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CHAPTER - I INTRODUCTION RISK MANAGEMENT- AN INTRODUCTION Risk

Risk can be explained as uncertainty and is usually associated with the unpredictability of an investment performance. All investments are subject to risk, but some have a greater degree of risk than others. Risk is often viewed as the potential for an investment to decrease in value. Though quantitative analysis plays a significant role, experience, market knowledge and judgment play a key role in proper risk management. As complexity of financial products increase, so do the sophistication of the risk manager‟s tools. We understand risk as a potential future loss. When we take an insurance cover, what we are hedging is the uncertainty associated with the future events. Financial risk can be easily stated as the potential for future cash flows (returns) to deviate from expected cash flows (returns). There are various factors that give raise to this risk. Return is measured as Wealth at T+1- Wealth at T divided by Wealth at T. Mathematically it can be denoted as (W T +1WT )/WT . Every aspect of management impacting profitability and therefore cash flow or return, is a source of risk. We can say the return is the function of:



    



Prices, Productivity, Market Share, Technology, and Competition etc,



Financial risk management Risk management is the process of measuring risk and then developing and implementing strategies to manage that risk. Financial risk management focuses on risks that can be managed ("hedged") using traded financial instruments (typically changes in commodity prices, interest rates, foreign exchange rates and stock prices).
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Financial risk management will also play an important role in cash management. This area is related to corporate finance in two ways. Firstly, firm exposure to business risk is a direct result of previous Investment and Financing decisions. Secondly, both disciplines share the goal of creating, or enhancing, firm value. All large corporations have risk management teams, and small firms practice informal, if not formal, risk management. Derivatives are the instruments most commonly used in financial risk management. Because unique derivative contracts tend to be costly to create and monitor, t he most costeffective financial risk management methods usually involve derivatives that trade on wellestablished financial markets. These standard derivative instruments include options, futures contracts, forward contracts, and swaps. The most important element of managing risk is keeping losses small, which is already part of your trading plan. Never give in to fear or hope when it comes to keeping losses small. Risk can be explained as uncertainty and is usually associated with the unpredictability of an investment performance. All investments are subject to risk, but some have a greater degree of risk than others. Risk is often viewed as the potential for an investment to decrease in value. What is Risk Management? Risk is anything that threatens the ability of a nonprofit to accomplish its mission. Risk management is a discipline that enables people and organizations to cope with uncertainty by taking steps to protect its vital assets and resources. But not all risks are created equal. Risk management is not just about identifying risks; it is about learning to weigh various risks and making decisions about which risks deserve immediate attention. Risk management is not a task to be completed and shelved. It is a process that, once understood, should be integrated into all aspects of your organization's management. Risk management is an essential component in the successful management of any project, whatever its size. It is a process that must start from the inception of the project, and continue until the project is completed and its expected benefits realized. Risk management is
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a process that is used throughout a project and its products' life cycles. It is useable by all activities in a project. Risk management must be focused on the areas of highest risk within the project, with continual monitoring of other areas of the project to identify any new or changing risks. Managing risk - How to manage risks There are four ways of dealing with, or managing, each risk that you have identified. You can:



   



Accept it Transfer it Reduce it Eliminate it



For example, you may decide to accept a risk because the cost of eliminating it completely is too high. You might decide to transfer the risk, which is typically done with insurance. Or you may be able to reduce the risk by introducing new safety measures or eliminate it completely by changing the way you produce your product. When you have evaluated and agreed on the actions and procedures to reduce the risk, these measures need to be put in place. Risk management is not a one-off exercise. Continuous monitoring and reviewing is crucial for the success of your risk management approach. Such monitoring ensures that risks have been correctly identified and assessed, and appropriate controls put in place. It is also a way to learn from experience and make improvements to your risk management approach. All of this can be formalized in a risk management policy, setting out your business' approach to and appetite for risk and its approach to risk management. Risk management will be even more effective if you clearly assign responsibility for it to chosen employees. It is also a good idea to get commitment to risk management at the board level. Contrary to conventional wisdom, risk management is not just a matter of running through numbers. Though quantitative analysis plays a significant role, experience, market
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knowledge and judgment play a key role in proper risk management. As complexity of financial products increase, so do the sophistication of the risk manager's tools.



“G ood ri sk management can i mprove t he quali t y and ret urns of your busi ness.”



Foreign Exchange market

In today‟s world no economy is self sufficient, so there is need for exchange of goods and services amongst the different countries. So in this global village, unlike in the primitive age the exchange of goods and services is no longer carried out on barter basis. Every sovereign country in the world has a currency that is legal tender in its territory and this currency does not act as money outside its boundaries. So whenever a country buys or sells goods and services from or to another country, the residents of two countries have to exchange currencies. So we can imagine that if all countries have the same currency then there is no need for foreign exchange. Need for Foreign Exchange This document sets out the minimum policies and procedures that each financial institution needs to have in place and apply within its foreign exchange risk management programme, and the minimum criteria it should use to prudently manage and control its exposure to foreign exchange risk. Foreign exchange risk management must be conducted in the context of a comprehensive business plan. Although this document focuses on the responsibility of an institution for managing foreign exchange risk, it is not meant to imply that foreign exchange risk management can be conducted in isolation from other risks or asset/liability management considerations, such as the paramount need to maintain adequate liquidity. For example: Let us consider a case where Indian company exports cotton fabrics to USA and invoices the goods in US dollar. The American importer will pay the amount in US dollar, as the same is his home currency. However the Indian exporter requires rupees means his home currency for procuring raw materials and for payment to the labor charges etc. Thus he would need exchanging US dollar for rupee. If the Indian exporters invoice their goods in rupees, then importer in USA will get his dollar converted in rupee and pay the exporter.
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Objective The main objective of this project attempt is to study the intricacies of the foreign exchange market. The main purpose of this study is to get a better idea and the Comprehensive details of foreign exchange risk management. And the sub objectives are as follows:







To know about the various concept and technicalities in foreign exchange.



 To know the various functions of forex market.  To get the knowledge about the hedging tools used in foreign exchange.



