to take
necessary steps to implement the following measures/quidelines

as early ns possible,

- e e e w2 .

policics

(a) Having regard to the complexitics of carrying on
banking business in highly commetitive markets and in different

political, economic nnd legal enviromments, it is essential
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that only personnel who have becn properly trained and are
considered to have thec necessary job competence and mrturity
should be deputed to overseas branches, Banks should, there-
fore, lay down proper criterin for selecting candidates for
overseas assignments, Deputations should be for specific
periods and a system of rotation of staff should be strictly
enforced., It should Aalso be cnsured that deputationists arc
not continued on overscas assignments for unduly long periods
and brought back to the home country after » snccific neriod
of, say, five yecars,

Reporting and control
systems

(b) Banks should review thc reporting systems, if any,
that are presently onerative in regnrd to the oversecas bronches
and make a judgement whether adequate ~nd timely feed back
about the functioning of thesc offices is being received, If
not, steps may be taken to introducc/tonc un the remorting
systems., It would be nccessary to make in-depth and detailed
troviews ! of the working of these branches in each country at
reasonable intervals, of not more than a yecar, and put up such
reviews for the consideration of the top man~gement and the
Board., Copics of such reviews may also be sent to the Reserve

Bank ( DBOD, Central Offi-c),

(c) Banks should ensurce that all imvort~nt developments

connccted with or affecting their oversens branches, including



changes in policy cnvironmment as well as rclationships with
local authorities and public, arce promptly revorted by their
branches to the Head Offices which, in turn, should rcport such
major developments to the Rescrve Bank promptly, Simil-rly,
frauds/defalcations/lossces, ctc,, involving significant amounts

should also be rcported to the Reserve Bank,

(d) The intern~l ~udit and inspection system relating to
overscas branches should be reviewed ~and strengthened, A
system of plnhcing beforc the Board of Directors 'summary!
reports, ot periodical intervals, of the ~audit/inspcction
reports highlighting problem arcns, sterngths ~nd wenknesscs
in the functioning of the overscrs branches mey be introduced,
if such practice is ~lrcedy not in vogue, Copices of the
tsummary' reports should also be forwarded to the Rescrve Bank

(DBOD, Cecntral Office).

Supervision m~rchinery
at Hend Offices

-

(c) It has been found thot the supervision coxerciscd by
the Intern~tion~l Divisions or cquivalent functional sct-up
~t thc Heocnad Officcsof bonks lcaves scope for improvement, This
m~chincry should immedistely be reinforced. It would be ~lso
nccessary to cvolve » system wherceby responsibility for
ncgligent administration at the executive levels, le~ding to
avoideable large losscs ~t overscns bronches, is fixed ~rd

ncccssary ~action taken so that » scnse of accountability is



felt by the manrgement overscns os well ~s ot the Head Officc.

Monngement, Information
System

(f) Banks should takc ~ction to strengthcn thcir lincs
of communication with the overscns br-onches by ¢stablishing an
cffcetive Man~gcment Information Systcm ~nd through occasion~l
visits by scnior cxccutives from Head Officcs, The discussions
to bc hcld by visiting exccutives should be based on pre-planncd
agenda and important issucs cmanating from such visits must be

rccorded and rcported to higher manegement,

Machinery for appraisal

-

of crodit oroposals,.

e e e e e e s e e

L.iurns, ctc,

(g) The banks should reinforce the machinery in their
Intcernational Divisions for anpraisal of crodit proposals and
scrutiny of control rcturns as wcll as for taking ncccssary
follow-up action thcreon, Further, they should formulate
writtcen quidelines/chccklists for internal insncction/audit of
forcign branches, lay down written policics/quidelines in regard
to asscts and liability managemcnt, including maturity mismat-
chings and dcvisc a mcchanism to monitor country cxposurcs, Tt
will be helpful to the foreign branches if the banks! Hcad
Offices issuc policy guidelines indicating thec overall
objcctives they would cxpcct the branches to achicve during a

ccertain period,
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Asset and Liabi
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HManagement

15,15 The snecial features of internmatioral banking business
are the unusual dependence on money market iuncds for a large
portion of the bank's liabilities and the sibsence of an inter-
national lender of last resoxrt, The raising of funds at a
moaturity different from that at which the funds are lent give:
risc to two types of risks, One is the commnitment to provide
funds, that is, the liquidity risk, amd the other is tho
commitment to a particular interest rate, The liquidity risk
stems from the nossibility that the bank may be unable to renay
its depositors on time because funds may not be available and
the interest rate risk flows from the fact that the cost of
liabilities may rise faster or exceed the earnings on assects,
Losses may result if the bahk finances its loans with rceclatively
short-term funds and market rates risc or if relatively long-
term funds arc used and lending rates fall, Corresponcinaly,
profits can be ecrned if interest rates move in the other
direction. In practice, much of this risk is reduced by tving
the lending rate to the cost of funds, The international banks
have taken a veoriety of steps to minimise liquidity risk, The
most obvious is to maintain close personal rclationships with
major depositors - other banks and non-bank depositors, Efforts
arc also made to avoid over-depmcendence on cone or a group of
depositors, Sccondly, international banks miintain liquidity

rceserves in the form of negotisble instruments and other assets
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shich can be mobilised in the event of difficultics in renewing
deposits as well as establish standby facilities from fricndly
or related institutions which are utilisced to sunplement these
reserves, The internationnal) banks also issuc negotiable
certificatos of devosit and floating ratc notes with a
contractual moturity amnroacining or 2quivalent to that of

their loan portfolio,

15,16 The management of individurl commonconts of assets and
lisbilities such as loans, investments and deposits within a
cortain framework is known as the asset and liability manage-
ment. The goal of asset and liability mhnagement is to
maintain adcquatc levels of bank profitability while at the
same time ovoiding sharn fluctuations in profitability rate,
but att~ining a steady risc, from period to period, A detailed
analysis of =11 asscts and lianbilitics on the bank's balance
shaoet is the first sten in the apnlication of ~ny assct and
liability menagement system, The purpese of this oxamination
is to identify the intercest rate characteristics of various
balance shoct itoms so thot thcy may be classified into onc of

the following throco catcegorics -

(a) Asscts ~nd linbilities with matched

maturity and cost characteristics.
(b) Thosc with variable ratcs,

(c) Asscts and liabilitics with relatively



fixed rotes end costs,

The mrtched linbilitics nnd assets renrasont sources ~nd usces
of funds in cqual amounts which have identical opre-dotormined
moturity and 2 negotiated rate spreed, In cther words, the
soreads aroe constont and the maturitics arc coterminous, Such
transactions include Eurcdollar denosits roedcenosited in other

A

hanks (pl-rcements), Eurodollors sunworting matchad loan agrec-

<.

ments ~nd accentance trensactions, The mergin contribution on
these metched catogorics is steizle cven in timas of voletile
interast rotos, In contirast to the m~tched groun, the fixed
rate catcgory includes asscts and li-bilitics with ratcs that
arc relatively free from fluctu~tion over long periods of time,
cxamnles are instalment lo~ns, long—tirm investments, mortgaqc
loons, long-term debt, bank's canital arnd roserves or net
usable tim: ~nd demand acvosits, The costs or returns of cach
of thusc¢ arce relatively stable over time, A key issuc in any
assct and 1isbility menagement system involves the deofinition
and anhlysis of the varinble rate cetegory, In goncral, this
groun ruepresents interest bearing asscts and liakilitiecs where
the rates tend to flucturt. with mon.y market conditions, such
as floating rate loans, n.ugotinble Certificates of Deorposit,
short-tcrm investmints, Eurodollq-r denosits (unmatchod) or
short-tcrm horrowings, Such itoms ~ro ~lso rifuerved to =s
Tint.rest-rats sensitive asscts ond linbilitics, ‘Howover, tho

aegr.. of sensitivity to chenging conditions in the moarkoets is
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aot universal ~nd tler:e is no widely scoentod dofinition that
pruciscly Jdictat.s wh~t itoms should be so cl-ossificd,  Fou
example, some argue that an asset or liability belonws to the

variskla rate category if it csn bhe reoricéd within one year;

L

hers ~rque thet the relevent period should be shorter.

O
[w

Essentially, the choice of a cdefinition of “varioble" should
probably rely on the planning horizon of the bank ond the
creoquency with which its mrnagerent requires chenges in scurces
and uses of funds, Profitability of this interest differerntial
business is Cetermined by the ability of managenent to control

1e rote snread between vairable rate funds and variable rate

+3

T

assets,

Gan, Menagement

15,17 The imbalance between the varinble rate assets and
variable rate liabilities is referred to as the Gan, The
changes in the size of thé Gap at varicus money market rate
lavels can have a significant impact on the earnings perfor.
mance, This is becouse the cost of furnds in the Gan is
relatively fixed while the income gener~ted by the asset side
will rise or frll with the level of money morket rates, A
perfect Gap is difficult or impossible to attein, However,

thera nre some widely accepted nrincinles of Gap monagement,

bl

Therz shouls ~lmost alweys be a Gan, Fixed rate linabilities
(o funds) must exceed the fixed rate assets, If this does not

occur, = wortion of fixed rate assets would be summorted.by
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variable rate funds with attendant risks in liouidity and
profitability, At high rate nhases of the cycle, variable
market sensitive funds are in sheort sumnnhly and varizble cost
rates could cause narrow or negative ‘spreads on nreviously
existing fixed rate investments and loans. Gan must be mancged
to expand ~ixd contract vith rate cycle nhases, The relation-

hips to various phases of the rote cvcle are as follows :

¢4}

Hiagh rates =~ Tiidest SGan
Falling rates & larrowing Gap

Low rotes ~ Narrowest Gap

The asset and linbility management strateqv should be oriented
towards optimising Gan reletionshins throunhout a comnlete
cycle oand not maximising at any onc phnse, The Gap size can
only be controlled by changes in *the level of either fixed rate
asscts or fixed rate funds sinc., hy dei{inition, th. Gop is
theo amount of diffcercnce botweca fixed rate assets and fixed
rate funds, Managuoment action rolative to fixed rate funds
(particularly deposits) is somewhot limitcd ond subjoct to ~11
th: usu~l compctitive vressurcs.,  Hence, the prim-vy monsgem.ont
control over tha size of the Gan must come from the stratoqy
ard thactics cmployrd in x»ilatiorn to fixed rats leans end

invaostments,

15,18 Thore is no assct and liability managoment systom thet

can be universally anplicd succ:ssiully to oll henks nor will
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any combination of approachcs climinatc the nocessity for the
cxcreise of good business judgement, The cornerstone of a
system for an individue~l bank is a thorough understanding of

its customcr bchoviour, cconomic and markct cnviromment, ard

the rclationship of its asscts and liabilitics, The objectives
of assct ard liability management must bc realistic in relation
to the bank's capital basc and its access to funds sourccs of
the type needoed to reasonably assurce liquidity and profitnability,
A fow cxemples on the assct and liability management arc given
in Anncxure I to this Chaptcer,

Country Risk Analysis and Country
Exposurc M.asurement and Control

15,19 The covaluation of country risk is » key aspcct of
intcrnational londing., The problem with country risk for bonkcrs
is not simply that it cxists, sincc th: busincss of banking
nccesserily involves risk taking, but rather that it is difficult
to quantify thc risk ond hence determine whether the level of
risk is ~cccptablc to a lender, Most of the indicators and
checklists describe conditions as they were ~ year or two ego,
Even when current, they describe the situationm only s it now

is; they do not tell how the picture will chenge in the future,
And prédicting debt-scrvicing difficulties is essentirlly peeking
into the future. Nevcrtheless, these indicotors serve as warning
signals th-t ~ prospective foreign borrowcr ought to be examined
mare closely, Thus, the l:nder has to decide how much information

he needs to negotiate a loan with a prospective borrower,and then he
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hos to go out ~nd get it, If the information simply is not
available, or if it indicates too high » risk for thc cxpccted
ratc of return, the loan ~onlicant may b¢ turncd down, But
oven if the decision is medc to go ~hcad with the loan, the
prudent bonker will want to rcduce the risk of loss, Bankers
h~ve scveral whys to cut risk, They can scek third-perty
support in thce form of loan gunrantces or management assist~nce
for borrowers; thcy can share risk cxposurc with scveral
lendcrss or, most important, they can diversify their loans

among scveral borrowcers or ~Irens,

15,20 The replies to a questionnaire received from certain
Indian banks having overseas branches revealed that the banks
did not have well defined systems for asscssing, monitoring

and reviewing of country exposurc limits, The Working Group
appreciates that the concept of country risk involves a subst-
antial measure of judgement and that country risks are taken
not always on purc commcrcial considerations, At the samec time,
the Working Group feels that it is important to inculcate grcater
country risk consciousness among Indian banks and continuously
moritor country exposurcs not only bankwise but elso for the
Indian banking system as a2 whole so that nccessary corrective

steps may be taken,

15,21 A copy of a note prepared by the Committee on Banking

Regulntions and Suncrvisory Practices of the Bank for International
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Scttlements, Basle, on "Management of banks' internetional
ljerding : country risk analysis and country cxposurce measurement

and control" is given in Anncxure II to this Chapter,

Lssuc of Floating Rate
GCertificates of Deposits
(FRCDs). and. Floating . __.
Rate Notes (FRNs) °

15,22 The Reserve Bank (Exchange Control Department) has
adviscd, in May 1982, thc Indian banks having overseas branchces
that they may undertake a cereful review, on an annual basis,

of thc commosition of loen asscts in rcloation to the funds basc
of cach of their overscas branchcs in order to bring about a
suitable balance from the liquidity considerations in the term
loans cxposurce and thet should the bronk consider it nccessary,
on thc basis of such revicw, thet it should ~rrange to issuc
FRCDs or FRNs for rnising finance ~broad, thce bank may submit

to the Reserve Bank annually a review together with its specific
proposals, On thc basis of the bank's proposals, thc Rescrve
Bank will considcr gronting approval for issuc of FRCDs/FRNs

for ~ ccrtrin limit over the ycar. The Reserve Bonk will, while
gr~nting such aoproval, clso indicrte the bro~d p-remeters which
it considcrs rcnsontble for such issucs over thnt ycar, Once
the annu~l limit for issuc of FRCDs/FRNs has been ~pproved by
the Rescrve Bank, it will not b¢ nccessary for the bank to
appro~ch the Reserve Bank again at the timc of cach issuc,

cxcept whoen the torms of issuc are significantly diffcrent
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from the ones indicatcd by the Rescrve Bank, It will, however,
bc¢ nccessary for the bank to ~dvisc the Reserve Bonk the full
dot~ils of the issuc ~after cnch issuc h-~s bcen complcted, As
rcgords FRNs, such issucs involve compli~ncc with the listing
rcquircments of the sccurity cxcheonges ~t forcign centres ~nd
thce document-tion formnlitics ~re cxtensive requiring thoe Heed
Officcs of the banks to ~ssume li~bilitics to disclosc full
informrtion of their strtus ~nd fin~nce pertinent to qu-~lifying
for listing, It will bc¢ thus nccessory for the bonk concerncd
to obtrin clcoronce from the Government of Indi~, Ministry of
Finarnce (Dcprrtmcnt of Economic Affnirs), New Delhi, for issue
of FRNs, busides the ~noroval of the Rescrve Benk, Any other
form of tcrm borrowings by the brnk to support the liocuidity of
the ovcrscas branches should ~lso be referred to the Rescrve
Bank for n~pprov~l so th~t it mry, if nced be, indicote whether
~dditionclly the Govermment of Tndin approval should ~lso be
obtrincd by thc bonk,

undertoken by overscas

bronches, of Indinn

bonks, = Jnternsl control

15,23 The Guidelines for Intcernnl Control over Forcign
Exch~ngc Busin:ss issucd by thc Resorve Bonk ~re ~lso ~pnlicnble
to ovorsceas branches of Indi~n banks, The observ-ncce of the
Guidclinis by the overscos bronches hos of coursc to be

econsistent with the locrl laws ~nd instructions of the monctery
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aythority of the country concerned. In this regard, the Indian
banks having uverseas branches have been advised, in circular
DBOD.No.IBD.382/C.469(91)~-82 dated the 12th November 1982, to
treat the Guicclines as a model or base for devising suitable
guidelines fer the overseas branches subject te such medifi-
cations as may be considered necessary in the light of local

conditions and regulations.

Guidelines_for
Inspecting Officers

15.24 The instructions contained in circulars DBOD.No.BL.
7242/C.212-82 dated .mcust 16, 1987 and DBOD.N0.IBS.260/C.212-
83 dated March 2,1983, vide paragraph 15.14 above, have been
reiterated and amplified in circular letter D.0O.No.DBOD.IBS,
123/C.212=-84 dated F.:ruary 14, 1984. Broadly, the banks

have been further advised as follows :

(i) Informative and apalytical reviews should be prepared
by the banks on the working »f everseas branches = nct only
in the aggregate but separately fer each cperation - at
half-yearly intervals and placed before their Becard of
Dircctors. (Caopies therecf shculd be furnished to the Reserve

Bank for information,)

(ii) Only suitable officers of proven integrity and exper=-
tise should be pested to foreign centres. Banks should
establish proper screening procedures for selection of efficers

to be pested abroad and they should be given adecuate training
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before they are entrusted the management of foreign branches,
It has also to be ensured that overseas placements are not

allowed to run beyord three vyears,

(iii) At overseas centres where more than one Indian bank
have branches, the Indian banks should set up inter-bank
consultatizf forums with a view to alerting the banks to the
risks of assuming large commitments on a few borrower groups
involving also multiple financing, the intention being that
the Indian banks' managers could have, inter alia, mutual
exchange of views as well as information and assessments on
credit exposures on borrowers and borrower groups, Further,
the executives from any of the public sector banks visiting
such centres could prepare country asseéssment renorts and make

them available to the other banks for the common benefit of

all,

(iv) It is absolutely essential that the Head Offices ensure
that credit operations undertaken by managers of overseas
branches are within the agreed pdrameters of delegation and
home authorisations, The acg£ountability of the senior
executives at the Head Offices (Tnternational Divisions) for
properly overseeing the working of overseas offices and

ensuring their healthy functioning should be clearly established.

(v) It is necessary that the critical comments/observations
[ -]

of statutory auditors as well as the central banking authorities

are used as part of the bank's management information anrd
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control systems on overseas branches and corrective action

taken promptly in this behalf and reported to the Boards,

(vi) It is imperative that effective systems of internal/
concurrent audits of overseas branches on a regular basis are
established and such auditors be enabled to function independ-
ently and objectively with direct accountability to Head Office

management,

(vii) It is important to enjoin upon senior executives to
look into immnortant aspects of working of the overseas offices
during their visits and renort systematically to the higher
authorities for proper follow up, Further, besides usual
renorting, it will be useful if the overseas executives are
required to specifically bring to the notice of the Chairman
by telex or demi-official letter any important developments in
the working of overseas branches, like frauds noticed, liquidity
problems, important instructions of local central banking

authority and any large over-limits granted, with reasons-
therefor,

15,25 Besides the guidelines. given in the various Chanters for
the scrutiny of foreign exchange business and the instructions
contained in Supplement C to the Inspection Manual, the following
points may be examined by the Inspecting Officers during the

course of inspection of overseas branches of Indian banks,

(i) Whether the measures/quidelines/instructions as
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indicated in paragraphs 15,14 and 15,24 above, have been

imnlemented/complied with by the bank;

(ii) Whether the branch has implemented the Guidelines for
Internal Control over Foreign Exchange Business regarding

dealing room operations ;

(iii) Whether the branch has remitted every year-its profits

to the Head Office in India ;

(iv) Whether the Head Office of the bank has laid down any
specific guidelines (including daylight, overnight, etc,,limits)
for the overseas branch's exchange dealings amd other foreign
exchange operations, and if so, to what extent the branch has

been complying with the guidelines ;

(v) Whether in respect of project exports from India, the
branch has granted any overdraft, letters of credit, forward
cover, etc,, facilities to Indian Companies (i,e,, those
registered in India) and if so, whether the facilities have been
approved by the Head Office of the bank and that confirmation
is available at the branch regarding completion of the Exchange
Control formalities by the borrower/obligant company, In case
the branch has granted any such facilities without the Indian
company having obtained proper Exchange Control apvprovals for
entering into the commitments abroad, full details thereof
should be ascertained by the Inspecting Officer amd indicated

in the inspection report, Similarly, in respect of any loan
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arrangement in the name of companies registered in India such
as shinning companies, etc,, the branch should be asked to
furnisi full details of the Exchange Control and Head Office
anprovals in sunnort of the arrangement, Such cases may be

suitably commentecd upon in the inspection report,

(vi) Deposit accounts of companies registered in India may
be listed and commented upon with referencé to the Exchange

Control anprovals for maintaining such accounts,
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Annexure I to Chapter 15

My  at— -

Example . 1

A bank with total assets of 50 million identifies categories of

assets ard liabilities As shown below :-

(Period of rising rates)
(In million)

Liabilities Assets
Matched 10 (@ 1255 10 (@ 13%)
Variable 10 (@ 12%) 20 (0O 13%)
Fixed 30 (@ 6%) 20 (1 9%)
TOT<AL LI o0 =§Q: ._._.:-ZQ_

Variable assets minus veriable liabilities = Gan

20 million - 10 million = 10 million

Another common method of measuring the Gap is through the ratio
of rate sensitive assets to rate sensitive liabilities, that is,
rate sensitive assets divided by rate sensitive liahilities,
llhenever the ratio exceeds 1, ~» Gan exists, The larger the
ratio, the larger the Gap, In the above examnle, the Gapn is

10 million, the amount of variable rate assets that is financed
by fixed rate funds or the amount by which variable rate assets
exceeds variable rate liabilities, The resulting level of
profitability can be calculated based on the spread occurring

between various sources and uses of furds,
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Profitability Analysig

(i) Soread on matched assets 1%
and liabilities

(ii) Spreac on variable assets 1%
and linbilities

(1iii) Snoread on fixed assets and 3%
liabilities

(iv)  Snread on the Gap (Return 7%

on variable assets less
cost of fixed funds)

(i) 10 million (0.0L) 100,000
(ii) 10 mil’ion (0,OL) 100,000
(iii) 20 million (0,03) 600, 000
(iv) 1) million (0,07) 700,000

1,500,000

The Contribution of the Gap is 700,000, The spiread on the

~

Gap is quite f~vourahle sinc~ the bank is earning 13% on

variable assets, and 10 million of these are financed through
fixed rate furds costing only 675, Supnose this analysis took
place during the rising phase of the interest rate cycle. Once

rates have peaked ard begun to fall, changes will be annarent

in the liability categories, as shown below :
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( Period of falling rates)
(In million)

Liabilit ies Assets
Matched 10 (2 8%) 10 (@ 9%)
Variable 8 (@ 7%) 20 (@ 8%)
Fixed 32 (Q 6% 20 (Q 9%)
TOTAL 50 50

—— . i ot

Gap = Variable rate assets - variable rate liabilities = 12 milliop

The Gap has increased to 12 million., Changes have also occurred
in the snreads available on the three rate mix categories, The
rate of return on variable rate assets has dropped significantly,
and so has the spread on the Gan, The resulting profit proje-

ction has fallen to 1,02 million (annually) as shown below :

Profitability Analysis

(Revised)
(i) Spread on matched rate category 1%
(ii) Spread on variable ratc category 1%
(iii) Soread on fixed rate category 3%
(iv) Spread on the Gap 2%

Estimated (Annual) pre-tax

vt e e T e s e

Profits
(i) 10 million (0,01) 100,000
(ii) 8 million (0.01) 80,0N0
(iii) 20 million (0,03) 600,000
(iv) 12 million (0.02) 240,000

L X I Y

1.020.000
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The declining profitability is a result of a failure to annly
appropriate management princinles for controlling the size of
the Gan, Bccause the contribution of the Gan has fallen to 2%
and was lower than the spread in the fixed rate asset ard
liability category (3%), action should have been taken to
reduce the size of the Gaon, The s 2rerel goal is to narrow the
Gap in times of falling rates so that it will be at its lowest

level when interest rates hit the bottom of the cvycle,

Example 2

- e W g ww

( in million)

Sources of furds
Due Over Over
within one two

over
one year years gy
year but but
less less years Total
than than
two three
——— YCars years ___ . e
(i) Capital - - - 5 5
(ii) Customer demosits 555 2 - - 557
(1ii) Inter-benk 1562 11 4 21 1598
(iv) Inker-office 372 - - 2 374
(v) FRGDs and FRNs - 35 20 60 115
(vi) Other floating 99 _ _ _ 99

funds

R aem.m e e Crar e L ] - . e - v v am———

23883 43 24 88 2748




Utilisation of funds

(i) Statutery
investments

(ii) Fixed Assets

(iii) Money market
qpcrations

(iv) Inter-office
placements

(v) Cash credits,
overdrafts,
trust
receipts
and bills
diseounted

(vi) Participation
loans

(vii) Term Loans
(viii) Demand Loans

(ix) Others

Leans
sanctioned
but not
disbursed

330
Dge . Ovcr onc dwer two Ovérn
within yecar but  yocars thfaé
one less than but less year
one_ less thon than-e s vyears Tletal
threc
years
2 - - 10 12
- - - 3 3
1047 - 3 1 1081
421 1 1 1 424
337 10 - - 347
78 41 16 186 321
168 47 4] 119 375
142 1 1 6 150
52 5 1 7 65
2247 105 63 333 2748.
2 7 2N 30 59
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Based on the foregoing, the bank's mismatch nosition at the
ond of a year computed as follows :

(In million)

Funds deployed with more than

oné ycar's maturity 501 (105+63+333)
Add : Term Loans sanctioned
but not disbursed 57 ( 7+20+30 )
558

These were covered by

(i) Hard corc:customer funds

(25% of customer deposits) 139
(ii) FRCDs and FRNs 11%
(iii) Inter-bank furds 36

(iv) Other funds including
capital 9

(v) Standby lincs
of credit 73

o w w e

The mismatch was 558 minus 372 = 136 or 186 as pcrcentage of

558 is 33,33%
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Annexure II to Cha-ter 1%

COMMITTEE ON BASKING LEGULATIONS
AND
SUPERVISORY PRACTICES

Managzement of banks?! international lendinz : country risk

analysis and country ex»nosure measurement and control

The Basle Comnittee of Banking Supervisors has recently
reviewed how banks manage country risk in their international
lending business. The information has been derived from observ-
ation of the tanks! nractices during the »nrocess of sunervision.
As a result of this review, the Comnittee considers that it may
be helnful to banks to set out some general considerations

relating to country risk assessment, It is not the Committee'’s
intention to lay down a preferred mechod of setting about what
is generally acknowledged to be a complex exercise, The
Committee recognises that some banks have very sopbhisticated
systems and that all banks need to tailor their country risk
management systems to meet their individual circumstances and
ex-osure. The naner sets out a numoer of considerations which
vanks should bear in mind when establishing or reviewing their
control systems and winich auditors or sunervisors should have
before them in assessing the adequacy and efficiency of those
control systems, Its concluding section sets out the Comnittee s
views on tne role of sunervisors in moaitoring banks' management
of their country risk., This section is included so that banks
may be aware not only of the kind of cuestions which their
sunerivsors are likely to ask and of the thinking behind any
recuirements which they might set, but also of the advice or
nractical assistance which supervisors may be able to orovide,

The Committee would welcome comaents on this paver,
recognising as it doés that methods of country risk assessment
are still evqlving, Recinients are invited to channel any
remarks they may have through their own supervisory authorities.

Basle,
March,1982
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Manzcement of banks' international lending ¢ country risk

analvsis and country exoaosure measurement and control

Introduction

Lending involves a number of risks., In addition to risk
related to the creditworthiness of the borrowar, there are
others including funding risk, interest rate risk, clearing risk,
and foreign exchange risk. International lending also involves
councry risk,

This naner deals solely vith the country risk of inter-
national lendine, It doces not deal wvith the related risk to
which banks mav be exnosed vhen they lend domescically in the
znovled e that the borrower may be ex»nosed to the risk of default
"y a foreign customer, or to other foreign imnediments that might
endan~er renayment of the banks’ lcans, The presence of country
risk in international lending, however, does not mean that inter-
national lending unecessarily entalls more ag regace risk than
domestic lending,

Fart I of the never deals wvith banks! assessment of country
risk; Part IT with the measurement of country ex»osure; and
Part III with the control of banks country ex»osure, Part IV
sets out the Committeels views about the role of surervisors in
monitoring banks! country rick 2ssessmeant systems aad their
country exo)osure., Finally, as misunierstandings can easily arise
from the use of different terminolozy in relation to country risk,
an Annex to the najer contzins sugzested definitions of certain
terms that are in freauent use,

I. Banks' assessment of country risk

Country risk is taken to reier to the possibility that
sorereign borrovers of z particular country may be unable or
unwilling, and other “orrowers uanable, tc fulfil their foreign
obligations for reasons beyond the usual risks which arise in
relation to all lending., A very wide variety of factors may
nrevent borrovwers of a 7iven couatry from fulfiliing their
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forelgn obligetions, which makes country risk a difficult
concent to define with orecision. The risksrange from the
conseruences of official actions or imnortant sccio-nolitical
chenges in the borrowing country to largely unsredictable
events such as natural disasters or external shocks arising
from plobal »henomena like vorld depression or the consecuence:
of @7 oil »rice rise, A major coa-lication is that the same
events will affect borrowers in some countries more thaa in
others and also have varying effects c¢n different borrovers in
the some country, Their impact uill, moreover, tend to vary
over time. Country risk assessment caanot, therefore, be an
exact science, but an art in vhich a significent degree of
unnredictability mist be acknowledzed.,

All banks are aware of the existence of country risk and
of the need for a syctem for assessing that risk as »art of the
nrocess of managing their international lending »ortfolio., o
most major banks the starting noint is statistical information
available from both national and international sources, i'or
the more industrialised countries, banks may find domestic
statistics more useful siice they are often the most up-to-datc,
vor developing countries,; data produced vy international
organisations such as the Iiff/IERD the J&CD and the EIS may be
more fre~uently resorted to., The analyst will of course wish
to look at a wide ranze of macro-economic numbers and at the
relacionchins between them that he belicves are siznificant,
Hany banks operate soohisticated mechanical scoring systems,
with certain risks being weighted numerically to »nroduce count:y
scores or ratings., Such systems caa be useful, but should nct
be relied on too much since economic ratios based on nast ner-

rirance have cuite limited »redictive ability over the wide
range of possible country risks,

Since the key cuestion.is vhether there will be impedimeiits
to the rerayment of external indebtedness, the size, nature anc
maturity patcern of a country!s current external indebtedness
arc Larticularly significant. Unfortunately, these data caa b«



325

the most difficult to establish, because of some countries!
reluctance to undertake the collection of all necessary data

or to reveal the true extent of their indebtedness.* The
analyst will nonetheless wish to nroject a »nath for countries!
external debt and to forecast their ability to service and
repay, Vhich means looking at the outlook for official reservesg
and other balaance-of-payments items, terms of trade, exchange
rates, inflation, the country's record ia servicing and renaying
external debt and other relevant factors,

Given the comnlexities, it is no surprise that banks,
particularly large banks wvith diversified portfolios, recognise
that forecasting risks over the 1life of a bauk's credit ex»osure
entails a substantial measure of judgement, Thus, managerial
assessments, if »ossible, based on direct experience of local
conditions about, for example, a given country's economic
policy stance, its possibilities for development and in
particular its social and political stability, hav: justifiably
been given greater emphasis in recent years by many banks in
assessing their country risk, At the same time, banks need to
be careful in in.ernreting intelligeince received from local
representatives or other persons whosz judgement may be
coloured by marketing factors, in order that their analysis
can set forth the risk without a sales bias,

Larser banks with greater analytical resources and access
to vetter information thro.gh their branch aetworks, more
frevuent foreign visits and a lar<er nuiber of business and
government contacts tend to be betier eruinned than smaller
banks to assess country risk, ©Smaller banks too, however,
should have a canacity to make inlenendent analyses of the
couniry risks they incur and where nossible to wuild un
renresentation or reliable contacts in countries where their
riain exnocure lies, Where a bank's exnocure is in the form of
syniicated lending and where the lead bank may be known to have

*ITn this connection the anzlyst may find helpful the iarmaal on
Stntisties cenpiled by Internctionnl Organisations on Cszuntrics!
External Indebtedness (BIS,bBasle,riarch 1979).



a first class risk assessment system, such indenendeat analysic
is still needed siiace a lead bank will nrobably rlface = iifferer
set of credit risks and mey vell find a »articular crecit
attroecive for reasons which may not ajily to other »a.cicinati
banxs. Jthere is, furthermore, no inherent guarantee tra: a
syndicated credit is less risky than other forms of ler?ing.

II. Banks! measurement of country exHhosure

Systemc for imeasuring country exnosure need to te
tailored according to the size and connlexity of an indiridual
bank's insernacional lending owerations, {here is thus no
single method of calculating exnosure wvhich will be a»_ ripriacc
for all banks. I'or the individual bank, the objective is tTo
maintain a system comprehensive enough to capture all Isniiica
exnosure and detailed enouzh to nermit adecuate analys' s of
difTerent types of risk,

At the same time, a number of general problems & ice 1ia
measuring country exnosure which are comaion to all bar..s, what-
ever their size or nature of business, It seems sensic’.e for
banks to anproach these nroblems in a broadly similar =anner
for three main reasons :

- to give banks some assurance that their syste: of
measurement conforus at le2st to some minimum standard

- to allow agsre<ation in summary form for bank .ni groun
nationally and giobally for the statistical r..cronce
of all »articipants in the marketg;

WD
[
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-~ and thus to enable individual banks c¢o assess +th

<

own ex»nosure in comnarison with others, informatiza
which will be of value to both seaior manageme::t z.od
sunervisors,

With these bene:its in ming the Committee would conigead
to banks a framework in which banks? measurement éystem; should
be set. The foliowing suggested guidelines are, of course, in
710 way inconsisteat with a more detailed analysis by indivicdual



banks,; which can build varying degrees of sophistication intq
the overall framework as is annhronriate to them,

(a) Allowvance for risk reallocation

Cne difficulcy in measuring country exposure is to
determine vhere the final risk 1i=2s. The initial task is to
allocate each claim according to the residence oi the borrower,
but it is then necessary to consiler how to take into account
additional factors which in »ractice imay zive the lending bank
a claim on a resident of a different country. Country exn»osure
may arise in cither case in certain circumstances and, in view
of the number of borderline situations in this regard, the
Committee recommends that baanks' systems should be capable of
making two senarate calculations of their country ex»osure,
one of which is a straightforward breakdown by country of the
borrover and the other of which makes allowance for risk tra:isfer
of various kinds,

In the case of funds »laced with a foreign branch of
another bank, for example, exoosure may in nractice be regarded
as an»mlying both in resmect of the country in which the branch
is situated and also in the country of the branch's narent. In
créer to take this into account, banks can usefully make a dual
calculation, I'he second calculation would bring into the country
ex»nosure mexsurement credits to branches of foreign banks locatved
in the lending bank's own ccuntrv.

Dual exphosure measuremeint is also in order in the case of
loans <overed by legally binding guarantees from a resident of
a country other than that of the borrower, Collateral that is
1li~uid and availeble in a couatry other than that of the borrover
may be considered in the same anner as guarance2s for this
vpurpose, The dual calculation stiould bring into the coantry
exposure analysis loans to domestic borrovers which are guaran-
teed by foreign encities, and ejyually remove from the exposure
foreign lending which is guarantscd by doncstic entities, a
com.on examnle of vhich will be credits guaranteed by a bank's
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own domestic exnort credit agency.
(b) Consclidation

The best way for management to obtain a picture of an
international bank's overall exposure to Toreizn bor—overs
outside the bank's own organisation is by measuring country
exohosure on a consolidated basis., To be com»lete, such conso-
lidation can usecrfully embrace the operations of the banx's
branches, subsidiaries and significant »narticipations,

"hile such consolidation is an essential aid to the
manarement of the country exnosure of the overall operation,
it remains true thiat banks' internal transactions, vhere they
are cross-border, will themselves 7ive rise to country ex»osure,
But, as well as measuring its ex»osure on a consolidated basis,
a bank will need to be aware of the gross country ex»osure
arising irom the funding of its individual overseas branches
and subsidiaries, In the same way, a bank will be wise to
consider the country exnosure of each of its foreign branches
and subclidiaries, and of the head office itself,; individually,
and to draw the ajpnronriate conclusions,

(c) Breakdown and analysis of claims by borrowing country

Country ex»nosure consists of all balance-cheet assets
(including loans, acceptances, placoments, securities, etc,)
vhich rep)resent claims on residents or another country. A
breakdown by residual maturity of claim should also be available
to nrovide a comprehensive maturity profile of indebtedness,
Additional breakdowns may a2lso be desirable in order to enable,
at a detailed level, analysts and,at a more general level,
banks' manarements (and the su»ervisory authorities) to assess
the bank's exposure in a number of different ways. or instance,
it mi-ht be desirable to be able to distinguish between claims
on sovereign borrovers; banks and others,

Claims should be recorded irresnective of currency.
Tor banks which c¢7nduct retail business in other countries
through local offices, however, iatra-country loans denominated
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in the local currency will be subject to country risk in a
somevhat different sense since their rengyment does not
renresent a call on the foreizn exchange reserves of that

country. Such loans may usefully be identified senarately in
a sumiary exnosure total.

Offsets of denosits against credits may be possible,
but probably cuite limited in »racticc. Deorosits from a country
should not ordinarily be offset against credits to that country
unless the bank has cstablished a legal right of set-off vis-aa
vis the same customer. Lven then, it should be borne in mind
that lezal actions by third »Harties may nrevent the bank from
enforcing its risht of sev-off,

Certain notential claims Lhat io not a»nnear on the
balaince cheet can also involve cointry risk and banks should
seek to identify their true exnhosure in this reegard. ior
cxample, letters of credit and legally binding commitments to
lend to foreizn clients may exnose the bank in much the same
way as a loan that has actually been drawn down., Banks should
monitor all commitments to orovide funds whatever their »recise
nature may be, Such comiitments may arise from loans with
draw -down according to a schecdule and cven from market lines
vihose total may not have been advised to the notential borrower,
The bank should also take into account any guarantees it may
have issued in favour of borrowers abroad and any “buying risk'
it may have taken on in the form of acceptances or "“a forfait"
pancr, Certain banks also include some nrojortion oi their
forvard foreign exchange contracts in their measurcncnt of
country exnosure, . iduclary operations, where the bank acis
only as an agent, need not bc regarded as country exvnosure,
although a bank should be aware that onrerations of this sort
can,; in certaln circumstances, eanose tine hank,

IITI, The control of counlbrv cxrosurc

llaving asscssed the nature o’ country risk for indi-
vidual countries and measured the individual country exposures,
a bank then needs to reach a viewv on the aphrropriate weizhting
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cr actual limits to be applied to its individual country
exposures., This process should take account of the size and
nature of the bank itself, the perceived economic strength and
stability of the borrowing country and the bank's spread of
risk or existing portfolio diversification,

An individual bank, even though it may engage in the
most sophisticated and informed country risk analyses, can have
little direct influence on the country risks which may confront
it in its intcrnational credit operations. A bank is, however,
able to spread its risks by diversifying its country exposure
in the same way as it tries to avoid excessive concentrations
of risk in any of its areas of business. In recommending
diversification, however, the Comiittee recognises that many
banks have particular expertise in a given area and it accepts
that such expertise may justify extra concentration of risk
in that area. Furtheimore, diversification pursued for its
own sake may also add to rather than reduce risk. A somewhat
similar qualification can be made in the case of a consortium
bank with first-class sharehclders that wish to use it as a
vehicle to channel lending to a particular country or region.
But in such cases the exposure of a consortium bank should be
taken into account by its shareholders in assessing theilr own
exposure and the spectal risks attaching to such exposures
recognised by the shareholders in the context of their overall
commitment to that consortium bank.

Any system for control of country exposure should be
based on the setting am monitoring of country exposure limits.
All banks should have a system for establishing, maintaining
and reviewing country limits. Overall cxposure limits for each
country to which the bank extends or is considering extending
credit should be set on prudential grounds and not on marketing
grounds. To achieve the necessary objectivity, it is important
that banks maintain a correct division of responsibility by
separating the marketing function from the limit-setting function.
In any case, limits should be set in a formal process that
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culmhinates at a very senié?z#e cl in the bank (for example,

with the bank's directors or with a senior policy committee)
which cnables the process to be integrated at the highest leve)
with the direction of the bank's international credit operationg,

Banks should set limits on their country exposure in
relation to degrecs of perceived risk. The limits banks sect
should be related to their capital and reseives, i.e. to their
capacity to sustain losses in their business and should apply
both with and without risk reallocation as referred to in
section II(a) of this paper. As one checck on its degrec of
concentratinn, a bank will wish to rclate its country exposure
pattern to the total foreign indebtedness of countries and to
the overall exposure of international banks. A help in this
exercise is the BIS's semi-annual report on the maturity dis-
tribution of international bank lending.

In recognition of the differcnces in country risk that
may be present in different types of lending, it may often be
sensible for banks to set out to diversify their exposure within
major bcrrowing countries by placing sub-limits on certain types
of credit (i.e. trade-related credits, self-1iquidating loans,
project loans, co-financed loans, etc.), by type of borrower
(banks, sovereign borrowers, ctc.) or by maturity (short-term
and long-term). Also, although not directly related to
ccuntry risk, there are single borrower limits in most countries,
either statutory or self-imposed, and similar limits should of
coursc apply to international borrowcrs.

Cnce limits have been set, they should not be breached
without going through procedural safecguards, such as referral to
the board or the policymaking group which originally approved
them, even if this means abstaining from making loans which
promise a good return or which fulfil other marketing objectives.
At thc same time, limite set on prudential grounds ought not to
be considered as targets by the marketing divisions of the bank:
In practice, this may be difficult to avoid unlcss lending
officers themselves have a perception of country risk and of



their bank's policy in thkat respect.

Bank's procedures m:st provide for the regular yevicw
of country limits so that thesc may bc raised or lowered in
rcsponsc to changing risks. Eince cssential support to the
limit-setting proccss comcs from thc bank's country exposure
rcporting and country risk assessmcnt systcms, regular reviews
must cntail updates on country risk pcreccptions and the
systematic comparison of exposurc and limits. This will hclp
banks to anticipatec problems that may arise in countrics where
they have substantial cXp surc and cnable thcm to take a
cautious attitudc to ncw high-risk countries.

Should problems arise with cxisting credits, banks will
necd to rcconsider the nature and extent of their exposure,
which might include working out new arrangements with borrowcrs,
Such action will always need to be consideiled with duc regard
for the overall circumstanccs. Frovisions should be made
against expected losses and losses should bc writtcn off as
appropriate. Vhcre an intcrruption of intercst or principal
payments is duc to country risk factors, thc borrowing country
may apply to its creditors for a rcscheduling of its debts. 1In
such cascs, even vhcn arrangements satisfactory to both sides
have becn worked out, the bank should not assume that losscs may
not ultimetely result. Indecd, thc fact of rescheduling may
frecqguently be thought to indicate a dctcerioration of credit-
worthiness and banks shouvld be rcady to makc appropriate
provisions to capital against probable losscs.

IV, The rolc of the banking supcivisor

In thc samc way that thce supcrvisor would not cxpccet
to dictatc to banks what spccific domcstic loans should be
grantcd, hc docs not sct out to dictatc to banks decisions about
specific intcrnational loans. Bank managcmcents arc responsible
for the risks involved in thc crcdits that thcy grant, whither
to cdomcstic or international customcrs. At the samc timc,
however, the supcivisor has a rcsponsibility to rcvicw risks,
particularly country risks, and nccds, thcrcforc, to cnsurc that
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benks have adcequate metheds of asscssing, mcasuring and cen-
trolling thoir country exposurc.

In the first placc, thc supcrvisor will wish to sec
that banks opcrate at lcast somc form of country risk assCssmeny,
system, that that system has sufficient rcsources devotcd to it
and that it is competcntly mannged. He should be rendy to
suggcst improvements in banks'! systems whrre he belicves that
his advice would bc of bencfit.

Sccondly, thc supcrvisor will takce an intercst in
banks!' country cxposurc manngement. ot only will he wish to
sece that banks havc systems th~t capbure the tot~1lity of thcir
country exposurcs in a manncl sufficicntly detailcd to permit
adcquate control, but he will wish to scc adcquatc diversi-
fication of cach bank's cxposurc. Ec will thereforc necd to
know nbout individual country cxposurcs and may commont on them
in the 1ight of the bank's carecity to sustain losses., Onc of
the main difficulties facing the supcrvisor is to judge the
truc cxtent of @& bank's country cxposure, sincc large diffcr-
enecs among banks! mecasurcment systcms may makce copmparisons
difficult or impossible. Partly for this rcason, standard
rcporting for at lcast summary country cxposure data has becn
introduccd in scveral countrics. Such rcporting allows the
supcrvisor (as wcli as thc banks themsclves, when these rceports
arc agaregnled end pub]icisod) to comparce in a standard way
country ccnccntration of lending and lending in rclation to
capital.

Thirdly, thc supcrvisor will bc conccrned to scc that
banks usc their country risk asscssmints to sct and maintain
continous controls on their ovn cxposurc. Hc may also wish to
cnsurc that banks havc somc form of sclf-imposcd limits on
their exposure and that those 1limits function cffecetively to
contain and to cdiversify their cxposure.

Finnlly, thce supcrvisor wil’i wish to satisfy himsclf
that banks for thcir guidance have accoss to the best possible
macro-cconomic statistics. The Committcce is well awarce of the
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dcficicnecics in international dcbt statistics and 1s currently
pressing for improvemcnts in their consistency, covcrage and
timclincss. Banks can significantly contribute to the value of
intcrnational statistics by making their own rcturns as
promptly and as accur~tcly as possible.

March 1 82
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CHAPTER. 16

SUMIARY OF RECOMM=NDATIONS OF THE
VIORKING GROUP AXD GUIDELIMNES FOR
INSPECTING OFFICERS

— o i

Recommendations

1. The various aspects pertaining to the foreign exchange
business of a bank are scrutinised during its financial
inspection by DBODe While in the case of annual adoraisal
inspection of public sector banks, the systems and procedures
are broadly seen, no separate note on foreign exchange
business is prepared. Thus, the annual appraisals do .not
effectively serve the purpose of scrutiny of the foreign
exchange business of authorised dealers, Even in regard

to financial inspections, having regard to the time-lag
between successive inspections which 1s as much as five
years in the case of public sector banks, the scrutiny.
which is confined to only a test check of a few transactions
in each category, as indicated in the Inspection Manual,
cannot be considered adequate. As regards the inspections
ard scrutinies carried out by ECD, they are only selective,
covering specific aspects and that too not of all authorised
dealers on a regular basis. Having regard to certain
adverse features in respect of foreign exchange operations
of banks which have of late come to surface, there is a

need for a separate periodical inspection of certain asmects of
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foreign exchange business so that the general inspection
is not burdened with detailed examination of these aspects
The introduction of such A system will make the scrutiny
of the foreign exchange operations more incisive and
meaningful and follow-up action will also be more effective,
It is understood that the Working Group under the Chairmanship
of Shri V.G. Pendharkar to review the existing system of
inspection by DBOD has recommended that general inspections
should be annual so that there can be A system of rating of
a2 bank's performance in each of the key =reas, It has
further observed in its report that there ds a mgaed for
ether types of scrutinies limited in scope and it has
suzgested that short inspections may be undertaken, among
cther things, to ensure that the Exchange Control regulations
and the Reserve Bank's Guidelines for Iaternad Control over
Foreign Exchange Business are complied with, This Group
endorses the view of the Pendharkar Working Group and reco-
mmends further that such portfolio inspections af fereign
exchange operations »f banks actively engaged in foreign
exchange dealing operations (presently about a dozen)
may be conducted once 1 year and in the case of other
authorised dealers once in two years. While aspects
relating to import ~nd export finance are relevant for an
assessment of the quality of advances and the method of

booking fareign exchange profit in regard to the scrutiny



of the profit and loss account =nd ex:=win-tion of the
profitability of the bank, other aspects pertaining to twe
org~niisation of Deuling Department, cover and dealing overations,
man-.gement of risks through dealers!limits, forward exchange
contracts, Non-resident (External) and FCIT accounts, Fupea
(Vostro) ~ccounts of Exchange Isuses ~nd overseas correspon-
dents/Head Offices/branches, reconciliation of Nostro

bilances ~nd returns submiited to ECD, c-n be covered during

the short inspections so that regular inspections ~re not
burdened with a probe into these =aspects except to the extent
necessary to make an ev-aluation of the efficacy of internal
controls ovar the foreign exchange operations. Such short
inspection of foreign exch-nge business c2n be carried 2wt
jointly by DBOD ~nd 5CD. 1In cise this recomiaend-tion is
~ccepted, the formts of the branch inspection note ~nd the
consonlidnted note on the foreign exch-=nge business as also

the Annexures thereto given in the Inspection Manu~l, will

require to be suitably amended. (Chapter 2- Paragraph 2.9)

2. The Group feels th:t there is A denrth of experienced
and well trained officers at ~ll levels in DBOD ~nd ¥CD to
scrutinise the foreign exch~nge trans~ctions of b-nks and
operations of forcign branches of Indlien teaks and, thurefore,
rscomnands that a pool of officers conversant with the Exchange
Control recgul~tions 2nd having the necessary expertise should

be built up to facilitate the poptfolio inspections. It is



necessary that the officers (in Grade 'C' and above )
undertaking such inspections should have undergone training
(s2y for two months) in a commercial bank autbhorised to
deal in foreign exchange and attended the advznced foreign
exchange course of the Bankers Training College as also

the Bourse programme conducted by the College or autnorised
cdealers (1like Citibank and Grindlays Bank p.l.c.). On a
selective basis, officers (in Grade 'D' and above) should
also be sent abroad for a month or so t» study and have
insight into the working of the active overseas money and
fereign exchange markets. DBOD and ECL should also arrange
for in-house training programmes for Officers (in grades

"A' and 'B'). The officers so trained should be retained
in DBOD/ECD for a period of at least five years if not more
for being deployed for the purpose for which they have

been trained (Chapter 2 - Paragraph 2.10).

3. It is observed that certain Exchange Control
regulations governing FCMR deposits are at variance with the
relative directives issued by the F..scrve Bank (DBOD),
which are detailed in the Annexure to Ch::ter 8. The Group
reco-mends that esarly action should be taken to bring about
a uniformity between the Exchange Control regulations

and the directives issued by the Eeserve Bnak (DB ) so
that the Inspecting Officers are clear about the various
provisions governing Non-resident (External) and FCNR accounts.

(Ctapter 8 - Paragraph 8.7).
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L, The Group recommends that a uniform procedure for the

evaluation of foreign exchange profits and losses may
be evolved by FEDAI with the approval of the Resecrve Bahk

(Chapter 11 - Paragraph 11.11)

5. The Group considered the question whether the
Guidelines for Internal Control over Foreign Exchange
Business issucd by the Reserve Bank (Exchange Control
Department) in July 1981 may be implemented, to the extent
appropriate, by the foreign branches of Indian banks, The
Group feels that as the Guideclines are based on well-
established controls adopted by international banks, the
Indian banks should treat the Guidelines as a model or
base for devising their own internal control guidelines in
respect of foreign branches, subject to local regulations
and conditions. The Guidelincs, inter alia, require banks
to fix daylight, overnight, intcr-bank ani customer limits
as also individual and aggregat. gap limits. The Group

is of the view that in so far as thce overseas branches are
concerned, it mnay bec lcft to the managemont of individual
banks to fix the limits aftcr taking into consideration
the local regulations and conditions as well as other
rcelevant factors. In ordir words, the banks need not be

askcd to furnish to the Rescrve Bank details regarding
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the limits laid down by them for their overseas branches
because in case they are not advised about the appropriate-
ness or otherwise of the limits, the banks may take it
that the limits have been approved by the Reserve Bank.

In any case, cohsidering the volatile nature of overseas
foreign exchange markets, it may be difficult for the
Reserve Bank to continuously monitor the limits and it
would, therefore, be desirable that the managements of
banks are made responsible therefor. The Inspecting
Officers of the Reserve Bank need only verify whether

the appropriate authorities in the banks have prescrilked
the limits and tke business undertaken by the overseas
branches is within the limits. These observations have
already been conveyed by the Group to the Department of
Banking Operations and Development and the Group is happy
to note that DBOD has issued a circular on these lines to
Indian banks having overseas offices - DBOD.No.IBD.382/C.
469(91)=-82 dated the 12th November 1982. (Chapter 13 -
Paragraph 13.2)

6. In August 1982, the Reserve Bank (DBOD) reviewed

the policy of Indian banks in regard to personnel placement
at foreign branches and their systems of control and
supervision of the affairs of overseas branches and, with

a view to streamlining and strengthening the administration

of the overseas operations, has urged the banks to implement



o™
el

( LY

certain guidelines in this regard as early as possible -
DBOD.No.BL.7242/C.212-82 dated the 16th jugust 1982, at
the instance of the Group that in addition to these
guidelines, the banks should take action to strengthen
their lines of communication with the overseas branches

by establishing an effective Management Information System
and through occasional visits by senior executives from
Head Offices, that the discussions to be held by the
visiting executives should be based on pre-planned agenda
and important issues emanating from such visits must be
recorded and reported to higher management, tHat banks
should reinforce the machinery in the%r International
Divisions for the appraisal of credit proposals and
scrutiny of control returns as well as for taking necessary
follow-up action thereon, that they should formulate
written guidelines/checklists for internal inspection/
audit of foreign branches, lay down written policies/
guidelines in regard to assets and liabilities managesment,
including maturity mismatchings, and devise a mechanism to
monitor country exposures, and that it would be helpful

to the foreign branches if the banks' Head Offices issue
policy guidelines indicating the overall objectives they
would expect the branches to achieve during a certain

period, the Department of Banking Operations & Development
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has advised the concerned banks to take necessary steps
to implement these measures, as per circular DBOD.No.IES.
260/C.212-83 dated the 2nd March 1983. (Chapter 13 -
Paragraph 13.3)

7 The Group also considered the question whether

there could be a Local Board for the overseas branches of
Indian banks - one Local Board for the branches of each
Indian bank if the number is significant or one common
Local Board for the branches of all the Indian banks

taken together in a particular country. The Graup is of
the view that local advisory boards may be established
wherever it 1s compulsory under the local regulations or
justified by the operations of a branch or branches of an
Indian bank in a particular country and not elsewhere,.

It is not desirable to constitute one common local boarad
for the branches of all the Indian banks taken together

in 2 particular country because it would lead to disclosure
of affairs of customers of one bank to another. The Group
understands that the Reserve Bank has agreed, in principle,
to the propesal of the Central Bank of Kenya that local
advisory committees may be set up by the Indian banks in
Kenya, but the then Governor had observed that the Reserve
Bank should see to it that this principle is adopted
generally and not just with reference to the Indian banks.

The Group feels that generally there is a danger that local



members of the advisory boards may influence the independent
commercial judgement of the Indian Managers and this factor
should also be kept in view while considering the question
of setting up of loczl advisory boards by the Indian banks

at foreign centres. (Chapter 13 - Paragraph 13.4)

8. Although it was decided in 1982 that the foreign
branches of Indian banks should be inspected once in two
years, the inspection system is yettoostabiligkcitself, The
Working Group is cof the view that the inspections should

be carried out on an ongolng and regular basis and each
branch should be inspected at least once in three years.
Some of the banks have more than one branch in a oosuntry
and it is gathered that the inspection teams which have rec-
ently taken up inspections in foreign countries have covered
only some of the branches of a bank excluding its other
branches and even its main branch in that country. In

order to have an o erall picture rega,ding the operatinns
of a bank in a country, it is desirable that all the
branches including its main branch are inspected with

reference to the same date. (Chapter 14 - Paragraph 14.6)



-~
. -

Guidelines for Inspecting Officers

Foreign exchange position, foreign
Ccurrency accounts and control over
reconciliation of Nostro balances

(Chapter 3 - Paragraphs 3.16, 3.17
and 3.18)

Te The Inspecting Officers should familiarise themselves
with the relevant Exchange Control regulations and instruc-
tions given in the Guidelines for Internal Control over
Foreign Fxchange Business issued by the F.eserve Bank and
verify whether these have been complied with by the bank.
Broadly, the regulations and rules to be observed by

authorised dealers are as follows:

(a) The basie rule governing exchange position is that
authorised deaiers should maintain at close of business each
day sQuare or near-square position in each foreign currency
after taking into account all their purchases and sales,
spot and forward. Maintenance of overnight open positions

in foreign currencies should be avoided.

(b) Authorised dealers should devise appropriate control
systems to ensure that exchange positions in various currencies

ar2 maintained in accordance with the above rule.

(c) The banks management should lay down the maXinum
position limits in each currency that may remain uncovered

during the day (daylight limits) and the limits should be
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periodically reviewed. Any temporary excesses over the
approved daylight limits should require approval of the top

management,

(a) Managements should keep a close watch on the dealers!

positions at the close of business each day (overnight 1imits).

(e) Authorised dealers should ensure that at the close of
business each day, the maturities of forward contracts are

not unreasonably mismatched.

() Management in each bank should lay down Individual Gap
Limit (IGL) and Aggregate Gap Limit (AGL) in accordance with
the Guidelines for Internal Control over Foreign Exchange

Business,

(g) Account ing Departmant should prepare a statement

of true exchange positions as on the last Friday of each
month after reckoning the effect of all transactions in

the pipeline as on that Friday and coming to notice

subsequently.

2. The following records will generally be available

in the Accounts Department.

(1) Position Book, Register and/or card-sheets in each
foreign currency, consolidated position sheets and daily
currency position reports indicating maximum exchange positions
held during the day and overnight positions submitted to

higher authorities.
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(ii) Inter-bank spot and forward contracts register
(iii) 1Inter-bank liability ledger.
(iv) Monthwise forward contracts maturity register.
(v) Ledgers showing mirror transactions in Nostro accounts
{vi) FLecords indicating analysis of forward maturities and
Gap statements submitted to higher authorities.
(viil) Office copies of weekly statements of positions (P0OS)
submitted to Exchange Control Department.
(viii) Statements of Nostro accounts received from correspon-

dent banks/branches abraad,

3. The Inspecting Officer should verify from the Position
Book, F.egister and/or other relevant records whether the bank
has been keeping unduly large overnight open positions
(either oversold or overbought). To ascertain this, exchange
positions on certain selected dates may be examined. Fe
should also verify whether (a) the spot and forward contracts
concluded on each day are accounted for in exchange position
on the same day; (b) there are any alterations/corrections

in the dates of contracts in order to manipulate exchange
position so as to show it at a level different from what it
actually is; and (c) all items in the position records of

the day are genuine purchases and sales (i.e.,there are no

' planted' items in order to manipulate exchange position).

It should also be verified :
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(1) Whether any limit has been fixed for transactions to
be reported by telex/telegram by 'B' category branches (i e ,
offices and branches not maintaining independent foreign
currency accounts but having powers of operating on the
accounts maintained abroad by their head/principal offices

or any other link offices) and if so, whether such transactions
are promptly reported for taking into exchange position and
explanation for non-reporting of the transactions is sought
from the concerned branches. Further, whether the records
maintained for the purpose of registering the reports from
up-country centres are adequate and the reporting instructions

to them need any modification;

(ii) Whether the statement of daily closing positions
(Daily Currency Position T.eport), as indicated in paragraph
3.2.,2. of the Guidelines for Internal Control over Toreign
Exchange Business, is regularly submitted to the higher
authorities at the close of business daily and the bank's
management has ensured that the dealers do not hold a

position which can be considered as not being near square;

(iii) Whether the statement of true currency positions as
on the last Friday of each month after reckoning the effect
of all transactions in the pipeline as on that Friday and
coming to notice subsequently, as indicated in paragraph

3.%.1 of the aforesaid Guidelines, is regularly submitted
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within a period of three weeks to the higher authorities
indicating the steps taken/proposed to be taken for
reducing the distortion, if any, and a copy of such
statement has been furnished to the Feserve Bank. The
particulars reported in the last statement of true currency
positions so prevared and submitted to the manggement/

T eserve Bank may be checked to ascertain whether they are

correct as per the bank's records;

(iv) Whether foreign currency notes held by the various
offices of the bank are taken into account while computing
exchange position; if not, the reasons therefor may be

ascertained;

(v) Whether the consolidated foreign exchange position
sheets, as indicated in paragraph 3.1.1 of the aforesaid

Guidelines, are regularly submitted to the higher authorities;

(vi) shether the particulars in POS statements submitted
to the Exchange Control Department during the last one month

were correctly reported as per the bank's records;

(vii) Whether the bank has fixed daylight and overnight
open position limits in each currency and the limits are
periodically reviewed In those cases where the linits have

been exceeded, the reasons for exceeding the limits, action
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taken by the bank and Whether the excesses have been anoroved
in writing by the higher authorities should be ascertained,
The Inspecting ufficer may give his observations on the
excessiveness, if any, of the daylight and overnight position
limits in the light of the volume of the bank's business,
vojume of its transactions always in the pipeline, trading
expartise ayallable in the bank and its capital plus reserves
position;

(viii) whether the bank has fixed individual gan limits (IGL)
and aggreeate gap limits (AGL) =2nd they conform to the formula
laid down in the aforesaid Guidelines; if not, in what resnects
do they differ. Further, whether (a) the limits fixed are
adhered to and if not, the detalls thereof as also stens

taken by the bank to rectify the position may be indicated;
(b) statements of maturities (Form IC.6 of the Guidelines)

are being subnitted to higher authorities/ eserve Bank and

if so, at what interval. Particulars reported in a few
statements may be check~d to s¢e whether they are correct

as per the bank's records;

(ix) The neced for maintaining the various foreign currency

accounts by the bank may be exasined;

(x) vhether balances held abroad are cowmensurate with

the needs of the bank to meet its immediate commitnents;
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(x1i) Whether any large balance has been held in an
inoperative acccount for a inng period ané if so, the reasons

therefor may be ascertained;

(xii) The arrangezents, if any, made by the bank for
automatic transfer of fi.nds, as per 4.D. (G.P. Serieg)
circular No.62 of 1978, in crder to secure the benefit »f

interest on osvernizght idle funds, may be looked intog

(xiii) whether the bank is lending in forsign currencies to
its overseas branches/correspondents or investing funds abroad
in treasury bills, call, fixed deposits, etc., without "BI's

prior approval;

(xiv) Vhether there are overdrawn balances of .20 lakhs
and above for continunsus serizd of more than 5 days and if
so, the details thereof may be given indicating whether the
matter has been reported to the Reserve Bank for post-facto
anproval as required in terms of paragraph 1% of Chanter 8

of the Exchange Control Manual;

(xv) Whether the bank has maintained an account with a
bank in a country other than the country of the curreney
concerned and if so, when the account was opened and whether
the Feserve Bank's prior approval has bez=n obtained for
opening the account, as required as per paragraph 5(ii) of

Chapter 4 of the Exchange Control Manualj;
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(xvi) Whether thers is an accunulation of foreign currency
notes in branches and the systen for the disposal of the notes
needs improvement to shorten the time-lag for realising the

value thereof;

(xvii) Whether the bank has introduced special weekly

report in order to obtain information on the value of currency-
wise accumulations of foreign currency notes at various
branches and taken steps towards their »roapt disnosal

(Paragraph 3.4.2 of the Guidelines);

(xviii) Whether the bank has been submitting BAL statements
promptly and regularly to the Feserve Eank and the particulars
reported in the last BAL statement furnished to the Feserve
Bank are correct as per the bank's records (Paragraph F 2 of

Chapter 31 of the Exchange Control Manual);

(xix) Whether the reconciliation work in the bank is being
attended to by a separate Department/3Section (in larger banks)
headed by an officer of sufficient rankj in case of smaller
banks, whether the work has been entrusted to the Accounting
Department under the charge of a separate officialj;

(xx) The procedure/policy followed by the bank for
posting/rotation of staff in tme Leconciliation Department
may be looked into and it may be ascertained whether
considerations of knowledge and experience of the foreign
exchange department are taken into account while posting the
staff;

(xxi) Whether the officials attached to the T.econciliation
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Department have been entrusted with the operation of Nostro
accounts (i.es, signing drafts or issuing TTs, etc.) or passing
of entries in mirror accounts;
(xxii) Whether statements of accounts are received at least
once in a month and the Feconciliation Department is (a)
watching receipt of the statements and (b) ensuring that there
are no alterations, erasures, etc., which are unauthenticated
or unverified in the foreign bank statements and mirror accounts,
before the work of reconciliation is taken up;
(xx1ii) Whether the reconciliation work is undertaken
expeditiously and is up-to-date;
(xxiv) Whether half-yearly statements of unreconciled items
(c.f. paragraph A.14 of Chapter 31 of the Exchange Control
Manual) have been forwarded to the F.eserve Bank promptly and
the particulars reported therein are in accordance with the
bank's records;
(xxv) Whether the unreconciled items are n»romptly and
effectively followed up;
(xxvi) Whether any unreconciled items, other than these
indic.ted in paragraph 6.3 of the Guidelines, have been

written off without prior approval of the Reserve Bank. If
so, the details thereof should be given;
(xxvii) Whether the T econciliation Department is submitting

a report once a month to the higher authorities indicating

the progress made in reconciliation of Nostro account balances
and the special features, such as large unreconciled items,
age-wise grouning of items, etc., and if so, what action has
been taken on such reports by the bank's Management;
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(xxviii) Whether there are any instances of (a) set-off of
debit and credit items; and (b) entries in rupee columns of
mirror accounts without corresponding foreign currency amounts.
I7 so, these should be thoroughly checked;

(xxix) Whether any frauds have been detected through the

réconciliation process and if so, these should be looked into
in detail.

Rates of Exchange
(Chapter 4 - Paragraph %.39)

4, The Inspecting Officer should verify, by sample checking,
whether the rates of exchange quoted by the bank are

in accordance with the Exchange Control regulations and

the “ules of the Foreign Exchange Dealers' assoclation of
India. He should bear in mind the Exchange Control regulations
given in paragraphs 4.3% to 4.38 of Chapter 4 and verify,

by test check, whether the rates quoted by the bank

to its constituents and overseas branches/Head Offices/
correspondents are in accordance with the regulations as

also whether any preferences have besan showth in this

regard. In case any special rates of exchange have been
quoted by the bank, the Inspecting Officer should ascertain
whether a proper record of the reasons therefor 1s maint-
ained as also whether the approval of ithe appropriate
authority in the bank has been obtained. He may also

examine whether the reasons which weighed with the bank

can be regarded as genuine foreign exchange considerations.



Financing of ExD
{Chapter 5 - Paragraphs 5,63
and_5.64)

et

o

. During the financial inspection of a bank, the Reserve
Bank, as the supervisory authority, is basically concerned with
the quality of credit anpraisal and effectiveness of the super-
vision exercised by the bank over export finance externded by it,
as part of the assessment of the bank's advances portfolio,
Apart from these general considerations, the special aspects

regarding financing of exports are as follows :

(i) The export finance is granted at the concessive rates
of interest prescribed by the Reserve Bank and it is, therefore,
necessary that a close wateh should be kept by the bank on the
end-use of the finance and on the timely fulfilment of export
orders besides ensuring thet neither the amount nor the period

of export finance exceeds the actual requirement in each case,

(ii) All possible efforts should be made towards prompt
rcpatriation of exvort proceceds within the prescribed period

and in accordance with the permitted methods,

(iii) The regulations governing export of goods and services
given in Chapter II of the Exchange Control Manual should be

strictly complied with,

6. The Inspecting Officer should bear in mind the aforesaid
general considerations and special aspects regarding financing
of ecxports and, particularly during branch inspcctions, should

carry out a tcst check of sclected transactions in order



to verify :

(i) Whether packing credits have been granted, negotiation
of cxwort bills has becen done amd advances against bills sent
for collcction have been allowed urxler proper sanction of the
appropriate authority or is within the discretionary powers
vested in the Manager and, in the latter casc, whether the

facilitics have bcen givin to deserving partics only @
( g H

(ii) Vhether, while granting pre-shipment credit facilities,
the usual safcequards, such as lodgment of irrcovocable cxport
lcttors of credit and/or firm cxport orders by oxporters,
compctence and capacity of the exporter to cxccute the orders
within the stipulated dclivory schedulcs, financial viability
of thc cxport dcals, and rclating amounts and periods of
prcking credit advances to export turnover and ~ctual require-
ments, have been obscrved as also whether a watch is kept over
the cnd=usc of prec=shipment finance and packing credits arc
liquidatcd by ncgotiation of relative cxport bills within a

rcasonablc time

(iii) Whother bills negotiatcd have goencrally beon under
lctters of crodit cstablishced by approved banks or agoinst firm

ordcrs from creditworthy portics abroad;

(iv) Whether there is a proper procedurc for thorough
scrutiny of thc bills rcceived for ncgotiation; in the casc
of bills ncgotimted undior letters of credit, the instructions

of thc banks opconing tha lectters of credit have bocn complicd
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with; whore bills have b:en drawn on the basis of firm orders,
the documcnts have beon drawn in ~ccordance with the terms of

the relative order;

(v) Whaother bills, including thos: which have boen nogo-
tiatcd agorinst indemnity or under rescrve (on account of the
documents not bcing eontirely in confermity with the terms of
the rolative letteors of credit), have becn rcalised without
unduc dclay (the Inspeocting Officer should satisfy himseclf
that negotiation against indemnity/under rescrve hes bocn allowed
to descrving portics only; ho should elso go through the parti-
culars of bills, if any, rcmoining unrcaliscd boyond the
prescribed period - including those hcld in 'Past Duc and
Dishonourcd Bills' account - and asccrtain the reasons for
dclay in rcalisntion as also whoether the position of overduc
bills is revicw.d periodicelly ~nd anproprintc stops taken for
their rcelisation; he should further verify whethor overdue

interest has been collected whérever necessary);

(vi) ‘Whether anpropri~te exmort risks cover has been
obt~ined from the Exvort Credit ~nd Guarantee Corpor~tion Ltd,,

and if not, the reasons therefor m-y be ~scertrined;

(vii) Whether the Reserve Bank's directives rel~rting to the
rates of interest to be chorged on export finance ~nd stioula-
tions regerding eligibility of vp~cking credits ~nd export bills
for interest subsidy ~nd refinance from the Reserve Bank, have

been complied with;



(viii) Yhether there is a s~tisfactory procedure for collec-
tion and recording of un-to-date credit inform~tion on the

prrties;

(ix) YWhether the Exnort Bills Registers-have semarate
columns for recording (~) the drte on which the period prescri-
hed for rerlisation of an exnort bill will expire (b) the
d~tes on which copies of G2/PP forms h~ve heen submitted to the
Reserve Uenk ~nd (c) the ~mount of commission ~nd/or discount

declirred by exnorters on GR/PP forms and accented by Customs;

(x) Whether the bank is mrintaining (a) speci~l register
to keep ~» watch on the renlisation of the undrawn balances, if
any, within the prescribed period ~nd (b) speci~rl register for
recording full detnils of exnorts on consignment basis indicating
nunder » seprrate column, the dnote on which the period prescribed

for renlis~tion of the export proceeds expires;

(xi) “hether anv bills discounted by the bank have been
rediscounted by it with its oversens branches/Head Office/
corresporrenis; if so, ihe m~tter m-y be looked into in detnil
s brnks “re not nermitted to rediscount or av~il themselves of
advonces ~bro~d acnr-inst bills negotinted, nurchased or discounter

by them,

Fin~ncina of Imports
{(Chepter, 6. ~ Prraaraph 6.20).

7. As indicrted in narngranh 5 ~bove, the Reserve B-nk, s

the supervisory ~uthority, is bosic-lly concerned with the
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qu~lity of credit anorai;al nﬁd effectiveness of the supervision
exercised by the bank over imnort fin~nce extended by it, s
prrt of the ~ssessment of the bank's ~dv-nces nortfolio, Be-ring
this in mind, the Inspecting Officer should test check selected
trans~ctions, which should incluce some items of remitt-nces
of B.50,000 ~nd -~bove eifected by the bonk ~gainst import

liconces/0.G.L., in order to verify :

(i) '‘thether letters of credit limits ~re sanctioned by the
bank ~fter taking into considercrtion all the relevant factors
including market-bility ~nd price st-bility of goods to be
imported ~s ~lso -~ criticrl -~npr-is~l of the ~bility of
imnorters to retire bills from their own resources or of the
rdecu-ncy of ~rrongements m~de by them to raise nccess-ry

resources in time;

(ii) Whether letters of credit h-ve been opcned under
proner s~nction of the ~nnropri~te higher ~uthorities or within
the discreticn-ry nowers of the M-~n-ger, ~nd wherc letters of
credit h-ve bcen opened under the discretion~ry poviers of the
M~n~ger, whether th: f-cility h-~s becen ~llowed to deserving
n-riics only;

(iii) Whether the b-nk m-~int-~ins credit rcports on overse-s
supplices in whosce frvour import lotters of credit ~re cst~bli-

shed;

(iv) %“heother the Exchrnge Control rcauirements th-t lctters

of crcdit should be oncned by ~uthorised do-~lers only on beh-1f



of thcir own customers who m~int~in ~ccounts with them ~nd ~re
known to bc p-rticip-ting in thc tr-de, th-t credits should be
estroblished only after verific-tion of the Exch~ange Control
conies of import licences (except in cnscs where imports are
under valid 0.G.L.) ~s also documentary evidence to the effeet
thet firm orders for the goods to e imported have been nlaced
and ~ccented, ~nd after mrking endorsemcnts on import licences
at the time of opening letters of credit, that the dote of
expiry of the credit should not be later th-n 75 dnys after the
fin~l date for shipment permitted under the relative (specific)
import licence, thot letters of credit should not be opened
during the gr~ce period of 60 dnys for effccting shipments
~llowed by ITC -~uthoritics ~nd th~t in crhses where letters of
credit h-ve becn opened on F.O,5, terms, suit-~ble provision
should ba m~de to cover freight ~nd insur~nce ch-rges, have

becn complicd with;

(v) “hether in the ease of letter of crodit with provision
fer doferrcd pryment f-cility, the constituent h-s been remitting
instalments ~ccording to the terms of the credit and is in »

position to mcet fuiture commitments, ~s ~nd when they accruc;

(vi) Whothor the bonk has implemented the suggestions of
FEDAI (m~de ~t tho inst~once of the Reserve B-nk) thot letters of
crcdit should stinul-te that shipments should bc m~de only by
Confercence vessels wihich ~re on the Lloyds ~moroved list ~nd

which ~rc scr-worthy, th-t letters of credit should c~ll for -
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cortificate of inspcction by ~ wcll=known Intern~tion~l Insnoca
tion Agancy, th~t in c~sc of 1l-rge v~luc import contr~cts, b-nks
should obt-in crodit reports on the sunplicrs before issuing
letteors of credit, thot letters of crocdit should c~1ll for -~
coertific~tc of origin from ~n indcpecndent third p-rty liko -
Ch~mb:r of Commcrce ~nd th-~t b-nks should scc whether, t-king
into ~ccount the volume of consumption/dem~nd in Indi~ for theo
goods ordcred, the immwort contr-~ct on thc b-sis of which lettcrs
of credit ~re issucd, wns re-~son~blc; the underlying intcention
in the 1-st suggestion being th-t b-nks should discourange
spccul~tion in commocitics cithur on the b-sis of ~rtifici-l
sc~rrcity or on the b-rsis of cxpcctotions of chonges in the

mport Policy;

(vii) Whcther there is ~ny indic-tion th-t importers h-va
entered into contr-~cts with oversceas sunplicrs ~md/or b-ck-
d~t.d the contracts or the relative lettors of credit in order
to circumvent restrictions imnoscd by the Import Policy (imposing
» b~n on or c-n~rlis-tion of imnort of thce commodity imvolved).

If so, thc m~tter should be look:od into in d:otnil by the

Tnsp:cting Officors

(viii) Whcethor discrepancics, if -~ny, in documunts in reclotion
to thc tirms ~nd conditions of the letters of credit ~re nromptly
t~ken up with the forecign br-onch/corrcsvondznt; whother in casc,
duc to such discrim~ncics, th: forcign br-nch/corruosporrent h-s

n-goti-tcd the bill ~gninst indemnity or under rescrve, the
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~ccoptance/p-yment of the bill has bcen promptly ~dvised to the
forcign branch/corrcspondent ~nd in the cvent of dishonour of
such ~ bill, noticc of dishonour h~s boon promptly scnt to the
forcign br-nch/corruspondent by c-ble/telex, demanding refund
of th. ~mount, if ~ny, obt-~incd by it in rcimburscment, -s

rcquirced;

(ix) Whether (~) us~nce bills ~re adequatcely st-mped on theoir
rcceipt by the bank (b) duc d-tes -~ro corrcctly ~rrived ~t ~rd
rccorded in ~ diary m~int~rined for the purpose ~nd (¢) ~cceptance
is propcrly rccorded on the bill ~rd there is ~ proccdurce of
verification of the ~cceptor's signature (the Inspecting Officer

should chcck this by sclceting ~» few bills ~t rondom);

(x) Whether in c~sc of non-p~yment of documcnt~ry bills,
prompt stcps ~re token to protcct the goods covered by the bills
(bills not retired cven ~fter the ~rrival of the corrying vesscls
should receive spcecirl scrutiny ~nd the rensons thercfor

asccrtained);

(xi) Whether in c~ses wherce import loan/trust receipt
f~cilitics h~vec bcen granted, thce ~dvances hove becen nllowed
only for ~ rcoson~blc period ~nd s~nction of thc¢ «-npropri-t:

authority h~s bocn obt~ined, wherc nccessary;

(xii) Wheother the quidclines issucd by FEDAI regording the
~ccounting proccdurc in respecct of import bills reccived under

lotters of crcdit hove boen followad by the bank;
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(xiii) Whether interest and othcr ch-rges, where neccssary,
~re collected from the drrwees ~t the time of re-lis-tion of
the bills in ~ccord-~nce with the directives issued by the

Reserve B-nk ~nd the rules of FEDAI;

(xiv) Whether the Foreign P-rcel Register is m~intnined for
foreign inw-rd bills ~nd parcels, the p-rticul-rs of parcels/
bhills ~re properly recorded therein, ~nd necess~ry s~fegu~rds

for the custody of bills ~nd pnrcels ~re observed;

(xv) Whether the various form-lities rel~ting to imnort
tr~nsactions prescribed in Ch-opter 13 of the Exch-~nge Control
Mrnu-1l such ~s (~) subm®ssion of the Exch-~nge Control copy of
the import licence to the Reserve B~onk ~fter its utilisation to
the m~ximum extent (b) p~yment for imports in the prescribed/
approved currency ~nd in ~ccordnnce with permitted methods
(c) obt-ining prior anproval of the Reserve Bank for remitt~nce
of proceeds of bills relnting to imports under tcash' imnort
licences where remittrnce h~s been del-~yed beyond the prescribed
period, viz,, six months from the l~st date for shipment
authorised under the import licence (including gr~ce period) or
under the 0,G.L., ~s the c~se m~ry be (d) obthining ~vprov-l of
the Reserve Bonk for opening letters of credit ~grinst import
licences on 'deferred p-yment! basis or for furnishing
gu~r~ntees in the crse of such imports to cover due pryment of
inst~lments by the importers (e) m~rking off the ~mount of

freight on the rel~tive import licence before issuing to the
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consignee ~ certific~te (in the prescribed form) in supnort of
~nplicotion for pryment of freight in rupees in chses where
goods -~re shinped to Tndi~ (other than under 0.G,L.) on 'freight
p~y~ble ~t destin~tion' b-sis, etc,, h~ve been complied with

by the b-~nk;

(xvi) Whether pryments in retirement of import bills ~re
received by the b-nk, irrespective of ~mount, by debit to the
account of the importer or by me-ns of ~ crossed cheque drawn

by him on his other b~nkers;

(xvii) Whether in the c~se of immort by vpost p-rcel, the
prec~rutions envis~ged under the Exch~nnge Control regul-~tions

have been observed;

(xviii) Whether in the cnse of imports under foreign lo-ns/
credits, the terms ~nd conditions of the relev~nt Public

Notice issued by the Import Tr~de Control h-ve been compnlied
with ~nd the prescribed documents as required h~ve been duly

obt~rined ~nd forw-rded to the concerned ~uthorities promntly,
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Fcrward Exchange Contracts
(Chapter 7 - Paragraph 7.44)

8. While examining forward exchange contracts entered
into by the bank, the following points should be seen by
the Inspecting Officer.