Methodology of the study The secondary data was collected from following sources  Text Books related to FOREX  Newspapers  Internet  Other Publications Limitation of Study  Time constraint.  Resource constraint.  Bias on the part of interviewers.
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CHAPTER- II INDUSTRY PROFILE  OVERVIEW OF FOREIGN TRADE

Any business is open to risks from movements in competitors' prices, raw material prices, competitors' cost of capital, foreign exchange rates and interest rates, all of which need to be (ideally) managed. These Risk Management Guidelines are primarily a n enunciation of some good and prudent practices in exposure management. They have to be understood, and slowly internalized and customized so that they yield positive benefits to the company over time. It is imperative and advisable for the Apex Management to both be aware of these practices and approve them as a policy. Once that is done, it becomes easier for the Exposure Managers to get along efficiently with their task. The efforts of globalization of Indian economy have set a new pace to foreign trade. Further, the advent of economic reforms, liberalization, deregulation & the process of opening up the economy to global players had a far-reaching impact on foreign trade. Capital flows across nations have registered a quantum leap with the removal of rigid exchange controls by many nations and the consequent increase in cross-border trade. The impact of these developments is visibly obvious in the developing nations. It can be observed that foreign trade constituting exports and imports were USD 46391 Mio in the year 1990-91 which increased to USD 73872 Mio in 1995-96 and subsequently to 107456 Mio in 1999-00. It is also encouraging that the exports now finance over 78 percent of imports compared to only about 60 percent in the latter half of the eighties. India‟s export performance grew by 11.5 PA; almost double that of world exports which grew by 5.6 percent. Similarly, the quantified export growth was 20 percent in 1996-97, 18 percent in 1997-98 & 21 percent in 1998-99. In July 2011 for the 4 months from April to July then the numbers are slightly lower (but still quite high) at an export growth of 53.98% and import growth of 40%.exports grew by 81.79% and imports grew by 51.52%. If you look at the growth figures growth figures for the 4 months from April to July then the numbers are slightly lower (but still quite high) at an export growth of 53.98% and import growth of 40%. Measured by all standards India‟s foreign trade definitely entered as fast track in the new global trajectory. Therefore, the demands on Public Sector Banks (PSBs) too increased in the area of handling international trade and related services.



While the expansion in economic activities in various other sectors could be handled by emerging new financial institutions and non-banking financial institutions, the requirements of foreign trade, international settlement of transactions, global funds transfer
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and other exotic services related to Foreign Exchange (FX) transactions need to be routed through the authorized dealers. Therefore, the pressure for service centers more on the selected authorized branches of PSBs and EXIM bank. But, on the other hand, the infrastructure to handle foreign trade in Public Sector Banks is growing at a lesser pace than the pace of growth o f foreign trade, which often creates a vacuum impinging the quality of services. The attempt of PSBs to cope with growing demand is transparent. The opening of specialized FX desk in branches, the proliferation of dedicated overseas business branches, mechanization of operations, introduction of new range of products/services etc. are certainly the manifestation of PSBs to meet the needs of increasing foreign trade entrepreneurs. These large increases in foreign trade by India are having its effects directly or indirectly on every organization. The reduction of import duty tariffs is exposing domestic organizations to the global environment. Domestic organizations are now restructuring their business to take advantage of lower imports in order to produce more competitive finished goods. Similarly, reduced costs and incentives provided by the Government to promote exports attracts the domestic organizations to export trade. This new environment has forced the organizations to participate in foreign trade, which in turn has led them to face new foreign currency exposure. In the succeeding sections, we shall see more of M/s CSCIL, its policies for handling its Foreign Trade Exposures and other related matters of Foreign Trade, and managing of foreign e xchange exposures.
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CHAPTER - III COMPANY PROFILE

THE HOUSING DEVELOPMENT FINANCE CORPORATION LIMITED (HDFC) HDFC BANK was amongst the first to receive an 'in principle' approval from the Reserve Bank of India (RBI) to set up a bank in the private sector, as part of the RBI's liberalization of the Indian Banking Industry in 1994. The bank was incorporated in August 1994 in the name of 'HDFC Bank Limited', with its registered office in Mumbai, India. HDFC Bank commenced operations as a Scheduled Commercial Bank in January 1995. HDFC is India's premier housing finance company and enjoys an impeccable track record in India as well as in international markets. Since its inception in 1977, the Corporation has maintained a consistent and healthy growth in its operations to remain the market leader in mortgages. Its outstanding loan portfolio covers well over a million dwelling units. HDFC has developed significant expertise in retail mortgage loans to different market segments and also has a large corporate client base for its housing related credit facilities. With its experience in the financial markets, a strong market reputation, large shareholder base and unique consumer franchise, HDFC was ideally positioned to promote a bank in the Indian environment. HDFC Bank's mission is to be a World-Class Indian Bank. The objective is to build sound customer franchises across distinct businesses so as to be the preferred provider of banking services for target retail and wholesale customer segments, and to achieve healthy growth in profitability, consistent with the bank's risk appetite. The bank is committed to maintain the highest level of ethical standards, professional integrity, corporate governance and regulatory compliance. HDFC Bank's business philosophy is based on four core values - Operational Excellence, Customer Focus, Product Leadership and People.  CAPITAL STRUCTURE As on 31st December, 2009 the authorized share capital of the Bank is `. 550 crores. The paid up capital as on said date is `. 455, 23, 65,640/- (45, 52, 36,564 equity shares of `.10/ each). The HDFC Group holds 23.87 % of the Bank's equity and about 16.94 % of the equity is held by the ADS Depository (in respect of the bank's American Depository Shares (ADS)
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Issue). 27.46 % of the equity is held by Foreign Institutiona l Investors (FIIs) and the Bank has about 4, 58,683 shareholders.



The shares are listed on the Bombay Stock Exchange Limited and the National Stock Exchange of India Limited. The Bank's American Depository Shares (ADS) are listed on the New York Stock Exchange (NYSE) under the symbol 'HDB' and the Bank's Global Depository Receipts (GDRs) are listed on Luxembourg Stock Exchange under ISIN No US40415F2002. HDFC Bank is headquartered in Mumbai. The Bank at present has an enviable network of 1,725 branches spread in 771 cities across India. All branches are linked on an online realtime basis. Customers in over 500 locations are also serviced through Telephone Banking. The Bank's expansion plans take into account the need to have a presence in all major industrial and commercial centers where its corporate customers are located as well as the need to build a strong retail customer base for both deposits and loan products. Being a clearing/settlement bank to various leading stock exchanges, the Bank has branches in the centers where the NSE/BSE has a strong and active member base. The Bank also has 4,000 networked ATMs across these cities. Moreover, HDFC Bank's ATM network can be accessed by all domestic and international Visa/MasterCard, Visa Electron/Maestro, Plus/Cirrus and American Express Credit/Charge cardholders. Mr. Jagdish Kapoor took over as the “Bank's Chairman” in July 2001. Prior to this, Mr. Kapoor was a “Deputy Gove rnor” of the Reserve Bank of India.



“The Managing Director”, Mr. Aditya Puri, has been a professional banker for over 25 years and before joining HDFC Bank in 1994 was heading Citibank's operations in Malaysia.



The Bank's Board of Directors is composed of eminent individuals with a wealth of experience in public policy, administration, industry and commercial banking. Senior executives representing HDFC are also on the Board. Senior banking professionals with substantial experience in India and abroad head various businesses and functions and report to the Managing Director. HDFC Bank operates in a highly automated environment in terms of information technology and communication systems. All the bank's branches have online connectivity, which enables
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the bank to offer speedy funds transfer facilities to its customers. Multi-branch access is also provided to retail customers through the branch network and Automated Teller Machines (ATMs).



The Bank has made substantial efforts and investments in acquiring the best technology available internationally, to build the infrastructure for a world class bank. The Bank's business is supported by scalable and robust systems which ensure that our clients always get the finest services we offer. The Bank has prioritized its engagement in technology and the internet as one of its key goals and has already made significant progress in web-enabling its core businesses. In each of its businesses, the Bank has succeeded in leveraging its market position, expertise and technology to create a competitive advantage and build market share. HDFC Bank offers a wide range of commercial and transactional banking services and treasury products to wholesale and retail customers. The bank has three key business segments: Wholesale Banking Services – The Bank's target market ranges from large, bluechip manufacturing companies in the Indian corporate to small & mid-sized corporate's and agri-based businesses. For these customers, the Bank provides a wide range of commercial and transactional banking services, including working capital finance, trade services, transactional services, cash management, etc. The bank is also a leading provider of structured solutions, which combine cash management services with vendor and distributor finance for facilitating superior supply chain management for its corporate customers. Based on its superior product delivery / service levels and strong customer orientation, the Bank has made significant inroads into the banking consortia of a number of leading Indian corporate including multinationals, companies from the domestic business houses and prime public sector companies. It is recognized as a leading provider of cash management and transactional banking solutions to corporate customers, mutual funds, stock exchange me mbers and banks. Retail Banking Services – The objective of the Retail Bank is to provide its target market customers a full range of financial products and banking services, giving the customer a one-stop window for all his/her banking requirements. The products are
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backed by world-class service and delivered to customers through the growing branch network, as well as through alternative delivery channels like ATMs, Phone Banking, Net Banking and Mobile Banking. HDFC Bank was the first bank in India to launch an International Debit Card in association with VISA (VISA Electron) and issues the MasterCard Maestro debit card as well. The Bank launched its credit card business in late 2001. By March 2009, the bank had a total card base (debit and credit cards) of over 13 million. The Bank is also one of the leading players in the “merchant acquiring” business with over 70,000 Point-of-sale (POS) terminals for debit / credit cards acceptance at merchant establishments. The Bank is well positioned as a leader in various net based B2C opportunities including a wide range of internet banking services for Fixed Deposits, Loans, Bill Payments, etc. Treasury – Within this business, the bank has three main product areas - Foreign Exchange and Derivatives, Local Currency Money Market & Debt Securities, and Equities. With the liberalization of the financial markets in India, corporate need more sophisticated risk management information, advice and product structures. These and fine pricing on various treasury products are provided through the bank's Treasury team. To comply with statutory reserve requirements, the bank is required to hold 25% of its deposits in government securities. The Treasury business is responsible for managing the returns and market risk on this investment portfolio. Credit Rating - The Bank has its deposit programs rated by two rating agencies - Credit Analysis & Research Limited (CARE) and Fitch Ratings India Private Limited. The Bank's Fixed Deposit programme has been rated 'CARE AAA (FD)' [Triple A] by CARE, which represents instruments considered to be "of the best quality, carrying negligible investment risk". CARE has also rated the bank's Certificate of Deposit (CD) programme "PR 1+" which represents "superior capacity for repayment of short term promissory obligations". Fitch Ratings India Pvt. Ltd. (100% subsidiary of Fitch Inc.) has assigned the "AAA (ind)" rating to the Bank's deposit programme, with the outlook on the rating as "stable". This rating indicates "highest credit quality" where "protection factors are very high" The Bank also has its long term unsecured, subordinated (Tier II) Bonds rated by CARE and Fitch Ratings India Private Limited and its Tier I perpetual Bonds and Upper Tier II Bonds
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rated by CARE and CRISIL Ltd. CARE has assigned the rating of "CARE AAA" for the subordinated Tier II Bonds while Fitch Ratings India Pvt. Ltd. has assigned the rating "AAA (ind)" with the outlook on the rating as "stable". CARE has also assigned "CARE AAA [Triple A]" for the Banks Perpetual bond and Upper Tier II bond issues. CRISIL has assigned the rating "AAA / Stable" for the Bank's Perpetual Debt programme and Upper Tier II Bond issue. In each of the cases referred to above, the ratings awarded were the highest assigned by the rating agency for these instruments. Corporate Governance Rating – The bank was one of the first four companies, which subjected itself to a Corporate Governance and Value Creation (GVC) rating by the rating agency, The Credit Rating Information Services of India Limited (CRISIL). The rating provides an independent assessment of an entity's current performance and an expectation on its "balanced value creation and corporate governance practices" in future. The bank has been assigned a 'CRISIL GVC Level 1' rating which indicates that the bank's capability with respect to wealth creation for all its stakeholders while adopting sound corporate governance practices is the highest. On May 23, 2008, the amalgamation of Centurion Bank of Punjab with HDFC Bank was formally approved by Reserve Bank of India to complete the statutory and regulatory approval process. As per the scheme of amalgamation, shareholders of CBoP received 1 share of HDFC Bank for every 29 shares of CBoP. The merged entity will have a strong deposit base of around `1, 22,000 crores and net advances of around ` 89,000 crores. The balance sheet size of the combined entity would be over `. 1, 63,000 crores. This was the first merger of two private banks in the New Generation Private Sector Banks. As per the scheme of amalgamation approved by the shareholders of both banks and the Reserve Bank of India, shareholders of Times Bank received 1 share of HDFC Bank for every 5.75 shares of Times Bank. Business Focus - HDFC Bank deals with three key business segments - Wholesale Banking Services, Retail Banking Services, and Treasury. It has entered the banking consortia of over 50 corporate for providing working capital finance, trade services, corporate finance and merchant banking. It is also providing sophisticated product structures in areas of foreign exchange and derivatives, money markets and debt trading and equity research.
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Distribution Network - HDFC Bank is headquartered in Mumbai. The Bank has a network of 1,725 branches spread in 771 cities across India. All branches are linked on an online realtime basis. Customers in over 500 locations are also serviced through Telephone Banking. The Bank has a presence in all major industrial and commercial centers across the country. Being a clearing/settlement bank to various leading stock exchanges, the Bank has branches in the centres where the NSE/BSE has a strong and active member base. The Bank also has 3,898 networked ATMs across these cities. Moreover, HDFC Bank's ATM network can be accessed by all domestic and international Visa/MasterCard, Visa Electron/Maestro, Plus/Cirrus and American Express Credit/Charge cardholders. AWARDS 2010

1. CNBC TV18's Best Bank & Financial Institution Awards IBA Productivity Excellence Awards 2011 Dun & Bradstreet Banking Awards 2011 Asian Banker Bloomberg UTV's Financial Leadership Awards 2011 IBA Banking Technology Awards 2010 - Best Bank - Mr. Aditya Puri, Outstanding Finance Professional



2.



New Channel Adopter (Private Sector)



3.



Best Private Sector Bank - SME Financing



4. 5.



Strongest Bank in Asia Pacific Best Bank



6.