(1) The Inspecting Officer should ascertain whether
the guidelines given in paragravhs 3.2.3 and 3.2.4 of the
Guidelines for Internal Control over Foreign Exchange
Business 1ssued by the Leszrve Bank, regarding setting up
and monitoring of 1limits for forward contracts for its
larger customers and individual banks, both overseas banks
as well as authorised dealers in India, have besz2n imnlemented

by the bank;

(ii) It may be seen whether before entering into
forward contracts with merchants, the bank has verified
that there is adequate documentary evidence in respect of
the relevant transaction of the constituent and a record
has been kept of such evidence which shows that the exchange
risk covered has been in respect of genuine trade transactions
and the method of remittance is a permitted one. It may
be verified whether in cases where forward purchase contracts
were booked against letters of credit, the requisite
declaration of the exporter as required in paragraph 7A.2

of the Exchange Control Manual had been obtained ;
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(iii) Where in any case, the forward purchas contract
had been booked on the strength of cable/telex message, it
should be verified whether the original signed contract hag
been subanitted to the bank within a period of one month
from the date of booking of the contract;

(iv) A few cases of forward purchase and sale contracts
may be verified with the available case papers to see
whether they have been booked 1in conformity with the

Exchange Control regulations;

(v) The Inspecting Officer should ascertain whether
the bank has ensured that the period of delivery (as extended
from time to time) is such that the last date of delivery
does not fall beyond 6 months (3 months in case of Afghanisthan
and Pakistan) from the actual date of shipment or expected
date of shipment or beyond the extended period anproved by

the f.eserve Bank;

(vi) It should be verified whether the bank has a
satisfactory procedure/system for watching the delivery
dates of forward contracts and ensuring that the contracts
are taken up/extended by the due dates. It may be noted
that authorised dealers are permitted to cancel outstanding
contracts unilaterally, i.e., even if the application in
Form FCC 2 has not baen completed by the customer, after
giving due notice to their customers, at the exniry of two

months from the last date of delivery of the contracts, if
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they are satisfied that the contracts will not be performed
by the customers. In the case of overdue contracts, the
conments of the authorised dealer should be -btained as to
why they have remained outstanding, Opportunities for
speculation in the exchange rate can be provided to

customers if contracts are not cancelled as quickly as

possible;

(vii) It should be verified whether the bank has
inbuilt procedures to ensure at the time of purchasing
foreign currency proceeds of exports from thelr customers
or purchasing their export bills, that a forward contract
has not been fixed already in respect of the underlying
export order and is outstanding against which the ourchases
are to be adjusted., Any cases coming to notice where such
purchases have been treated as ready purchases when the
forward contracts were outstanding, should be properly
enquired into as such shortcomings in procedure can provide

opportunities for speculation in the exchange rate;

(viii) Where forward contracts have been booked after
export bills were sent on collection basis, it should be
verified whether the bank takes care and ensures that the
proce2ds of such bills when realised are adjusted against
the contracts and arc not treated as fresh (i.e ready)

purchases. The aim should be to see whether proper
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coordination exists between the department handling forward

contracts and that handling documents for nesgotiation/

purchase/collection;

(ix) If the bank had booked any contracts against
bills sent for collection after they were sent for collection
in terms of the relaxation permitted in AD (GP Series)
Circular No.5% of 1979, it should be verified whether the

conditions laid down therein have been fulfilled;

(x) It may be verified whether the bank had any
cases where the forward contracts had be:in booked with it
by the exporter and the letters of credit opened subsequently
were restricted for negotiation through another authorised
dealer and if so, whether the bank arranged to obtain a
foreign currency draft against negotiation of documents
from the other authoriscd dealer for settlement of the

forward contract;

(xi) It should be verificd whether the bank is allowing
exporters to substitute contracts, i.e., deliver procecds
of an export contract othecr than the onc against which
the forward contract was booked, without prior permission

of the I'eserve Bank;

(xii) The bank's cover operations in inter-bank and
overseas markets should be verified to see whether there

is any speculative tendency in fixing forward contracts;



(xiii) It should be checked that wherever unutilised
portions of cancelled contracts were more than U.S. ¢ 500 or
its equivalent, they have been reported to the Teserve

Bank promptly;

(xiv) It should be verified, by a test check, whether
the charges prescribed under FEDAI Tules have beacn recovercd
from customers while accepting or giving early deliveries,
granting extensions and/or c:ncelling forward exchange
contracts as there is scope for lcakage of the bank's

income.

Non-resident (External) T.upce accounts and

FForeign Currency (¥on-resident) accounts
(Chapter 8 - Paragraphs 8.5 and 8.6)

9. Since the balances held in Non-resident (External)

and FCNR accounts are rcpatriable by authorised deglers

at the request of the account holders, without obtaining nrior
approval of the Licserve Bank, and also these funds arc eligible
for investmcnt in various schemcs, including schemes with
rcpatriation benefits, much responsibility is devolved »n
Inspceting Officcrs to ensure that the operations allowed by
authorised dcalers in these accounts are strictly in aceordance
with the provisions of Exchange Control regulations. The
Inspecting Officer should, intir alia, satisfy himsclf about

the following
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(1) that the Non-rtusident (External) and FCNF accounts
have besn opsncd by authoriscd decalers only in the names of
persons of Indian nationality/origin after obtaining
necessary application/account opcening form containing
¢sscntial information (i.e. nationality, country of origin,
pcrmancnt oversenas address, purposc of stay abroad, ctc.).
An und.rtaking (in thc account opcning form itszlf) that the
account holdcr would promptly intimate the authorised degler
about his return to India on his coming to India for

psrmancnt residence, is also obtainced;

(ii) that in case of accounts opencd in thc names »f
overscas company/firm/socicty/trust, a certificate, along
with account opening form, from an overseas Auditor/Chartered
gsccountant/Certificd Public Accountant is obtaincd t»o
cnsure that thc ownership/interest in the overscas comnany/
firm/socicty or the irrcvocable bencficial interest in the
trust hcld by persons of Indian nationality/origin is nsk
lcss than 60 . Also, an undcrtakinc from the instituti-nal
account holdcrs is obtaincd to the c¢ffect that in casc such
intcrcst falls below the lcovel of 60 at any time in future,
they would immediately intimate the change to the authoriscd

dcaler;

(iii) that th¢ Non-rcsidend (External) and FCN. accounts

arc maintained in separate ledger/binders or in separate
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block of the same ledger/binder to distinguish these accountsg

from other accounts;

(iv) that foreign curreancy instruments(i.e., FCs, drafts,
cheques) drawn in favour of residents of India/third narty
which arc subsequeéntly endorsed in favour of the account
holders are not accepted for affording credit to these

accounts;

(v) that funds held in ordinary non-resident accounts are
not transferrcd to Non-resident (External) and FCNE accounts

without obtaining prior approval of the Reserve Bank;

(vi) that the directives issued by the Department of
Banking Overations and Development regarding rates of interest
on deposits and directions regarding re-investment of denosits,

etc., are strictly adhered to by authorised dealers;

(vii) that encashment/bank certificates are not issued by
authorised dealers in respect of remittances received/

foreign currency tendered to the credit of these accounts;

(viii) that applications for grant of loans and overdrafts

to resideni individuals/firms/companies in India against

the collateral of fixed de»osils held in Non-resident
(External) and FCMR accounts are promptly forwarded by
authorised dealers to the Feserve Banz (Eichange Control
Department and Department of Banking Onerations and
Development) for their ansroval and such loans and overdrafts

are granted only after obtaining the approvalj;
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(ix) that Fupee loans granted to holders of Non-resident
(External) and FCNI accounts are credited, if necessary,
to ordinary non-resident accounts of the respective account

holders but not to Non-resident (External) accounts;

(x) that Non-resident (External) accoudts are not opened

with Indian rupees derived froam local sources;

(x1i) that all transactions in Non-resident (External)

and FCNL. a=zcounts are promptly reported to the Reserve Bank
every month in STAT-4 and STAT-6 respectively; if the
authorised dealer under inspection is a link office, i.e ,
which undertakes sale and purchase transactions with the
Reserve Bank, it should be ensured that 3TAT-5 received from
its offices/branches is promptly forwarded to the Reserve

Bank after scrutiny;

(x1ii) that all transactions in Non-resident (External)

and FCNE. accounts required to be reported to the Reserve Bank
on Form Ak/A2 are correctly reported and all transactions
requiring specific approval of the Feserve Bank are handled

only after obtaining such approval.

10. The Inspecting Officers may seleét a few Non-resident
(External) and FCH. accounts, at random, and verify the
credits afforded to these accounts with the original credit

advices (i.e, T.T., M.Tr, D.D.) received from overseas
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branches/correspondents/other authorised dealers to ensure the
external origin of the credits and that no rupee credits

from local sources are afforded to these accounts. Similarly,
the debit entries for large 'amcunts may be checked to ensure
that these debits are allowed strictly as per Exchange Control

regulations.

Note: While persons resident in Bilateral Group of countries
(U.3.5.F., Poland, Czechoslovakia, F.onania and German
Democratic Fepublic, i.e. East Germany) are not eligible to
opeh FCNE. accounts, the Inspecting Officers should familiarise
themselves with the specific provisions of the Exchange Control
Manual relating to Non-F.esident (External) accounts in rupees
maintained by persons resident in any country included in

Bilateral Group.

F.upee accounts of non-resident
Exchange Houses (Chapter 9 -
Paragraph 9.37:

11. The Inspecting Officer should ascertsin whether the
rupee accounts of non-resident Exchange Houses are maintained
and operations thereon are allowed by the bank in accordance
with the guidelines 1issucd by the Exchange Control Denartment
(vide paragraphs 9.4 to 9.36 of Chapter 9 and/or that may be

issued in future) as also whether it has impolemented the
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instructions contained in Part 7 of the Guidelimes for
Internal Control over Foreign Zxchange Business issued by
the heserve Bank. In particular, the Inspecting Officer
should verify the following:

(1) Whether the accounts are naintained by the Foreign
Exchange Department of the bank and if not, where are they
located, how are they supervised as also whether the
arrangements for supervision over the accounts are satis-

factory:

(ii) Whetkher the bank is following one of the three
alternatives provided in paragraph 2 of A.D. (G.P.Series)
Circular No.23 of 1978 regarding drawings in rupees by the

Exchangs Houses or whether any exceptions have been made;

(1ii) Whether accounts of the Exchange Fouses in India
have been utilised for channelling inward renittances other
than »n private account and, in particular, whether the bank
has appointec any Exchange House as its agent for selling
rupce travellers cheques (RTCs). In these cases where the
bank's I.TCs are sold outside India through the Exchange
Eouses, the Inspecting Officer should ascertain whether
the instructions contained in ECD's lecter No. EC.CO.TD SA3
514/54+-(5)-(F.TC )-83 dated 28th Novsaber 1983 have been

coaplied with;



(iv) Whether the time-lag between payment of drawings
at the drawee office and debits raised at the account-
maintaining office is reasonable and if not, whether the
bank has taken measures as suggested in A.D. (G.P.Series)

Circular No,75 of 1979;

(v) Whether the bank has made sufficient enquiries
about the means and standing of the Exchange Houses through
reliable sounrcesabroad including the Indianh Missions in the
territory/ country concerned and likewise satisfied itself

periodically that they continue to be well reported un»onj

(vi) Whether the bank while quoting rates for selling
rupees to the Fxchange Fouses ensures that the rates quoted
are strictly in accordance with the instructions contained
in A.D. (G.P. Series) circular No.50 of 1979,

Foreign Exchange Dcalings, Cover QOperations,
Swap Transactions, Dealings with overseas

banks/branches and “upee (Vostro) accounts-

T isks and Control
(Chapter 10 - Paragrarhs 10.36, 10.37,
10.32, 10.39 and 10.40)

Foreizn Exchange Dealings

12. The Inspecting Officer should bear in mind the
instructions contained in Parts 1 and 8 of the Guidelines
for Internal Control over Foreign Exchange Business and
ascertain whether these have been complied with by the

bank. In particular, he should verify -



(1) Whether the dealing function has been separgted

from the accounting, funding and other back-up functions;

(ii) Whether the bank's system for the selection,

training and rotation of its dealers is satisfactory;

(iii) Whether the infrastructure facilities provided
to the Dealing Department are adequate;

(iv) Whether, before the work starts, the dealers
confer on the trend in the overnight markets as also markets
still operating in the same time zone and keep the higher
authorities informed of the conclusions, and there are
adequate communication channels to facilitate guick consulta-
tions between the dealers and the higher authorities, as indi-

cated in paragraph 1.5 of the Guidelines;

(v) Deal slips in respect of transactions for
amounts of £ 500,000 or its equivalent and above (all deal
ships in the case of small banks) during the last one month
should be verified to ascertain whether (a) the deals made
by the dealers have been recorded on appropriate printed
deal slips in duplicate; (b) the deal slips are serially
numbered and in different colours to identify sales and
purchases; (¢) all required particulars are furnished
therein particularly the time at which the deal was put
through; and (d) the deal slips have been signed/authenticated
by the dealer;
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(vi) Whether the Accounting Department prepares bank-

-

wise summaries of all outstanding forward exchange contracts -
with banks for which confirmations from counterparty banks
have not bsen received as at the last working day of each
month and the outstandingsare followed up expeditiously to

have them confirmed by the counterparty banks;

(vii) whether the bank is maintaining any record showing
the movement of rates in the In-“ian/overseas inter-bank

markets;

(viii) wWwhether the Accounting Department prepares the
F.ate Scan Teport and the action thereson is taken as indicated
in paragraph 1.11 of the Guidelines. A few such reports may
by verified with the relative deal slips and in case aberrntions
are wide and/or quite frequent, the explanations given by the
dealers/bank may be examined to deteranine whether they can be

considered as acceptaktle;

(ix) Whether the bank has fixed limits for dealing
with individual banks, both overseas banks as well as
auttorised dealers in India, and if so, the setting up and
monitoring of the limits are in accordance with the instructions
contained in paragraoh 3.2.3 of the Guidelines, In those
cases where the limits have been exceeded, whether the avoroval

of anpropriate higher authorities has been obtained;



(x) wWhether, while making purchases and sales of
foreign currencies with overseas banks (including overseas
branches of authorised dealers), the bank has observed the
conditions/restrictions contained.in paragraphs 8.8 and

3.9 of the Exchange Control ianual,

Dealings through Exchange
Br okers

13. The Inspecting Officer should bear in mind the
instructions contained in Part 2 of the Guidelines and
ascertain whether these have been complied with by the bank.
He should be on the alert in case there are indications of
an excessive concentration of husiness with any one exchange
broker, excessive swaps, exchange rates that appear out

of line with those for similar transactioms on the same day
or other unusual terus, late receipt of exchange brokers!
notes, nomination »f brokers, and substitutions of names of

banks. Ik particular, the Inspecting Officer should verify -

(1) wWhether the Accounting Department ensures that
(a2) all exchange brokers' notes for inter-bank deals concluded
through their medium ars received b=fore tha close of husiness
on the day on which the deals were concluded or hefore the
opening hours of the succeading day; (b) the dates and other
particulars given in the notes agree with the relative deal

slips; (c) the discrepancies, if any, are brought to the notice



of the dealers immediately and clarifications/rectification
of errors are called for promptly and directly from the
brokers by the Accounting Department and not by the dealers;
and (d) in case of deals with authorised dealers at osutside
centres, telex confirmations are attached to the deal slins
and 1if concluded through brokers, their notes are received

expeditiously;

(ii) Whether the Accounting Department is maintaining
up-to-date broker-wise daily record (sevarate folio for each
broker) of brokerage paid/committed in the form prescribed
by the Fxchange Control Department in its letter No.EC.S.95/
86 (Spl.)-82/83 dated 31st July 1982, all brokerage claims
are being verified from this record and the brokerage has

been paid at the rates prescribed by FEDAI;

(iii) Whether the Accounting Department is preparing a
monthly statement showing a suiriary of brokerage payments to

each broker together with a comparative statement showing
payments during previous two years and the changes in the

panel of brokers, if any, made during the month, and the
statement is put up to the Chief of the Accounting Department

23 also higher authorities ;

(iv) Whetner the bank is maintaining a panel of

brokers approved by appropriate higher authorities and if
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so, the number of brokers on the panel, how often ani by

whom it is revised as also the procedure followed by the

bank in this regard, should be indicated;

(v) ‘hether there have been any complaints against
the dealers and/or relating to malpractices indulged in
by brokers and if so, whether the action as indicated in
paragraphs 2.6 and 2.9 of the Guidelines has besn taken by
the bank,

Swap Transactions

1%, The Inspecting Officer should verify whether (a)

the swap deals undertaken by the bank in international
markets (cross currency deals) were for meeting genuine mer-
chant transactions; and (b) the full amounts of purchases

and sales under the swap deals have been recorded in the
transactions sheets (to be ultimately incorporated in exchange
position records) ard not merely the diffe-
rences thereof as net purchases or sales in counter-
currencies. (The latter will show a lower volume of dealings
compared with merchant transactioms and will not also give

a corr:ct picture of purchases and sales of the bank for

the purpose of weekly POS statements).

19. The Inspecting Officer should verify all swap deals
undertaken by small banks during the last one month and in
the case of larger banks, each of the deals for amounts of
£ 500,000 or its equivalent and more may be scrutinised to

see;
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(a) wWhether the base rates at which the deals were
concluded and the swap differences were realistic and
reflected the prevailing conditions in the inter-bank market.
(These may be verified from the rate chart maintained by the

bank and brokers' daily reports, if available);

(b) Whether any swap deal has been undertaken at a
level rate and if so, the reasons therefor should be

ascertalned;

(c) Whether swap deals were done for trading in

forward and/or for raising rupees;

(d) Whether any foreign currency deliveries have
been set off with other authorised dealers and 1if so, the
circunstances in which the set-offs becan necessary sh»>uld
be ascertained, and it should also be verified whether the
instructions as 1ndicated in paragraph 10.21 of Chapter 10
have been conplied with An irregular swap is illustrated

beIow

Bank A entered into two swap deals for US & 25

7illion each in, say, April with Bank B as under ;:



Purchaser Seller FRate Delivery f:upee payment by

(in lakhs of rupees)

Bank Bank
A B
A B 12.06 21-30 2072,97
April
B A 12.35 21-30 202k4. 29
April
B A 12.00 24-30 2083 33
June
June 2027.57

On due dates, foreign currency amounts were set off without
any deliveries of foreign currencies and transactiens were
settled by making rupee payments. The effect of the above
swap deals was that Bank A paid a net amount of R.4& 68

lakhs when the first leg of the transactions was put through
and received R.55.76 lakhs at the conclusion of the second
leg, yielding a profit of B,7.08 lakhs for lending rupee

funds to the extent of R,48.68 lakhs to Bank B fer #wo

months (return on an annual basis 87%). The irregularities

in the above deals are:

(1) Neither the base rates at which near forwards of the
transactions were concluded nor the swap differences refTected
the prevailing rates in the inter-bank market. This is also
obvious from the fact that for the same delivery, viz:, 2130
April, the rates were as widely divergent as $12.06 and $ 12.35.

The rates for the other delivery were also widely divergent,
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(ii) The transactions were not genuine foreign exchange tran-
sactions as no deliveries were given or taken on due dates
through correspondent banks at foreign centre and the foreign
currency purchases and sales were set off and net amounts

were settled in rupees locally.

Dealings with overseas banks/hCanches
and F.upee (Vostro) Accounts

16. The Inspecting Officer should bear in mind the instru-
ctions contained in Part 7 of the Guidelines gnd ascertain
whether these have ber-n implemented by the bank. In particular,
he should verify -

(i) Whether the arrangements for supervision and
monitoring of fiupee (Vostro) accounts by the bank are
satisfactory s

(ii) Whether funds held in any Fupee (Vostro) accounts
of overseas banks (including overseas branches/Head Office of
the bank and correspondent banks) are abnormal or
disproportionate to meet their normal business requirements
in India 3

(1iii) Whether the rupee trading with overseas banks
has been disproportionate t»> their normal trade-related and
need-based funding requirements for meeting bonafide payment
obligations in India and whether there was a speculative

intent in putting through the transactions in as much as
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purchases of overseas banks were much in excess of their
requirements and consequently sales back to the same or

somA other authorised dealer were also for large amounts

(iv) Whether, while quoting rates for selling or
buying rupees to/from overseas banks, the bank ensures that
the rates quoted are strictly in accordance with the
directions contained in A.D, (G.P. Series) circular No.50

of 1979 and A.D (G.P. 3eries) Circular No.5 of 1983;

(v) Whether the bank is wmaintaining properly a monti-
nuing record of the rates quoted to overseas banks indicating
the time at which the transaction was done, the cross rate
for the foreign currency (if other than pound sterling)
against pound sterling (er other currency) on which the rate
was based, the bank's margin and the relative supporting
evidence ;

(vi) Whether the bank has submnitted daily reports to
the Reserve Bank in respect of its purchases of rupees from
overseas banks fer Ps,5 lakhs and above and its sales of
rupees to overseas banks for 3.100.1akhs and above, as pres-
cribed in A.D. (G.P. Series) Circular No.5 of 1983, and
the particulars so reported are correct as per the bank's

records ;



(vii) Whether there were any instances where the bank
had quoted to overseas banks cover rates without adding any
cushion/loading margin in contravention of the directions

contained in A.D. (G.P.Series) Circular No.31 of 1980;

(viii) Whether the Ruree (Vostro) accounts of any overseag
bank were overdrawn beyond the limit of Rs,20 lakhs continuously
for more than 5 days and if so, the extent and period of the
overdraft, the rate of interest charged thereon, if any, as
also whether the matter was reported to the Reserve Bank, may

be indicated - Paragraph 8.12:0f the Exchange Centrel Manual;

(ix) Whether the bank is following one of the three

alternatives indicated in A.D. (G.P. Series) Circular No.23
of 1978+read with A.D. (G.P.Series) Circular No.7% of 1979,
regarding drawings in rupees by overseas banks or whether

any exceptions have been made;

(x) Whether the time-lag between payment of drawings
at the drawee offices and debits raised at the account-
maintaining office is reasonable and if not, whether the
bank has taken the neasures as suggested in A.T. (G.P Series)

Circular Ho.75 of 1979;

(x1i) wWhether the adequacy of balances in Rupee (Vostro)}
accounts »f overseas banks is established by applying the
test prescribed in ECD's circular Nc.ECA.W+24/29-83 dated
5th April 1983;



(xii) Whether the secrecy of ianward messages is main-
tained by ensuring the adequacy of arrangements regarding the
custody of secret a.cumenvs, accouing and coding of messages,

etc , as indicated in paragraph 7.5 of the Guidelines;

(x1iii) Whether in case of forward purchases and sales
with overseas banks involving amounts individually exceading
U.S. & 500,0@or its equivalent, particulars thereof have
been intimated by the oank, on a daily basis, to the Feserve
Bank as per paragraph 8.7 (1ii) of the Exchange Control
Manual. |

Evaluation of Foreign Exchange Profits and
Losses (Chapter 11 - Paragraph 11.10)

17. The Inspecting Officer should verify whether the
bank is taking into account foreign currency bills purchased
or discounted (Export suspense), import bills under letters
of credit (Import suspense), foreign currency notes in hand
and foreign currency drafts payable, and making adjustments
for items in transit while evaluating exchange positions or
it is reckoning only the balances in Nostro (mirror) accounts
for the purpose of adjustment of profit or loss. It should
also be verified whether the forward purchase and sale
contracts outstanding as on the date of evaluation are

taken into consideration. The procedure followed in this
regard should be exanined and ady special features, ovarti-
cularly the rates used for the purpose of liquidating

monthwise positions and the departures, if any, made from



the procedure followed during the previous evaluation
period, should be commented upon. It should be ascertained
whether the work regarding evaluation of foreign exchange
profit or loss is handled by persons other than dealers

and the results of the evaluation reported to the top
management. A statement showing the profit or loss on the
bank's foreign exchange business during the last three
calendar years may be furnished.

Feturns and statements submitted te Exchange

Control Department by Authorised Cealers

(Chanter 12 - Paragraphs 12,4, 12,5, 12,6,
12,7 and 12.8 )

R - Feturns

18. While undertaking the scrutiny of R-Feturns of
authorised dealers, the Inspecting Officers should, prima

facie,satisfy about the following: -

(i) That all the concerned branches of the bank have
been subanitting F-Feturns to Exchange Control Department

Offices within the prescribed period;

(ii) That the branches are adequately staffed with
experienced personnel to compile E-f.eturns;

(iii) That the system adapted by the Head Office to

watch prompt submission of R-f.eturns by branches to Exchange

Control Department Offices is satisfactory ;



(iv) That the F.-fieturns are seen and signed invariably

by the officials holding charge of the branches;

(v) That the Head Office ensures, through appropriate
reporting system, that all the transactions handled by the
branches during the ten-day period are reported by them in

the F.f.eturns pertaining to that period;

(vi) That the classification of transactions into 'Ready!
and 'Forward' by authorised dealer for reporting in R-Returns,

is correct;

(vii) That reconciliation of the balances in foreign currency
accounts as appearing in the local books with the balances

advised by the overseas banks is attempted regularly;

(viii) That certificates of balances in respect ,of rupee
accounts of overseas banks are seft periodically and

confirmation obtained.

19. The Inspecting Officer should pick up E-Feturns
subiitted to Exchange Control Department, on a random basis,
and scrutinise the sale/purchase transactions renorted therein
with reference to the relevant books and registers maintained

by the authorised dealer to ascertain

(1) Whether all sale transactions undertaken during the

ten-day period have been reported in the R-Return;



(i1) Whether remittance forms A1 and A2 are duly completed

in respect of all sale transactions;

(iii) Whether the sale transactions are either clearly
covered under the powers delegated to authorised dealers

or covered by specificrapproval of Exchange Control Department;

(iv) Whether the branches in Category 'A' (i.e., branches
maintaining independent foreign currency accaunts in their
names) ensure, periodically, that the aggregate sales and
purchases of branches in Category 'B' (i.e., branches not
maintaining independent foreign currency accounts but having
powers of aperating on the accounts maintained by Head Office/
Principal Office or any ether link effice) reported in their
F.-Feturns tally with the sales and purchaseés actually reported
to Exchange Control Department in the R-Returns submitted

directly by branches in Category 'B';

(v) Whether all purchases made during the ten-day period

have been properly classified and correctly reported in the

F.-Feturns;

(vi) Whether purchases from public are properly classified
under purchases against exports and purchases other than

against exports;

(vii) That in case of purchases from public for purvoses

other than exports individually for the equivalent of



fss10,000/- and above, a supplementary statement Showing
detaills of such purchases is attached in the format given

in the R-feturn ;

(viil) That all forward sales and forward purchases
undertaken by the authorised dealer during the ten-day

period have been reported in the R-feturns;

(ix) Whether the figures of cash balance. and exchange
position reported in the ii-Feturn correctly reflect the
balance and position as per the books maintained by the

authorised degler;

(x) Whether all the supporting documents (e,g. remittance
statements, duplicates

forms A1 and A2, BENC~/ of GR/PP forms, fully utilised

Exchange Contrel copies of import licences, fully utilised

FBI exchange permits, Exchange Control copies of Customs

Bills of Funtry) are invariably submitted alongwith the

F.-Returns.

Statements

20, Particulars of varieus statements required to be
submitted by authorised dealers to Exchange Control
Department Offices are given in Chapter 31 of the Exchange
Control Manual. For ready reference, a chart showing the
details of the statements is given in the Annexure to

Chapter 12.



21. The Inspecting Officers should satisfy themselves
about the following:-

(i) Whether the staff attending to the work relating to
compilation of statements have full knowledge of the

regulations to compile the figures correctly;

(ii) Whether Head O0ffice/Controlling Office ensures
submission of various statements by the branch to the Reserve
Bank in time; whether any calendar of statements is
maintained by the former to monitor timely submission of

statements;

(iii) Wwhether any reminders have been received by the
branch, regarding delay in submission of d$tatements, from
the Reserve Bank in the pastj if so, what measures have

been initiated to avoid such delays in future,

22« One or two statements may be selected, at random from
each category and the figures reported therein may be
checked with reference to the relative books and registers
to ensure that all the figures reported in the statements
correctly reflect the position as per books and

registers.



Working of oversegs branches of Indian
banks - Special aspects (Chapter 15 -
Paragraphs 15.24 and 15.25)

23, The instructions contained in circulars DBOD.No,BL.
7242/C.212-82 dated 16th august 1982 and DBOD No.IBS 260/C.212-
83 dated 2nd March 1983, vide paragraph 15.14 above, have
been reiterated and amplified in circular letter D.O No.
DBOD.IBS.123/C,212-8+ dated 14th February 1984+. Broadly,
the banks pave been further advised as follows :
(1) Infermative and analytical reviews should be
prepared by the banks on the workimg ef overseas branches -
not only in the aggregate but separately for eagh eperation -
at half-yearly intervals and placed before theilr Board of
Directors. (Copies thereof should be furnished to the

Eeserve Bank for infermatisn.)

(ii) Only suitable officers of proven integrity and
expertise should be pested to foreign centres. Banks
should establish proper sereening procedures for selection
of efficers to be posted abroad and they should be given
adequate training before they are entrusted the management
of foreign branches. It has also to be ensured that
overseas placements are not allowed to run beyond three

years.



(iii) At overseas centres where more than one Indian
bank have branches, the Indian banks should set up inter-
bank consultative forums with a view to alerting the banks
to the risks of assuming large commitments on a few borrower
groups involving also multiple financing, the intention
being that the Indian banks' managers could have, inter alia,
mutual exchange of views as well as information and assess-
ments on credit exposures on borrowers and borrower groups.
Further, the executives from any of the public sector banks
visiting such centres could prepare country assessment repurte
and make them available to the other banks for the common

benefit of all.

(iv) It is absolutely essential that the Head Offices
ensure that credit operations undertaken by managers of
overseas branches are within the agreed parameters of
delegation and home authorisations. The accountability of
the senior executives at the Head Offices (International
Divisions) for properly overseeing the working of overseas
of fices and ensuring their healthy fangctioning should be

clearly established.

(v) It is necessary that the critical comments/
observations of statutory auditors as well as the central
banking authorities are used as part of the bank's management

information and control systems on overseas branches and



corrective action taken promptly in this behalf and

reported to the Boards.

(vi) It is imperative that effective systems of
internal/concurrent audits of overseas branches on a regular
basis are established and such auditors be enabled to
function independently and objectively with direct account-

ability to Head Office management.

(vii) It is important to enjoin upon senior executives
to look into important aspects of working of the overseas
ef fices during their visits and report systematically to
the higher authorities for proper follow up. Further, besides
usual reporting, it will be useful if the overseas executives
are required to specifically bring to the notice of the
Chairman by telex er demi-official letter any important
developments in the working of everseas branches, like
frauds noticed, ligquidity problems, important instructions
of local central banking authority and any large ever-limits

granted, with reasons therefor.

24, Besides the guidelines given in the varieus Ghapters
for the scrutiny of foreign exchange business and the
instructions contained in Supplement C to the Inspectic.
Manual, the following points may be examined by the
Inspecting Officers during the course of inspection of

overseas branches of Indian banks.



(1) Whether the measures/guidelines/instructions as
indicated in paragraphs 15.14% and 15.24 above, have been

implemented/complied with by the bank;

(1i) Whether the branch has implemented the Guidelines
for Internal Control over Foreign Exchange Business regarding

dealing 'Toom operations ;

(1ii) Whether the branch has remitted every year its

profits to the Head Office in India;

(iv) Whether the Head Office of the bank has laid
down any specific guidelines (including daylight, overnight,
etc., limits) far the overseas branch's exchange dealings
and other foreign exchange operations, and if so, to what

extent the branch has been eomplyimg with the guidelipes;

(v) Whether in respect of preject exportsfrom India,
the branch has granted any overdraft, letters of credit,
forward cover, etc., facilities to Indian companies (i.e ,
registered in India) and if so, whether the facilities have been
these/approved by the Head Office of the bank and that
confirmation is available at the branch regarding completion
of the Exchange Control fermalities hy the borrewer/obligant
company. In ease the branch has granted any such facilities
without the Indian company having obtained proper Exchange

Control approvals for entering into t he commitments abroad,

full details thereof should be ascertained by the Inspecting



Officer and indicated in the inspection report. gimilarly,
in respect of any laon arrangement . in the name of companies
registered in India such as shipping companies, etc., the
branch should be asked to furnish full details of the
Exchange Control and Head Office approvals in support of the
arrangament. Such cases may be suitably commented upon in

the inspection report.

(vi) Deposit accounts of companies registered in
India may be listed and commented upon with reference tn

the Exchange Control approvals for maintaining such aeeoumis.



APPENDTIX~-T

RESERVE BANK OF INDIA
CENTRAL OFFICE,
DEPARTMENT OF BANKING OPERATIONS & DEVELOPMENT
"The Arcade", World Trade Centre, Cuffe Parade,
Colaba, BOMBAY-400 005.

DATE: 27th August, 1981
5th Bhadra, 1903
(Saka)

M E

ORANDUM

It has been decided to set up a Working Group to
evolve guidelines for the scrutiny of foreign exchange
transactions of banks and operations of foreign branches

of Indian banks. The Group will consist of

1. Shri R.C. Mody, Chairman
Addl, Chief Officer,
Industrial Credit Department,
Reserve Bank of India,
Central Office,

2, Shri S.S. Thakur, Member
Jt. Controller,
Exchange Control Department,
Reserve Bank of India,
Central Office.

Al ternate:

3. Shri V, Subrahmanyan,
Dy. Controller,
Exchange Control Department,
Reserve Bank of India,
Central Office.

4, Shri V.M, Sunder Raj, Member
Director,
Banking Division,
Economic Department,
Reserve Bank of India,

5. Shri S.S.H. Jhurani, Member=
Dy. Chief Officer, Secretary
Department of Banking
Operations & Development,

Reserve Bank of India,
Central Office.
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It will more specifically -

examine the important aspects to be covered while
scrutinisbng the foreign exchange transactions of
banks in the course of their inspection by the

Reserve Bank of India:

(ii)review the system of internal control on various

aspects of foreign exchange business, viz., lnter-
bank dealings, banker=broker relationship, rupee
account of foreign banks, verification of balances,
mode of currency valuation, method of booking
profit/loss and suggest suitable guidelines for
the use of the inspecting officers of both DBOD

and ECD;

(iii)examine the control system in the Head Offices of

(iv)

banks over the working of the forelgn branches
including general supervision, control over
foreign exchange trammddbions, guarantee and
other contingent liabilities, fixing of limits
for various currencies, country-wise risk
exposure, control over the advances portfolio of
the foreign branches, etc.,, and suggest modifie-

cations, if anyg, necessary in such control systems;

examine the system of inspection of foreign
branches of Indian banks by the RBI and suggest

a suitable policy for such inspections in

3...
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regard to periodicity, coverage, etc.:; and

(v) any other related matter which the Group may

like to go into.

In their deliberations, the Group may keep in
view the guidelines already issued by the Reserwve Bank
for internal control over foreign exchange business.
They may also keep in view the need for the Indian
banks operating abroad to conform to the norms evolved
by the monetary authorities of the countries in which

the Indian banks operate,

The Group may furnish its report within a period
of 3 months. The Secretariat for the Group will be

provided by DBOD.

( W. Se. Tarﬂbe )
Executive Director.



APPENDIX-II

RESERVE BANK OF INDIA
CENTRAL OFFICE

DEPARTMENT -OF BANKING OPERATIONS
AND DEVELOPMENT

"THE ARCADE", World Trade Centre, Cuffe Parade,
Colaba, BOMBAY=-400 005.

9th December 1981
18th Agrahayana 1983 (Saka)

MEMORANDUM

In partial moddfication of the Memorandum dated the

27th August 1981, the composition of the Working Group

to evolve guidelines for the scrutiny of foreign foreign

exchange transactions of banks and operations of foreign

branches of Indian banks will stand modified,

immediate effect, as under

1.

2.

with

Shri V., Subramanian (Vice Shri R.C., Mody) Chairman

Additional Chief Officer,

Department of Banking Operations

and Development,
Reserve Bank of India,
Central Office,
Bombay.

Shri S.S. Thakur,

Additional Controller,
Exchange Control Department,
Reserve Bank of India,
Central Office,

Bombay.

Al ternate

Shri V., Subrahmanyan,
Deputy Controller,

Exchange Control Department,
Reserve Bank of India,
Central Office,

Bombay.

Member
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Shri V. M. Sund@r Raj, Member
Director

Banking bivision,

Economic Department,

Reserve Bank of India,

Bombay.

Shri S.S.H. Jhurani, Member-Secretary
Deputy Chief Officer,
Department of Banking
Operations & Development,
Reserve Bank of India,
Central Office,
Bombay.

The terms of reference will, remain unchanged.

( W. S. Tambe )
Executive Director,
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Summary of suggestions received from
Regional Offices of the Department

of Banking Operations and Development
and Exchange Control Department and
the Bankers Training College

- . se s e a B Y - - - v 2w e e s

Department of Banking Operations
and_Development

Bombay. Regional Office (DBOD)

Considering that officers from DBOD have more
background and those from ECD would be comparatively more
conversant with Exchange Control regqulations, it may be
desirable to associate officers of both Departments
for the purpose of scrutinising the foreign exchange
transactions of banks., Detailed plans for synthesising

the expertise of both Departments should be worked out,

2. There is generally a long time-lag of 3 to 6 years
between two consecutive inspections of at least major
banks, It would be hardly possible for the Inspecting
Officer to scrutinise transactions spread over such a

long period, It would, therefore, be necessary for the
Inspecting Officer to concentrate on the scrutiny of
transactions during the specified periods where certain
aspects acquire significance because of trends in exchange
rate fluctuations/other factors affecting

international trade, etc. As ECD would be scrutinising/

covee 2/-
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examining a host of returns and other information in
this context, and carries out its own inspections too,
it would be normally in a better position to give this
background information to DBOD.While ECD has been giving
such inforwation to DBOD, it avppears to be at present
on an ad-hoc basis and there is need for a continyous
flow of such information. Further, it would also be
useful if DBOD is kept apoprised of, in detail, regarding
the action taken by ECD on the issues raised by DBOD
officers in the notes on the foreign exchange business

on banks.

3. Inspecting Officers of DB ) at preseént scrutinise
only a limited number of transsctions in respect of the
foreign exchange business of banks. Constraints of time
and trained staff make it difficult to have a wider

coverage or to scrutinise the operations in greater depth,

L, The 'Guidelines for Internal Control ever Foreign
Exchange Business' issued by ECD could serve as a useful
basis for scrutiny of internal controls in banks. The
guidelines may have to be brought up-to-date after receipt
of comients of foreign banks on the prevalent systems of
internal control observed by then The aspects of
scrutiny on the basis of the guidelines would depend

on the level of foreign exchange business development in

individual banks.

eeeed/-



- 3 -

5e The aspects of scrutiny of foreign exchange transactions
would undergo changes due to new trends and practices in
international trade and finance. The Inspecting Officers
should be promptly infor 1ed of new developments which have a

bearing on sur scrutiny of foreign exchange business.

6. As far as the returns prescribed by ECD are concerned,
it would be better for the Department to follow-up more
closely the non-subaission or delays in submission of the
returns. Any information having an important bearing on the
conduct of foreign exchange business or any relevant policy
matters of importance should be communicated to DBOD so that
the aspects could be looked into during inspections.

7. As banks are required to submit returns to ECD
covering various aspects of foreign exchange, the work
relating to returns and non-residents accounts, which
requires considerable time but does not require experience

or training in foreign exchange, may be left to ECD.

8. The information about the working of Foreign
Exchange Departments of banks is not made available

to officers of DBOD. 3ome information in this regard, on
the basis of returns received by FCD, may be made available

to DBOD officers,

9. During inspection of foreign exchange business,

DBOD officers shoudd be asked to cover foreign currency

oo olt/-
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accounts, operations in rupee accounts maintained in India

by overseas banks/exchange houses, inter-bank transactions

including cover operations, position, forward contracts and
any other aspect which the Inspecting Officer desired to

cover.

10. As regards method of booking of profits, F.BI has
not yet evolved a uniform procedure for booking profits

in foreign exchange by banks. Laying down a uniform
procedure in this regard by T.BI would be helpful both to
the banking system as alsec to :.BI officers in scrutinising

this aspect.

11. Inspection of foreign banks may normally be syncronised
with the financial inspection/annual aopraisal of the banks
and their periodicity should be at least once in 2 to 3

years.

12. Books/literature on the banking practices/systems
of laws and other customs which might affect banking in
foreign countries where the branches of Indian banks are
situated, should readily be available with DBOD and its
T.egional Offices for pre-study. ™BI and Head Offices

of banks should function as repositories of such information.

13. At present, the inscructions are to scrutinise a few
selected transactions under exports, imports, forward

contracts, foreign currency accounts, cover operations, ete,

eeveab/-
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The interpretation of the word *'few' is left to the
Inspecting Officar. The work load on the inspection team
is such that it is not possible to scrutinise all aspects.
The Inspecting Officer will cover exvorts and imports as
the scrutiny of advances is taken up Except the
exchange rate which is advised by the Central Foreign
Exchange Department of a bank, inadequacy of exper ienced staff
will not Ye a constraint as an officer wilil understand the
transactions by a perusal of a few transactions and the
instruction manual of a bank. Yo Inspecting Officer is
likely to detect frauds except hy accident. Inspection

is not an audit. This 1is not appreciated.

14, As regards inspections of foreign branches of banks,
it is observed that no officer of the Bombay Fegional

office of DBOD has bean associated in any such inspections so
far although it has not only the largest compliment perhaps
of inspecting officers but also banks doing large for2ign

exchange business.

Madras F.egional Office (DBOD)

19. Qualitative study of foreign exchange transactions is
suggested to find out the quantum of arbitrage transactions
-nd whether such transactions are commensurate with the
financial strength/capacity of the bank., It would be

necessary, in the first instance, to determine the outer

ceeeb/-
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limits for exchange turnover and whether the limit should
be based on the volume of merchant transactions or the owneg

funds of the bank or a combination of both.

16. 4 scrutiny of the terms of arrangements, entered

into by the banks on behalf of their overseas branches, be
made to arrive at the advantages or disadvantages accruing
to the bank. It should also be ensured that in appointing
agents/correspondents, a proper appraisal of their résources,

standing and credit rating is undertaken.

17. A special study 1is suggested in areas of inter-bank
transactions, funding operations and arbitrage transactions

with overseas branches and banks.

18. To ensure that no (cover) entries are made to cover
the heavy trading transactions in a week, a detziled
study of the statement of position be made as also the

individual entries., The study must pertain to all currencies.

19, Fupee accounts of private bankers must be checked for
concealed overdrafts specially to sce whether value-dating
of payments 2gainst drawings by overseas correspondents is
adhered to.

20. The Inspecting Officer will have to sec whether the
dealer is educationqlly qualified to anoreciate the
intricacies of c¢conomic i1nd political developments which

have a bearing on foreign exchange rates. He must find oub

ceve?/-
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whether the dealer is mentally alert and of high integrity
warranting the particular assignment. Adherence to Jrescribed
rules by him be ascertained. Jom»laints reccived must

receive proper attention,

21. The Inspecting Officer must look into exchange function-
ing to find out whether any target oriented approach is made
by the bank to increase exchange profits. This is stressed

because such approach may result in heavy speculation in deals.

22. The Inspecting Officer must look for/any substitution

of banks in inter-bank contracts with a view to discourage it.

23. There are a number of irregularities in the day-to-day
operations of foreign exchange business like delay in taking
swap deals into position, noin-subiission of correct statement
of position, unwarr-ntcd inter-bank transactions, mismatched
position maintenance on the higher side and violation of
Exchange Control regulations, 3ome amount of inter-bank
transactions have necessarily to be ailowed for developing

a domestic exchange market, All that is necessary is to
prescribe the outer limits for such transactions cither with
refercnce to the merchant base or equity base of the

dealing bank.

2%, In order to ensurc the effectiveness of inspectinn
of foreign exchange business, it is suzgested that the
Inspecting Officers be given adequate triining in a
commercial bank in foreign exchange transactions,.
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New Delhi"Regional Office (DBOD)

25. There should be clear cut demarcation of important
aspects to be covered for scrutinising the foreign exchange
transactions of banks in the course of inspection by DBTD
and ECD Officers at branch and Head Office levels. This
bifurcation should be done on the basis of inspections carric-
out during the last threce years and, at least their utility
to the bank/country may be looked into before demarcation,
DBOD should only examine financial risk exposure subjects
such as financing of exports, imports, forward exchange
contracts, income and method of booking exchinge profits,
conduct of non-resident deposit accounts and working of the
branches abroad. The detailed scrutiny of returns and
submission thereof and the violation of Exchange Control re-
gulations should be looked into by ECT only. ECD should
provide DBOD f.egional )Nffices copies of their inspection
reports for information and guidance immediately, after the
completion of inspections. DBOD Officers should devote

1ore attention to the undernoted aspects:

(1) Inter-bank dealings should be scrutinised with a
view to know the speculative activities of the bank atleast
for 2 to 3 months pcriod,

(ii1) The commission paid to brokers for last few years

may be examincd with a view to sze that no favour has been

ceo..9/-
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shown to a particular broker. Several brokers have taken
undue advantage from banks! officials due to laxity on
their part in the past for consideration othar than normal
business transactions. The middleman role of brokers may
be dispensed with provided the role is taken up by dealing
banks. It is suggested that 2 study in this respect may

be taken up.

(iii) Larger payments and receipts in rupee accounts of

foreign banks for last one year may be carefully scrutinised,

(iv) The follow-up action by branches in respect of outstancing
export bills should be prompt and Head Office control in
respect of large outstandings should be effective., Head
Office should monitor effectively prompt submission of
quarterly statements with complete particulars to ECD offices
and take follow-up action promptly on larger transactions of
exports (i.e., 2ccording to the size of banks and risk
involved therein).

(v) Head Offices/International Divisions who monitor
exchange position of branches should take appropraite action
immedintely in case whera they notice large open positions,
It will b2 better if some limits arc fixed for ¢ach curroncy
for open position for each position maintaining branch.

(vi) The foreign currency accounts should be reconciled
periodically with the balances 2dvised by the overseas

correspondents at a shorter interval (i.e, monthly or
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fortnightly, if transactions are more) aind prompt follow-
up action in respcct of iteas for large amounts should be
taken up by branches and this position should also be
watched constantly be Head Office through monthly certi-

ficates/returns.

(vii) Fead Office/International Banking Division should
arranges inspection of branches handling major portion of
bank's foreign exchinge business on a yearly basis by
compctent staff who are conversant with the Exchange Control
regulations.

(viii) The staff attached to foreign exchange departanents

of authorised Jdealers should be experienced and equipped
with technical knowlcdge. Adequate number of copies of

ECD Manual (or relevant extracts) or other important publi-
atiohs should be made avallable to staff working in such

departments.

(ix) Thc Dealing Department should be equipped with well
trained personnel with acadeaic background, mental ability
and of integrity. There should bc independent on-going

check on the activities of the dealers through the medium

of back-up staff. System >f recporting largir transactions

to senior officers for approval should be brought in for
contrsl on dcalers. All large deals should bglarefully
scrutinised by Accounls Department independently and aporoval

taken from senior cxpericnced local Heads.

ees11/-
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(x) The mettod adopted by the bank for svaluation of
profit/loss should be uniform from period to period and

ycar to year, As far as possible, the balances in Nostro
mirror accounts should be valued at realistic rates uniformly.
The forward business transactions should be excluded for
this nurpose¢, as far 2s possible, unless they represcnt 2
sizable business. However, for losses cxpected on account
of forward transactions, provision should be m~d¢ far such
losses. The rates and methods adoptcd by banks for
avaluation of »rofit and loss should be studied for last

few years or from the period when changes hnave be.n made in
the method. This item requires clo<c scrutiny by our officers
a5 manipulations/adjustments arec made to show bettcr results.
(xi) For effective supervision and control, Head Office
should obt=in periodical controlling statements such as,
foreign bills purchascd/discounted which aro overdue for
morc than 3Q days, irregular advances statement (including
bills), wcekly statement of affairs, statement of guarantee
and other contingent liabilities (with larger outstandings)
Limits should be fixed for dealing in various currencies and
closc watch should be kept by controlling offices. Country-
wise¢/currency-wise cxposure of risk in foreign bills
ncgotintion should bc callcd for at periodical intervals,

Control ovur _thc advances portfolio of forecign branchces

veoo12/-



is very necessary All unauthoriscd advancces should be
discouraged =~nd constant watch should be kept on branch
Managers who indulge in unauthorised business on l~rge
scnle. Such officors/Managers should be called back or
tronsferred if they do not dhere to Head Office discipline

for some time, kceping in vicw the risk involved,

(xii) During the course of inspuction of banks/controlling
offices of forcign br-nches of Indian banks, Principnl Inspccting
Officer should first study thi statc of aff-irs and position

of busincss conducted by the forecign branches and Head Office
control the¢reon as available from Head Office records. After
seeing the country-wise risk exposure of forcign branches

and control over the advances portfolio of the foreign
branches, he may suzzest the names of the foreign branches

for inspection to Centr-al Officc for thoir approval. Where
risk exposurc/quantua of advances is more according to

He~d Office, the inspection should be carried out immedi-tcly
or on complction of the inspection of Head Office (Foreign
Exchange Division), by such conpetunt st~ff who hawve got
sufficicnt c¢xpericnee of inspection of foroign cxchange business
-nd preferably by p.rsons who have sccn the records of

such brmeheg at Hcad Office and have got the necessary

background id:a nbout the working of the forcign branches.

Bangalore Rcgional Office (DBOD)

26. The guidelincs containcd in Chapter 5 of the

Inspcction Manual arc adequate. The guidelines issucd
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by Exchzinge Control Dep~rtment to banks dealing in
foreign exch-:nge arec 1lso quite exhaustive and the
Inspecting Officers =ny indicate the progress ande
by the banks in inplementing the guidelines The
brond guidelines issued by the Central Office of
Exchonge Control Departaont to their Regional Offices
may be borne in mind while conducting an inspection of
the foreign exchangz business portfolis. The attention
of the Inspecting 2ffice should bc focussed on inter-
bank dealings. In particular, it should be seen whether
banks having low customcr b:se which have recently bren
licenscd are embarking on free exchnnge trading on a
large sc2le. The Inspecting Officer should verify
whether the operations undertgken by the dealer in inter-
bank market are justifiable. It should be ensurcd whether
transactions with oversens banks are necessitated by the
existence of ~ currency position. Inter-bank dealings
have assumed importance in reaccnt times as fund problems
are sometimes resolved by sceking rccourse to the inter-
bank market. The other areas to be covered are the
currency position, control over reconciliation of Nostro
balances, ¢ontrol over Vostro zccounts, internal control
and reporting system ~nd the systecm of booking exch-nge
profit. The presant format of the note on foreign

exch-.nge business 1s considered adequate. Fowever, it
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nceds to be modified so as to include an assessment of
the bank's activities in internation=l banking such as
rising funds through issuc of Floating I.ate Notes, currcent

deposits, ¢tc,, ~nd particion~ting in syndication loans.

27, In many banks, crcdit propos~ls involving one or
mor: lints of credit pert-ining to forcign cxchange
business arc processcd by the Foreign Exchange Department
or Intcrnationnl Banking Division. As this Department is
¢sscntially concerned with the task of compliance with
Exch~nge Control requircments, the proposals are
seldom 2nalyscd from the credit analyst's points of view-
capacity of the borrower, asseéssment of credit nceds,
etc. It should bt cnsured during inspections that
craedit proposals are properly an~lysed and whether

qu~lified credit analysts ~r¢ posted to the Department.

28. In certain banks, Head Offices are located outside
Bombay, but the centr-lised Forcign Ezchange Department
is situated in Bombay In such cascs, becausc of geogra-
phical dist=nce, 1l-clz of control by Head Officc over the
Centr~l Forcign Exch~ngc Department is obscrved., It may
be seen during inspcctions whether the Managenent
Informition 3ystem returns devised by the bank are
adequate to ¢nible the Head Office to got 1 feed-back

regarding the important aspects of the working of the
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Centr~l Forcign Exchangs Departmcnt,

29, Inspecting Officers mny be required to exanine

whether banks, whilc gquoting rates for foreign currency
decposits, quote higher rates in licu of concessional

interest rates offercd for deposits. where finer ratcs

are quoted to custoners, the lossin income in this regard

miy be mnrde good by collecting from trhem (customers)

other incidental ch-rg:s such 1s postage, scervice charges,etc
The Inspecting Officor may oxamine this acpect to ensure

whether customers get ~ f-ir deal.

30. While opening lctters of credit on bshalf of an
importcr, his 2bility to honour the bills should be taken
into account, A tot-l overall limit should be fixed so
as to include all his credit requirements, viz., pledge/
hyvothecation, bills limits, ctc. The Inspecting Officcrs
may ensure this aspect during inspections. In certain
casés, it is observed that tho documents negotiated are
not promptly despatchcd to the respective centres. This
results in delay in accrual of foreign currency funds to
the bank. Tho Inspecting Officer may ensure that there
is no undue delay in despatch of documents by making a

sample verific=ation in this rcgard.

31. The Ecad 0Office supcrvision a2nd control over the
working of forcign branches has to be excrcisesd through
an c¢ffective reporting system, periodical internal audit/
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inspection =2nd occasional fact-finding visits by senior
officers fron Henad Office. The systom of reporting should
cover 2ll thé facets of the working of the foreign
branches. The key arceas, relating to which returns may

be c~lled for, should cover outstanding export bills,
revaluation of net currency positions, interest =2nd
exchange rates information on daily basis, and exchange
cover arrangements adopted by the branch for the foreign
currency liabilities and assets., The statements received
from foreign bronches should bc subjected to detailed
scrutiny at the IIead Office. As rcghrds fixing of limits
for various currcncies, country-wise risks and contingent
liabilitics, suitable guidelincs may be framed in the light
of the deliberations of the Internation=l Confercnecs of
Banking Supervisors and comments received from banks in

this regard.

32. The guidelincs regarding inspection of foreign branches
of Indin banks 1laid down in the Inspection Minual are
comprehensive. In ~ddition, the following miin arcas
should reccive the attention of the Inspceting Officers.

(i) The Inspccting Officcr's obsirvations have to be
focussed particul-rly on the composition of funds,

rclative factors, compositc cost, switched asscts, tenor/
mrturity pattern, ~nd any obligation to k.cp any part of

the funds in specific rcscrve assets.,
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(ii) The prime factor in the study of ~ssets is their
disbursal in terms of risk clemnt and the choice of
1ss¢ts in 2 manner harmonising with the pattern of
funding. Thc Inspocting Officers would ~lso do well to
check up the turnovir of asscts in the previous period
and particularly czawnine whethcr on account of ~ny mig-
matching of the maturities of asscts and linbilities, the

bank had to incur ~ny addition-~1l cost.

(1ii) The factors that go into the profit=bility of an

overse~s bronch arce mtinly the ncet differential between

th incomc on adv=nces ~nd funding cost, ~nd exchange

~nd commission 2irned on scrvices including gainful

accrunds from forcign exch~nge transactions, The maturity
pattern of advances has o decisive bearing u:on the net
diffcrential between the cost of funding ~nd opcr~tion-l

income s in casc the two mrturities are not well matched, there
is cvery possibility of the bank bcing put to ~dditional

cost.

(iv) Thc control mcchanisa should be such that it would

be adequate to ensure prevention of income erosion and, at
thc sime timec, bc ~blc to answer the fundamental requircments
of corrcct monitoring of data 2nd théir prooer intcerpretation.
The ~re~s which ar« most vulner-:ble and need to be carcfully

¢xrained ~re thosce mecntioncd in paragr-ph 31 =bove,
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(v) The specinal aspects relating to funding techniques,
1onning ~venues 2nd operational profitability are worth
mentioning., T~king the funding aspect, thcre is ~ possi-
bility of the branch t~king finance from other banks
through discounting of ~cceptrneces., In the Euro-aarkct
cspccially, the discount rate for ~cceptances is o shade
lower than the interest for ~ deposit of the s-mc tenor.
Thus, it is advant~gcous if the br-nch resorts to dis-
counting of bills to provide itself with funds 2s a chcper
altern~tive to t~king deposits. iioreover, theore is also
the profit-ability of centcering into participation arr-ngements
with other banks to fund dvances portfolio in the event the
period of particip~tion 2nd the termns thereof mtch with
the corresponding =spects of the adv-onces. Taking up -
forcign- currcney 2sset further brings with it the question
of exch-nge risk wm~nigement for the bank ~s well ~s the
borrowcr. In the cnse of commerci:l advances in forcign
currcncies (bills particul-rly), the bank has to be
guarded in taking up positions without therc being a
prospect of availability of cover for the full period ~nd
~mount of the assct, Therc is also the overall question
of lengthening of tht period of particular typcs of

asséts (such s overdue instalmnts in Zuro-lonns ~nd

dclays in the rc-lisation of purch~sced bills) which my
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causc dislocntion in the cash flow pattern and =lso may
lead to a situation of unforcscen crosion of income and
asset value. The periodicity of inspections of branches

by RBI would depend upon the system and periodicity of
inspections by the b-nk's own intern~l inspection m~chinery.
It is, howevcer, suggested that the foreigh branches may be

inspected once in three years.

33. In the light of the recent sophisticnted devclopmehts
in intern~tional banking ~rena, thc need to impart intensive
practicnl training to the officers of DBOD and ECD cannot be
overemphasised. Thc workshep on Intcrnational 3Banking
recently organised at BTC is ~ hcalthy devclopment and more

of ficers should be cxposed to such training programmes,

3%, Thc guidclines for internal control reccntly brought
out by the Exchange Control Department are exhaustive and
it may be cnsured during inspecctions whether banks have

implemented the guidelincs,

35 It is desir=zble th:t a uniform proccdure is followed
by 11l banks as regnrds booking of profit, and 2fforts in
this regard with the good offices of EBI and FFDAI should
be specded up.

36. At present, the inspection of forecign cxch-nge
business of banks is conductcd by DBOD during their

inspections whils ECD is 2lso indcpendently carrying out
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inspections of inter-bank, cover =and funding operations

of banks. It is suggisted th~t the latter inspections may
be done jointly by DBOD and FCD during the regular
inspections of banks ¢xcept in circumstances where separate

and nd-hoc inspections arc warranted.,

37. Copies of the booklet 'Guidelines for Internal Control over
Foreign Exch~nge Business' should bc made available to all

Inspecting Officers.

Calcutta Logion~l Office (DBOD)

38, Whcn import bills are received in branches, the
Inspecting Officers should examinc the ~ccounting system

followed by th2om in respect of thosec bills.

39. Whcther deferred inst-lments in respect of import
deferrcd payment guarantecs are prid on due dates =nd a
proper record is mrintained in respect of guarantees issued,

dates of payment of deferrcd instalments, etc.

40, Duferred payment guar-antces - Exoorts

Whether the conditions stipulated in approval of ECD

and undertaking givien by the cxporters have becn fulfilled.

41, Cover trans-ctions and pnsition

(1) Thc Inspecting Officer should cx~mine the turnover
in forecign exchnge business ~nd cnsurc that the bank's
transactions with ovcrscas correspondents 2nd inter-bank are
not disproportionatcly high in relation to its merchant

transnctions.
'-0021/-
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(i1) The Inspecting Officer should examine that the

position is mntched ~t least wmonthewisc s far as possible.

(iii) The Inspecting Officer should ascertain the limits of
uncoverad position the bank is 21lowzd to kecp. In this
connection, the instructions issucd by the bank's Head
Office may be look:d into., Inspccting Officer should sce

that such instructions ar: strictly adhcred to.

(iv) Inspcecting Officer should scc that forward contr-acts
ar: not c¢xtended without any valid reasons, It should be
casurcd that necessary steps are being trken by the bank

for cancellation of the overdue contr~cts, where necessary.

(v) Inspecting Offic.r should vorify that the dealer has
crlculrted the positinn ftcr tating into consideration the

trinsactions in the pipeline.

(vi) As the intor-bank transactions are boskcd through
brokcrs, Inspccting Officer should sce that these trans-actions
~re usually sprcnd over ~ numbcr of brokers by periodic-~l ro-

t~tion instead of concentrating on onc broker.

(vii)It is understood th~t Exchange Control Department h-s,
in Septcmber 1981, fixed limits for opcn positions in feur
major currunci.s, viz,,Pound Stcrling, U.S. Doll~rs,
Dcutsche Mark ~nd Japancse Yen as well as for the netted
rupce position for the individunl banks. It is also

understood th-t the said limits arc kept secrct for

.es22/-
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Exch~nge Control Deportmcnt's use 1nd have not buen
advised to concerncd authoriscd deunlcrs. The desir-ability
of kceping DBOD Inspacting Of ficors awarc of the said

1li its may be considcred.

42, Exchange F.ates

Inspccting Officer should cnsure that the rates for
purchasc nd s-l¢ of non-sterling curpccncics by the bank
are bascd on thc principle of ~cquisition or disposal of
foreign exchinge ~nd unéconomic rates =re not quoted to

merch~nts,

43, Overdr-fts to forcign correspondcnts

Inspicting Offic.r should cxnainc and cansurc that the
relaxation in par~ 8,12 of the Exch-angc Control Manual
permitting cxcess over the limits of R,20 lakhs for
overdrafts in the rupee ~ccounts of oversecas branches/
corrcspondents is not intended to bo used by the overse-s
banks to postpone funding in anticipation of rate changes

or to tr-nsfcr funds to other Authorised de-1ler,

LY., Inw~rd remitt-nces

Inspceting Officer should verify th-ot 2ll inward
r¢nittances arc promptly credited to the party's account or

remitted -~ccording to the remitter's instructions.

1...?3/-
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Exchngc Control Departacnt

Calcutta Regional Qffice (ECD)

k5. Though the position in a2 currency may be near squ~re,
an authoriscd de~ler mhy be carrying an elcement of risk

if thc m~turitics are not properly matched. In the absence
of ~ properly matchéd position, the authoriscd dc-ler is
often forced to go in for swap tr-onsactions to provide
immediate funds. Though m~rket transactions can be easily
maitchcd nd the gap is €liminatcd, authorised da~lers
expericnce great difficulty in rcspect of merchant forward
transactions as in many cascs, the mcrchants do not t-ke
contracts in time. This necessitatcs a number of swap
transactions. Lhough the swap loss is rccovered from the
merchant, there is -~ definite loss of forcign cxchange if
these swap de-~1ls ~rc put through in the overse-s markets.

This aspcct may rcequire some detniled studye.

46. Authorised dcalers purchasce forcign currcncies

from thoir corrcspondents and credit their rupee accounts
with the equivalent wh never the correspondents desire
to have adiitional rupce funds. These funds should be
for mecting thelr rupee requircments and should not, in
the normal course, be repatriatcd. Twepatriation of funds
rcgularly means that the oversens correspondents are
either trying to invcest their surplus funds (which may

not be advnontagcous undor the present interest structure

ces Ot/
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prevailing in thc¢ oversc-s mmrkets) or trying to make
profit in the ratc differcnec between the two dates. Those
typ<s of transactions ar< not desirablc and the Inspccting
Officcr should keep this in mind while scrutinising the
accounts. It wns obs.rved during the inspection of -n
authorised dcaler that its ovirscas branches purch-sed
large amounts of rupces by salc of foreign curr.ncics
(mainly pound stcrling ~nd U.S. dollars) which werc b-dly
needcd by the authorised de-ler to mect merchant tr-onsactions.
Howevir, it wos informally undcrstood that the rupcic funds
credited to the Vostro accounts wcre not fully requirazd to
mcet the rocquirements but part of the ~mount was sold by
the oversens bronches of the uthoriscd de~lecr to the
ovcergeas branches of other Indian banks. Though there was

no rcpatrintion, it may amount to trading in rupces,

47, The Hend Office should prescribe the maximum daylight
limit for position to ensure minimum exposurc to the exchange
risk. While fixing the daylight limit, the Head Office

should t-~kc¢ into account the normnl trend of theé bank's
merchnt tri.ns-ctions and m~y have to fix different limits

for overbought ~nd oversold position. TFor instance,

Bank 'A' having gencrally an oversold position in its
day-to-day merchant transactions, say ~bout 10 m in

U.S. dollars, nced not have to worry much about an over-

bought position of U.S. ¥ 12m =t 11.30 A.M but a sale

ceee5/-
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report of U.S © Sm right in the morning mny meccssitate
covering the same immedi-tely, i.,e., bank having predominantly
import transactions to handle should kecp its oversold

limit lowcr than tho overbought limit for the daylight
position and vicc-versa. The Inspecting Officer will have

to examine whether the limits ~re being followed by the
officc m~intaining thc position. 41l information betwcen

the dealing room nd the department should be through

slips which should indic-~tc also the time of the transactions/
receipt of ~dvice from branches. This will be neccssary

to verify whether the office kad tricd to maint-ain the

daylight position within the limits.

48. Inspecting Officir has to verify whether 11 the

denl slips issucd by the donler as ontered in the respective
contract rcgisters ~nd the contracts ~re adviscd and confirm-
ation obtaincd from the othir banks., The system followcd by
authorised dc~ler should be examinced to sce whether it is
fool-proof ~nd elimin~te ~ny irregular tronsactions.

Forward mcrch-~nt contr-ct rcgisters should be scen to

verify whether proper follow-up action is thken to cnsure

t~king up of thv coutr~cts/ its cxtcnsion/concellation.

49. At placces whore recogniscd Associntion of Brokers is
~avail-ble, 211 intcr-bank trans~ctions are to be put

through - brokcr (FEDAI rule 3I). Thc Inspecting Officer
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will verify this aspcct ~nd Also cross- check the brokoer's
notcs with the contracts. Brokcr-wise registor will -lso
have to be scrutinised to s.c whcthoer any special favour

is bcing shown to ~ny particul-r firm of brokers ~nd payment
of brokerage in rcspect of the contracts may be cross-checked

from the brokcrage register.

50. The mechanism of reporting the dnily merchant
transnactions by branchcs to the officc mnhintaining the position
should bc examincd to scc whether the time gap botween the
date of original tr-ansactions in the branchcs ind the

recelpt of advices in the officc maintaining the position

is the minimum., Any delay in the roccipt of -2dvices of
trons-ctions from branches will kcep the transactions in

the pipelinc and thc¢ same will remnin uncovered ~nd the
position arrivcd -t by the office will be f-r from the actual
position. Larger transactions should atlcast be, therefore,
rcportcd on the same day ~nd t-kon in position. The 1limit
for the purposc has to be fixed by the Head Office of the
bank and may vary from bank to bank depcnding on its total

other transaction should not

0

mcrchant transactions. Th
rcmain in pipcline for mnorc than ~ day or two. During the
inspection of onc of the authoriscd dealers, it was obscurved
that advicces scnt by miil took, on ~n ~vernge, onc w.zk.
This 1is not desir-able -nd can be elimin~tcd if some link

offices ~re cstablished ~t convenicnt places with

eees. 27/~
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the branchés ncor ~round rcporting to these link officcs
their day-to-day tr-nsactions; it will be possible for the
link officcs to ~dvisc the position mnintaining office the
totxl purchasss/salcs of the branches under its jurisdiction.
This advicc c~n rcach by the day following the d~te of
transaction and reducs the transactions in the pipelinc to

the minimuam,

51. The intcr-bank tr~nsactions c~n be mrinly for cover

of authoriscd dcnalers' merch-~nt transactions ~nd the

ov.rsins transactions for converting one currency into

another which is not freely av~il-ble in the inter-bank.

Thésc transactions may nlso be in the nature of trading or for
closing the g~p in the maturity datcs. whereas the first ~nd
the 1l~st purposcs -rc necessary, the sccond onz is mainly

to mmke ~ smnll profit -nd too much indulgence in this ~cti-
vity mny bccomc d-~ngerous. One aspcct which is import-nt is
th~t ~ tr~ns~action- which is purely of trading nnturc will
generally be agninst the genuine nceds of the other bonks

and the loss, if any, incurrcd by the other bank will
ultimately be to the nccount of its customers. Therefore,

it is ncccss-ry to cnsurce th-t tr-ding is not allowed to becomc
highly spccul~tive but is limitcd to 2 level which will

bc he~lthy by providing froc mobility of funds to the

rcquired placce ~nd cnsuring finer r~tes to the merchants,
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52. Some authorised de-~lers pass centrics through Suspense
Account when -full dct~ils of transactions arc not received
from br~nchcs rceporting the tr-nsactions., The Inspccting
Officer should cxnmine whither the trans-~ctions ~re retaincd in
these ~ccounts for long periods. The follow-up ~ction tikcn

by thc authoriscd dc-ler to cliar the outstanding items in

thesc accounts should also be scen,

New Delhi Regional Office (ECD)

53. Exchange Control Department inspections are segmental -
restricted to particular aspects of the foreign exchange
transactions handled by the authorised de-~lers. The
scrutiny of thc transactions is, thercfore, confincd to
examining the compliancc or otherwise by the authorised
denlers with the relevant stitutory requiremcnts =nd the
various instructions/dircctives issued by us from time to
time, Nonc of thc Inspecting Officers =t the Regional
Officc h~d thc opportunity of examining the forcign
cxchange transactions of an authoriscd dealer in their
totality. The Inspccting Officcrs do not also have
adcquate ficld c¢xperienca for o reasonably adcoquate time
spanh ~s therc hnd bcion many chnanges - froquently too -
duc to moviments under Intcr-mobility Scheme, promotions,
transfers, cte. By the time an officor is equippd to
take¢ up independent inspcction, he is shifted, which

causcs considcrable dislocation ~nd a1l our c<nergies
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wastcd in grooming him. To mnkc our inspection an cffective
tool to oversce the operations/functioning of the authoriscd
denlors ~nd ensurc that they do not transgress the powars
dclegated to them or undert-kc any tr-nsnctions, in violation
of Exchange Control rcgulations, we should first, addrcss
oursclves for placing thi inspection machinery on 2 sound ~nd
propir footing. This cnlls for planning, sclection ~nd
intcnsive training before an Inspecting Officer is assigned

duty - not to bc disturbcd for -~ period of at least two years,

5%. Presently, there is no co-ordin-~tion betwoen insnections
carricd out by DB ~nd FCD. In the carlitr yecars, whenever
an inspcoction of an authoriscd dealer was t-ken up by DBOD, -
member of the staff of .ECD uscd to be attachacd with the
inspcction team; his scrutiny, however, uscd to bz confined
to 'F.' returns only., During thec course of inspcctions
carricd out by DBOD, the Inspacting Officcr no doubt, cxamincs
the forcign ecxch-nge portfolio ~lso, but h:e normally devotes
his attcntion to examining whether the tronsactions under-
taken by the authoriscd dealer conform to sound banking
pr~ctices; ¢xchonge control aspccts thorcof involved, if

any, arc¢ not decply looked into, bicausc of various
constraints likc time, exportise, etc, To achicve the

full becnefit of F.BI inspections, it is worthwhilc consti-

tuting =2 team including ~n expericnced officer from ECD
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(Inspection Wing) whenever a financial inspection is taken
up by D30D, to specifically 1look into eachange control
aspacts and report to the Princip=al Inspccting Officer, for

incorpor~tion in the report.

59. The prescnt approach to inspection of the foreign

branches of 2 single bank at a time, could bc replaced

with advantage by the centro-wise approach. In the earlier
years, DBOD used to carry out cgntre-wise inspections which gave
q complete pictgg;Csptaieu;ssghégsffgfjgngf}gﬁegngjigffgged by
bankable propositions, the success and failure of the

branches of various banks operating there; it also led to

freer communication ~nd exch-nge of vicws ~nd experiances

among the various units operating in the c.ontre. On a

similar pattern, we may consider thé desirability of

sending three or four teams under the leadership of a
Principal Inspecting Officer, not below the raink of an
Additional Chief Officer or Additional Controller, to simu-
ltaneously carry out the inspections of all the branches

of Indian banks operating at a ceatre.

56. The composition of each tcam may be one or mors
e~ch from DBOD 2and ECD and they should carry out the
inspection by prop:r allocation of work betwecn/among

themselves and submit their report to the Principal
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Inspecting Officer immediately on completion of the
inspections to enable him to meet all the executives in 1
group and thus facilit~te exchange of views and experience

among them.

57. A small cell could be set up at Bombay in DBOD to
collect data pertaining to country profiles in which our
banks are operating, the commercial links between India

and these countries, the banking laws and regulations, the

E xchange Control regulations, etc. By correspondenc: with
aopropriate agencies, these data may be kept up-to-date.
Information should also be collected regarding the practices
and procedures followed at each of the centres besides the

information system developed and followed.

58. The entire team bafore departure should be given an
opportunity to go through the data collected and also study
the previous inspection reports. This would facilitate
reducing the time t-ken by the members of the inspecction
team abroad to familiarise themselves with the local laws,
regulations, practices, etc., and commencing the actual

inspection at the shortest possible time.

59. The inspections should be development oriented and
the audit element should be minimal. Since overseas
branches are subject to various inspections by the local
statutory authorities and the internal inspections of the
bank concerned, we my give greater attention to the
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policies followed by the branches, their exposure to

risks, currency-wise, country-wise, etc., as also the
Information 3ysten followed internally and with the Head
Office and the effectiveness thereof. The Principal Inspec-
ting Officer should be responsible for co-ordinating the
inspections, engage himself in assessing the potentialities
of the centre, avénues for expansion of trade between Indis
and thé country concerned, scope for opening more offices,
services rendered to ethnic community and the scope for
further iaproving them through his meetings with the banks

and authorities.

Bangalore Fegional 0ffice (ECD)

60. Greater emphasis may be given on follow=-up of overdue
export bills, submission of extension applications and
preparation of quarterly statements of outstanding export
bills. Time has also cone when we may attempt to standardise

the format for export bills register,

61. We cover this aspect partly, i.e, purchases only,
during inspection of export transactions. In view of the
importance of these returns for proper compilation of
balance of payments statistics, we may broaden our scrutiny
so as to cover all the transactions, i.e , purchases as well
as sales. For proper assessment of the quality of reporting,
it may be necessary to cover at lsast 6 to 8 ten day periods
as against the present 2 to 3 ten day periods.
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62, Our inspections may aim at scrutiny of records of
letters of credit opcncd so ns to ensure that n> back-

dated letters of credit are opencsd to circumvent regulations
of import trade control authorities. Further, we may

exaanine the proccdure obtaining with authorised dealers
regarding subaission of evidence of import by its importer
clients. We may also take up percentage check of endorsements
made by authorised dealers on exchange control copies of
import liccnces so as to ensure that sales against imports

have properly been marked off against import licences.

63. The transactions relating to sales of forelgn sxchange
under delegated powers are scrutinised by us at the time of
detailed audit of F-returns. It is, however, suggested that
individual sales above = certain value may be scrutinised
independently with reference to records available with

quthoriscd dealers.,

64. wHolders of QA.22 accounts are afforded facility to
maintain bank accounts, operations on which are allowed
freely. They also have facility in certain circumstances

to repatriate the balances available in their JA.22 accounts.

A random scrutiny of transactions in theése accoants, therefore,
appears necassary to ensure that funds credited to these
accounts have come from sources declared to the Control,

and that the account is not being used to repatriate

unauthorised funds.
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Exchange Control Departmenl -
Central Office

65. Among other things, the Fnspection Team should devote
some time to study the developments of foreign exchange
markets, particularly Euro-dollar currency operations in
overseas markets as also off-shore banking and its causes
and effects on the economic development of the country
concernad. In the 1light of the current thinking on the
subject that we should also go in for off - hore banking, the
above study 1is essential. 3Such studies w 11 be helpful
not only in making preliminary arrangemen s but also in
assessing the possibility of introducing off-shore banking

in India.

66. Branches of Indian bank$S abroad are also using
sophisticated machines, computers, etc. In foreign countries,
most of the registers and other systems of keeping records,
etc., has bsen done away with. Inspecting Officers may also
like to get familiarised with this and submit a report on their
suggestions to the extent of introducing these things as

suitable to the Indian conditions.

67. As far as foreign exchange dealing operations are
concerncd, the banks have some control systems but
generally these control systems are on p-pers and physically

neither they are adhered to nor anybody bothers about 1it,

ceses35/-



- 35 -

including the internal auditors of the banks. Therefore,

the inspecting officers should compare the system of

internal controls in the banks/branches abroad as formulated
by the Head Office, to what is factually existing and point
out the deficiencies, suggestions for improvement, if any.

It should ke carefully scen to what extont the dealers go
beyond thc declegated powers and at th: same time their higher-

ups in the Fead Office everlook it,.

68. Before proce-ding for inspection of overseas branches,

it would be worthwhile if the inspection team visits the bank's
Head Office and study the control system 1aid down by the

Head Office, compar: it with what is factually existing.

'ore attention may be given as to whether the guidelines

are issued and if so, the same are inplemented in letter and

spirit.