Winner 1) Technology Bank of the Year 2) Best Online Bank 3) Best Customer Initiative 4) Best Use of Business Intelligence 5) Best Risk Management System Runners Up Best Financial Inclusion Excellence in Customer Experience



7.



IDC FIIA Awards 2011
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CHAPTER - IV REVIEW OF LITERATURE Unit I  Foreign exchange market

Particularly for foreign exchange market there is no market place called the foreign exchange market. It is mechanism through which one country‟s currency can be exchange i.e. bought or sold for the currency of another country. The foreign exchange market does not have any geographic location. Foreign exchange market is described as an OTC (over the counter) market as there is no physical place where the participants meet to execute the deals, as we see in the case of stock exchange. The largest foreign exchange market is in London, followed by the New York, Tokyo, Zurich and Frankfurt. The markets are situated throughout the different time zone of the globe in such a way that one market is closing the other is beginning its operation. Therefore it is stated that foreign exchange market is functioning throughout 24 hours a day. In most market US dollar is the vehicle currency, viz., the currency sued to dominate international transaction. In India, foreign exchange has been given a statutory definition. Section 2 (b) of foreign exchange regulation ACT, 1973 states: Foreign exchange means foreign currency and includes:  All deposits, credits and balance payable in any foreign currency and any draft, traveler‟s cheques, letter of credit and bills of exchange. Expressed or drawn in India currency but payable in any foreign currency.  Any instrument payable, at the option of drawee or holder thereof or any other party there to, either in Indian currency or in foreign currency or partly in one and partly in the other.



In order to provide facilities to members of the public and foreigners visiting India, forex change of foreign currency into Indian currency and vice-versa. RBI has granted to various firms and individuals, license to undertake money-changing business at seas/airport and tourism place of tourist interest in India. Besides certain authorized dealers in foreign exchange (banks) have also been permitted to open exchange bureaus.
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Following are the major bifurcations:  Full fledge moneychangers – they are the firms and individuals who have been authorized to take both, purchase and sale transaction with the public.  Restricted moneychanger – they are shops, emporia and hotels etc. that have been authorized only to purchase foreign currency towards cost of goods supplied or services rendered by them or for conversion into rupees. o Authorized dealers – they are one who can undertake all types of foreign exchange transaction. Banks are only the authorized dealers. The only exceptions are Thomas cook, western union, UAE exchange which though, and not a bank is an AD.



Even among the banks RBI has categorized them as follows:  Branch A – They are the branches that have nostro and vostro account.  Branch B – The branch that can deal in all other transaction but do not maintain nostro and vostro a/c‟s fall under this category. For Indian we can conclude that foreign exchange refers to foreign money, which includes notes, cheques, bills of exchange, bank balance and deposits in foreign currencies.



 Participants in foreign exchange market

The main players in foreign exchange market are as follows:



1. CUSTOMERS The customers who are engaged in foreign trade participate in foreign exchange market by availing of the services of banks. Exporters require converting the dollars in to rupee and importers require converting rupee in to the dollars, as they have to pay in dollars for the goods/services they have imported. 2. COMMERCIAL BANK They are most active players in the forex market. Commercial bank dealing with international transaction offers services for conversion of one currency in to another. They have wide network of branches. Typically banks buy foreign exchange from exporters and sells foreign exchange to the importers of goods. As every time the foreign exchange bought or oversold position. The balance amount is sold or bought from the market.
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3. CENTRAL BANK In all countries Central bank have been charged with the responsibility of maintaining the external value of the domestic currency. Generally this is achieved by the intervention of the bank. 4. EXCHANGE BROKERS Forex brokers play very important role in the foreign exchange market. However the extent to which services of foreign brokers are utilized depends on the tradition and practice prevailing at a particular forex market center. In India as per FEDAI guideline the Ads are free to deal directly among themselves without going through brokers. The brokers are not among to allowed to deal in their own account all over the world and also in India. 5. OVERSEAS FOREX MARKET Today the daily global turnover is estimated to be more than US $ 1.5 trillion a day. The international trade however constitutes hardly 5 to 7 % of this total turnover. The rest of trading in world forex market is constituted of financial transaction and speculation. As we know that the forex market is 24-hour market, the day begins with Tokyo and thereafter Singapore opens, thereafter India, followed by Bahrain, Frankfurt, Paris, London, New York, Sydney, and back to Tokyo. 6. SPECULATORS The speculators are the major players in the forex market.  Bank dealing are the major speculators in the forex market with a view to make profit on account of favorable movement in exchange rate, take position i.e. if they feel that rate of particular currency is likely to go up in short term. They buy that currency and sell it as soon as they are able to make quick profit.  Corporation’s particularly multinational corporation and transnational corporation having business operation beyond their national frontiers and on account of their cash flows being large and in multi currencies get in to foreign exchange exposures. With a view to make advantage of exchange rate movement in their favor they either delay covering exposures or do not cover until cash flow materialize.  Individual like share dealing also undertake the activity of buying and selling of foreign exchange for booking short term profits. They also buy foreign currency stocks, bonds and other assets without covering the foreign exchange exposure risk. This also results in speculations.
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Unit II

 Factors that contribute to the growth of Indian Forex Markets





Global Forex market has taken quantum jump and the Indian market has followed suit. Better communication network like telephones, telexes, SWIFT, Reuters/Telerate system etc., have been made available to the forex dealers and these have contributed to the speed and efficiency of the market. Thus, they are able to generate larger turnover. Rigid and tight exchange controls have been relaxed and the banks are completely free to deal in the inter bank market as also, to some extent, in the overseas market. With opening up of the banking sector to private sector more players have been added to the market. Also, many more foreign banks have set up shops in India and those, which were already operating, have established more branches. This has contributed to higher foreign exchange turnover. Banks have been allowed to have, albeit to a small extent, an access to the foreign currency assets and liabilities. With limited integration of Indian and overseas forex markets, banks have access to the inter bank markets for conversion of forex funds into Indian rupees and re-conversion of the same on a continuous basis has given the fillip in the market. The Liberalized Exchange Rate Management System and freedom given to the corporate to book re-book and cancel forward contracts so long they have the genuine exposure, have also contributed to the increased inter-bank dealings and consequently increase in the trading volume in the foreign exchange markets.