69. Whenever the inspectdons of the Indian branches abroad
arc carried out, they are supposcd to bc carcizd out with
utmost sccrecy. This is not possible as the inspection

team is rcquired to call on the Indian Ambassador, Consulate
General and other important officials in the Indian busincss
comunity, besides c21lling on the officials of thec Head
Office of the bank., 3Jomchow or the other, there is a fecling
that the information collected during the course of the

inspection may probably be uscd against Indian community
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there. The fear ariscs prosumably as thesc inspections are
not carricd out with defincd frcquency. Therefore, Indian
community outside gathcers 1 focling that the inspections
arc carricd out only when some particular information about
them is requircd. To avoid this, c¢ithor the inspections
should be carricd out under thc garb of some¢ naturc of
study or altcrnatively, the periodicity of inspections

should b¢ maintained which may remove their fear.

70. It will also bc worthwhile to sct uo some small study
cclls which will kicp in touch with markcet dcvclopments,

investment pattern and development of banking at specificd
ovcrscas countrics and changes, if any, in cxchange control
rcgulations, and such studies would bc very much useful to

th 1inspcction teams.

71. Under the Control regulations, authoriscd dealers can
allow overdrafts to their overseas correspondents/branches
abro2d to thc c¢xtent of F.20 lacs. This limit was fixed quite
a long ago and nccds revision A suitable system may also

be devised to cnsure that thoese limits are strictly ~dhercd

to.

72, It was obscrvcd that although there arce branches of
Indian banks at ovcrscas contres, most of the othcr Indian

banks prifer to maint~in their forceign currcncy accounts
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with banks othcr than thc Indian banks' branchoegabroad.
Efforts may be made to take up the matter with the banks so
that they may open their accounts, to the extent possible,

with the Indian banks' branchcs abro-d.

Bombay Rogional Office (ECD)

73. Our inspcctions today arc aore of 1 procedural audit

or a post-mortcm of some specific transaction(s). They do
not cover any dcvclopmental aspects, ¢.g., gencral commcnts/
suggestions regarding customer service, existing/scope for
export promption measures, existing/proposed steps for
attracting non-resident funds, fecd-back from customers
regarding the efficacy of existing Control measures and the
areas of improvement for making them more useful, etc.

The scope of inspections may be suitably expanded to cover

these, so that inspections serve a positive purpose =2lso.

7%. The Inspccting Officer should be required to have
datailed discussions with the officials of the inspected
banks about their handicaps/difficulties, if zny, in
complying with the various requiremcnts of the Control
including tiwecly submission >f returns, follow-up of

export outstandings, suggestions for procedural improvements,
etec. The Inspections should also function as the cyes and

2ars of the Control,
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75, The purpose of the Inspection should be educating

the authorised dealers about the purpose and mechanics of
various Control stipulations and not mere fault-finding.
This also yields better co-operation from the banks con-
cerned and makcs the Control functions easy. We have been
trying this particularly with the outside Bombay branches
in respect of inspection of non-resident accounts and

exports follow-up and it has bzen paying good dividends.

76. Our greatest handicap today is the evaporation of trained
and experienced staff who may have the appropriate and
critical appreciation of the various aspects of the foreign
exchange transactions. Mostzgur Inspecting Officers today
have only a superficial knowledge of their job and they

can hardly go beyond the becaten track. Well planned and con-
certed afforts are necessary to rectify this situation and
cultivate this expertise., The following measures, intcr-
alia, may be considered in this respect.

(a) A critical choice of personnel while deciding postings
to the Inspection Wing.

(b) Periodical exposures to institutional and on-the-job
training to thec staff.

(c) Concerted efforts to ensure that the officers posted

to the Inspection wing are retained there for a reasonably

good period - say 3 to 5 years.
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(d) Preparation of a comprechensive Inspection Manual for
foreign cxchange inspections.

(e) Provision of prescribed formats for the inspection
reports on various aspects (say, on the lines of existing
proformae for inspection of non-resident accounts and
export transactions). Besides, these formats serve as a
good check-list for the Inspecting Officers in ensuring

that no important point is missed.

77. While takihg up the inspection of big branches, we
may try the team method, i.e., instead of one Inspecting
Oofficer, we may have 3- 4 officers, each adept in areas,
e.g., exchange transactions, trade transactions and

documentation, non-resident accounts, etc.

78. 1In the case of foreign branches of Indian banks,
compliance with the local laws 1in regard to the maintenance

of books of accounts, audit, submission of returns, ete,,

to thc local authorities as also compliance with the provisions

of Exchange Control Manual, to the extsat applicable, may be

79, In the case of Indian banks and branches of forcign
banks, the Inspecting Officer should see the compliance
with the provisions »f Exchange Control Manual, etc, in

regard to documents to be obtained in respect of cxports,
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opening and maintenance of non-resident accounts, formali-
tics to be ohserved while booking forward purchase and sale
contracts as also extension and cancellation thersof, methods
of payments, keepingzgiew the regulations about the countries
to which the payments were effected, sale to and purchase

of currency from the public, banks and the heserve Bank,

safe custody and relecase of shares, securities, etc , of
non-residents, opening and mnaintenance of rupes accounts of
foreign branches/Head Office, correspondents and non-
resident private Exchange Fouses, opening and maintaining

of foreign currency accounts abroad and funds management,
submission of returns to the heserve Bank, etc., promptness,
regularity, proper comnpilation, ensuring that the necessary
documents are enclosed, training of staff handling foreign
exchange operations, and kecping the Exchange Control Manual

up-todate.

80. The Inspecting Officer should see whether the bank has
implemented the guidelines advised by the Leserve Bank and
if so, to what extent, in regard to inter-bank dealings,
banker-broker relationship, whether the bank has made arran-
gements for the periodical obtcntion of statements of
accounts fron foreign branches/banks, their reconciliation
and follow-up of the 51d itecms, and the procedure in vogue
for the valuation of balances in foreign currency and the

evaluation of profit/loss.
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Madras ‘iegional Office (ECD)

81. Regarding the exposure limits to be fixed for banks,

it is rather diffilcult as most of the banks in India are
nationalis¢d ani hence limits for dealings with them, the
State Bank of India and its subsidiaries, as well as foreign
banks, who have a much larger capital base may not be nece-
ssary as failure to meet comamitments in inter-bank dealings
by these banks is unheard of. Limits could be fixed for
dealing with small non-nationalised banks, but even these
may not be realistic, in the absence of information relating
to the extent to which such a bank has entered into commit-

ments with other banks in India and abroad.

82, At present, the open position limits for the dealer are
fixed by the relative managements. Central Office has

also prescribed certain limits in the guidelines for conduc-
ting inspections supplied to offices. The limits fixed

by some banks are very low as compared to limits fixed

by Central O0ffice, As we are required to advise authorised
dealers suitably whencver they exceed the limits prescribed
by Central Office, it is not understood why limits fixed by
us should not be intimated to authorised dealers. Where

the limit fixed by the management is very low, the dealer who
wants to show a better result by having a larger turnover,

not finding enough elbow room to operate within the narrow
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limit fixed by the management, may bs tempted to conceal

the real position. Hence, we are of the opinion that we shouly
prescribe realistic liwmits for open position taking into
account the merchant base Qf the authorisedi dealer and the
number of 'B' category branches whose pipeline transactions

will be reflected in his position.

some
83. In respect of cash/ready transactions,/authorised

dealers prepare only deal slips and contract notes are not
sent as funds are delivered/received on the same day. It

is, therefore, essential that serially numbered deal slips
are used and exact accounting and comprehensive explanation
for any form not used, obtained by the Accounting Department
completely unconnected with the trading room. It is
pertinent to point out that in most banks, generally, no

one higher in rank than the dealer is fully conversant with
the day-to-day dealing operations., This éﬁg%gﬁggfggg;izulous
dealers to put through deals which are not based on sound
business principles. Therefore, we should insist that

the official above the level of dealer should have a thorough

knowledge about dealing operations.

84, Accounting Department should maintain the daily rate
sheets on an hour to hour basis. Thée exchange rates,
interest rates and key forward rates ( 1,3,6 months), the

rates at which business was done (time of the deal to be

S
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indicated by the dealer on the deal slips/contracts) which
should be compared retro-actively to ensure the deals are

not belng put through at off-market rates with co-operating
parties with a view to sharing profits or getting other forus

of kick-backs.

85. The area of dealer-broker relationship is prone to
corrupting influence. At present, brokers are to be sccorded
recognition by the local FEDAI, No norms have been evolved
for this purpose with the result outstation brokers have
started operating in other centres and in their bid to
secure a share of business enjoyed by local brokers, they
may offer inducements to the dealers. It is high time we
evolve some procedure norms to fix the number of brokers
required at each centre depending on the volume of business
transacted there. At prescnt, many brokers are not in a
position to service efficiently for want of telex/telephone
facilities with the result banks have necessarily to resort
to the broker who is able *to put through the deal, which
may give the appearance of the dealer having favoured 2
particular broker. The Reserve Bank should assist the
various brokers to get the necessary infrastructure
facilities and we should insist upon certain minimum
facilities such as certain number of telephone connections,

telex, etc., available with each broker.

cooe it/
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86. In terms of Chapter 8.12 of the Exchange Control Manual,
authorised dealers have been given general permission for
granting to overseas branches/correspondents loans, overdrafts,
etc., upto k.20 lacs. This limit applies to the aggregate
anount that may remain outstanding at any time against all
overseas branches/correspondents in the books of all offices
of the authorised dealer in India. It is difficult during
inspections to verify whether the limit has been exceeded
without adjustment in 5 days as we cannot know the balances
in the accounts maintained by thevarious offices of the
authorised dealer in India. 3ome procedure to monitor this
limit should be evolved. This limit was fixed years back
and in the present context of increased trading by banks it

requires upward revision, say, atleast upto &. 1 crore.

87. At present, banks are not following a uniform practice
for evaluating profits., Some banks value profit/loss on
the basis of revaluating mirrar account balances at the "BI
buying rates for sterling pounds, U.S. dollars, D.!{., and
Japanese Yen and for othcr currencies, sterling rates of
RBI crossed with London closing rates for the currency

on the last working day. The system is, however, not
perfect as it only envisages the liquidation of assets/
liabilities only and not its contingent accounts including

unliquidated foreign exchange contracts outstanding. &
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system of completely squaring of all exchange positions
whereby for every value date which the bank has purchased
foreign exchange, it will sell a like amount and vice versa,
is called for. In other words, foreign exchange positions
should be valued at market prices at the time of closing the
books. Thils should be doae by first valuing everything 4t
the spot market rate and then to adjust the forward transac-
tions to reflect the appropriate market premium or discount.
The more conservative approach is to ignore the forward
discount when arriving at forward rates to liquidate the
oversold positions and vice-versa. Agaln, segregation of
interest element loaded in the rates quoted for export
bills purchased in respect of which contracts are out-
standing on the date of computing profits and excluding the
interest element from the gross forward profits. This is

a more scientific method and is recommended to be adopted
uniformly by all banks. In this context, it is worthwhile
considering whether it would not be better specially for

the dealing banks to evaluate Nostro balancesand forward
contracts on the basis of market rates rather than the

TBI rates as the practice of adopting IBI rates for the
purpose tends to underestimate the profits and overestimate

the losses at the given point of time.

88. Once the AGL and IGL are fixed by the management, the

dealer should be allowed to have inter-changeability
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between IGL limits as long as the overall AGL is not
exceeded. 1In order to reduce mismatches created dues to
buyers' option permitted in the inter-bank market in
India, it would be desirable to make banks in India to
fall in line with international practice of operating

only on the basis of fixed dates.

89. At present, the practice with most authorised dealers
is to maintain the position at their international division.
Such centralisation while it has its advantages like
enabling the authorised dealer to marry its own purchases
and sales without seeking cover outside, however, creates
distortion in currency position due to pipeline transactions.
The remedy for this is not reduction of the number of
operative branches as the emnphasis is now more on decentra-
lisation of customer service. The distortion to some extent
can be minimised by improving coamunication links between
the branches and the dealing room. However, the real
solution to the problem lies in decentralisation of dealing
operations to various centres. This would also fulfil our
objective of activating the market at various centres., At
present, the market is influenced, to a great extent, by
State Bank of Iridia, whenever it steps in to purchase.
Unless and until the bank is made to decentralise its

operations from Calcutta atleast to other metropolitan
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centres, the market operations would continue to be uneven

and lopsided., It is high time some steps in this direction

are taken,

Bankers Training College

90, letters of credit clearly specify that they are
subject to the provisions of UCPDC. Letters of credit
should generally have two authorised signatories. The
letters of credit opening bank verifies the credit status
of the proposed beneficiary, the shipping company and the
insurer. Iletters of credit should invariably call for a
certificate of origin of the goods covered by shipment

from an independent source as Chamber of Commerce. Payments
made under letters of credit should conform to the approved
methods of payment laid down in the Exchange Control Manual.
Before extinguishing the liability under a letter of credit,
it should be ensured that the relative bills have been
retired by the importer customer or that there is a
satisfactory procedure which will take into account bills
which are not retired under letters of credit., Importer
customer to make a very careful credit review of the

seller prior to opening of letter of credit. The standing
of the confirming bank should be carefully assessed, There

should be proper co-ordination between the working of the
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forward contracts section and the letters of credit section.
Where a letter of credit stipulates D/a terms, the relative
credit limit sanctioned should specifically suggest such
terms. Letter of credit opening commission is collected

as per FEDAI Rules, The bank should evolve a system to
k=ep necessary funds in its Wostro account to meet debits
arising out of negotiation of bills under letters of credit.
Letters of credit application fora and blank letters of

credit forms are serially numbered and kept under double lock.

91. Rupee liability is determined on the day the documents
are received, at the prevailing rates of exchange, i.e.,
B.C. selling rate or at the contracted rate where a forwarad
contract has been booked, where the arrangement is to treat
the amount as an import loan in rupees. Where the documents
are Aot acceptable, the negotiating bank should be intimated
promptly (reasonable time) and the documents should be held
at its disposal. Where there is delay 1n the retirement of

documents or where the documents have not been accepted, the
bank should take necessary action to protect the goods. Where

the bank is called upon to fund its account, the bank

should endeavour to minimise the swap costs when the currancy
is at a discount 1in the forWard market. In case demand bills
are not retired within a period of 7 days, usance commission

as laid down under FEDAI Riles should be collected.
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92. That for transactions in non-sterling currencies,
rates are based on quotations in the current international
markets with reasonable nrofit margin Tates for sale of
rupees against foreign currencies are in conformity with
the Exchange Control regulations. The spr=ad between the
7.T. buyingmetes and T.T. selling rates should not exceed
the percentage prescribed by Exchange Control. Interest
element loaded to the rates are as per the rates laid down
by FBI from time to time. There should be a proper record
of the movement in exchangs rates daily. The Accounts
Department (i.e. somebody other than the Dealer) should
independently verify the rates with the brokers periodically -

during the course of the day.

93, It should be ensured that in all cases, confirmation
of contracts are obtained from the counter.party. That
confirmation of outstanding contracts are obtained
periodically. 3ubstitution of forward contracts is not

allowed, Forward contracts should be serially numbered.

9%, Whether there is a system of obtaining balances in
Nostro accounts periodically and even daily where necessary.
Wwhether there is any system for reconciling the currency
position maintained by the dealer with the Accounts Section

every day. Control over position linits and gaps is
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maintained as per the guidelines issued by ECD in this
regard, Whether there is any system to minimise the
transactions in the pipeline between the position main-
taining office and the designated branches. There should
be an effective system of monitoring over inter-office
accounting between designated obranch-position maintaining

office.

95. It should be ensured that while calculating profit on
the forward positions, necessary adjustments are made

for forward margins based on gaps in maturities.

nd/-
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Buestionnaire

Foreign Exchange Business =
Internal Control,, Information
and Accounting Systems

I. SYSTEM OF CONTROL

1. Please furnish Organisation Chart of the Department
at the Head/Controlling Office which supervises and controls
the foreign exchange business of the bank. (In the case of
banks incorporated abroad, this refers to their business

in India).

2. (a) Please furnish spe¢imens of the returns/statements
which are required to be submitted by the branches/offices

conducting foreign exchange business,

(b) What is their periddicity ?
(c) What action is taken thereon at the Head/Controlling

Office ?

3.(a) How often are departments, branches and/or offices

conducting foreign exchange business inspected/audited ?

(b) Has the bank prescribed any proforma inspection/
audit report and/or check=points for the guidance of
staff attached to the Internal Inspection/Audit Depart-

ment ? If so, copies thereof may please be furnished.

4, (a) Are the foreign exchange operations of the bank

reviewed periodically ?

2...



(b) If so, by whom and how often ?

(¢) To whom is the review submitted ?

(d) Please furnish a copy of the last review made by the
bank ?

II. DEALING IN FOREIGN EXCHANGE

5, (a) Please furnish the names of the branches/offices
which are authorised to conduct foreign exchange dealing

operations independently.

(b) Please give the Organisation Chart of the Dealing
Department at each of the centres indicating the functions

performed by the personnel attached to the Department.

6. What are the infrastructure facilities, such as
telex machines, tickers, etc., provided to the Dealing

Department ?

Te Please desecribe the policy and system of the bank
regarding fixing of daylight, overnight, interbank and

customer limits, control over mismatchings in maturities
(gaps), pipeline transactions and operations in foreign

currency notes.

III. ACCOUNTING SYSTEM

8. What is the system of the bank regarding control
over reconciliation of 'Nostro' balances and management

of risks arising in Rupees (Vostro) accounts ?

9. What is the procedure for accounting import
3...
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bills received under letters of credit and when are they

treated as 'sale' of foreign currency ?

10. (a) What accounting entries are passed when export
bills are purchased/discounted or negotiated under letters
of credit ?

(b) In case the bills are not accepted or remain oute
standing for along time, what action is taken to ensure
that the bank does not suffz2r a loss due to changes in

rates of exchange ?

11. Please describe the follow-=up action taken in
regard to import and export bills under letters of credit

which remain outstanding beyond due dates.

Iv. EVALUATION OF FOREIGN EXCHANGE PROFITS
AND LOSSES
12, How often do you evaluate foreign exchange profit/

loss and when do you book the profit/loss ?

13, Please describe the manner of evaluation of
profits/losses in foreign exchange business by the bank
and furnish a copy of the latest evaluation showing

the computation of profit/loss.
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Questionnaire

Operations of foreign branches
of Indian banks.

1, Please describe the system of control and general
supervision exercised by the Head Office/International
Division over the operations of overseas branches/offices.
A copy of the Organisation Chart of the Intermational

Division may please be furnished.

2. (a) Please furnish specimens of the returns/statements
which you receive from overseas branches,

(b) What is their periodicity ?

(c) What action is taken thereon at the Head Office/

International Division.

3. (a) How often are overseas branches inspected/audited ?
(b) Has the bank prescribed any proforma inspection/

audit report and/or check-points for the guidance of

?

staff attached to the Internal Inspection/Audit Department ?

If so, coples thereof may please be furnished,

4, (a) Are operations of overseas branches reviewed
periodically ?

(b) If so, by whom and how often ?

(c) To whom is the review submitted ?

(d) Please furnish a copy of the last review made by

the bank.
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5. (a) Do you have a system of maintaining country and
customer profiles ?

(b) If so, what are the main aspects covered in this
regard ?

(c) Have you issued guidelines to overseas branches
for assessing country risks ? If so, a copy thereof

may please be fiirnished.

6. (a) Do you obtain pericdical information on Government/
Central Banking Authority policies and other environmental
factors in the countries where the bank has branches/
offices ?

(b) If so, please indicate the countries in respect of

which such information is available with you.

7. (a) Have you given guidelines to overseas branches
regarding their (i) borrowings in Euro-currency markets,
(11) participation in Euro-currency loans/bonds,

(11ii) operating buddets and goals, (iv) funds management
and (v) Maintenance and evaluation of foreign currency
positions ?

(b) If so, a copy thereof may please be furnished.

8. (a) Have you implemented, to the extent appropriate
in respect of overseas branches, the "Guidelines for
Internal Control over Foreign Exchange Business" issued
by the Exchange Control Department regarding fixing of

daylight, overnight, interbank and customer limits and

3...
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control over mismatchings in maturities (gaps) ?
If so, a copy of the instructions issued in this regard

may please be furnished.

(b) What is the system introduced at Head Office to
ensure proper compliance of the instructions by the

overseas branches on a continual basis ?

9, (a) Please indicate broadly the discretionary
powers delegated to overseas branches.

(b) When were these revised last ?

(¢) Have the foreign branches expressed any diffi=-

culty in operating within the delegated discretionary

powers ?

10. Plecase describe the system of supervision and
control exercised by the Head Office/International

Division over the advances portfolios of overseas branches.

SpKe



LAPPENDIX VI

Summary cf replies received from benks to
questionnaire cn Foreign ExchengcBusiness -
Internel Ceontrol, Infcrmaticn end Acccunting
Systems '

Questicn 1

Plesse furnish Orgenigssticn Chert cf the Depertment ot
the Head/Contrclling Office which supervises end ccntrols the
fcreign exchenge business cf the bank. (In the cese of benks
inecrpcreted ebrced, this refers tc their business in Indie).
Replieg

Stete Bank cf Indie.

The bank's Fecreign Department 2t Celcuttes exercises
cverall control cver the foreign exchenge business c¢f the besnk.
The lccel Head Offices exercise dey-to-desy ccntrcl on fcreign
exchange businegs conducted by the bank. The Foreign Depertment,
Celcuttsa, where the ccver opersticns ere centrelised, is headed
by Génersl Menesger. The Internsticnal Divisicn et Bembey is
basicelly ccncerned with the policy matters in respect of
fcreign exchenge >usiness conducted by the bank!s cffices in
India. Hcwever, in respect cf cversees cffices, it scts es the
Lecel Head Cffice es well es Centreol Office.

Bank cf Bearcde.

Overall supervisicn and ccntrol cver the fcreign exchenge

business of the benk is exercised by its International Divisicn
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at Céntral Office, Bombay. Certein branches heve been authorigeg
to meintain positicn and ccnduct foreign exchenge deeling
opersticns independently. The ccrcerned brenches are headed by
Chief Manesger/Senicr Meneger/Menager. The Internaticnal Divigicp

is heeded by Generesl Mensger end he is essisted by Chief Meanagep,

Benk cf India

The Internaticnel Department at Centresl Office, Bembay,
supervises end ccntrel the fereign exchenge business of the
benk and is liemled by Generel Menager. Certein branches cf the
benk ere authorised to conduct fereign exchenge deeling

operetions independently.

Cuntral Benk cof Indiaea.

At Cent-rel Office, Bcmbey, General Mesnesger exercises
overeall control cver the foreign exchenge business cf the benk
snd he is 2gsisted by en Assistent Generel Mesnsger end = Chief
Mensger. There are fcur Divisirns in Centrsl Office (i) Fereign
Divisicn, which deslg with ccrrespcndent srrengements, develop;
ment of foreign exchengebusiness, matters relating tc impcrts/
expcrts, liesicn with the Reserve Benk, BECGC, etc. (ii) Accounts
Divigicrn which hes Dersling Operesticns and Accounting depertments
end eech department is under Deputy Chief Officer (iii) Reccnci-

1i oticn Divisicn and (iv) Lenden Secticn.

Unitaed Cominercisl Bank

The Internationel Pivisirn at the Head Office cf the
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benk, which ctntrcls the fcrcign exchenge businesgs ¢f the benk,
is hesded by Genersl Menesger, whce is egsisted by Assistent

Generel Meneger 2nd Chief Officer.

Unicn Benk cf Indie.

The Fcreign Opereticns and Expcrt Develcpment Depertment
(FOBEDD) »t the Head Office supervises ond ccntrcls the fecreign
exchange business c¢f the bank, #nd it is hesded by Duputy
Gineresl Mensgar., The Department hes fcur wings eech under the
cherge (f Superintendent. They ottend tc (i) 1st Wing - Agency
arrengements, brench inspectiin repcrts ond stetements, RBI
returns, etc. (ii) IInd wing - Condificati‘n ¢f inspecti-n
circulers, beck c¢f instructicns, staff metters, treining end
business stetistics (iii) IIIrd Wing — Oversees ccnstructicn
prcjects, mcnitcring ferign currency pesiticn end foreign
brenches end (iv) IV Wing - ECGC metters, expcrt development,

credit infcrmeticn, interest subsidy, etc.

Ccrpcreoticn Bank.

Deelings, meintenence ¢f pcsiticn, acccunts of crrres-
pcndents end forwerd trengectiins are contrelised #t Cantral
Fcreign Exchenpe Depertment at Bombey. The bulk of foreign
exchenge (merchent) trensscticns is ccnducted ot Bembay(Nerimen
Point) branch. The Centrsl Fcereign Exchsange Department is
headed by Assistant Genersl Mansger whe is alsc Ccntroller cf

Fcreirsn Exchanrze. It hes got three main depertments — G:neral
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Administreticn, Desling and hAccounting, and Advences. The
Msnager of the Desling end #fccounting Depertment is the main

desler ond he is sssisted by three assistsnt dealers.

Beank of Mshereshtra

It the benk's Central Office st Pune, the fcreign exchenge
business is ccntrclled by Divisirnel Mensgcor under the supervi-
sicn c¢f Generel Mansger. All pclicy metters ere locked after in
thet cffice. The Fcreign Exchange Department at Bcmbey which
is headed by Divisicnel Manager, is the cnly cffice where
fcragn exchenge deeling operaticns cf the bank are cerried out
at present. Fifteen branches/offices have been authcrised to
ccnduct fecreisn exchenge businegs, where Fcreign Exchenge Cells
heve been crested. Under the Divisicnel Mensger et Bcmbay,
there ere twc dealers, Chief Dealer and Assistent Desler. The
Chief Desler wcrks under the day-to-day supervisicn cf the

Divisional Menager, Bombay, and repcrts deily tc the Divisicnel

Menesger, Foreign Exchenge, Pune, end the tcp mensgement.

Indien Beank

The Interneticnel Benking Divisicn at the benk's Centrel
Office, Madres, supervigses »nd ccntrcls the foreign exchange
businegs cf the benk, including the opersticns of foreign
brenches. The benk has esteblished Regionel Foreign Exchange
Cells thrcugh which the fcreign exchange business cf the

brenches is rcuted. The entire ecver opereticns, »t present,

N YATEY
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ere centralised at the Internaticnel Banking Divigicn at Madres.

Syndicate Bank

The Internaticnel Benking end lnvestment Wing at Bcibay,
headed by Generel Meneger, is heving cverell ccntrcl over the
fcreign exchange business hendled by the bank. There are five
divisicng each under the cherge of Divisicnel Manager (i) Business
Development Divisicn (ii) Oversees Operaticns and Merchent
Benking, Ecencmic Intelligence end Systems (iii) Adninistreticn
end Accounts (iv) Exchenge Derslings and (v) lnvestment and

Rescurces Manegement.

Cansare Bank

The fcreign exchenge business of the bank is under the
overall ccntrol ¢of the Genersl Menager, Credit Wing, Heed Office,
Bangelore. Hcwever, the day-tc-day operaticns, systems ond
prccedures are ccntrolled and supervised by the Internsti~nal
Divisicn et Bombay, which is headed by Deputy General Manager.
The Derling Secticn at the Internaticnel Divisicn is in cherge
of Maneger, who ig assisted by two officers. The Back-up
Secticn is elso in cherge of Mensger. The fcreign exchenge
business is hendled by vericus Fcreign Depertments lcceted in
metropcliten centres and gort tcwns heving jurisdicticn over
brenches in their ccmmand area. Certain brrnches have elso
been designested fcr hendling  export bills directly. At cther
deesling centres, viz., Bengelcre, Celeutte and New Delhi,

since cperaticns ere meinly in U.S. dcllers end pound sterling,
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which are not very large in volume, only staff sufficient to
teke cere of the vericus activities end submissicn of stetements,

etc., is meintained.

Grindleys Bank

The foreign emchange business of the benk in India is
ccntrclled by its Bembay Main Office. The Mansger, Operasticns,
in Bcmbay Office is assisted in this regerd by Sub-Menager end
two officers in cherge cf Ccntracts Department and Reconciliaticn

Dep artment.

Chertered Benk

The foreign exchenge business cf the benk in India is

corrclled by o senicr executive of Menager's rank st Bembay.

Question 2

(a) Pleese furnish specimens cf the returns/statements
which are required to be submitted by the brenches/cffices
conducting fecreign exchenge business.

(b) What is their pericdicity ?

(c¢) What zcticn is tsken therecn at the Head/Ccntrclling
Office 7

Replies

Stete Bank of India

The follcwing returns ere required tc be submitted by

brenches tc the Locel Head Offices/Internsticnal Division.

(i) Mcnthly stetément cf exchenge
contrects cutstending as cn the
last werking dey cf the month.
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(ii) Weekly stetement of foreign
exchenge  transescticns (Purchases).

The returns sre scrutinised to sec whether the business
is being ccnducted by offices on the lines prescribed. This

also serves es the infermstion for the manesgement.

Benk ¢f Bercde.

Authcrised brenches submit the fcllowing statements tc
the ccncerned Regicneal Offices.
(i) Copies of weekly Stetement cf Pcsiticns.

(ii) The detes when their trimenthly 'R!
returns ere submitted tc RBI.

(iii) Ccpies cof their monthly/querterly and
helf-yeerly stertements sent to RBI.

(iv) Menthly stetements cf outstending advance
bills and fireign bills purchesed.

The Regicnel Offices fcllcw up =11 impcrt-~nt mefers in

respect ¢f these stetements.

Benk cf India

The Becmbay (Mein) brench submits the following ststements
on deily besis tc the Mansgement.

(i) Ccnsclideted deily pesiti- n stetement.
(ii) Deily currency-wise positicn of Bembay
(Meain) Brench.
(iii) Brief repcrt cf deily turnover end rate
movement ¢f majcr currencies.
The ccncerned Deputy Genersl Mangsger gceans thrrugh these
statements and in case of lerge cverbrught/cverscld pcsiticns,

he institutes necesssry enquiries snd after scertsining the



reesscns therefcr, tskes necessery.ection.

Cuntrel Benk cf Indie

( 2)Brenches ccnducting foreign exchange business submit
t: the benk's Fecreign Divisicn et Bembey, weckly telex advices
cf fcreipgn exchenge pesititng es ot the clese ¢f business cevery
Fridey, stetcments ¢f profitebility of cpersti~ns c¢cn mcnthly
basis (cperstive brenches) end querterly besis (cther brenches),
ccpies cf reccneilistion stetaments ¢f ell fereign currency
accounts (menthly) and ccpies ¢f all returns submitted tc the

Reserve Benk.,

(b) At centres where orasnches ere suthcrised tc deel in
fcreign exchenge end meintsin direct fcreign cureency acccunt.,
the relative daily fcreign exchenge pcsiticns prepered by Fereign
Exchenge Depertment is independently cverscen/supcrvised by the
brench Menagers. #ll ccntrects propered by the Depertment ere
alsc supervised by him. #At main centres such as Cealcutta,
Medrass, New Delhi, etc., the Regicnal Office eXercises » degree
cf direct ccntrcl end the Chief Mensger cversees the trensscticns
which are elso pericdicelly lccked intc ot the level ¢f Assistent
Géner?l Meneger at the time ¢f surprise inspecticns.

(c)At present, the benk's Celcutts and Madres brenches
are allcwed tc deal end cperete directly in Fcreign exchenge
merkets. All other brenches ccver their pcsiticns thrcugh

Bcmbay(Mein) Office ¢rnearest Mein Office meinteining fcreign

N 1Y



currency ecccunts.

(d) At Centrel Office, Becmbey, the returns received ere
in the neture c¢f statisticel data8 end they sre made use c¢f tc
exercise superviscry ccntrcl and tc initiste guidence.

United Ccmmerciel Benk

The brenches ccnducting fecreign exchenge business ere
required tc¢ send the fcllewing stetemonts tc the benk's Interna—
ti. nal Divisicn at Celcutta.

(i) Currency purcheses end seles (weekly).

(ii) Weekly fereign curcency pcsiticn stetement.

(iii) PFereign Exchenge purchese and gales
statencnt (weckly).

(iv) Stetement of cverdue bills (menthly).
(v) Statement cof gep-limits (querterly).

(vi) Prcfit and lcss stetement cn currency
evelusticn (querterly).

(vii) Helf-yearly statcment «f statigtics of
fcreign exchenge business.

(viii) Stetement ¢f fcreign exchenge
turncver ( ennuelly).

The statements received in the Internaticnal Divisicn ere
serutinised and follcw-up acticn tsken wherever necesgsary besides
using them fcr internel ccontrol. The brenchces ere sending the
ccpies c¢f the important returns/stetements to the Divisirnal
Menager/fAssistant Generel Meanager alsC tc enable them te
supplement supervisicn by the Head Cffice.

Undcn Benk ¢f India

The fcllewing returns/stetcments ere submitted by the

ceceeel0/0enn
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brenches ccnducting fcreign exchange business.

(i) Stetement of pcseitiin furnished by branches
maintaining pcsiticn to Bembay (Samacher Marg)
brench whe after scrutiny fcrwerd the same
to FOEDD daily.

(ii) Stetement ¢f prsiti n ¢f Bembey(Samachaer Marg)
branch tc FOEDD deily.

(iii) sStatement cf maturities fcrwarded t- FOEDD by
Bembeay (SAanachar Marg), Cealcutta and Cochin -
branches whe are suthcrised tc desl independ-
ently in inter-bank market (menthly).

(iv) Stetement cf repcrt cn fcreign exchenge
business (querterly/mcnthly).

(v) Stetement regerding particulers cf fcreign
bugsiness-benk-wise (quartcrly).

(vi) Return cf sele/purchese cf fereign
currency (mcnthly) .

(vii) Statement f Bxpert Credit (Interest
Subsidy) Scheme ( querterly).

(viii) BCGC declearesticn cf packing credits/
shipping lcean advences.

The returns/statements rcceived in the FOEDD are
scrutinised and irregulerities/abncrmelities cbserved therein,

sre teken up with the respective bresnches.

Ccrpcraticn Benk

The brenches which are authcrised tc desl in fcreign
exchenge esre required tc submit the fcllcwing returns/stetements

tc the Central Fcreign Exchenge Department, ot Boimbay.

Mcnthly

(i) Stetement cf frreign impcrt letters <f credit
and fcreign bank guerentees cutsteonding.

(ii) Statement of cverdue expcrt bills purchesed
(nct under letters ¢f credit) ocutstanding.

447
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(iii) Statement of cvordue fereign cheques/drafits
purchased snd outstending beycnd cne mcnth.

(iv) Stetement of cverdue expert bills dlsecounted
(nct under letters «f credit) cutstending
beycnd e firtnight frecm the due dete and
thc se dishcncured by nin-ecceptence.

(v) Stetement ¢ f sverdue export bills negatiated
undcr letters of credit end cutstending.

(vi) Stetement of ¢verdue merchent forwerd
ccntrects cutstending.

(vii) Foreign exchanpge turncver stetement, etc.

Querterly

(viii)Stetements of interest subsidy cleaimed.

Helf-yearly

(ix) Stetcment shcwing statisticel deta releting
tc exprrt finence.
In additicn, the brenchcs are required +tc submit ccpies
¢f a2ll returns submitted tc the Reserve Bank. The eontral
Fecreign Exchange Departmcnt, which is the ccntrclling depertment

reviews those stetements.

Bank ¢f Mahereshtre.

The branches submit tc the Fcreign Excheange Divisicn at
Head Office and/cr Fcreign Exchenge Divisicn, Bembey, the
undernc ted returns/statenents releting tc their foreign e xchenge

business.
Daily

(i) Stetement of exchange pcsitirn.

(ii) Statement ~f acceptance »nd payment
¢f FCNB deposits.

eeeesel2/0enn



(iii) statement of purchase and sale of foreign
currencies (spot ana forward),

(iv) ©E:xchange position (weekly).

(v) WNostro accounts raconciliation statziannt
(bi~-monthly).

Monthly

(vi) statement of outstanding forword purchase
an.:. slle contracts,

(vii) otatement of for ign currency notes and
coins held.

(viil) statement of business statistics,
(ix) Statement of profit and loss account,
luarterly

(x ) Overdue expvort bills,

(i) statement of overdue bills purchased/
necgotiated,

(xii) Statement of exchange profit book=d,

0
(o
)
[

(x1il) Turnov:r of foreign axchange businessa

Systematic and regular follow up of information-contained
in th2 returns r:ceived is done at Central Office from tim2 to
time, Various gudelines are issu=2d in the form of circulars,
information booklets, 2tc, Besides, whzrz centi2s or branches
have been found lacking, th= conc:rned offic.r or the branch
Manag>r is dewnut :d for training coursaos on fora2ign 2change.

Indian Bank

The pe=riodical rcturns/statamtnts as prascribed in the

Manual of Instructions arz2 submitted by the branches to the
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Head Ofifice, Foreign Department, Besides, ready and forward
purchases and sales against forward contracts or ad-hoc are

reported on the same day by exor:ss telegram b forz 1 P.M.
Syndicate Bank
The branches are required to submit the following r:turns/

statem:nts to FEDCO/Zonal Office FED/Head Office,

Daily
(i) Purchase notes for export bills and sale notes
for import bills to FEDCO wvhere tne fora2ign
currency nosition and Nostro account:s are
maintined, on the same dey,

(il) ©Purchas= not2s for clean checues/travzllers
cheaques/invard remittonces and sale notes
for outward ra>mittinces to FiDCO, Bombay.

(iiil) statea nt of foreign exchage business
advances outstanding to FIDCO/Zonal FED.

(iv) Statement of balances outstanding in
Duty Drawback loan accounts to FzDCO , Bombay.

rionthly
(v) Statewm:nt of overdue for .ign bills purchased/dis.

coéHunted to Zonal Office FzD.

(vi) Statement of irregular loans to Zonal Office
FED.
(vii) Statement of forward salc/purchase contracts
utstanding to FEDCO.
(viil) statznenc of F/MIT/TT/DD paid account outstanding
for more than 15 days, etec., to FIDCO.

(ix) cCurrency-wise statement of total turnover of
foreign exchange business duaring t .= half=-year
to FTDCO,

00000014/0000
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The returns/statcements receivad by the controlling office
are studizd in depth with a view to assessing th2 performance
of the branch/rzgion and for initiating correctivz measures. On
the basis of returns r ceived, r:porting is also done to

aspropriat: authoricies like Board or the SCGC.
Canara Bank

The For :ign Departmznt at tie dealing centrz submits to
the Int:rnational Division at 3ombay various returns/statements
on deily, weekly, monthly and quorterly basis. They relate to
foreign currency position, purchase and sales in miscellaneous
currencies, currency notes holdinge, confirma2d import letters
of cr=z2dit, r:conciliation of 'NOSTRO' accounts, overdue w2rcaant
forward contracts, overdue export/import bills, break=up of GRI
outstandings, foreign business turnover and FCNR accounts. Tne
For=ign Department is also required to submit periodically
statements on interbank/BI/overscas contracts, outstanding
customer contacts and import/export bills, monch-wise contracts
liability and cash balances held in 'NOIT=20' accont. The
branches hich have been designatedqfor handling export bills

are regired to submit the relative statements to the Forzign

Departmerit t which they arz attached., 'Thoe various returns/
staements received in the International NDivision at Bombay are
made use of by it for exercising various chacks and controls
over the op:rations at the Forzign Devartments and tiiz branches,

and for preparation of consolidait2d statzmznits and reviews to
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be put up» to the Managem=2nt. Cihecking wh -ther exposures in
foreign currencies are within limits, ensuring that holdings
of foreign currency noves are within limit, follow up of oute
standing entries in 'NOSTRO' accouts, £ollow up of ovardue
forward concracts and ovardue export/import bills, ensuring
that outstanaings in GRI forms of carlier years are reduced,
etc,, are some of the actions taken on tihic returns.