Types of currencies traded in Indian Market The major currencies being traded in the Indian Forex market are Currency US DOLLAR Pound Sterling Deutsche Mark Frenche Franc Swiss Franc Italian Lira Japanese Yen Short Form USD GBP DEM FRF CHF ITL YEN Symbol $ £ € ₣ SFr. ₤ ¥
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The market also trades in exotic currencies like Middle East currencies. The EURO is a new single currency used by most of the nations of the Western Europe. It will gradually replace national currencies such as German Mark or the French Frank etc. Thus, Euro will also play a major role as far trading in India in concerned. Growth of forex market over the years



The forex market is the world's largest financial market, with $1.4-trillion in transactions daily. The turnover in the Indian forex market has also been increasing over the years. The average daily gross turnover in the dollar-rupee segment of the Indian forex market (merchant plus inter-bank) was in the vicinity of US$ 3 billion during 1998-99. The daily turnover in the merchant segment of the dollar-rupee segment of foreign exchange market was US$ 0.7 billion, while turnover in the interbank segment was US$ 2.3 billion. The average daily turnover in the spot market was around US$ 1.2 billion and in the forward and swap market, the daily turnover was US$ 1.8 billion during 1998-99. FEDAI's role in the forex market Foreign Exchange Dealers Association of India (FEDAI) sets the ground rules for fixation of commissions and other charges, and also involves itself in matters of mutual interest of the Authorized Dealers. FEDAI also accredits brokers through whom the banks put through deals. Authorized dealers in foreign exchange RBI may, on an application made to it in this behalf, authorize any person to deal in foreign exchange or in foreign securities, as an authorized dealer, money-changer or off shore banking unit, or in any other manner as it deems fit. Generally, authorizations, in the form of licenses, to deal in foreign exchange, are granted to banks, which are well equipped to undertake foreign exchange transactions in India. Authorizations have been given to certain financial institutions to undertake specific types of foreign exchange transactions incidental to their main business, which are also called `restricted authorized dealers'. Rupee quoted against Dollar In India, we follow a direct exchange rate quote which gives the home currency price of a certain amount of the foreign currency quoted, i.e. the amount of foreign currency is fixed and the amount of home currency keeps varying with the change in exchange rate. This, however, is not the only method of quoting the exchange rate; banks in Great Britain quote the value of the pound Sterling in terms of the foreign curr ency, which is called the `indirect exchange rate quote'. The form of quoting Pound sterling, Euro and Australian Dollar is called indirect quote because GBP has always been stronger than USD, even Euro started as a stronger currency than USD and Australian Dollar is the commonwealth currency so it has to follow the path of GBP.
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Activities that can possibly carry foreign exchange exposure Foreign exchange exposures arise from many different activities. A traveler going to visit another country has the risk that if that country's currency appreciates against their own, their trip will be more expensive. Similarly, an exporter who sells his/her product in a foreign currency faces the risk that if the value of the Indian rupee appreciates vis-à-vis dollar, his revenue in terms of the Indian rupee, nose-dives. An importer, who buys goods priced in foreign currency, faces the risk that the rupee might depreciate against the dollar, thereby making the local-currency cost of the imports greater than expected. Authorized money-changers and the powe rs they are they vested with The Reserve Bank of India has empowered certain people, i.e. shops, emporia, travel agents, etc., to deal in foreign currency, subject to certain restrictions. They are not allowed to deal in foreign exchange; rather they are supposed to play the role of facilitators for undertaking the function of money changing. They are required to provide facilities for encashment of foreign currency to visitors from abroad, especially foreign tourists. They can be classified into two categories, i.e., full- fledged money-changers who can undertake both purchase and sale transactions with the public, and restricted moneychangers who are authorized only to purchase foreign currency notes, coins and travelers cheques, subject to the condition that all such collections are surrendered by them in turn to an authorized dealer in foreign exchange/ full- fledged money-changer.



 Four Steps in Risk Management

1. Understand the nature of various risks. 2. Define a risk management policy for the organization and quantifying maximum risk that organization is willing to take if quantifiable. 3. Measure the risks if quantifiable and enumerate otherwise. 4. Build internal control mechanism to control and monitor all the risks. Step 1 – Understanding Risks Risks can be classified into five categories: 1. Price or Market Risk 2. Counter party or Credit Risk 3. Dealing Risk 4. Settlement Risk 5. Operating Risks
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1. Price Risks or Market Risk This is the risk of loss due to change in market prices. Price risk can increase further due to Market Liquidity Risk, which arises when large positions in individual instruments or exposures reach more than a certain percentage of the market, instrument or issue. Such a large position could be potentially illiquid and not be capable of being replaced or hedged out at the current market value and as a result may be assumed to carry extra risk. 2. Counter party Risk or Credit Risk This is the risk of loss due to a default of the Counterpart in honoring its commitment in a transaction (Credit Risk). If the Counterparty is situated in another country, this also involves Country Risk, which is the risk of the Counter party not honoring its commitment because of the restrictions imposed by the government though counter party itself is capable to do so. 3. Dealing Risk Dealing Risk is the sum total of all unsettled transactions due for all dates in future. If the Counter party goes bankrupt on any day, all unsettled transactions would have to be redone in the market at the current rates. The loss would be the difference between the original contract rate and the current rates. Dealing risk is therefore limited to only the movement in the prices and is measured as a percentage of the total exposure. 4. Settlement Risk Settlement risk is the risk of Counterparty defaulting on the day of the settlement. The risk in this case would be 100% of the exposure if the corporate gives value before receiving value from the Counterparty. In addition the transaction would have to be redone at the current market rates. 5. Ope rating Risks Operational risk is the risk that the organization may be exposed to financial loss either through human error, misjudgment, negligence and malfeasance, or through uncertainty, misunderstanding and confusion as to responsibility and authority. Further operating risks could be classified as under:

     



Legal Regulatory Errors & Omissions Frauds Custodial Systems
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Legal Legal risk is the risk that the organization will suffer financial loss either because contracts or individual provisions thereof are unenforceable or inadequately documented, or because the precise relationship with the counter party is unclear. Regulatory Regulatory risk is the risk of doing a transaction, which is not as per the prevailing rules and laws of the country. Errors & Omissions Errors and omissions are not uncommon in financial operations. These may relate to price, amount, value date, currency, and buy/sell side or settlement instructions. Frauds Some examples of frauds are:

    



Front running Circular trading Undisclosed Personal trading Insider trading Routing deals to select brokers



Custodial Custodial risk is the loss of prime documents due to theft, fire, water, termites etc. This risk is enhanced when the documents are in transit. Systems Systems risk is due to significant deficiencies in the design or operation of supporting systems; or inability of systems to develop quickly enough to meet rapidly evolving user requirements; or establishment of a great many diverse, incompatible system configurations, which cannot be effectively linked by the automated transmission of data and which require considerable manual intervention.