Grindlays Bank

Branches arc requir:=d to submit the following retirns/

statements to their controlling office,

Daily
(1) Daily transactions by telex(outstation
bramcnes),
(idi) Daily foreaign -xchange o»>eration sheets
(Bombay branches).
TIri-monthly

(1il) PForeign Currency Contirol Iedgzar »sosition by telex
(outstation branches),

(iv) Summary of exchangz position(Bombay branciizs).
Branches have to advise by telepnonz or telex
cransactions of larqe amounts to the controlling
offic2. The contolling office checks whethar
the transactions advised hav: bea2n taken into
exchenge position, Th2 uncovered transactions
are chen taken into position from ra2turns at
(i) and (ii) abov2, Bi-monthily, the net Forzign
Currency Concurol fedger balenczes advised by all
branches ar=2 r:.conciled with the .dzalers' exchange
position by che controlling office.

Chgrtered Bank

Indian branchesare required to advise Bombay Office at
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the close of bhusiness dailvtheir exchange positions as well as
the estimated 'MOSTRO' account balances. On scrutiny of the
returns, branches are ins.rucced to toke remedial measures by
undertaking covaer opera:ions with Bombay Dealing Centre, if

their oosition is unwarranc=zd.

RQuestion 3

(a) How oflen are dcmartments, branches and/or offices
conducting foreign =xchange business insos=cted/audited ?

(b) Has the bank prescribzd any nroforma of inspection/
audit report and/or check-voints for the guidance of staff
attached to the Internal Inspection/Audit Deparcment 2?2 If so,
copies therczof may please be furnished,

Replies.
State Bank of India

A regularaudit system exists in the bank. At large
branches (presentnumbcring 46), an internal auditor is posted
to audit the tansactions ongn-going basis. Fur:ch:r, there
is a centralised audit/Insnaction Departwent atCentral Off ice
leval which arrang:s for audit and inspection of branches on a
regulzar basis, The Inspection Departmenthas been dacentralised
Into various geographical zones to enforce effectiva control,
Generally, the branches arce audited at an incerval of two to
three ycars. Menagem2nt audit of ILocal Head Offices is conducted

by scnior Executives of che bank, No specific proforma has been.
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prscribed for audit of for=ign e¢xchange transactions,

3ank of Baroda

Authorised branches are inspectad by Regional Insoection
Cencres once in 18 months. Format has been prescribed for
insnection report. Besides, the Inspecting Offic:rs are
provided with Audit Programme Sheets which contain the aspects
to be seen/chacked, under various types of bank's business
including foreign exchange,
Bank of India

The branches/offices conducting for~ign exchange business
arce audited once in 16/18 months, The bank has prescrined a
vworkshe~=t listing out the itcmstb be audited, and also a format
for inspection note detailing the points on which the comiaz:nts
ar2 required to be given. A background note on areas to be

chz=cked is also made available to the audit staff,
Central Bank of India

Foreign zZxchange Departinent of a branch is audited by
internal auditors when the brancih as a whole is taken up for
audit, excepntin the case of the Bombay Main Offic.:, where audit
is done dewartmentwise. The fiequency of audit depends upon the
audit categorisation of the branch, i.e., A, B,C, and ranges from
si:: months to zighteen months. Audit Manual of thce bank is
under vrevaration. However, the bank has issued choeck-lists

and guidelines to int:rnal auditors,
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United Comiercial Bank
The foreign exchange departments of Indian branches are
insonected by the bank's regular insozacting staff along with
other departments in th2 branches visit2d by them. The pFoforma

has becen introduced for inspection report,
Union Bank of India

The branches ccnducting foreign exchange business are
being auditd almost every year. There is a daily audit system
at the Bombay (Samachar Marg) branch, A check-=list .ias been
prescribed for the insosection of foroign exchange business for
the gWddance of the staff of audit denartmznt. This is in
aadition to the broad guidzlines for examination of foreign

axchange business given in :<hz Ingpeection Manual.
Corporation Bank

The designated brancies conducting foreign exchange
business arc normally insoectad at a frecquency of 15 to 18
months, whereas the Central Foreign :ixchange Department at Bombay
is normally inspuected at an interval of three years. The
internal insjectors are guided by the bank's Inspection Manual,
the Guide to Internal Insoectors sunnlied by Bankars Training
College and materials collected by internal inspectors at BTC
during the training. A format has been fixed for thae report
on the insnection of branches. Proparation of comprzchensive

check=list has been taken on hand by the banke
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Bank of Maharastira

Inspection of branches is undertaken generally once in
a year. The Inspecting Officers have been provided with checke-

lists for their use,

Indian Bank

The branches/offices conducting foreign exchange business
are inspectced/audited once in two years, The bank has prescribed
proforma for inspection/audit report which also contains check=

points for the guidance of the auditstaff,
syndicate Bank

Branches are inspectod once in a year by internal
auditors. In the case of large branches, auditors are app»yinted
for conducting concurrent audit on a daily basis., A desk guide/
Inspection kit for the internal auditors has be:n preparcd by

the bank and it is nnder print,

Canara Bank

Guidelines have been issued by the Inspection Deparment
to its officers for inspection of thec bank's Foreign Departments
and branches designated to handle export business directly. The
guidelines cover checkingAudit/inspection of all aspoects.
Inspection of the Forcign Departments by the Inspection Department,
Hcad Office, is expect2d to be conducted once in a ycar. The
export billshundling seoction of the designatedbranch is

insnccted by the nearcst Forcign Department officials in the
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initial period and thercafter once in six months by thie Inspection

Doepartinz:nt,
Grindlays Bank

The departimments and branchoes condating forceign exchange
busincss are ingpected by thoe Internal Control Team once in
two monthse. This Team reports to the respective Arca General
Managcer. The Bank's internal auditors conduct audit of the
departments/branches once a ycar., In addition, tho oextcernal
audibrs conduct an audit once a ycar. The bank has a list of
chock=points to be uscd by tha internal auditorse

Chartered Bank

In the Pomboy Main Office vhere the dzaling activitics
take placc, the spot chocks ar: carricd out by a scnior officoer
in various dopartmonts dcaling in for.ign exchonge and also at
thoe doaling centre, daily, weekly, fortnightly and monthly.
The othur Indian branches arce inspected atleast once a ycar by
the branch inspcctors. Audit report on Bombay dcaling ccntre

is submittced to tie Manager at Bombay daily.

Quostion 4

(a) Arc thoe foreign exchange opcrations of the bank
reviewed periodically ?
(b) If so, oy whom and how oftcen ?

(c) To whom is thce roview submiteced ?
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(d) Plcas: furnish a copy of th: last review made by

hank.,

Replics

Statg Bank of India

Revicws on foreign cxchang2 operations are done poeriodi-
cally by the Foro.ign Departmunt, Calcucta, and by the Intcerna-
tional Division, Bombay, ana thcy are submitcoed to top manage=-

ment.  (The bank lias not furnished a copy of any revicw)e
Bank of Baroda

Th> foruign cxchangoe oos:crations of the bank are r:viewed
by the International Division at Contral Office, Bomnbay, oncc a
ycar. The review is submittoedto theBoard of Directorae (The
Reviow put up to the Board in December 1981 in rospect of its
domeztic foroign axchange business for the ycars 1979 and 1980
deels ith auborised branches, purchasegand sales, tralning of

staff anda ojerotilonal probl:ms of the authoriscd branches),

Zank of India

The foreign exchange operations of the bank arc revicwed
meriodically as undor -

(i) Monthly roport including turnover
figur:s is submiti2d to th2 Managoment,

(ii) Annual r2port of the For :ign Departinent
of tho Bombay (Main) branch (which is the
main opurations wing in Bembay) is
subomitted to the Managoewent,

(iii) A consolidated annual rcport of che
for.:ign excheng> business of the »ank
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is submitted to the Board of Directors.

(The annual report submitted to the Board of Directors
for the year 1980 contains detailed information in respect of
the bank's business under exports, imports, deferred payment
guarantees, remittences, foreign currency non-resident accounts,
exchange statistics, exchange profit and correspondent relation-
ships. It also contains a study of internationsl monetary
developments and éevelopments in Indian Exchange Control.
Statisties furnished in the report sre for the year under
report as well as for the previous year to hsve a compareastive

view, The information is @also given regionwise).

Centrel Bank of Indie

The foreign exchenge business of the bank is reviewed
periodically by the Chief Manager and Assistant Genersl Manager
alongwith Chief Deeler. The review of cover operations is
done on daily basis. The position bock prepared by the Dealing
Department in connection with foreign exchange operstions is
submitted daily to Chief Manager who in turn refers to AGM,
whenever necegsary. The annual review of the working of
foreign exchange business of the benk is prepered and submitted
t0 the Board. (The review for 1980 submitted to the Board in
July 1981 covers general developments in the world foreign
exchange markets, performence of the brenches, profits, export
credit, cover operrtions, Rupee funding operations, Rupee

sccounts of foreign benks/Exchange Houses, Rupee travellers

ceees23/cecns



- 23 -

Cheques, Non-resident(External) and FCNR accounts, training of
staff, foreign tours, etc. 1t is stated in the review that during
the period of review, main branches at Csalcutts and Madras were
permitted to conduct cover operations directly which had to

some extent aff'ected the profitability of operstions. It is
further stated that prior to decentralisation, the bank was able
to sbsorb in its overall position major part of foreign exchange
operationsg of vesrious branches with the result thest the bank's
recourse to foreign exchange markets had been to the extent of
spill over only, thus saving considersble amount of brokerage
and out of pocket expenses, such as telex charges, for inter-

bank ssles and purchases).

United Commerciasl Bank

Foreign exchange operations sre reviewed by the Inter-
nationsl Division on the basis of returns and statements and
inspection reports. (The bank has not, however, sent sny copy

of the review nor nas it indicrted its periodicity).

Union Benk of India

FCEDD reviews the foreign exchange businegs of the bank
once a year st the time of review of Anmuel Businegss Plan andg,
in some respects, monthly end quarterly reviews are made on
receipt of statements from the branches. Genersel businesgs
review is submitted once a year to the msnasgement. Currency
position =nd outstending contracts review is submitted to the

Board of Dircctors every quarter. (The annusl review for the

ceseeesld/. ...



- 24 -

yeer 1981 submitted to the Boerd covers zone-wise turnover of
foreign exchange business, need fecr diversificetion of export
involvement, export progpects for various commodities, overseag
operations, importesnce of foreign exchange business and about

the branches conducting foreign exchange business).

Corporation Bank

Foreign exchange operations of the benk are reviewed
periodically by the Centrel Foreign Exchesnge Department and the
review submitted to the Board of Directors on a monthly besis.

(A copy of such review has been furnished).

Bank of Maharashtra

Review of foreign exchenge business is done at the Foreign
Exchange Department st Pune, monthly and quarterly, and such
reviews sre put up to the top menagemcnt. Note on the working
of the foreignexchange business is put up to the Board of
Dircctors, yearly. (Copy of the Review for 1981 has been
furnished).

I1ndi an Bank

The foreign exchange operations of the bank are reviewed
periodically. (2 copy of such a rcview for the yesr 1981
prepered by the Internationgl Divisicn and put up to the Boeard
in Fébruery 1982, has been furnished by the benk. On perusal,
it is observed that the review contains the bank's sesles and

purcheses during the lest five years. It also covers region-
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wise bresk-up cf sales and purchases in 1980=1981. The progreas
made by the Regionel Foreign Exchenge Cells, trsining programme
conducted for brench Mansgers and proposed stretegies for

achievingthe targets set for 1982 hesve also been covered).

Syndicate Bank

Review of the benk's foreign exchange operations is done
on = quarterly basis by the Economic Intelligence Division at
Bombay end submitted to the Board. (On a perusal of the review
for the querter October-December 1981, it is observed that it
containg informetion regerding agency errengcments, oversees
expension, merchant benking, exchange dealings, systems and
Manual, Economic Intelligence, oversees projects =nd shipping

finence, working results and staff position).

Cenera Beank

Intcrnetionsl Division submits to the Credit Wing, Head
Office, verious statements and information for the latter to
moni tor/review the foreign exchange operstions, including quarterly
review of business turnov:r of Foreign Depertments and Inter-
netionsl Division, and for putting up & note to the Boesrd of
Directors on a half-yearly basis on the working results of the
Internaticnal Division anu Forcign Depertments. (The note put
up to the Board covers the growth of the benk's foreign business,
world economic scene, global trade, Indian trade, tergets in
respect of foreign business and Non-regident(External) and

fCRR deposits, profitesbility, trevellers dheques, internel
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control, manpower, training, etc.)

Grindlays Bank

The foreign exchsnge opersticns of the bank sre reviewed
monthly et the Bombay Mein Office, where these operstions are
controllecd. These ere reviewed by the Cfficer-in-Charge of the
Reconcilietion Section with the sssistsnce of his supporting
steff, who ere independent of the Procesgssing Section. The review
is submitted to the Unit Head, Maneger Cperations end Area
Generel Manesg.r. (A copy of the review for March 1982 hsas been
furnished by the bank).

Chertered Bank

Review of foreign excheange I'vsiness is done by the Chief
Meneger, India monthly, which is submitted to Head Office. (A

copy of the review has not been furnished by the benk).

Question 5

(a) Plesse furnish the nsmes of the bresnches/offices which
ere authorised to conduct foreign exchange deesling operations
independently.

(b) Pleese give the Orgenisstion Chert of the Desling
Depertment »t each of the centres indiceting the functions
performed by the personnel stteched to the Depertment.

Replies
Stete Benk of India

The cover operstions ere cent relised »t the Foreign

ceeeee27/ 00



Depertment, Calcutts.

Bank of Berode.

Five brenches in category 'A' et Bombey, Celcutta, Madreas,
New Delhi and Ahmedebad are ruthorised to msintsin position and
conduct foreign exchange deeling operations independently.
Desling Rooms a2t all these centres have three officers, one
deeler keeps track of developments over ticker, screen, etc.,
end concentrateson Rupee funding and overseass deels, another
deeler hendles all inter-benk treansections, and the third
derler ettends to merchent business. The inter-bank deslcr snd
merchent desler inter-act end co-ordinete with c¢ech other. The
De»ling Depertment has three sections, viz,, Desling, Back-up

?nd Accounts Sections snd their functions ere segregsted.

Benk of India

The benk's six brenches, viz., Bombay (Cversees brench),
Madras, New Delhi, Ahmedebad, Vesco-da-gama, and Celcutta, ere
suthorised to conduct desling operetions independently. (The
information regarding the orgenisational set up of the deeling

depertments at these centres hess not becn furnished by the bank).

Contrel Bank of Indie

At the Bombey(Mein) Cffice, there ig a2 Chief Dealer,
agssisted by two other deelers. At Calcutta and Madress Main
branches, wherc deeling operstions erec done independently, there

is one dealer who works under the supervision of the branch
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Manager/Chief Maneger or AGM of the Rwugion concerned.

United Commercisl Beank.

Nine brenches of the bank in importent cities ere autho-
rised to do dealing operstiong end meintein currency positions,
The foreign exchenge deeling departmont consists of a chlef
desler, one esistent deesler end two officers, one to follow-up
contracts end enother to essist checking of Nostro and Vostro

eccounts and funds menegement.

Union Beank of India

Three brenches, viz., Bombay(Samecher Marg), Cochin(Meain)
end Calcuttas (India Exchange Place), ere suthorised to conduct
foreign exchenge deceling opcreticns independently. New Belhi
(Conneught Plece) brench mrintsins currency positiors in pound
sterling and U.S.dollars. This brench, however, is not yet
permitted to deel in inter-bank merkets for cover opersations,
and the branch is requircd to enter into deals with Bombay
(Sanecher Marg) branch. Nine other branches heve slso been
allowed to meintein mini-positions in pound sterling only in
order to expeditiocusly trenssct export-import business in thet
currcency. These brrnchcs ere required to maintein a square

Oor as nesr squarc position
position/es possible end, in eny cesc, not excecding £ 5,000
overbought or oversold. The derling centre st Bombey (Samecher
Marg) brench has two derling officers, e funding officer end
an accounting officer under the charge of superintendent who

works under the guidance of Maneger, Foreign Exchenge Department,
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of the brench.

Corporesticn Bank

Derling operetions are solely conducted by the Centrel

Foreign Bxchenge Depertiment, 3ombay.

Benk of Mahereshtre

Desling operations arc centralised at the Forcign Exchenge
Depertment, Bombey. The forcign exchange business is conducted
at 15 branches/offices. Due to the smell volume of transactions,

the deesler et Bombey performs both functions of accounting 2=nd

deeling, including follow-up functions.

Indiesn Bank

Cnly the Internetional Division at Centrel Office is

authorised to conduct desling operations for the whole benk. As

regerds the orgenisstional set—up of the Derling Depertment, it

consists of one senior deesler and onc Jjunior deealer.

Syndicete Bank

Internationel Wing ot Bombey and Calcutte brench hawe been

asuthorised to conduct forcign exchange dealing operetions

independently in Indie. At the Bombpy Dealing Depeartment, there
are four derlers including e sepsratc desler for merchant business
Beck-up Depertment is seperatc from Dealing Department and is

provided with sufficient staff.

Censrs Bank

The bank's offices at Bombay, Bengelore, Crlcuttes and
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New Delhi have becn asuthcrised to conduct deerling oporations
independently.

Grindl rys Bank

Bombey end Celcutte offices have becn authorised to
ccnduct foreign exchenge dealing opereti ns independently. The
Deeling Depertment is headed by Funds Meaneger esssisted by Chief
Trader, There are three Traders under the Chilef Trader, two in
Bombay =nd one in Celcutte. The Funds Menager =nd the Chief
Treder ere besed in Bombey. The Treaders report to the Chief
Treder who is in cherge of the foreign exchenge dealings in
India. One of the two Tresders in Bombey is involved in active

derlings =nd the other meinteins the position p~d snd »lso the

rupee-pad for Bombay.

Chertered Benk

At Bombay(Main) office, the Assistent Menager is in
charge of the Bombay Derling Centre (Centralised). There sere
two deslers, two processing officers and one internel suditor
in the Dealing Centre.

Question 6

vwhet ere the infrestructure fecilities, such as telex

mechines, tickers, otc., provided to the Dersling Depeartment ?
Rcplies

Stete Bank of Indie

Point to point teleprinter chennel with Oversees Brench,
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Bombay, end Madres, direct hot telephone connectias with
Singepore Office, direcct telephone linec between Foreign Depart—
ment and Madras Overseas Brench end with brokers, etc., facilities
are evailsblc ot the Foreign Depertment, Calcutts. Usuel Telex

machines hsve »lso been provided.

Bank of Beroda.

Deeling rooms erc provided with telex machines, tickers
end direct telephones. At Bombey, the desling room has a

Reuter Money Screen.

Beank of India

The deeling Depertment at Bombesy hes been provided with
a telex mechine, Reuter Monitor, PTI teleprinter and direct
telephone fecilities. Hot lines with brokers snd some of the

mein opereting brenches ere sveilable.

Centrel Benk of India

The benk nes telex es also STD fecilities =t Bombey,
Calcutte, Delhi, etc. However, at some centresg, becesuse of
comnuniceation difficulties, errengemcnts for fixed time telephone
cells in the efternoom between the brench snd Bombsy(Main)
office have becn mede. This is in additicn to the telex
fecility. There is e Reuter Monitor Service st Bombay(Meain)
Cffice 2nd e2lso 2 direct ccnnection with London branch through

Reuter Monitor Service.
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United Commerci al Bank

The Derling Depertment hes a telex machine, PTI rates
scrvice, sccount %Penscript service of foreign correspondents

and telephones.

Union Benk of India

The Deceling Depertment ot Bombay has been provided with
seperste direct line telephones, telex mechines end Reuter
Monitor Screen. The Department has slso meny hot line telephone
connections with brckers. At Calcutta end Cochin brenches, there
ere diract telephones #nd telex mechines for the Dealing Depart-

ment end direct telex link with Bombey brench.

Corporstion Bank

Infrastructure facilities provided to the Deesling Depert—
mcnt consist of two telex mechines, telephone facilities and hot/
dircct lines with importsnt brokers, Reutcer Video Screen =nd

teleprinter.

Benk ¢f Mashaoreshtre.

Derling Department has been provided with indepengent
telex mechies =nd UNI Finencial Service. No seperete room is
provided fcr deeling. The bank is studying the requiremcnts of
the Deeling Department in regerd to infrestructure and orge-

nisetion, in the light of the¢ guidelines issued by ECD in 1981,

Indien Benk

It is steted in 2 note put up to the Bosrd in September
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1981 regerding Central Office control over fcreign e xchenge
trensections that the bank is now equipped with United News
Scrvice ticker for getting the information on currency mcvemonts,
foreign exchenge retes, merket conditiong in veariocus international
finenciel merkets, e¢tc. It will be going in for Reutcer Money
Service end other gcenner equipments in due course. Besides,

facilities of telexes and dircct telephonesg sre sveilsble,

Syndicete Bank

Dealing Department =t Bombay has Spectrum-II, teleprinters
with Celcutta, Delhi, Madres, Menipal and Bombay(Homji Street)
Branch, Reuter Monitor Report(Ticker), PTI Ticker, Reuter-
Monitor Screen, telexes, hot lines with local brokers and four
direct telephone lines. &t Celcutte Cffice, teleprinter with

Bombey, telexes end telephones are available.

Canara Sank

The deeling centres are provided with telex and STD
facilities. Hot lines with brokcrs src elso provided in Bombey
and other deeling centres'where such fecilities are eveileble.
There is a teleprinter conncection between Interneticnel Division,
Bombey, end Forcign Depertment, Bengalore. &Applicstions heve
becn mede for teleprinter connections for Internstional Divigion
and Foreign Departmcnts at Celcutte end New Delhi. The benk

2lso proposes to instel 2 video monitor screen.
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——

The Deeling Department in Bombay hes two telephcne lines,
twe telex machines, once ticker-tespe and one Reuter Screen. In
addition, it has a2 number of telephone hot lines with exchenge
brokers. The deeler in Celcutta has one telecphone line end one

telex machine,

Chertercd Benk

There are a terex mechine, Reutcr Monitor Screen, Ticker

end direct telephone lines with Brokers.,

Question 7

Plesse describe the policy ond system of the bank regarding
fixing of daylight, overnight, inter-bank snd customer limits,
control over mismetchings in maturities(gsps), pipelines transa

ctions and operestions in foreign currency notes,

Replies

Stete Benk of India

The Génerel Meanager, whe heads the Foreign Depertment,
exerciscs day-to-day control on the activities of the Depert-
ment, including rceconciliation of 'Nostro! bealances. Baleances
ere reégulated acccrding to day-to-dey requirements on the basis
cf the up-to-date informetion aveilable including the informeation
received from the principal correspondents throughout the world,
who send cebles =nd telex messages. Daylight limits end

Inter-bank limits have not been fixed. Pipeline trensactions
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sre kept to the minimum by introduction of specisl procedurc for
reporting trenssctions of high vsalue, improvement in communice-
ticn system end restriction of feoreign exchenge business to
limited brenches. Forcign currcncy notes( stock) sre not teken
into currency position. However, the eaccrusl cost end disposel

prcceceds ere taken into currency pesiticn es sele end purchese.

Bank of Berods.

Seperate limits for eech of pcsiticn meintaining brenches
heve been fixed for deylight, overnight, inter-benk 2nd customer
open positions, mismestchings, etc., in accordesnce with the RBI

guidelines.

Benk cf Indie

Daylight, overnight and mismstchings (Gsp) limits ere
fixed for eech deeling centre by the Boerd of Directors, after
teking into considerstion the volume of business, both exports
and imports. While grenting credit fecilities to customers,
suiteble limits fer forwerd covers, wherc sppliceble, ere elso
gencrelly stipuleted. Pipeline trensactions have becn reduced
by decentrelisation cf exchenge dealings and by instructing
brenches to report to the dealing centre ~11 items above
Rs. 10,000/- cn the seme dey by telephone cr telex. The bank hes
sugeested thet the foreign currency notes position shculd be
delinked from the exchenge pogitions as inclusion thereof

distorts funds msnesgement and the exchenge positicn of the bank.
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Central Benk of Indie

The bank hes not yet fixed eny deylight, overnight,
intcr-bank and customer limits. The matter is under its consi-
deraticn. The bresnches hsvc becn instructed to maintein as
nesr squere position es possible and mismetchings should be
adjusted as quickly as possible, but within five days. In cease
cf pipeline transsctions, the branches should report them to
Bombay(Main) COffice (Cover Depertment) when these exceed the
prescribed limit of equivelcnt of Rs.7500/- either by telex or
during fixed time telephcnes. 1In case cf mejor trensacticns
they should contact by STD or telex. The bank meintains very
limited stock cf foreign currency notcs. In case of excess
stock, it is sold to esuthorised money changers. Similearly, they
arc elso bought from the money chengers when required.

United Commercial Benk

The benk has recently evolved broad guidelines for
cbservance by the desling depertment. These guidelines have
been mcdelled on the RBI instructicns contained in the booklet
'Guidelines for Internal Control over Foreign Exchange Business'.
The actual implemcntation will be known in due ccurse. Forcign
currency nctcs ere despetched tc the cconcerned centre fecr credit—

ing tc the Nostro account at ccnvenient intervals.

Union Benk of India

The benk is putting up 2 note to the Bcard recommending
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verious, limits (Daylight, overnight, inter-bank end custcmer

1imits) toc be fixed for exchenge dealing breanches.

Corporestion Bank

At present, no daylight limits have becn 1laid down. The
matter is under considersticn of the benk. However, a careful
wetch is kept to see thet all trensacticns are es far as possible
gimulteneously covercd. Overnight limits are set to censure thet
the deslers do nct held a lerge open pesition. Nec limits heve
been fixed fcr deeling with individwl benks, both  overseas
banks as well as suthoriged derlers in Indias. Most of the
trensecticns erc, however, with foreign banks end the netionsl-
ised banks only. Fixing of 1limits for the banks is also
réceiving sttenticn of the bank. No customer limits have becn
fixed fcr fcrwerd exchenge ccntrects ot present. Forwerd
exchenge contrect fecility is being offered only to customers
whe enjcy credit limits with the bank. Fixing cf limits for
custcmers is slso under ccnsideraticn. IGL and AGL in respect
of mismatchings in mesturities hesve not been fixed. At present
outstending forwsrd ccvers are genc through pericdicslly and
gaps ere minimiged. The vclume cof pipeline trensactias is kept
tc the minimum by errengement cf reperting trensacticns sbeve
USsg 10,000 end £ 5,000 cr equivelent, by branches tco the Centrel
Fcreign Exchenge Department immediately cver telex cr tclephcne.
Purcheses/seles cf currcncy nctes are tesken intc pesition cn

the besis of telephcne cr telex messages or cn receipt cf
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relevent purchase cr sele nctes ot the Central Ferecign Exchenge
Depertment. Brenches scnd such currency nctes tc the corrcspce-
ndents in convenient lcts. The benk is e2lsc reviewing the

entirc pcsitiin in this regerd.

Benk cf Mahereshtra

The bank has nct yet prescribed deylight, cvernight,

inter-benk end gep limits. It hes steted thet the benk's

dealers hgve becen instructed tc execute meinly cover cpersticns
backed by trade trensacti~ns end matching funding opersticns.
It is contempleting laying dewn limits for deslers-in respect
¢f daylight cpen pecsiticns end cvernight limits for majer
currencies. Limits heve, hcwever, becn fixed fcr custcmers.
In respect cf pipeline trensactirns, effcrts are made tc meniter
cutstanding ccntrects end unedjusted cntires pericdicelly.
Effcrts are slsc made tc imprcve ccmmuniceticn between cperating
centres and deesling cffices. It ig steted thet duc tc paucity
¢f treined perscnnel, it is nct feasiblc fcr the benk tc arrange
decentralisaticn cf deeling cperaticns. Deteiled guidelines have
been issued to brenches/cfficcs regerding ceilings and dispesel
cf fcreign currency notes. Any surplus cver the ceilings is

diverted tc the Fcreign Excheange Divisicn, Bembey.

Indien Benk

The fcll.wing contrcl systems cver the Derling Sectirn

hes been prescribed. (a) Desl limits — Single deals abcve the
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specified emount will be put thrcugh cnly with the pricr apprcvel
cf Chief Cfficer/AGM cf Internaticnel Divisicn. Single deel
cver e certein amcunt will be put thrrugh cnly efter the pricr
spprcvel ¢f G.M. A dey's turncver shall nct exceed » certsin

specified smcunt.

(b) Credit limits - Desls with non-nstirnslised banks and cther
fcreign banks with whem nc experience is there will net be put
thrcugh unless a fcreign exchenge deal 1imit is esteblished.
Limits heve been prescribed fir cvernight pesiticn in vericus
currencies. The benk prcpcses te intrcduce gep limits fcr
vericus currenciecs end alsc inter-bank limits. (The infcrmaticn
rcgarding pipeiine trensectiins and opcreticns in foreign

curréncy notes hes nct been furnished by the benk).

Syndicete Benk

Daylight, cvernight, inter-benk end custcmer limits ere
fixed teking intc acccunt the risk limits, vclume of business,
ccnfidence in derflers, prcfit terget, pest cxperienco, cte.
Pipeline trensecticns arec minimised by decentrelissticn of the
deslings, by fixing amcunts fcr the branch for deily purchese
and sele end prepsreticn c¢f currency positicn statement cn the
last Fridey ¢f eech mcnth. & mejcr porticn cof the foreign
currency nctes ccllected frem orenches is disprsed ¢f thrcugh

mcney changcers in Becmbay.

Ceners Benk

The limits for Intorneticnel Divisicn a2nd varicus
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Foreign Departments for intre-dey, overnight, gep position on
account cf mismetched maturities and for vericus typcs of
treding risks, benk-wise limits for benks operesting in India as
elsc for benks cutside Indie, countrywise. limits ( for developed
ccuntries and other countries) end custcmer-wise limits fer
forwerd ccntrect bocking, arc fixed by the Boerd of Dircctcrs.
The limits sre recommended tc the Becerd, tsking into ccnsidera-
tion the present Exchenge Control regulaticns, guidelineg issued
by the Reserve Bank of India, past experience and expected

market activitics of the benke.

Grindleys Bank

The deeslers! daylight end overnight pcsiticns are fixed
by the top menegemcnt in India. The mein 2im is to minimise
exchenge risk. Inter-benk end customer limits ere fixed by the
Corpcrete Banking Division after studying the financiel status
of the individual benk/custcmer. Gegp repert is prepered tri-
mcnthly by the Reconciliaticn Depertment in Bembay showing the
month-wise exchenge g=ps on en 2ll-India bagis. These reports
are given tc the decalers whc then close the geps by covering
the trensecticns with 2 matched maturity =s far as pcssible. The
brenches send a deily message tc the Msin Branch in Bembay,
giving the tctel c¢f the exchenge trensecticns cf the day. The
difference between the tctel of exchenge trensecticns advised
during the dey end the total cf exchenge trensscticns of the

d sy represents pipeline trensscticns end it is teken in the
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pcsiticn, the next dey. The purchese ocf foreigh currency nctes
is restricted to pounds sterling and U.S. dcllers; cther fereign
currency notecs ere accepted by the bank cn ccllecticn besis
cnly. It is cnsured thet the hclding of fereign currency notes
dces nct cxceed the nermel requiremcnt. Surplus, if eny, is
dispcsed cf thrcugh authorised deeslers. Seles/purcheses of
fcreign curroncy notes ere advised to the desler whe tekes them

in his positicn pad.

Cherter.d Bank

The daylight, cvernight and mismstched maturity limits
erc fixed by Heed Office cn the besis cof the opereticns in
Bcmbeay inter-bank end customer limits are esteblished on the

basis cf balesnce sheet ccnsidereticns.

Quasticn 8

Whet is the system of the benk regsrding ccntrol over
reccenciliasticn of 'Negtre! belesnces and mensgement cf risks
arising in Rupce (Vestro) acccunts ?

Replies

Stete Benk cf India

The reconcilieticn c¢f the trensecticns repcrted by the
offices with the entires sppeering in the stetoments c¢f sccounts
of the foreign benks is dence cn en on-going besis at Foreign
Depertmecnt, Celcutte. The werk is stetcd to be in arresrs end

steps erc being teken to regulerise the positicn.
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Bank c¢f Bearcdeas

All Ncstro sccounts sre regulerly rccenciled by the

Beck-up Secticn in the Desling Depertment.

Bank c¢f India

Bvery effert is made tc reccncile Nestre accounts premptly
with 2 proper fcllcw-up of cutstending/unreccnciled entries. A
querterly statemcnt is submitted t¢ the menagemcent of the
unrcccneiled entries. ( It is cbserved from the rcpcrt of the
bank cn the werking cf the Fcrcign Deprriment for the yesr 1980
that therc were a large numbcr cf entries which were yet to be
merked off end reccnciled in majcr Ncstre accounts). Weckly
fcrtnightly/menthly stetcments as required by the fereign benks
ar. furnished toc them in respect cf their Vestrc sccounts. The
ccneerned depertment else moniters these acccunts pericdicelly
with a vicw tc ensuring thet thoy ere preperly ccnducted. These
sccounts ere gencrelly in credit. Any cccesicn®l cverdrawings
rre immedietely ccnveyed tc the benk ccncerned by telex and

replenishment is mede premptly by the fcreign benks.

Centrel Bank cf India

As regerds fcreign currency eccounts, the belsnces ere
received from the fcreign benks by telex deily; in the cese cof
highly cperestive ecccunts, particulerly U.S. dcllars, bi-weekly
cr weekly, dcpending upcn the turncver in scccunts. Besideg,

scme ¢f the ccrrespondent benks sdvise by telex mejor dehits
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and credits exceeding  10,000. Reccncilieticn of fereign currency
ecccunts is prepared cn a mcnthly basis. This is submitted by
the brenches tc the branch Maneger cr Divisicnal Office as the
cese mey be. Divisicnel Office scrutinises the statements with
a view tc escerteining if therce ere eny cld and lerge cutstending
entries which heve remesined unreccnciled end repcrt them tc the
Fcreign Divisiin, Centrel Office. It is the practice c¢f the
benk tc fcrwerd the ste-tements ¢f acccunts in respect cf Rupee
acccunts meinteined by fcreign benks tc them accerding te the
pericd required by them. If the acccunt is cverdrewn, the
ccncerned benk is imredi ately ccntesacted by telex fcr leying

funds.

United Ccmmerciel Bank
Reccneilieticn c¢f belences in Ncstrc accounts is required
tc be dcne every mcnth end ccpies c¢f such stetements sent tc
the Head Office, Interneticnel Division. Similerly stetements
cf Vestre ecccunts ere sent to the fecreign ccrrespcndents/

brenches and their queries deelt with prcmptly.

Unicn Benk ¢ £ Indie.

At the Pcreign BExchenge Depertment, Bcmbay Samecher Merg,
where Ncstrc end Vestrce acccunts ere meinteined, there is a
separate Reccncilietisn Depertment under the cherge ¢f e Super—
intendent. The reccnecilietiin c¢f Ncstrc eccounts is dene in
thet Depertment, which elsc fcllcws-up cld cutstending entries
and submits mcnthly reprrt to FCEDD and the Reserve Benk. The
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same depertment kecps an effective contrcl cver the belances in
Vistre acccunts. In-cese ¢f cverdrefts in Vestre acccunts cn
scccunt ¢ £ unforeseen genuine trensacticns, the depertment trkes
up the metter with respective benks asking them t¢ rceplenish
their ecccunts. A mcnthly stetemcnt (f bealsnces in the Vestre

acccunts is received in the FCEDD fcr scrutiny.

Ccrpcraticn Benk

'Ncstrc! acccunts wherein cpereti-ns rre ccntinucus and
heevy ere rccinciled at en intervel of 15 deys tc cne mcnthg
wherees pericdicity ¢f not exceeding 3 menths is cbserved in
the cese ¢f ecccunts which erc cperested speringly. Effcrts ere
mead¢ tc ensure thet recenciliesticn is dene regulerly to elimi-
nete 2ll cutstending items specdily. The Vestroe acccunts ere
meintesined st the Nerimen Pcint, Bcmbay, brsnch by the steff
deputed by the Centrel Fcreign Exchenge Depertment, for the sgke
¢f ccnvenicnce. The guidelinces issued by RBI for internel
ccntrel cver frroign exchenge business ere tzgken note ¢f end

mcesurcs arc¢ being adcpted tc heve cuntrcl cver vericus espects.

Bank « f Meheragshtra.

A scperete secticn attonds tc reccneciliesticn ¢f Nestro
scccunts and menesgemoent ¢ f risks erising in Vostrce ecccunts.
Mcnthly stetemcnt ¢f Nogtrc ecccunt bealeances eslcngwith remerks
is submitted by the Divisicnal Meaneger, Foreign Exchenge, Bcmbeay
tc tcp mensgement. Bi-mcenthly stetemcnt ¢f reccneiliaticn cf

N¢ strc ecccunts is elsc submitted tc the Divisi<nel Meneger,
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FEX, Pune. Vocstre ecccunts ere mainteined at Bembey Office,
seperete from cther Rupee ecccunts. Funds flcw intc these

acccunts is roviewed pericdically.

Indi=n Bank

Thc Regicnel Fecreign Bxchenge Cells heve been ellctted
differcnt ccrrespcndent benks for keeping Ni strc eccrunts in
U.S. dcllears end sterling pcunds. As majer perticn c¢f trensa-
cticns relestes to U.S.@ end sterling pcunds cnly, the rcecneilia-
ti:n wcrk et the Regicnel Fcreign Exchenge Cells hes been
smcceth snd casy. Intcrneti-nel Divisicn chocks the cutstendings
in the recconcilisticn stetoments raceived frem R.F.E.Cells
pericdicelly end initietecs fellow-up ecticn, tc keep the un;
rcccnciled entries tc the bercest minimum. However, becklcg of
e number ¢f unreccnciled centires for amell cherges, etce, is
being cerricd and thc benk oxpects thet the recent decentreli-
seticn made et Regicnel Fcroign Exchenge Cclls wculd help in
cleering the becklcg. It is alsc prcpcsed tc strenghen the
Rectncilieticn Depertment by pcsting adequete genicr level
steff. The benk hed enccuntered certein difficulties in
cenducting Vestre acccunts ¢f cxchenge ccmpenies end hed teken
certein meessurcs fir elimingsting lccphcles in the ecnduct <f
these scccunts. Ccnsequently, exchenge ctmpenies whe were
snncyed ot these meesurcs shifted thcir ecccunts tc cther benks.
Ls such, thc bank hes cnly e few ncn—resident Rupee =ccounts cf

benks snd exchengce ccmpenies niw, which the benk clcsely meniters.
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Syndicete Benk

Stetemonts cf Ncstre acccunts are cbteined cn 2 deily crp
weckly besis fcr scrutiny. Besides, perticulers ¢f debits end
credits for lérger smcunts in esctive ecccunts are cbtesined in
crder tc heve ecntrcl cver mejor debits. Reccneiliaticn werk
is entrustcd tc e scperstc depertment independent ¢ £ Acccunts
Secticn.s The cfficer dces not heve the pcwers tc cpereste the
Nestre eccounts. The steff ¢f the Reccenciliaticn Depertment
is rcteted mere frequently. The rec ncilisticn stetumcnts are
preparcd evcry mcnth 2nd cutst-nding items erc fcllcowed-up.
The pcsiticn ¢f reccnciliesticn is reperted tc Heed Office
every mcnth., Ccntrcl cver Vestre ecccunts is exercised by
tsking immediete stops tc advise the ccnccerned cerrespcendents
ab-ut cverdrawels, if eny, »nd cbteining funds tc clcer the
debt. A continuous track is kept of local changes, market

inférmation on the werking of varlous banks, exchange companies,

etc, Exchange companies have to maintain a fixed minimum
belsnce in their acccunts. Fcr drawings cf m.50,0009— and

ebive, the concerned benk hes tc send telex ¢r erblce instruc—
tizns t¢ the paying brench. There is ¢ system cf veluc-deting
all the trensactins in Vestrc acciunts from time tc time (by
means (f 2 ccmputer) s¢ est find cut hidden cverdrewals, if

any. Ccnfirmeticn cf bel=nces is cbteined cn 2 quertcrly besic.