Step 2 - Define Risk Policy Decide the basic risk policy that the organization wants to have. This may vary from taking no risk (cover all) to taking high risks (open all). Most organizations would fall somewhere in between the two extremes. Risk and reward go hand in hand.
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Cost Center vs. Profit Center A cost center approach looks at exposure management as insurance against adverse movements. One is not looking for optimization of cost or realization but meeting certain budgeted or targeted rates. In a profit center approach, the business is taking deliberate risks to make money out of price movements. Step 3- Risk Measure ment There are a number of different measures of price or market risk which are mainly based on historical and current market values Examples are Value at Risk (VAR), Revaluation, Modeling, Simulation, Stress Testing, Back Testing, etc. Step 4- Risk Control Control of Price Risk Position limits are established to control the level of price or market risk taken by the organization. Diversification is used to reduce systematic risk in a given portfolio. Control of Credit Risk Credit limits are established for each counter party for both Dealing Risk and Settlement Risk separately depending upon the risk perception of the counter party. Control of Operating Risk Establishment of an effective and efficient internal control structure over the trading and settlement activities, as well as implementing a timely and accurate Management Information System (MIS). Tools to control operating risks  Comprehensive Systems and Operations Manuals  Proper Organizations structure and adequate personnel  Separation of trading function from settlement, accounting and risk control functions.  Strict enforcement of authority and limits  Written confirmation of all verbal dealings  Voice recording  Legally binding agreements with counter parties ensuring proposed transactions are not ultra virus.  Contingency Planning  Internal Audits  Daily reconciliations  Ethical standards and codes of conduct  Dealing discipline
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Unit III  BALANCE OF PAYMENT  SOME BASIC CONCEPTS

The fundamental reason why foreign trade benefits an economy is the so-called principle of comparative advantage. If different countries concentrate on providing products and services in which they have comparative advantages arising out of differences in resources, costs or technology, then international trade can be beneficial to all the countries. Remember, we are referring to relative, and not absolute, efficiency of producing goods and services‟ in other words, even if a country is the most efficient producer of all the goods and services it needs it will still benefit by engaging in international trade, as the relative efficiencies would surely differ in practice. 1. Balance of Payments of a country is systematic records of all receipts and payments between residents of the country with non-residents of the country over a period of time, say one year. These receipts and payments could be of account on account of import and export of goods and the difference on this account is known as „balance of trade.‟



2. If receipt and payments on account of import and export of services like tourism, banking, insurance etc are also added to that of goods then the difference on this account is known as „balance on current account.‟



3. The 3rd component of balance of payment is grants, aids, foreign investment etc falls under Capital Account. Thus, receipt and payments on account of all the three components make the “Balance of Payme nts” of the country. Incidentally the BOP of a country is always balanced. If the receipt under the 3 components i.e., goods, services and capital account are less than the payments then the BOP of the country is said to be negative or adverse. Since BOP is always balanced the balancing is done thru Foreign Exchange Reserve of the country. The principle of comparative advantage is easy to understand. The classic textbook example is that of a person who happens to be both the best lawyer as well as the best stenographer in the city. Let us assume that as a lawyer he can earn ` 5000/- Per Hour while he can hire a stenographer [who may not be as good as himself] at say ` 50/- Per Hour. It obviously makes economic sense for the lawyer to hire a stenographer and devote all his time to working as a lawyer as his comparative advantage, given the earnings and expenses,
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obviously lies in working as a lawyer. It is a known factor that international trade benefits an economy, the question of external receipts and payments has to be considered. It is customary to classify a country‟s external receipts and payments under two broad headings- Current Account and Capital Account. The third category falling under BOP is the Reserve Account.



 Components of Balance Of Payments:

Curre nt account



The Current Account in turn, is split under two heads 1. Trade flows & 2. Invisibles Of the two trade flows comprising exports and imports of goods is easier to understand. The difference between the two is commonly referred to as the surplus or deficit trade balance. It is customary to report imports on CIF basis and exports on FOB basis for calculating the trade balance.



1. Trade flows

Strong economic growth of economy in 1995-96 resulted in widening of the trade deficit to USD 8.9 bn. However, high interest rates and an overall liquidity squeeze in the corporate sector through second half of 1996 saw growth taper off rapidly. This was reflected in nonpol [petroleum, oil, lubricants] imports decline by 4 percent during April November 1996 as against an increase of 36 percent last year‟s, whereas imports till November were up by 4.66 percent, exports showed slightly higher growth at 7.81 percent, resulting in narrowing of the trade deficit. It is expected that the trade for 1996-97 would be between 7.5 to 8 bn. conventionally, trade in physical goods is distinguished from trade-in services. Invisibles comprise current international payments for items other than merchandise exports or imports.



2. Invisibles Invisibles have maintained a rising trend in recent years, on account of steady increase in private transfer receipts. It is expected that this trend would continue as a moderate rate at the rate of [20] percent in 1996-97. Trade flows and invisibles together comprise the current account of a country and the difference give the current account surplus deficit.



Deficit & Surplus Meaning of Deficit and Surplus in BOP 1. BOP is a double entry accounting record and hence must balance except for errors and omissions. 2. As such deficit or surplus refers to subsets of accounts included in BOP. These are imbalances or economic disequilibria.
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3. Need to optimally group various accounts within BOP statement so as to give proper signals to the authorities to correct disequilibrium. 4. Division of entire BOP into set of accounts a. Above the line (if the net balance is positive, then there is BOP surplus and if negative, there is a BOP deficit). b. Below the line (this net balance should be equal in magnitude but opposite in sign of the balance above the line). 5. The items below the line are "compensatory" in nature. They "finance or settle" the imbalance above the line. 6. The transactions above the line are "autonomous transactions". This means a transaction undertaken for its own sake, in response to given configuration of price, exchange rate, interest rate, etc. and usually to realize profit / reduce cost. It does not take into account situation elsewhere in the BOP. 7. BOP deficit or surplus is understood to mean deficit or surplus on all autonomous transactions taken together. Difficulties in deciding what are autonomous and what is accommodating. 8. Exports and imports of goods / services, private sector capital flows, migrant workers remittances, unilateral gift are all clear cases of autonomous transactions. 9. Sale or purchase of foreign exchange to engineer certain movements in exchange rate is clearly an accommodating transaction. 10. Government borrowing from World Bank may be used to finance the deficit on other transactions or to finance a public sector project or a combination. In the first case, it is an accommodating transaction in the second case an autonomous while in the third, it is a mixture. 11. Some degree of ambiguity is inevitable. As such, several concepts of "balance " have evolved:  Trade Balance: This is the balance on the merchandise trade account.  Balance on goods and services: This is the balance between exports and imports of goods and services (in the current account, excludes private transfers and investment income).  Curre nt Account Balance : This is the net balance on the entire current account.  Balance on current account and long-term capital (also known as basic balance): Indicates long-term trends in the BOP. The idea is short term capital flows are volatile but long term capital flows are of a more permanent nature and are indicative of the under laying strengths and weaknesses of the economy. 12. Errors and omissions While changes in reserve assets are accurately measured and recorded, some other items are subject to errors arising out of data inadequacy, errors in reporting, discrepancy in valuation and timing. These are group together under this heading. Relevance of BOP Statistics and Decision Making 13. Signal of policy shift by the monetary authorities either unilaterally or with the trading partners.
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14. A country facing current account deficit may resort to raise interest rates to attract short-term capital inflows to arrest depreciation of the currency. 15. Continuing current account deficit may lead to tax incentives.



Capital Account Transfers on capital account include external borrowings or payments of external borrowings, external investments or disinvestments. The balance of current account and capital account together will result in the country‟s reserves of foreign exchange going up or down correspondingly. A current account deficit may be combined with a higher capital account surplus and therefore reflect as an addition to the country‟s reserves of foreign exchange. The current account deficit or surplus of a country can also be looked at in another way. In macroeconomic and national accounting term the current account is a mirror image of the difference between domestic savings and domestic investments. If domestic savings exceed the domestic investments then a surplus on current account will result. On the other hand if the domestic savings are insufficient to finance the domestic investments a deficit on current account would result and would need to be financed either through a draw down of reserves or by external borrowings.
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Unit IV

 The Management of Foreign Exchange Risk  OVERVIEW

(a) Goals Exchange risk is the effect that unanticipated exchange rate changes have on the value of the firm. This chapter explores the impact of currency fluctuations on cash flows, on assets and liabilities, and on the real business of the firm. Three questions must be asked. First, what exchange risk does the firm face, and what methods are available to measure currency exposure? Second, based on the nature of the exposure and the firm's ability to forecast currencies, what hedging or exchange risk management strategy should the firm employ? And finally, which of the various tools and techniques of the foreign exchange market should be employed: debt and assets; forwards and futures; and options. The chapter concludes by suggesting a framework that can be used to match the instrument to the problem. (b) Exchange risk Exchange risk is simple in concept, a potential gain or loss that occurs as a result of an exchange rate change. For example, if an individual owns a share in Hitachi, the Japanese company, he or she will lose if the value of the yen drops. Yet from this simple question several more arise. First, whose gain or loss? Clearly not just those of a subsidiary, for they may be offset by positions taken elsewhere in the firm. And not just gains or losses on current transactions, for the firm's value consists of anticipated future cash flows as well as currently contracted ones. What counts, modern finance tells us, is shareholder value; yet the impact of any given currency change on shareholder value is difficult to assess, so proxies have to be used. The academic evidence linking exchange rate changes to stock prices is weak. Moreover the shareholder who has a diversified portfolio may find that the negative effect of exchange rate changes on one firm is offset by gains in other firms; in other words, that exchange risk is diversifiable. If it is, than perhaps it's a non-risk. Finally, risk is not risk if it is anticipated. In most currencies there are futures or forward exchange contracts whose prices give firms an indication of where the market expects currencies to go. And these contracts offer the ability to lock in the anticipated
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change. So perhaps a better concept of exchange risk is unanticipated exchange rate changes. These and other issues justify a closer look at this area of international financial management.



Unit V

 MANAGEMENT FOREIGN EXCHANGE RISK-BY A FIRM

Many firms refrain from active management of their foreign exchange exposure, even though they understand that exchange rate fluctuations can affect their earnings and value. They make this decision for a number of reasons. First, management does not understand it. They consider any use of risk management tools, such as forwards, futures and options, as speculative. Or they argue that such financial manipulations lie outside the firm's field of expertise. Saying like "we are in the business of manufacturing slot machines, and we should not be gambling on currencies" .Perhaps they are right to fear abuses of hedging techniques, but refusing to use forwards and other instruments may expose the firm to substantial speculative risks. Second, they claim that exposure cannot be measured. They are right-currency exposure is complex and can seldom be gauged with precision. But as in many business situations, imprecision should not be taken as an excuse for indecision. Third, they say that the firm is hedged. All transactions such as imports or exports are covered, and foreign subsidiaries finance in local currencies. This ignores the fact that the bulk of the firm's value comes from transactions not yet completed, so that tra nsactions hedging is a very incomplete strategy. Fourth, they say that the firm does not have any exchange risk because it does all its business in dollars (or yen, or whatever the home currency is). But a moment's thought will make it evident that even if you invoice Japanese customers in dollars, when the Yen drops your prices will have to adjust or you'll be undercut by local competitors. So revenues are influenced by currency changes. Finally, they assert that the balance sheet is hedged on an accounting basis-especially when the "functional currency" is held to be the dollar. Modern principles of the theory of finance suggest prima facie that the management of corporate foreign exchange exposure may neither be an important nor a legitimate concern. It has been argued, in the tradition of the Modigliani-Miller Theorem, that the firm cannot improve shareholder value by financial manipulations: specifically, investors themselves can hedge corporate exchange exposure by taking out forward contracts in accordance with their ownership in a firm. Managers do not serve them by second-guessing what risks shareholders want to hedge.
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One counter-argument is that transaction costs are typically greater for individual investors than firms. Yet there are deeper reasons why foreign exchange risk should be managed at the firm level. The assessment of exposure to exchange rate fluctuations requires detailed estimates of the susceptibility of net cash flows to unexpected exchange rate changes. Operating managers can make such estimates with much more precision than shareholders who typically lack the detailed knowledge of competition, markets, and the relevant technologies. Furthermore, in all but the most perfect financial markets, the firm has considerable advantages over investors in obtaining relatively inexpensive debt at home and abroad, taking maximum advantage of interest subsidies and minimizing the effect of taxes and political risk. Another line of reasoning suggests that foreign exchange risk management does not matter because of certain equilibrium conditions in international markets for both financial and real assets. These conditions include the relationship between prices of goods in different markets, better known as Purchasing Power Parity (PPP), and between interest rates and exchange rates, usually referred to as the International Fisher Effect. However, deviations from PPP and IFE can persist for considerable periods of time, especially at the level of the individual firm. The resulting variability of net cash flow is of significance as it can subject the firm to the costs of financial distress, or even default. Modern research in finance supports the reasoning that earnings fluctuations that threaten the firm's continued viability absorb management and creditors' time, entail out-ofpocket costs such as legal fees, and create a variety of operating and investment problems, including under investment in R&D. The same argument supports the importance of corporate exchange risk management against the claim that in equity markets it is only systematic risk that matters. To the extent that foreign exchange risk represents unsystematic risk, it can, of course, be diversified away provided again, those investors have the same quality of information about the firm as management-a condition not likely to prevail in practice. This reasoning is buttressed by the likely effect that exchange risk has on taxes paid by the firm. It is generally agreed that leverage shields the firm from taxes, be cause interest is tax deductible whereas dividends are not. But the extent to which a firm can increase leverage is limited by the risk and costs of bankruptcy. A riskier firm, perhaps one that does not hedge exchange risk, cannot borrow as much. It follows that anything that reduces the probability of bankruptcy allows the firm to take on greater leverage, and so pay less taxes for a given operating cash flow. If foreign exchange hedging reduces taxes, shareholders benefit from hedging. However, there is one task that the firm cannot perform for shareholders: to the extent that individuals face unique exchange risk as a result of their different expenditure patterns, they must themselves devise appropriate hedging strategies. Corporate management of foreign exchange risk in the traditional sense is only able to protect expected nominal returns in the reference currency.
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 Economic Exposure, Purchasing Power Parity & The International Fisher Effect

Exchange rates, interest rates and inflation rates are linked to one another through a classical set of relationships, which have import for the nature of corporate foreign exchange, risk. These relationships are: 1. the Purchasing Power Parity Theory, which describes the linkage between relative inflation rates and exchange rates; 2. the International Fisher effect, which ties interest rate differences to exchange rate expectations; & 3. the unbiased forward rate theory, which relates the forward exchange rate-toexchange rate expectations. These relationships, along with two other key "parity" linkages.