Cengsre Benk

Limits frr balencecs tc be meinteired in Ncgtrc acccunts,
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in impcrtent currencies, sre fixed by the Board. Scperste
limits fcr the Interneti-nel Divisicn end Dealing Fcreign
Depertments erc stipulsted. Occesicnel increases in bel ~nces
cver and ebcve the limits ellcwed, ere required tc be repcrted
tc the executives ¢f the Interneti nal Divisicq, gtving resscng
fir such excess belences. The Internaticnel Divisirn fellcws
up lcng cutstending items in Nestrc scccunts, from the menthly
stetement cf reccneciliesticn of such acccunts roceived frem
Fcrcign Departments, tc sce thet effective steps sre tsken for
early elimineti.n cf such entries. Nc¢ reguler ¢verdreft limits
ar¢ permitted tc benks meintaining Vestrc ecccunts with the
benk cxcept with the gpprcvel ¢f the Reserve Benk., Casuel
¢verdrafts sllcwed ere gct cleered within the ncrmel pericd cf
five drys. If nct s¢ cleered, the metter is ropcrted tc the

Interneticnal Divigi. n fir pcst-factc spprevel.

Grindl sys Benk

Reccnciliaticn cf Ncgtrc acccunts is dine on menthly
besis by e clerk whe is independent of pc sting =nd processing
trensecti-ns. The clerk is rctoted every yeesr. Roccneiliesticn
cf cech N strc ecccunt is roviewed menthly by senior meansgemcnt.
Unreccnciled itcms src ligsted and branch Mensgoer evelustes them
menthly, tsking intc acccunt the trensit/prccessing time leage
Investigetiin end ccntinucus fcllew-up ecticn is initiated cn
all cutstrending items. Gencrelly Rupec (Vestre) acccunts are

mainteined with credit balsnces. If they get cverdrawn eg 2
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result ¢f large ccmmercial trensecti-ns, 2 telex advice is sent
tc the cincerned benk, re-ucsting prcmpt adjustments It is
ensured thet cverdrefts in Vistre rcciurts ue ned sxcced the

limit prescribed by RBI.

Chertered Benk

All Ncstreo accounts esre reczcnciled every mcnth and
prcmpt ecticn is teken in respect cf uneeccnciled items. Vestro
eccocunts sre scrutinised cften by the Assistant Maneger in
cherge cf Funds end fcriign Exchenge coperesticng in Bembay.
gucsticn 9

What is the procedure for acccunting impert bills
rcceived under letters cf credit end when ere they treeted as

'sele! cf fcreign currency.

Replies

Stete Benk ¢f India

Bills received under impert lettcrs cf credit ere
trecated ag selc cf fcreign currency cn the desy they sre retired
by the impcrting custcmer, end entry is elsc pessed in resgpect

of impert bills cutstsnding st the time cf yesrly clcsing.

Bank ¢f Bercdo.

Impcrt bills received under letters ¢f credit =re
ic¢bited to 'Advencce Bills feccunt! ot the B.C. selling rate

ruleing cn the dey cf the entry and the cerrespending credit
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is given t¢ the mirrcr acccunt cf the currcney, Sele cof the
fcreign currency is rcperted when the bills are retired by the
drawecs.

Benk cf India

Impcrt bills received under letters ¢f credit sre being
cenverted intc lccel currency end rupec liasbility fixed cn the
seventh day ¢f pregenteticn after repcrting selc of the reletive

fereign currency.

Ccentrel Bank ¢f Ind a

The brench cpening letter cf credit extinguishes fereign
exchenge liegbility in respect ¢f demand billsg rceceived under
impcrt letter ¢f credit at the preveiling B.C. retes, cn the
day the bill is retired by the impcrter cr cn the 7th desy frem
the day cf its presentetirn advice, whichever is earlier. In
the cese ¢f usencc bills, the brench extinguishes frreign
exchenge liability cn the due dete cr the dete cf retirement
cf dccuments by credit cpeners, whichever is eerlicr. If the
bill. is nct retired befrre 7 deys in the cese cf demand billg
and befcre the duc drtes in case ¢f usance bills, the fercign

¢xchenge liesbility is crystellised intc rupee lcoen.

United Ccmaercial Bank,

Impcrt bills undcer letters of credit ere first teken
tc¢ Suspense Acccunt (ABP) and the sctusl sale is ccnsiddred

tc be effected when the impcrter custcmer pays fcr the
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dccuments, Hewever, when there is e firward gele contract
elready bccked, the impcrter is required tc teke up the dccu-
ments ~n cr befcre the due dete cf the centrect 2t the ccn-
trected rete, freiling which the contract is adjusted and the

rupee liability created.

Unicn Benk ¢f India

Immediately upcn receipt of dcecuments drewn under letters
¢f credit, a cecntrcl entry is pessed crediting ccrrespcendents
mirrcr acccunt end debiting suspense acccunt styled as 'Peyment
egeinst drcuments scccunt ' (P#D). It is cnly when the custcemer
retircs the dccuments, the trensecticn is treatcd as sele and
taken intc the exchenge positicn. If custcmer wants rupee
finance until earrivel of st.esmer, the same is extended by
cenversicn f fereign currency inte rupee equivelent with preper
mendete cf the custemer and when ccnverted, it is roperted as

selc.

Cerprretizn Bank

In the cese cf impcrt bills received under letters cof

credit, thc fcllewing entries erc pessed ¢

Dr. fdvence Bills under letters ¢f credit (ot B.C.selling
rete cr at forwerd dentrect rete.)

Cr. Central Fcereign bxchenge Depertment thr. ugh Branch
ficccunts fcr pessing cn the reletive credit to
Benk acccunt.

Cn retirement ¢f the bill by the custcmer, the fcllcwing cntries

eeees51/0.



- 5] -~

are passed at the braach

Dr, Customer

(a) for draft amount
(b) other charges (commission and interest from the
date of negotiation agbroad to the date of retire-
ment at B.C.sellling rate ruling oan the date of
retiremeat or at forward contract rate, if
already booked.)
Cr. - Advance Bllls under letters of credit
Cr. - Interest
Cr. - Commission
Cr. - Suncdry assets - Stamp account

NDr./Cr.- Exchange differeace

The transaction is treated as sale of foreign currency
only on the retirement of the bill.
Bank of Mgharzshtra

Initially, Foreign Advance Bills Purchased Account 1is
dehited which 1s 1immediately adjusted to the client's account
if the bills show no discrepancy. In case of any discrepgncy,
the amount remains in the FABP Account, till actual authori-
sation for accepting the documents is received. The amount is
treated as sale onlv when it is adjusted with the clients!
account.
Indign Bank

As soon as ilmport bills are received and if no discre-

pancies are observed in the documents, they are lmmediately
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debited to 'Advance Bills Account' and the amount is treated
as sale.
Syndiczte Bank

Import bllls received under letters of credit are
entered in the Register. The bill is converted into rupee
ligbility on the 8th day at the prevailing B.C.selling rate
in the case of sisght bills. On the day of conversion, Foreign
Import Bills Purchased account (FIBP) 1is debited and FENCO is
credited. Thus, the cover for Nostro debit 1s passed on to the
Interngtional Division and the sale is reported to the Degling
Section, On the date of conversion, the ssle of foreign
curreicy is reported. In the case of usance bills, the
following entries are passed immediately on receipt of hill
at B.C.selling rate s

Credit - Usance Bill under Import Letters of Credit for
Collection (UBILC)

Debit = Usance Bill unier Letters of Credit Receivable

On the due dates, the cover is provided to Interaational
Division by effecting the sale and converting the foreign
currency amount at the B.C.sellling rate.

Canara Bank

Import bills under letters of credit are received at
Foreign Departments who open letters of credit. The bill
amounts sre credited to the mirror accounts and dehited to

import suspense account which is called !'Advance Bills!
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account, The documents are thel forwarded to the conoerned
branches. On the dates of retiremeat of bllis at the branches,
t-ey are treated as sale of foreign currency.

Grindlagys Bank

On receipt of an imsort bill drawn in conformity with the
terms of the letter of credit the following entries are passed:

Dr. - Import Bills Local Currency or
Forelgn Curreacy.

Cr. - Vostro/Nostro account.

The balance in the I.B.account represents import bills
outstanding znd which caniot be readily debited to the customer's
account. The szle of foreign currency in respect of an import
blll uncfder letter of credit is treated only on the date of
retirement of the bill.

Chartered Bank

Bills recelved under letters of credit are initially
debited to General Ledger account styled as 'Bills Reeeivable
Account' and entries for sale of foreign currency are passed
only when the bills are retired by the drawees.

Question 10

(a) What accounting entries are passed when export bills
are purche sed/discounted or negotiated under letters of credit?
(b) In case the bills are not accepted-or remain out-

standing for a longz time, what action is taken to ensure that
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the baak does not suffer a loss due to changes in rates of
echange ?

Replies

3tate Bank of Indig

In the case of demand export bllls negotiated, the
concerned currency account is debited and the proceeds pald to
the exporter, The purchase of forelgn currency 1is taken into

account immediately by the Foreign Nepartment to whom the
transaction is reported by the braich concerned. In the case
of usance bills discounted, offices debit the amounts to Bllls
of Exchange Account and release the amount to the perty. The
entries in the Rills of Exchange Account are reversed on
recelpt of rel:tive payment advice at firm rates, in
consultation with the Foreign Department who take the
purchese in their position. If the bills remaln outstanding,
there 1s no exchsnge risk to the bank as the purchase of
foreign currency is taken into position =t the time of
purchase/negotiation. The exporters psy overdue interest
from the date of negotiation of the bill to the actual d-rte
of payment.
Bank of Barodg

When exsort hills are purchased or discounted or negoti-
~ted, Foreign Bills Purchase account is debited at 0.D. buying
rate and the corresponding credit is given to the drawer. On

realisstion, the F.B.P,account is reversed to the debit of the
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mirror account. In cases where the export bills are not
accepted or remain outstending for a2 long time, swap costs
are recovered from the drawers.
Bank of Iadig

The following accounting entries are passed when export
bill is purchesed/discounted or negotiated.

Dr. = Export Bills Purch-sed at the applicable
0.D. buying rate.

Cr. - Customer's account (for bills purchased
and discounted)

Or. -~ Export Bills Negotiated at the
applicable O.D.buying rate

Cr. - Customer's account (for
bills negotiated)

In case export bllls are not accepted or remain outstanding
for a long time, the bank recovers overdue interest either from
expiry dete of traasit period till date of rezlisczction of the
bill or from the date of purchase (at the T.T.selllng rates)/
negotiation till the date of rcfund obtained from the customer,
as per the rates of 1lnterest stipulated by RRI from time to
time.

Centrgl Bank of Indiga

When export hills sre purchased/discounted or negoti-ted
under letters of credit, 'Foreign Bills Purchased' or 'Foreign
Bills Niscounted' account is debited and Party's account is

credited. When the bill is rezlised, the entry is reversed by
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debitine the overseas bank's foreiga curreacy aecount 1a the
General Ledger, and crediting FBP or FBD, as the case may be.
In case the bill purchesed is not accepted or remains oustanding
the customer 1s immediotely informed and the entries in the
aforesaid accounts are adjusted by debitins customer's account
at current T.T. selling rates and the bill is tsken on collec-

tion basis. When the collection is realised, the customer is

paild at current T.T. buying rates.
United Commercisl Bank

When export bills are purchased or discounted, the rate 1s
Inclusive of transit period interest. However, when the bllls
get realiscd, the rcversal is done by passing credit to FBP, at
the TT mean rate on the datc of reversal. At the end of every
half year, FBP forelgn currency account is revalued at the TT
mean rate =t that time and profit and loss account adjusted
accordingly. In the case of overdue bills, the baadk charges
interest ot 2% more than the normal rate of interest and zlso
covers through appropri-te swaps to safeguarcd agrinst exchange
fluctuatlons.

Union Bonk of Indi-s

At the time of purchssing/discounting/nesotinrting export
bills under letters of credit in foreign curreicies, the custome
er's account is credited and Suspense Account,l.e.,Foreign Bllls

Purchased account, 1s debited. The entry in the F,B.P. account
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i1s reversed to the debit of the correspondent's account upon
receipt of the credlt advice by the bank. In the event of bills
being not accepted or remcining outstanding for a loag time, the
matter 1s taken up with the exporters asking them to chase the
buyers for acceptance or payment of the blll. Sihulteoneously,
the matter 1s taken up with the correspondents to ascertailn the
position of the goods which might have remained uncleared in
the docks. The exporter customer is also asked to repay the
advance and transfer the hill to the collection portfolio.
Corporation Bank

The following accounting entries are Jassed at the design-
ated branches when export bills are purchased/discounted or
negotiated under letters of credit.

Dr~. = Foreign Documentary Bills negotiated/purchased/
discounted at the appropriate buying rates
ruling on the day or at contract rate.

Cr. =- Customer

Cr. =~ Postege, Commission, etc.

On the same day, the purchase 1s takeni nto exchange
position., When export bills rem~in unpsid beyond due dates,
no ~dditional exchange loss is charged to the p-rtv except penal
rote of interest as prescribed by R"I.
Bank of Magharashtrg

When export bills are purchased/discounted or negoti-ted,

a telex is sent to the Foreign Exchange Division, Bombay, for
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incorporating it in currency position. 1In case any sight bil)
remzins unpaid beyond trensit perlod or 45 cays from the dote
of despatch 2nd the usance bill remains unpaid on due date, the
bills zre transferred to overdue FOBN accouat and removed from
the exchenge josition by converting the 1iability into rupee
liability. Simulteneouslv, action is initisted to protect the
goode on arrivel »t destin-tion and to extend the ilnsurence
cover, 4 registered notlce is served on the clieat asking him
to pay the amount of interest and loss of exchange.

Indian Bank

When export bllls are purchased under letters of credit,
they ore dehited to, 'Foreign Bills Negotlation Account' and if
they are puthorised branches they will send the bills directly
to correspondent benks. If the bills are not under letters of
credit, thev rre dehited to 'Foreign Bills Purchssed Account'.
If 2 bill remalns oussteinding for a long time, normally, the
eatry 1s reversed and the bill 1is token on collection basis.
When the reversel is done, thev are treated as s~les as per the
FEDAT rules.

Syndicate Benk

If the bill is drawn in foreign currency, the amount is
converted into rupees at rates of exchenze as ohtained from
FEDCO. In the case of bills which are not accepted or remain
outsta.ding for a long time, the bank has stated that the matter

fis under consideration and suita“le procedure is being worked out
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Canzrag Bank

Export bllls purchased/discounted or negotiated under
letters of credit are debited to 'Bills Purchcsed' account. In
respect of bills which remain outstanding for more than two
months, Foreign Dc..rtments instruct the coacerned braiches to
recover the advance oB dellnk the forelgn curreacy and grant a
rupee advance.
Grinclays Bank

Export bills that become overdue are traasferred from
'Exnort Bllls' account to overdue biils account. The purchase
of forelgn currency is treated at the time of negotiation of
export bills. Therefore, the bank does not suffer any loss due
to change in exchange rates. "owever, incurring of swap costs
especlally 1n respect of currencles which are at discount, can-
not be ruled out. The hank recovers oily overdue interest in
terms of RBI directives which mey or may not cover swap costs.
Chartered Bank

Export bills purchrsed or negotirted under letters of
credit are dehited to 'Credit Bills Negotiaoted' and the dehits
are reversed when payments are received from abrosd. Where bills
remain unaccepted or unpaid after representation, repayments
are ohtained from drawers 2nd where the bills for large amounts

are involved, swap operations are carried out.

Question 11

Please describe the follow-up action taken in regard to
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import and export bills under letters of credit which remaln
outstanding beyond due dstes.
Repliegs
3tate Bank of Iadip

Close follow-up action is undertasken by the bank's offices
in respect of imyort :nd export bills outstanding for which a
proper diary .ote is kept. The Local Head Office also monitors
the position in respect of overdue export bllls.
Bank of Barodg

When 1mport bills under letters of credit remain outstsnding
beyond due dates, possession of goods 1s taken and the bills are
transferred to Past Nue Bills Account. Thereafter, legel
action azasiast the conaerned client is taken for recovery of
sdvance. In the case of dishonoured export bills, the advance
1s recovered from drowers and the bill is kept in collection
portfolio.

Bonk of Indlia

In case of uipaid export bills under letters of credit, the
concerned branch/department generslly toakes the following action:

(1) Reminders sre sent to the bank's foreign branches/
corresyondents for the fote of the bill.

(11) If the bill is outstanding for a verv long time,
refund is oht-ined from the drewers 1n Indis.

(111) If necessary, Reserve Baii's permission is obtai.i€d

for exteasion of time limit for reglisation of
proceeds beyond 180 dayse.
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(iv) In case of bills unpaid for very long time, Reserve
Bank's permission is sou ht for release of triplicate
forms.

(v) Necessary steps are taken to protect tre goods by
clearing/storing at the foreiga centre and arrange
for protesting/noting of the bill, if necessary.

(vi) If all the efforts f=2il to realise the proceeds of
the bills, arrangerents are made for reshipment of
goods to India after cbtalning the necessary approval.

Central Bank of Indig

In case the hill under import letter of credit remains

outstanding beyond its due date, notice is given to the import-
er for immediate payment failing which the bank will reserve
the right to disoose of the goods =nd adjust the proceeds glong
with the margin amounts towards the amount due to the bank
from the imoorter. Ia the case of export bills purchased by
the bank and not paid on due dates, notice is given to the
exporter 1in r~spect thereof. He may substitute the buyer or
extend the period of the bill by substitution of another bill
provided, in totality, the export proceeds are realised within
180 days. ECGC 1s also intimated in respect of these bills
and of the possible claim which may arise if the bill is
ultimately not paid. The exporter also has the right to ask
E.C.N. permission to import the goods to India or for a
reduction in price as may be permissible.
United Commercial Bank

Export bills are kept under close attention for follow=uQ

and if not paid within normal settlement date, the exporter is
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called upon to either relmburse or give satisfactory explanation
for the delay. If the time limit of 180 days is exceeded,
Exchange Control permission is applied for keeping the bill
outstanding for a further period. In the meantime, necessary
steps for protecting the bank's lnterests in the relative’éoods
and/or preference of cleims with BCGC are undertaken. Regarding
import bills remaining unpaid on presentation even on arrival of
the vessel, notice is given to the party to immediately retire
the bill and if there 1s any delay in payment, the goods are
cleared and stored in honded warehouses end further follow-up
action 1s tzken.
Union Bank of Indig

As eegards import and export bllls uncder letters of credit
which remailn outstanding beyond due dates, the bank takes up
the matter with its customers or credit opening banks to expe-
dite the payment of the bllls. In case of import bills under
letters of credit which are not poid by the importers for a long
time, the bank takes care to protect the goods, the matter being
followe” up simultaneously with the 1mporter for payment of the
bill. As regards export bills which remain outstanding beyond
due dntes, the matter is taken up with customers and correspond-
ents as stated above,
Corporation Bank

In the case of import bills remaining outstanding beyond

due dates, normally. the importer will be pressurised to mzke
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the payment. Meanwhile, the goods will be cleared and stored
with the bank's agpiroved clerring agents, after glving due
notice to the importer 2bout the cost iavolved which ultimately
will have to be reimbursed by him. Where justified, an advance
will be glven to the party after obtaining approval of the
appropriate sanctioning authority. In case there is any default
or fraudulent intention, immediate sction including criminal
action, where warranted, is taken. In the case of export bills

outstanding beyond due dates, the followlng action ts taken :

(1) Recover the money from exporter and teske the
bill into collection.

(11) Arrange for clearsnce, storing snd insurance
of the goods.

(1ii) Prescurise the party to explore possibility of
finding an alteranstive buver by allowing concessions,
discount, etc.

(1v) If these do not result in realisation of proceeds,
resort to legal proceedings includinz noting and
protesting in the case of bills discounted.

(v) Where it 1s necessary, seek the help of the Embassy.

Bank of Marbaraghtrg

On receipt of debit advice ot the branch where the opener
1s meintaining his account, if the branch 1s not able to adjust
it due to want of funds, the amount is debited to a separate
account styled '"Bills Receivable under letters of Credit! under
advice to the concerned Divisional Manarer and Forelgn Exchange
Office and the documents are held till the amount is actually
pa’d. In case the amount is aot pald before the arrival of

the steamer, the branch gets the goods cleared by the approved
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clearing agents. The goods when received are taken under pledge
pending further instructions from the Divisional Offlce.
Indign Bank

The outstandings of bills are periodically taken and folloy-
up action with the drawees and the drawers is initiated. RBI is
kept informed in respect of export bllls which are overdue for
more than six months from the date of shipment.
Syndicate Bank

If import bills are outstanding beyond due dates and if
the goods arrive, the bank is obliged to bond the goods entirely
at the importer's cost. If the importers fail to make poyment
to the bank and take delivery of the goods, the bank may sell
the goods and the proceeds adjusted towards the bank's dues.
If the bank's dues ~re not fully covered, legal action will be
taken against the importer for recovery of shortfall. If the
payment is not forthcoming in respect of export bills and they
are remaining outstanding beyond due dates, the amounts are
recovered from the customers, as a lanst resort.
Canaras Bank

In the case of export bills, the bank looks to the exporter
for repayment of the advance or branches are instructed to delink
the forelgn currency element and grant Rupee advances. The
import bills under letters of credit are sent by Forelgn Depart-

ments to the concerned branches for presentstion to the
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importers. The branches follow up the matter till retirement ci
bills. Where there is a delay 1an getting the documents retirca
by the importers in time, wherever possible, the foreign curven~;
element 1s delinked from the advance by clearing the consignmeii:
and mgking a rupee advance against the pledge of consignment.
Brindlays Bank

Overdue import bills are subjected to weekly review to
ensure that appropriate action is taken to protect the bank's
interest. Particular atteation is given to the arrival of
carrying vessles, insurance, etc. Overdue export bills are
subjected to tri-monthly review by a senior branch operations
officer and credit sanctioning authorities to ensure that
appropriate action is taken to protect the bank!s interest.
Chaortered Bank

Normally, bills under letters of credit are paid on due
dates, but where this is not the case, the advance is transferrc
to the past-due bills protfolio and special attention is given
In obtaining payment.

egtion 2 d 13

12. How often 4o you evaluszste foreign exchange profit/l:..
and when do you book the profit/loss?

13. Plcase describe the manner of evaluction of profits/
losses in foreign exchange business by the bank and furnish g

copy of the latest evaluation showing the computation of
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profit/loss.

Replies
State Bank of Indig

bank
This is done by the/annually, on the first Friday of

December every yesr. The method followed is in line with theat
indlcoted in the RBI's Guidelines for Internal Control over
Forelgn Exchange Business'. Profit in the forward portfolio is
also taken .lnto account.

Bank of Barodg

At the time of half-yearly closing of accounts on 30th June
end 31st NDecember, foreign exchenge profit/loss is evaluasted 2nd
booked. Evalurtion of profits/losses is done by applying the
least profitable rate. The previous deoy's closing rates in
London market are crossed with current FREDAIL's merchant T.T.
buying and T.B. selling r-tes faor pound sterlting ~nd the T.T.
buying rate so arrived at for ledger balances in debit (in
funds) and T.T. selling rates for ledger balance in credit
(overdrafts) are applied and the foreign currency balances in
ledger are converted into Indian rupees. The difference
between the rupee equivalent so arrived ot and the rupee balence
in the ledger represents the exchange profit/loss.

Bank of India

Evalurtion of foreign exchange profit/loss is done on half-

yearly basls on the last business dry of June and December,
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Evaluation 1s done on the Nostro balances zs on those days, =zs
appeering in the 'Mirror Accounts'., (However, the bank has not
indicated the rates applied for evaluation purposes).
Central Bank of Indlgp

Evaluation of profit and loss of forelgn exchange transa-
ctions 1s done on a notional basis every month. However, the
book entries are passed through profit and loss account every
healf-year ending June and December. Bcl:ces in foreign currency
accounts are evaluated on prevalling rates on the date of
evaluatien, which are advised by the Foreign Exchange Accounts
Department, Central Office.
United Commercial Bank

The foreign exchange profit or loss is evalurted as and
when there is a change in parity of pound sterling with the
Indian rupees as also at the end of each calendar year. The
booking, however, is done at half=-yearly Intervals. The working
of profit or loss is done by recalculation of assets and
liabilities at T.T. mean rates prevalent on the date of
evalusztion.

Union Bank of Indig

The foreign exchange profit or loss 1s evaluated and booked
as at the end of every cglendar hzlf-year. For this purpose,
the Nostro balances are evalusted. The rates applied are RBI
selling/purchase spot rates for pounds sterling in case of

sterling Nostro accounts, and in the crse of other currenciles,
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the RBI selling/buylng rates for spot sterling crossed with the
concerned currency rates in the London market and the resultant
rate 1s applied for evaluation. Regarding forward transactions,
no profit 1s booked; the valuation of the contracts is done to
ensure that unearned profits are not booked and losses in the
forward transactions are not carried to the next accounting
period. Forelgn money on hand is valued at the buying rates
advised by RRI, for the purpose of evaluation.
Corporation Bank o

The evaluation and hooking of exchange profit/loss is done
every half-year. Only Nostro account bglances are taken for
evaluestion, For grriying at the huying asnd gelling rates:to be
applied for the purpose of calculation of exchange profit/loss,
RBI rates with the overseas rates are applied.
Bank of Maharaghtra

Evaluation of forelgn exchange profit or loss 1s done quar-
terly by the Foreign Exchange Division, Bombay. However, booklng
of profits 1is done once in g year, 1.e. at the end of December.
Profits are calcul-ted on the Nostro acecount balaznices by
applying BBI rates =and/or London closing rates.

Indi=-n Bank

The bank books profit or loss on a monthly basis. The
method adopted to calculrste profit is the normal disposal

theory.
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dicate Bgnk

The bank evaluates foreign exchange profit/loss every month
for internal information., Howcver, rofit/loss 1s booked every
half-year, 1.e., 30th June =nd 31st December. Every half-yezr
end, the Nostro balances as revealed in the mirror accounts are
valued for adjustment of profit or loss by applying the opposite
rates for closing halances notionally; RBI spot rates for pound
sterling are applied =2nd the rates for other currencies are
arrived at by crossing the day's closing rates in London market
with the corresponding RBI's spot rates for sterling.

Canara Bank

Only balances in Nogtro accounts are revealed in the mirror
accounts are reckoned for adjustment of _Lrofits/losses. The
Nostro belances are valued at RBI rates in the case of pound
sterling, RBI rate crossed with Sin_szpore market rate for U.S.
dollars =nd the U.S.dollar rate so arrived at crossed with the
rate prevailing in 3in:apore for other currencies. (The bank
has, however, not furnished informestion regarding how often it
evaluates foreign exchange profit/loss and when it books the
profit/loss) .

Grindlpys Bank
The bank evalurtes exchange profits on g monthly besis but
books them on a quarterly basis. Evaluations is carried out by

persons Independent of dealings. Calculation of exchange profit
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1s done on the net positions by applying liquldation principle
on g matched maturity baosis to all foreign currency assets and
ligbilities.

Chartered Bank

All forelgn currency balances including those in bills
account are revalued =t the end of each month and profit or loss
transferred to profit and loss account, While gll the foreign
currency balances including Nostro accounts, bills accounts,
etc., sre reveslued at the middle rates, the forward contracts
(0.B/0.3) position in each currency month-wise is revalued »t

market rates prevalling on the last day of the month,



APPENDIX VII

Summary of renlies received
from banks to a questionnaire
on operations of foreign
branches of Indian _banks

Question 1

Please describe the system of control and general
supervision exercised by the Head Office/International
Division over the operations of overseas branches/offices.
A copy of the Organisation Chart of the International

Division may please be furnished.

neplies

State Bank of India

A1l foreign offices of the bank are controlled by
the International Division at Central Office. The
International Division is headed by Chief General Manager,
who is assisted by three General Managers, that is,
General Manager (Overseas Operations), General Manager
(Domestic Operations) and General Manager (Planning). 1In
the evolution of a system of control and general super-
vision over the functioning of foreign offices, the bank
F~s taken into account the nractical experience it has
gained over the past several years., The system of control
designed by it is basically a balanced mix between optimum

delegation of powers and centralised control through a
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structured information system, the salient features of

which are briefly outlined below :

(2) Management at foreign offices

Only officials with the requisite background,
experience and seniority are posted as Managers/
Representatives and other supporting staff at foreign

offices,

(b) Discretionary powers of Managers
and reporting system

Discretionary powers for sanction of loans and
advances and for the conduct of the bank's business in
general are delegated to the Managers/Representatives and
all decisions taken by them under these discretionary
powers are required to be reported to the International
Division periodically through various control returns.
Proposals for advances and other business which fall outside
the purview of the discretionary powers have to be referred
to Central Office for prior epproval except in emergent
situations when decisions taken by the Manager in excess
of his discretionary powers are reported to Central Office
immediately for post facto sanction and confirmation. Even
in such cases, the Managers are expected to consult

International Division over telex/telephone wherever
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possible. The scheme of delegation of powers and other
allied instructions have been suitably codified and
circulated among all the bank's foreign offices. All
foreign offices function directly under the International
Division at Central Office, except in the case of a few
smaller offices in the U.K, and U.S.A. which undertake
limited banking activities, These offices function under
the control of the Manager of the bank's Iondon/New York
Main Offices respectively. In the same way as other

foreign offices do, these local offices in U.K./U.S.A. are

expected to report decisions taken within their discretionary

vowers to the bank's London/New York Managers as the case
may be and decisions in excess of their discretionary
powers are taken by London/New York Manager. Matters which
are beyond the London/New York Managers' discretionary
powers are referred to Central Office. In addition to the
foregoing, the following measures also assist the bank in
exercising control over its foreign offices :

(i) Periodical inspection by the inspection teams
deputed by it;

(ii) System of annual verformance budgeting and

periodical review of performance;
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(ii1) Scrutiny of audit/inspection reports submitted
by statutory auditors, BRBI inspection teams and local
central banking/deposit insurance authorities, Exchange
Control authorities, tax authorities, etc.;

(iv) On-going audit by India-based internal auditors
vositioned at large overseas branches;
(v) Visits to foreign offices by senior executives

from Central Office,

Bank of Baroda

The bank has established Regional Offices (also
known as Group Control Offices) at centres like Guyana,
Fiji, London, New York, Abu Dhabi, Mauritius and Kenya,
headed by senior executives, They supervise, control and
guide the overseas branches under their jurisdiction, in
their day-to-day operations, These Regional Offices and
other branches which are not covered report to the
International Division at Central Office. The International
Division exercises overall control over the operations of

overseas branches and Group Control Offices, as under :

(a) Appraisal and sanctioning of advances which are beyond
the discretionary powers of Zonal Committees/Regional
Executives and keeping a watch on the review of advances
sanctioned by the Board or Committee of Executives at the

Central Office.
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() Post-sanction scrutiny of all advances and other
important administrative decisions taken by Committees/
Regional Executives.,

(c) Posting, repatriation and transfer of officers/
executives at overseas centres and determining their
service conditions, etec,

(d) Scrutinising inspection reports on overseas branches
(of internal/external auditors, RBI and Central Monetary
Authorities) and take follow-up action.

(e) Keeping a close watch on advances which are considered
substandard or doubtful of recovery.

(f) Scrutinising the various control returns received from

the above offices,

Bank of India

The bank has sent only the Organisational Chart of

its International Department,

Central Bank of India

The bank has prescribed returns/forms to be submitted
by its overseas branches to Central Office for the purpose
of control and general supervision. They are on weekly,
monthly, quarterly and half-yearly basis. The bank has

only three overseas branches, i.e., London, East Ham and



Birmingham in the U.K. The statements and control returns
are submitted by the branches to the Assistant General
Manager in charge of the U.X. offices, who forwards them

to Central Office along with his comments. At Central
Office, the statements are attended to by the Foreign
Division and submitted to Chief Manager who in turn forwards

them to AGM/GM with his comments,

Ind ian Bank

The bank has sent only the Organisation Chart of

its International Banking Division.

Syndicate Bank

International banking operations of the bank are
handled by the International Banking Division and
Investment Department, The day-to-day supervision over
the routine overational and administrative areas and the
implementation of policy decisions are carried out by the
Chief Executive at the branch in London. The International
Division exercises control over the branch by calling for
various statements, Advances at the London branch are
regularly reviewed by the International Division once in
a quarter and deviations observed are followed up. Overdue

accounts and overdue bills are also regularly followed up.
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The balance sheet and profit and loss account of the

branch prepared at the end of June and December every

year are scrutinised to assess the performance of the branch
and suitable instructions/guidance issued to the branch
wherever necessary. Expenditure budget prepared by the
branch is submitted to the International Division, which

recommends suitable limits,

Union Bank of India

The system of control over the London branch is
through the returns required to be submitted to the
Foreign Operations and Export Development Department
neriodically. They relate to statement of affairs,
statement of advances granted heyond sanctioned limit/
drawing power/Chief Executive'!s discretionary powers,
statement of bills purchased remaining outstanding, profit
and loss statement, statement of exchange position and

gaps, statement of country-wise commitment, etec.

United Commercial Bank

The foreign branches have been divided into three
territorial divisions, viz., U.K., Singapore and Hong Kong.
The branches in Singavore and Hong Kong are headed by

Assistant General Managers while U,K. overations are
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controlled by Chief Manager. The foreign branches have
their second tier of controls at Head Office, International

Division,

Nuestion 2

(a) Please furnish specimens of the returns/
statements which you receive from overseas branches.

(b) What is their periodicity?

(c) What action is taken thereon at the Head

Office/International Division?

Replies

State Bank of India

Periodical returns are called for from all foreign
offices in respect of resources, investments, advances,
sticky accounts, positions maintained in various foreign
currencies, charges, suspense and sundry deposit accounts,
purchase and disposal of deadstock, monthly profit and
loss, performance report, etec. These are scrutinised upon
receipt at Central Office and appropriate follow-up action

taken thereafter, as warranted.

[ I 9 L 2N J



[ 2R J 9 LR

Banlt of Baroda

Two sets of raturns have been evolved for submission
to the Regional Offices (Group Control Offices) and to the
International Division. The International Division at
the Central Office scrutinises the statements and takes
follow-up action wherever necessary. Internal inspection
team is required to look into the proper submission of

control returns and scrutiny by Group Control Offices.

Banlk of India

The forecign branches are required to submit to
Head Office,General Iedger balances statement (monthly ),
profit and loss statement (monthly), statement of staff
salaries and reconciliation (monthly), reconciliation
statement of accounts with other branches of bank, statement
of temporary overdrafts and out-of-order accaounts (monthly ),
report of overlimit/casual business undertakcn by foreign
branches (immediately), revort of the progress made by the
branch (bi-monthly), annual report of the branch performance,
annual statistical returns, annual closing returns duly
audited by the statutory auditors, statement of affairs of
overseas offices which are in turn submitted to RBI
(quarterly ), proposals for advances sanctioned by overseas
branches and proposals beyond their authority for sanction

at Head Office. These returns, ete., are scrutinised by
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the desk officers and letters of routine nature are issued

by them., Any serious discrepancies noticed are immediately
renorted to the Chief Ilanager. Any serious irregularities

noticed are then renorted to the AGM/GM and, if necessary,

to the Executive Director and Chairman also depending

upon the seriousness of the matter.

Central Bank of India

The foreign branches are required to submit a copy
of the General TLedger balances (monthly), statement of all
types of advances (monthly), profit and loss account
(monthly ), statement of overdue and returned bills (monthly),
statement of sundry debtors and creditors (monthly),
statement of bills purchased and discounted (monthly),
quarterly statement of bad and doubtful debts, and half.
yearly statement of letters of credit and guarantees.
Jtatements/returns when received are scrutinised by the
concerned departments and forwarded to G!M with the comments
of the Department and where necessary, follow-up action

is taken.,

Indian Bank

(The bank has not furnished the required information.)
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Syndicate Bank

The following returns are submitted by the London
branch to the International Division :
DaiLy

Telex report of currency position.
Heekly

Trial balance, statement of foreign currency
position as on Friday, review of currency position as
on I'riday and statement of mismatched forward contracts.
Monthly

Manager'!s certificate, newsletter to Chairman and
Managing Director, statement of excesses permitted over
sanctioned limits, interest rate-wise classification of
funds generated and employed, report of foreign exchange
trading, statement of deposits of £5 lakhs and above, and
statement of loars/placements of £5 lakhs and above,
Quarterly

Statement of advances, statement of limits
sanctioned under Manager's discretionary vowers, statement
of overdue unpaid bills, statement of overdue bills
locally paid, statement of irregular loans/ overdrafts and
other advances and balance sheet and profit and loss

account.
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Half~yvearly

Maturity-wise classification of deposits and

classification of devosits by size.

International Division scrutinises and takes action
wherever necessary. Irregular advances are reported to

the Board on a quarterly basis,

Union Bank of India

The following returns/statements are submitted by
the London branch :

Weeklx

Statement of exchange position,
Honthly

Statement of affairs, statement of advances granted
by the Chief Executive beyond sanctioned limit/drawing
nower/discretionary powers of the Chief Executive,
statement of bills purchased and remaining outstanding for
more than 60 days in case of documentary bills and 30 days
from due date in case of usance bills, profit and loss
statement and statement showing country-wise commitments.
Quarterly

Revort on irregular accounts, statement on irregular
accounts, certificate of balancing of books and reconcilia-

tion of accounts, statement of party-wise outstandings
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under various trade facilities, particulars of foreign
business (banke-wise), statement of outstanding letters of

credit, and statement of outstanding guarantees.

On receipt of these statements, Foreign Overations
and Export Develovment Department scrutinises the same
keevning in mind the objective/rationale behind the
nrescribed statements and if any additional information is
needed, it is called for from the London branch to complete

the scrutiny.

United Commercial Bank

The foreign branches submit the following statements:
Woekly

Currency purchases/sales, foreign currency position
statement, and statement of irregular accounts,

Fortnightly

Overdue trust reccipts statement and statement of
customars! acceptances.
Honthly

Past duz and dishonoured bills statement.

Quarterly, half-yearly
znd annually

Profit and loss account statement on currency
rcvaluation.
The AGM in the International Division is involved

in the scrutiny of the above returns and follow-up action,
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Question 3

(2) How often are overseas branches inspected/
audited?

(b) Has the bank prescribed any proforma inspection/
andit report and/or check-points for the guidance of staff
attached to the Internal Inspection/Audit Devartment?

If so, copies thereof may please be furnished.
Replies

State Bank of India

Overseas branches are required to be inspected
once in two years. The bank's standard format is used for
compiling inspection reports on all the bank's domestic/
overseas offices, subject to such modifications as ma& be
necessary to take care of the business operations conducted
by the foreign offices. 1In addition, inspecting officials
are advised to compile and submit a report on procedural
and serious irregularities, general administration, premises,

ete,, on the branches they inspect.

Bank of Baroda

The overseas branches are normally inspected by

the Head Office inspectors once in three years. Wherever
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it is considered necessary due to special circumstances,
inspections at shorter interval are also carried out. The
bank has posted expatriate officers as internal auditors

at a few overseas centres such as London, Nairobi and Sua
(Fiji Islands). These internal auditors undertake
periodical visits to branches and carry out audits. The
bank has issued a letter +to overseas territories detailing
the job role of internal auditors. The format of inspection
report prescribed for the Indian branches is adopted for

foreign branch inspection also,

Bank of India

The operations of overseas branches are subjected
to audits/inspections by the statutory auditors, inspectors
of the local Monetary Authorities, internal auditors, and
officers of RBI., Statutory auditors audit all the foreign
branches once a year. In some cases, they also undertake
an additional surprise audit during the year. The inspectors
of the local Monetary Authority also audit the bank's foreign
branches periodically. Reports of the above audits received
at the Head Office are scrutinised and necessary remedial
measures are taken to rectify the matters, if any. The
hank'!s internal auditors audit the foreign branches normally

once in 3 years. From experience, the bank has observed

L 3 ) 16 e



L 4 16 U )

that more frequent audits by internal auditors are not
warranted, because of audits by the statutory auditors and
inspectors of local Monetary Authorities, and in view of
the cost and time involved. The bank has prescribed work-
sheet listing out the items to be audited, inspection note
detailing the points on which the comments are required and

a background note on areas to be checked,

Central Bank of India

The bank deputes at neriodic intervals senior
officers and executives from the Central Office to visit
the U.K, for the purpose of audit and inspection, The
statutory auditors, in addition to routine audits, also
look into all types of business activities, The reports
are received by the Central Office, Audit Department, and
attended to by them. ©No specific proforma for audit and

inspection has been prescribed.

Indian Bank

Overseas branches are inspected/audited once in
three years. The proforma of the inspection report in
respect of foreign branches is the same as that for Indian

branches.
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Syndicate Bank

Overseas branches are inspected/audited every year,
The bank has prepared a Desk-Guide/Inspection-Kit for the
overseas branches and circulated among the executives for
their remarks and observations. The same is under print,
It has been prepared on the basis of manuals of various

international banks for conducting inspections,

Union Bank of India

The bank's branch in iLondon was ovened in February
19831 and was inspected by ite internal auditors in August
1981, It has as yet not fixed any period for audit/
inspection of the branch by the internal auditors. The
statutory auditors would 2lso conduct a surprise audit.
The bank is yet to prescribe proforma inspection/audit
report and/or check points for the guidance of the staflf.

This will be done in due course from the experience gained,

United Commercial Bank

The overseas branches are inspected by senior
officers devuted by the top management once in a year.
Ihe branches are also audited by external auditors every
vear. The proforma inspection report for overs=as branches
is the same as that for Indian branches. The inspecting
officers are required to supplement the information/details
called for therein by furnishing their own observations as

pertinent to the branch,
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Question 4

(a) Are onerations of overseas branches reviewed
veriodically?

(b) If so, by whom and how often?

(c) To whom is the review submitted?

(d) Please furnish a cony of the last review made

by the bank,
Replies

3tate Bank of India

In order to ensure satisfactory growth in business
and profits and to ensure that the vertformance of each
foreign branch is closely recviewed and monitored in the
light of its performance, vis-a-vis the budgeted levels,
each foreign office submits an annual budget in respect
of the various tyves of business handled by it and the
earnings, expenses and net result profit for the next
calendar year. The budget is presented to Central Office
and is accepted, after suitable modification, wherever
necessary, under advice to the concerned foreign offices.
The accepted budgets thus form the basis for performance
during the year. Foreign offices submit monthly performance
reports in which the actual performance and the budgeted

levels in respect of cach sphere of activity are indicated
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including earnings, exsenses and net result profit.
Varimnces are commented upon in the monthly performance
revorts submitted by the offices. These reports are
ezanined at Central Office and put up to the top management
fcr review., Suitable action, wherever warranted, is also
initiated to bring the performance in line with the
budgeted projections, A review of the verformance of the
foreign offices is also submitited to the bank's Central
Joerd of Directors once in a quarter. Covies of these
quarterly reviews are also forwarded regularly to RBI,
Department of Banking Operations & Development, since June
1679 in conformity with the instructions contained in DBOD,
D.0. letter No.BI/3502/C.212(A)3-79 of the 13th June 1979.
The bank is examining the feasibility of issuing, tovards
thic close of the year, policy guidelines (as in the case
of i%s domestic offices) to its foreign offices also on a
regional basis (say, Far Dast, Middle East, U.,XK. and Zurope
and the Americas) indicating the overall objectives it
would expect its foreign offices to achieve during the
following year in terms of business levels, promotional

activities, net result profits, ctc.

Bank of Baroda

The overall ocrformnnce of overseas branches is

heing reported to the Commitice of Txecutives/Board
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veriodically. The banz pronosaes to introduce country-wise

nerformance review from the current ycer.,

Bonk of Indiz

Overations of overseas bhranches are reviewed

neriodically as under @

(a) Statement of total devosits and advances branch-wise
and country-wise is submitted every month to the executives,
(b) At tlie end of June, rerformanrce of the foreign branches
as & whole for the firgt half-year is reportied to the
executives,

(¢} Anmual performance review is gade every year and.

redorted to the Board of Directors.

Central Bank of India

The operations of coverseas branches are reviewed
periodically by the Chief Manager on the basis of statenents
and data received from the branches, The reviews are then
submitted to AGII/GM for information and instructions, if

any. Half-yearly reports are also submitied to the Board.

Indian Bank

The omerations of overseas branches are reviewed once a

Jear and the review is put un to the Board.
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Syndicate Bank

Operations of overseas branch are reviewed on a half
yearly basis at the International Division, The review

is submitted to the Board of Directors.

Union Bank of India

Operations of overseas branch are reviewed
periodically by the Foreign Operations and Export
Develovment Denartment, The review is submitted to the
Executive Director/M.D. as also to the Board wherever

required.

United Commercial Bank

The operations of overseas branches are reviewed
every six months and at the conclusion of the full year,
a review report of the branches is put up to the Board.
Apart from this, a quarterly note is put up to the top

management,

Question 5

(a) Do you have a system of maintaining country
and customer profiles?

(b) If so, what are the main aspects covered in
this regard?

(¢) Have you issued guidelines to overseas branches
for assessing country risks? If so, a copy thereof may

please be furnished.
L 22 L 2R 4
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Replies

State Bank of India

Individual credit files are maintained in respect of
all borrowers where credit limits have been sanctioned by
the bank'!s Central Office., Where loans are sanctioned by
its foreign Managers under their discretionary powers, the
files are maintained at the foreign offices. However,
relevant particulars of each such loan are furnished to the
Central Office in control returns required to be sent by
the foreign offices. Apart from these files of correspondence,
a system of maintaining customer profiles has been introduced
at the Central Office. While the individual credit files
would contain all information on the customer, including
the credit proposal, only the essential data are incorporated
in the Customer Profile which is meant to serve as an
'aide memoire'. The wrofiles cover name of borrower and
group, if any, index number of the file, names of principal
nromoters/directors, nature of business, facilities
extended with terms and purpose thereof, key financial
indicators and remarks to include special features/problems
connected with the advance. Files have been built up at
the Central Office on all countries to yield adequate data
on basie data on the political system and economic

infrastructure, GDP and population growth rate, inflation
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rate, level of foreign exchange reserves and import
coverage, total external debt and debt service as percentage
of export earnings, current account and balance of payments
position, and composition and growth of exports and imports,
Country reports appearing in the international fingncial
press and publications of large international banks,
supplemented by information furnished by the bank's
representatives stationed abroad, have helped in building
up country files. In addition, the bank also depends on
its foreign offices, from which the loan proposals emanate,
to assess the country risk involved based on an evaluation
of the latest developments relating to the particular
country obtained through personal contacts (when the country
is in its operational area) or through discussions with
other local banks having close business links with the
country concerned. The bank maintains a country-wise
record of exposures taken up at its various:offices abroad,
and at the time of processing the loan pronosal, due note

is taken of its total exposure in the particular country

in order to determine the acceptability of any further

exposure,

Banlk of Baroda

The bank has a system of maintaining country profiles.

It has such profiles of 100 countries in respect of which
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it h~s commitments., These nrofiles are up-dated from time
to time, Besides, the bank doeg country risk rating hefore
talkling up a commitment. Customer profiles as such are not
maintained but individual files on borrowers are maintained,
Various economic, political, geographic, and social
indicators (including atiitude towards foreign investments)
are taken into account. Certain weightage is given to each
factor listed above and the total assessment in terms of
points, out of possible 100, i3 attempted. The bank's
results are compared with other sources before participation
decisions are taken., The guidelines for assessing country
risk have been orally conveyed to the overseas executives

at the conference held in February 1981,

Bank of India

The bank has a separate Economists Cell in the
Department, Country-wise files are kept in the Department
in which clippings from wvarious international newspapers
containing important developments in these countries are
kept. Any adverse developments which affect the bank's
business in these countries are immediately reported to
the executives in Head Office, and, if necessary, to H.O,
Committee and Board of Directors. The customer profiles

are kept essentially at the bank's concerned branches.
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A separate dossier is kept for each customer in which
balance sheets and other financial statements are kept.
Important information contained in balance sheets/financial
statements is culled out and incorporated in the proposal
Tor advances to customers. In the H.O0, International
Department, the bank has a register containing names of

all borrowers, names of main partners/directors/guarantors,
etc., for all important customers. Separate files are

kept in H.O, International Denartment,

Central Bank of India

There is no regular gystem for maintaining country
profiles, The bank collects data from various sources
including its overseas correspondent banks, Chambers of
Commerce, Trade Counsels, etc. No guidelines have been

issued to overseas branches for assessing country risks,

Indian Bank

As the bank has been dealing with only a few
countries like Indonesia, Singapore, Sri Lanka and Hong Kong,
it has ceollected information from various economic and
financial journals like Economic Intelligence Unit Bulletins,
IITF Reports, the report of the Central Bank of the country

concerned and other prime banks'! country profiles. The

.o 26 ..



oo 26

kank also supplements this by the information available

from 'London Times' revicws and 'Euro-Money' Service,

Syndicate Bank

The bank has a system of maintaining country and
customer profiles. It has since advised its London office
to maintain profiles of prospective clients. The main
aspects covered in this regard are area, population,
cgpital, principal towns, climate, language, time, foreign
regulations, currency, exchange rate, GDP statistics,
Government, agriculture,mineral resources, energy, industry,
banking system, money and treasurers, foreign trade, exchange,
foreign capital, links with India, business opportunities,
cmbassy of India in that country, their embassy in India,
our correspondent banks and comparative basic statistical
data. The bank has also started publishing the country
profiles for the benefit of its branches and prospective
clients. As per the existing arrangements, all proposals
are processed at the International Division, Bombay. Vhile
processing them, the bank assesses the country-risk, taking
into account political, social,economic and cultural factors,
which heve the potency to prevent or delay the payments.,

The bank takes data preferably from the World Bank, IITF,

Buro-money publications, etc. It takes factors such as
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political stability, external debt, international reserves
in relation to imports, export earnings, capacity to
service the debt, dependence on imported energy and micro-
cconomic indicators, into consideration while analysing
the country-risk. To minimise the risk generally, the
bank tries to lend within safe limits to the country,
participate in syndicated loan proposals, obtain guarantee
from commercial bank/Central Bank of the country in the
case of private borrower, obtain guarantee from the third
country, obtain, wherever available, risk coverage from
credit-risk insurance companies or Government Organisation
in the lending country, obtain collatecral such as foreign

currency dcposits or external assets of the borrower.

Union Bank of India

The bank has a system of maintaining country profiles
and customer profiles. Country profiles are being received
by the bank from Midland Bank/Barclays Bank, Union Bank of
Switzerland, Grindlays Bank, Hong Kong Shanghai Banking
Corporation, etc. Customer profiles (credit reports on
overseas buyers/sellers) arec being regularly up-dated on a
yearly basis, The aspcets covered in reclation to customer
profile are by way of credit reports on them., Often,

whercver so rcquired, the credit worthiness of the customer
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for particular sums are also callcd for. ©Since the bank's
branch in London was recently ovened, it has not issued any
guidelines to it for asscessing country risk. All credit
proposdls exposing the branch to a particular country are
processcd at the FOED Department, Bombay, and Managemcnt/

Board approval obtained.

United Commercial Bank

The bank maintains separate files for each credit
customer and files contain also credit reports on borrowers
and their principal associates. As for country profiles,
the bank maintains records of the intelligence supplied
to it by its branches and correspondents abroad (i.e.
ABECOR, Natwest Economic Report, Euromoney, Chasc, etc:)
The main points in customer cvaluation are financial
standing, previous oxperience, other bankers! report and
the extent and nature of business operations, Regarding
country aspects, the bank takes into account economic
situation, market prospects, political factors and the
country's track record of settlement in foreignh exchange.
From H.0, Intcrnational Division, the bank transmits to
overseas centres important intelligence reports that it
receives regarding countries and kceps them alerted if
there is any necd for obscrvance of caution. By themsclves
also, the branches get to know about the factors having
becaring on the country risk and adont »prccautions as

suited to the occasion.
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Question 6

(a) Do you obtain periodical information on
Government/Central Banking Authority policies and other
environmental factors in the countries where the bank
has branches/offices?

(b) If so, please indicate the countries in respect

of which such information is available with you,

Replies

State Bank .of India

The foreign offices are managed by very senior
officials of the bank and the information referred to are
being monitored by them at their end. Necessary action,
if required, is taken by them under advice to Central
Office. 1In some regions, the bank does not have an
operating office but has established representative offices
to cover a group of countries in the region. The
representatives have been instructed to collect the
information on an ongoing basis on countries covered by
them and the reports are kent in separate country-wise
files at International Division. The paper cuttings on
the relevant information are also filed in the country
files for periodical reference. 'hile the bank has

reports
up-to-date/on South~East and Far East countries and also
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on Fgynt and Sudan, brief country files on economic

environment of other countries are also maintained by it.

Bank of Baroda

The bank's Regional Offices at overseas territories
furnish to it information on Government/Central Banking
Authority policies and other environmental factors. Such
particulars are informed to Board/Committee of Executives
as and when deemed necessary. Such information is available
with the bank in respect of the U.K., Kenya, Mauritius,

Piji, Seychelles, Brussels, B.A.E., etc.

Bank of India

Foreign branches are required to submit a bi-monthly
report to International Department, reviewing their
performance and containing important economic/political
developments in the centre/country in which they operate,
Besides the above information, the bank is also contributing
regularly to the Economic Reviews of the.Economist
Inteligence Unit Ltd. The bank obtains reports on 64

countries in which it is interested.

Central Bank of India

The bank has at nresent 3 branches in the U.K, and
its London Main Office advises it mneriodically about

Government/Central Banking Authority policies, etc.
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Indian Bank

The bank obtains veriodical information on
Government/Central Banking Authority policies, etec. Such
information in respect of Singapore, Sri Lanka, Hong Kong

and Indonesia is available with it.

Syndicate Bank

The bank obtains information on Government/Central
Banking Authority policies and other environmental factors
where it has overseas branch., Such information in respect

of the U.K, is availaeble with it.

Union Bank of India

The bank's London branch has instructions to advise
Head Office periodically information on Government/Central
Banking Authority policies etc., in the U.X. Although the
branch by itself has not furnished any 8uch information,
the Head Office is in constant touch with the developments
both in political, social and economic areas from various
neriodicals., The bank subscribes to papers such as London

Fconomic Times and Financial Times.

United Commercial Bank

The bank receives from its overseas branches infor-

mation vertaining to local government policies, etc.
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Reports of the above nature are available in respect of the
three territories where the bank is represented, viz.,

Singapore, Hongkong and U.K.

Question 7

(a) Have you given guidelines to overseas branches
regarding their (i) borrowings in Buro-currency markets,
(ii) participation in Euro-currency loans/bonds, (iii)
operating budgets and goals, (iv) funds management and
(v) maintenance and evaluatiosn of foreign currency positions?

(b) If so, a copy thereof may please be furnished.

Replies

State Bank of India

Medium to long-term funds are periodically raised
by the bank abroad through FRis/FRCDs with a view to
strengthening its foreign currency resources base, All
such borrowings are subject to prior approval of Central
Office. It has also arranged with international banks
5 year standby lines which ensure availability of dunds to
its foreign offices as and when necessary, during the
currency of such lines. The terms on which such standby
lines are arranged are approved by Central Office. The
bank's foreign currency assets portfolio mainly comprises

commercial loans and bills, participation in syndicated
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Luro-currency loans, loans to Indian companies and Indian
joint ventures, investments in securities and bonds and
inter ~bank placements. The maturity mismatch between
liabilities and assets is monitored through periocdical
statements of assets and liabilitics submitted by foreign
offices. Such mismatch is controlled by Central Office on

& global basis within the norms stivulated by the bank's
corporate management., All participations in Zuro-Currency
loans are subject to prior avproval of Central Office as

the maturity and country risk aspects of such loans are
monitored and controlled at the apex level. As it has not
granted any discretion to foreign offices in regard to
varticipation in loans, the need to issue general guidelines
on this subject has not been felt. However, foreign
offices are cautioned not to take risks in countries facing
political or chronic economic problems, The need for them
to exercise utmost selectivity is also being emphasised from
time to time in response to proposals which foreign offices
send to Central Office for apnroval. Country files are
maintained at Central Office for monitoring the country risk
aspect. As mentioned elsevwhere, besides eollating data on
the basis of published reports, country reports are obtained
from international banks through foreign offices; the

information on country risk is further corroborated through
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discussions with the representatives of international banks,
Investments in FRNs/FRCDs are permitted at seleet foreign
offices. Such investments are made within the limit and
norms stipulated by Central Office from time to time for
each foreign office. The bank has not so far laid down
detailed guidelines in regard to operating budgets and
goals. This was one of the subjccts considered at the
Regional Conference of its foreign Managers held at
Singapore in May 1982. Suitable follow-up action is being
initiated in this regard. The funds management broadly
covers two areas, viz., raising of resources and deployment
of resources. These two functions give rise to the need

to control mismatch between the maturities of liabilities
and assets in a given currency. The bank's currency
resources base mainly consists of customers' deposits,
short-term inter-bank borrowings, medium to long~term funds
raised through FRNs/FRCDs and standby lines. Its foreign
branches have freedom to accept deposits from their customers
orovided they are in a position to deploy such deposits
profitably. Short term funds (normally upto 6 months) are
raised by foreign offices in inter-bank market and these
Tunds constitute a major source of liquidity for them. Such
funds are made available to them by other banks under

lines fixed by them for the hank on a global basis, As

it is not the general practice for international banks
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to disclose their lines to the borrowing banks, the exact
quantum of such lines cannot be determined. While it has
only limited control on the availability of inter-bank
lines which is dependent on the internal norms adopted by
every lending bank, the cost of funds made available under
such lines is an important factor to be reckoned by the
bank, As a rule, foreign offices do not pay more than
LIBOR on funds borrowed in inter-bank market. While
approving dealing limits for foreign offices, the bank
issues suitable instructions on the control aspect of this
business., This aspect was also one of the subjects for

discussion at the conference in Singapore,

Bank of Baroda

The bank has not issued any specific guidelines
regarding these aspects, It is, however, generally guided
by the following :

(a) The bank's principal sources of funds are customer
deposits, FRCDs and the inter-bank borrowings. Customer
deposits form the core of the bank's resources and they
always grow, lessening its dependence on roll-over
operations which has proved to be the bane of Euro-currency
transactions and which is small in the bank's operations,

Decisions on raising long-term paper such as FRCDs are
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taken at Centrgl Office. Resort to FRCDs is made to reduce
the imbalance between the term of resources and maturities
of lending. Inter-bank borrowings are resorted to only
when the bank has to lend in a currency in which it has
not developed funding capability under the lines of credit
made available by the correspondent hanks,

(b) Main components of Turo-currency loans are

(i) participation in syndicated loans, (ii) participation
in financing of joint ventures in third countries promoted
by Indian entrepreneurs, and (iii) participation in
financing of a private or public sector company in India
for projects at home. There is no investment of the bank
in Euro-bonds at present.

(c) The overseas territories are required to furnish

to Central Office their operating budgets/goals at the
beginning of the year in the prescribed format., The bank
calls for figures of deposits and advances of overseas
branches as at the end of every month and keeps & watch on
their performance vis-a-vis the targets fixed.

(a) The benk's funds management is very conservative.
It manages liabilitles and creates assets within the
framework of its policy. Iledium-term lendings are not
allowed to exceed a certain percentage of deposits,

leaving the balance and other resources (mainly FRCDs)
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for meeting trade bills and inter-bank lendings, which are
for periods not exceeding six months. These lendings are
made with the objective of profitability and maintaining

the required liquidity. In respect of country risk,

clearance is obtained from Central Office. Reference to
Central Office is also made where global position is involved.
As in the case of resources, deployment is also mainly in

U.S. dollars and on floating rate basis,

Bank of India

At all the m@ jor foreign centres where the bank has
branches, it has posted officers in the senior management
level, i.e., AGMs (Scale V). Besides, major foreign
branches are headed by Chief Managers (Scale IV). All the
above officers are well qualified, experienced and comvnetent.
In view of the bank's limited exposure in the Eureo-currency
loans/bonds, etc., it has not given any routine guidelines
to the foreign branches. However, Euro-currency borrowings/
participation in Euro-currency loans/bonds are generally
approved at Head Office level., For the bank's major foresign
branches, inter-bank borrowing limits have been fixed. In
view of the fact that the bank has in all major foreign
centres officers in senior management level, aspects of
operating budgets, funds management, maintenance of foreign
currency positions are generally looked after by the AGHs

rosted abroad.
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Central Bank of India

No regular guidelines have been issued. However,
all transactions are required to be reported to Central
Office, including those falling under the sanctioning powers
of branch Manager and AGMs, for approval of Central Office

wherever necessary.

Indian Bank

A copy of the approach paper prepared for the bank's
recent Overseas Conference said to have been enclosed, was

not received.

Syndicate Bank

The bank is developing its IRuro-currency portfolio
and has advised its London office about prospective areas
for Euro-currency finance, such as finance to shipping
companies, project exporters, Indian and overseas companies,
against guarantees of other banks and participation in
syndication, ‘Currently, all proposals are routed through
International Division, Bombay, where currency and country
risk is taken into account. A corporate plan for overseas
opcrations is prepared annually covering the targets in
respect of deposits, advances, contingent liabilities,

profit, etc., To support the corporate plan objectives,
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credit plans are drawn up. Fxpenditure budget for the
vear is also drawn up separately. The bank tries to manage
funds judiciously. It has substantial deposits in major
currencies, viz., pounds sterling, U.S. dollars, Swiss
frenca, Japanese Yen and Deutche Marks. The bank tries to
match its deposits and loan terms. The London branch will
also be funding the loans from one of the following sources:
(i) Using its dollar resources to purchase the

relevant currency and simultaneously covering in the
forward market.

(ii) Inter-bank borrowings in respective currencies.
The inter-~-bank deposits may be procured at LIBOR. Substantial
lines are set-up for this purpose vith international banks,

(1ii) Selectively floating of FRCDs,

The liquidity report and currency positions are
looked into by DGM, London branch, The bank has fixed
limits in respect of foreign exchangc dealings, such as
daylight, overnight, customer limits and deposit placement
lines. The London branch submits to the Bank of England
returns giving details of currencies, maturity analysis,
analysis by country, territorial analysis and foreign
currency exposure. The bank follows consistent method

of evaluation of profit or loss in foreign exchange.
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Union Bank of India

At precsent, as the bank's London branch is now,
it operates in the market only for funding 4its commitments
for import/export business, Proposals relating to
narticipation in Euro-dollar syndication are always
referred to Head Office for prior approval. They are
considered by the Management or the Board., An Advisory
Committee has been constituted to study and lay down policy
guidelines regarding the business development and growth
of London branch, As regards the funds management, the
instructions to the branch are to avoid gaps in the
maturities and to match them as far as possible. As to
maintenance and evaluation of foreign currency positions,
bank has permitted its London branch to carry out cover
overations for trade related transactions. When the branch
gains sufficient exnerience, it will be permitted to enter
into trading operations. The Board will be approached for
fixing limits in respect of daylight and overnight positions

as also for gaps.

United Commercial Bank

The bank's foreign branches receive Euro-currency
denosits from members of the public as also in inter-bank
market. The funds so mobilised are used in lending and if

there is any spillover, extra funds available are deployed
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in shorter placements with banks of good standing, The
bank has participated in Euro-currency loans syndicated

in favour of the Republic of HNigeria, Bank Handlowy of
Poland and ONGC and ICICI from 1ndia. These participations
have been done after study of the relative proposals by

the Head Office, International Division., The main
considerations have bheen the borrowing country's risk-
rating and the bank being in a position to have direct
access to know about the soundness of the economy, foreign
exchange situation, etc., of the borrowing country, from
the view point of its capacity to repey. The branches
have been instructed to see that the funds bring forth
such levels of return as the bank shall have a good spread
between the funding cost and available return. As regards
the foreign currency balances with correspondents, the
bank's instructions are that the idle balances should be
avoided and funds should be put to optimum use, The branches
have also been instructed to ensure that excessive long or

short positions are avoided.

Question 8

(a) Have you implemented, to the extent appropriate
in respect of overseas branches, the "Guidelines for

Internal Qontrol over Foreign Exchange Business" issued
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by the Exchange Control Department regarding fixing of
daylight, overnight, inter-bank and customer limits and
control over mismatchings in maturities (gaps)? If so,
a copy of the instructions issued in this regard may please
be furnished.

(b) Yhat is the system introduced at Head Office
to ensure proper compliance of the instructions by the

overseas branches on a continual basis?
Replies

State Bank of India

The bank has not sc far issued detailed guidelines
on the basis of the booklet referred to in the questionnaire.
It has called for the ovinions of the Managers of London,
New York, Singapore, and Bahrain offices on the subject
and a set of guidelines will be framed by the bank after
taking into consideration all aspects of this business,
The bank's branches are required to submit weekly statement
of currency position indicating the opening position, the
highest position during the week and the closing position.
These are scrutinised with reference to the limits sanctioned
for each branch and appropriate action initiated wherever
necessary. In addition, branches active in forex trading
are also required to submit weekly statements of profit

and loss separately in respect of trading undertalen in
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Indian rupce and other currcncies, Another control measure
to monitor forex opcrations is thc submission of monthly
statement of cxchange earnings as an enclosure to the
Profit and Loss $tatement of cach branch. In addition, as
and when changes in Rupce-~Stcrling parity are announced by
the Reserve Bank, the bank's branches are required to
immediately advise Central Office the notional profit/loss
on thc rupee open position maintained by them., Based on
the data thrown up by the statements/returns referred to
in the foregoing, appropriate action is initiated, whenever
necessary. The adequacy of the present monitoring and
control systems will be reviewed by the bank when the new

guidelines are framed.

Bank of Baroda

Copies of the Guidelines have been sent to overseas
territories for their information and guidance, Since the
Guidelines are essentially meant for the use of authorised
dealers in India, no system has been introduced to ensure

compliance by the bank's overseas branches.

Bank of India

The foreign exchange dealings and positions are
looked after by well experienced and suitably trained

dealers who are India based officers. General guidelines
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for the branches are that they should have as near square
a position as possible, However, scparate limits for
daylight and overnight positions are sanctioned at Head
Office level and advised to concerned foreign branches.
A1l the foreign branches are required to submit to H.O.

a periodical report of the foreign exchange pasitions held
by them. These are scrutinised at H.(:, level to confirm
that there is no undue overbrought or oversold position

maintained at the branches.

Central Bank of Indie

The bank has not implemented the Guidelines as it
has issued instructions that the foreign exchange position
should be maintained as near a sqfexre position as possible
and mismatched contracts, if any, sfould be regularised as
soon as possible or within 5 workdng: days, the compliance
of which is ensured on the basis of ‘rarious returns received

from overseas branches.

Indian Bank

The bank has forwarded §ts letter dated the 1st
October 1981 addressed to Deputy (¢ecneral Manager, Singapore,
wvherein it is statad "While we are oursclves anxious to

ensure that proper systems exis$ for controlling the
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foreign exchange and trading operations, I have been
constantly reminded of this particular aspect both by
Reserve Bank of India and the Government of India in the
context of certain unfortunate haprenings in other
nationalised banks, I shall, therefore, be glad if you
will please re-examine the system obtaining at your centre
and revamp it, if found necessary. I wish to reiterate
that while we approve of your recommendations for a day-
time open limit and an overnight open vosition, the
following control meapures may also be strictly adhered to:
(a) Deal Limit - Single transaction to be fixed at US $ 1
million (over and above this, the deal should be put through
only with the concurrence of the Chief Officer/DGM - should
you require any revision in this, based upon the business
needs, pleasc feel free to write to us),

(b) Open position -~ The open position of U,S5.$ 2 million
in aggrecgate of all currencics should be maintained. Any
excess thereof for genuine reasons should be brought to the
notice of the Chief Officer/DGM who should record the
rcasons for the excess and it should be ensured that these
cxcesses are off-loaded as soon as possiblec.

(¢) Cash balance « You may fix limits for eash balances

in the currencies with a view to ensure against any idle
cash balance. (Please send your recommendations at your

carlicst, )
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(d) Maturity gap - A monthly maturity gap statement should

be prepared and submitted to the Chief Officer/DGM. The
CO/DGM should discuss and implement ‘measures to rectify

and narrow the maturity gaps. The minutes of such discussions
should be recorded.

(e) Checks and control - There should be a ceiling on the
total turnover for the wholec day. This shall be fixed by
vou based on your cxzperience. Any large and unusual trane
sactions should be brought to the notice of the Chief
Officer/DGM, if possible then and there and in any case,
definitely at the end of the day. Alternatively, at irregular
intervals, the Chief Manager at Singapore branch/Chief
Officer in DGM's office should check all the transactions

for one day to ensure that the transactions put through

are in order and within the stipulated checks and control.
The surprise element in this regard can hardly be over-
emphasised. Overnight open position statement and cash
balance statement should be periodically scrutinised by the
DGM. Regarding limits to various institutions to be fixed

by the branch, the views of DGM of Singapore have been
called for? Overseas branches have instructions to report

to H.0. any deviations, Such reports are, however, submitted

by Singapore branch to the DGil stationed there,
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Jyndicate Bank

The bank has forwarded a copy of the Guidelines,
along with a copy of its report on the steps taken by it
to implement the Guidelines, to its London branch and
reguested the branch to follow up. The bank is awaiting
the views of London branch and it will formulate a system

to ensure proper compliance of the instructions,

Union Bank of India

As to meintenance and evaluation of foreign currency
position, the bank has permitted its London branch to
carry out cover operations for trade related transactions
and enter into exchange market operations for customer
cover, When the branch gains sufficient experience, say
in a few months time, it will be permitted to enter into
trading operations within the framework of the guidelines
to be issued by the bank, The Board will be approached
shortly for fixing up limits for daylight position, overnight
position and gaps. Similarly, limits for banks for money
market overations and foreign exchange will be fixed. The
comvnliance of the instructions will be ensured through
periodical returns submitted to Head Office and inspections

by the Audit & Imepection Department.
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United Commercial Bank

The bank has broadly adopted the salient provisions
of the Guidelines. Head O0ffice, International Division,
is overseeing the operational performance of overseas
branches through statements and returns as well as reports

of insvectors/auditors.

Question 9

(a) Please indicate broadly the discretionary powers
delegated to overseas branches.

(b) When were these revised last?

(c) Have the foreign branches expressed any
difficulty in overating within the delegated discretionary

powers?
Replies

State Bank of India

A copy of circular issued by the bank to its foreign
offices on the subject has been furnished, The discretionary
novers were last revised in September 1981. The foreign
offices have not expressed any difficulty in operating

within the delegated discretionary powers.
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Bank of Baroda

Copies of discretionary powers granted to various
executives/managers at all overseas territories have been
furnished by the bank. The territories are Bohrain,
Bruseels, Fiji, Guyana, Kenya, Mauritius, New York, Nassau,
U.K, and West Asia, In resvect of the U.K,, different
d1scretionary powers for lending have been given to U.XK.
Committee, DGM, and the Chief Manager, London. The powvers
of individual territories are revised as and wheh specific
requests for such revision are received from the concerned
territories., As the discretionary powers have been sanctioned
at the specific requests of the territories, they have not
expressed any difficulty in operating within such powers.
Whenever they exceed the powers, they are reported to

Central Office for obtaining confirmation.

Banl: of India

The lending powers of overseas branches were last
reviewed at the Board meeting held in March 1982. Delegation
of powers given in 1973 were found to be inadequate and

accordingly the powers were revised in March 1982,

Central Bank of India

The discretionary povers were revised in June 1980
and are again under revision. The foreign branches have
expressed difficulty in overating within the delegated

discretionary powvers, 50
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Indian Bank

(The minutes of the Overseas Offices Conference to
vhich the bank has made a reference in this regard was not

received ).

Svyndicate Bank

Revision of the delegated powers to the London branch
is under consideration. However, the sanctioned powers in
respect of EBuro-currency finance were revised in February
1982. The branch has expressed difficulty to operate within
the discretionary powers. To obviate the difficulty, the
bank has posted DGM. to the branch with higher discrationary

powers.

Union Bank of India

The bank proposgs to review the discretionary powers
delegated to its London hranch. The powers were delegated
to the branch in 1981, The bank is now in the process of
collecting similar data from various Indian banks having
branches in the UK. with a view to ensure that the delegated
authority is commensurate with the requirements of the
branch. Though the ILondon branch has not expressed any
difftculty in operating within the delegated discretionary
nowers, it has desired the Head Office to constantly review

the same,
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United Commercial Bank

The operational heads at overseas branches have
heen granted discretionary nowers for customer business
under various facilities. The present discretionary powers
wverce set up with the approval of the Board in 1980, By and
large, the discretionary powers have been found to be
adequate, However, in order to take care of any requests
of the bank's important customers, it has introduced a
committee system in each territory whereby decision upto

1.5 times the AGM's powers can be taken at the local level,

Juestion 10

Please descrihe the gystem of supervision and control
exercised by the Head Office/International Division over the

advances portfolios of overseas branches,
seplics

3tate Ban!s of India

The nrimary responsibility for proper appraisal of
loans rests with the foreign offices. The quantum of
dliscretionary powers vested in the Manager has heem dctermined
on the basis of his scniority and the business potential
at his centre. Downstreaming of the fTinancial powers

declegated to the Manager is subject to prior and specifie
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anproval of Central Office. Control being an essential and
inextricable part of every scheme of delegation as mentioned
above, the foreign offices are required to submit control
reports relating to the exercise of discretionary powers

at the level of the No.1 position at weekly intervals in
respect of loans and advances. Apart from the control
reports, foreign offices are also required to submit
periodical follow-up reports in the case of project finance
and the review/renewal exercise is done on a half-yearly or
ennual basis. VYhile foreign offices have been permitted

to exceed the prescribed powers by 10%, subject of course
to the ceilings laid down in the Regulations of the banlk,
such excess drawings are to be reported on a monthly basis
in the prescribed format. Besides the above control systems
which provide for an on-going review, the foreign offices
are required to re-evaluate the credit risk of all the
borrowal accounts towards the end of each financial year
and submit recommendations as regards provisions, if any,
to be made and fellow-up measurecs to be initiated for
safeguarding the bank's interests. Considerable importance
is also given to the aspect of documentation which is
invariably vetted by the locel solicitors so as to ensure
conformity with the prevalent governing laws at the centre
concerned. The foreign offices hawe also been asked to

nrepare a branch prefile with details of the environment,
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business potential, trade and lending practice, etc., and
exchange credit information with other offices of the bank
‘abroad, particularly in respect of customers having operating

presence at more than one centre.,

Bank of Baroda

The International Division exercises control over
the advances portfolios of overseas branches as under :

(a) Appraisal and sanctioning of all advances which
are beyond the discretionary powers of Regional Executives
and keeping a watch on the review of advances as sanctioned
by Board or Committee of Executives at Central Office.,

(b) Post-sanction scrutiny of all advances.

(¢) Keeping a closc watch on the advances accounts
which are considered sub-standard or doubtful of rccovery,

(4) Scrutinising the various control returns and

inspection rcports and taking follow-up action,

Bank of India

The International Division exerciscs control and
supervision over advances portfolios of overscas branches
as under :

(2) The branches have to submit to International
Division proposals for advances sanctioned by them and
proposals for advances bcyond their authority for sanction

at H.O, level.
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(b) Report of over-limit/cesual business undertaken
by them.,
(¢c) Statcements of temporary overdrafts, out-of-order

accounts, cte,

These are scrutinised by the Intcornational Division
and follow-up action taken. Any serious irregularitiecs
noticed are reported to AGN/GM and if necessary, to the

D+.D. and Chairman and cven to the Boarg.

Central Bank of India

Various rcturns arc rcceived by Central Officc,
Forcign Division. The sanctions above the discrotionery

nowers of AGM, London arc ratificd by Head Office.

Indian Bank

The International Division at Central 0ffice, Madras,
receives from overseas branches various rcturns/statements
in rcspeet of their advances portfolio. In respect of
advances sanctioncd by H.0., follow-up is initiatcd by

pcriodical review of the accounts and rcnewal of advances.

Syndicate Bank

Intcrnational Division calls for various control
statements and scrutiniscs the samc, Regarding advances
of the London branch, thc accounts arc rcgularly rcviewcd

by the Intcrnational Division oncce in a quarter. The
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quarterly statcment of limits and liabilitics of the customers
is scrutinised and follow-up action is taken wherever limits
arc exceeded., The overdue statements are also scrutinised
and appropriate action taken., Major irregular accounts are
reported to the Board on quarterly basis, While renewing

or sanctioning the facilities, operation experience of the
account, market reports or credit investigator's report is
taken into account., Auditors and inspectors check the
advances portfolio and submit the reports. Rectification

renorts of the brench are duly scrutinised.

Union Bank of India

The system of supervision and control over the
advances portfolio of overseas branch is exercised through
the medium of monthly/quarterly statements. These include
monthly statement of advances granted by the Chief
Executive beyond sanctioned limits/drawing power/discretionary
povers of the Chief Executive, statement of bills purchased
remaining outstanding for more than stipulated number of
days, report on irregular accounts, statement of irregular
accounts and statement of party-wise outstandings under

various credit facilities.
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United Commercial Bank

The International Division supervises and controls
sticky advances and p¥oblem accounts, tekes follow-up action
on correspondence regarding audit/inspection reports, does
appraisal of all major credit proposals and post-sanction
review and follow-up. It receives statements/returns from
overseas branches in respect of credit limits sanctioned
by local AGM/GM/Committee, provisions for bad and doubtful
deb*s and past-due and dishonoured bills, overdue trust

receipts and irregular accounts,
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