 Foreign Exchange Forecasting

Forecasting foreign exchange rate is important for forex management as it reduces the uncertainties associated with commitments to accept or to make payments in foreign currencies with short-term and long-term investment decisions, with financing decisions and with income earned in foreign currencies. It is also important for a forex manager to understand the intricacies and the limitations of forecasting foreign exchange rates as it helps them to utilize the alternate avenues to manage exchange rate risk. Though it is difficult to forecast the exact time of change or change on a particular day, the available forecasts are accurate enough to forecast direction and magnitude of change in longer term. Hence, exchange rate forecast are very useful in planning long-term investments. The exchange rate forecasts help to: 1. 2. 3. 4. Analyze attractiveness of foreign borrowings Plan investments in foreign countries Plan long term export- import strategy Manage exchange rate risks and plan hedging strategies
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Unit VI

 Historical perspective on exchange rate, Gold standard

 Exchange Rate: Is the value of one currency in terms of another.  Exchange Rate Regime: Refers to mechanism, procedure and institutional framework for determining exchange rates at a point of time and changes in the same over a period of time including the factors, which induce the changes.  Two extremes of exchange rate regimes 1. Perfectly rigid or fixed exchange rates. 2. Perfectly flexible or floating. 3. Between the two extremes, a number of hybrids with varying degrees of flexibility.



I.



Gold standard  Oldest system till world war 1  Gold specie standard: Actual currency in circulation consisted of gold coins with fixed gold content.  Gold bullions standard: The basis of money remains a fixed rate of gold. Currency is paper and authorities standing ready to convert unlimited amount of paper currency into gold and vice versa at fixed conversion ratio.  Gold exchange standard: Authorities standing ready to convert, at a fixed rate, the paper currency issued by them into another paper currency of different country operating on gold specie or gold bullion standard.  Monetary authorities must obey three golden rules 1. They must fix rate of conversion of paper money issued by them into gold. 2. They must ensure free flow of gold between countries on gold standard. 3. Money supply in country must be tied to the amount of gold held by monetary authorities in reserve.  Pros and cons of gold standard regimes 1. Stable and predictable exchange rates 2. Built in anti- inflationary bias – no reckless expansion of money supply 3. Imposes very rigid discipline 4. Politically difficult to administer 5. Limping gold standard 6. If authorities suspend the free convertibility of paper currency into gold, it is called limping gold standard. 7. Britain restored gold standard at end of world war-I but finally abandoned in 1931, when faced with prospect of massive gold outflow Interwar instability and Bretton Woods, Change over from fixed exchange rates to fluctuating exchange rates.
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II.



Definition of Arbitrage A transaction in which one buys something for a given sum of money and after going through one or more buy / sell transactions, ends up with a larger sum of money than what was spent at the beginning, thus realizing an arbitrage profit without exposure to any risk.

Interwar period:



Break down of gold standard. Stock market crash in late 20‟s pushing USA into recession. Fall in imports by USA and consequent trade deficits by European countries, which had to be financed by export of gold. Fall in domestic money supply and hence deflation. Fall in currency values and finally UK decides to quit gold standard. 25 other countries follow suit. III. Bretton Wood’s System



1944: Near end of Word War II, allied powers, UK and USA took up the task of thorough overall of international monetary system. Exchange rate regime put in place can be characterized as gold exchange standard (in 1968 it became limping gold exchange standard). Birth of International Monetary Fund (IMF) and World Bank



 Fundamentals In Exchange Rate

Exchange rate is a rate at which one currency can be exchange in to another currency, say USD = ` 44. This rate is the rate of conversion of US dollar in to Indian rupee and vice versa.



i.



METHODS FOR QOUTING EXCHANGE RATES
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 METHODS OF QUOTING EXCHANGE RATES



There are two methods of quoting exchange rates.  Direct method: For change in exchange rate, if foreign currency is kept constant and home currency is kept variable, then the rates are stated be expressed in „Direct Method‟. Example: US $1 = ` 46.3896.  Indirect method: For change in exchange rate, if home currency is kept constant and foreign currency is kept variable, then the rates are stated be expressed in „Indirect Method‟. Example: `100 = US $ 2.3 In India, with the effect from 01 Jan 2004, all the exchange rates are quoted in direct method, i.e.



US $1 = `. 46.3896



GBP1 = `. 75.0681



 Method of Quotation

It is customary in foreign exchange market to always quote tow rates means one rate for buying and another for selling. This helps in eliminating the risk of being given bad rates i.e. if a party comes to know what the other party intends to do i.e., buy or sell, the former can take the latter for a ride. There are two parties in an exchange deal of currencies. To initiate the deal one party asks for quote from another party and the other party quotes a rate. The party asking for a quote is known as „Asking party‟ and the party giving quote is known as „Quoting party‟ THE ADVANTAGE OF TWO-WAY QUOTE IS AS UNDER:  The market continuously makes available price for buyers and sellers.  Two-way price limits the profit margin of the quoting bank and comparison of one quote with another quote can be done instantaneously.
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 As it is not necessary any player in the market to indicate whether he intends to buy of sell foreign currency, this ensures that the quoting bank cannot take advantage by manipulating the prices.  It automatically ensures alignment of rates with market rates.  Two-way quotes lend depth and liquidity to the market, which is so very essential for efficient. In two-way quotes the first rate is the rate for buying and another rate is for selling. We should understand here that, in India, the banks, which are authorized dealers, always quote rates. So the rates quote – buying and selling is for banks will buy the dollars from him so while calculation the first rate will be used which is a buying rate, as the bank is buying the dollars from the exporter. The same case will happen inversely with the importer, as he will buy the dollars form the banks and bank will sell dollars to importer. BASE CURRENCY Although a foreign currency can be bought and sold in the same way as a commodity, but they‟re us a slight difference in buying/selling of currency aid commodities. Unlike in case of commodities, in case of foreign currencies two currencies are involved. Therefore, it is necessary to know which the currency to be bought and sold is and the same is known as „Base Currency‟. BID &OFFER RATES The buying and selling rates are also referred to as the bid and offered rates. In the dollar exchange rates referred to above, namely, $ 1.6290/98, the quoting bank is offering (selling) dollars at $ 1.6290 per pound while bidding for them (buying) at $ 1.6298. In this quotation, therefore, the bid rate for dollars is $ 1.6298 while the offered rate is $ 1.6290. The bid rate for one currency is automatically the offered rate for the other. In the above example, the bid rate for dollars, namely $ 1.6298, is also the offered rate of pounds. CROSS RATE CALCULATION Most trading in the world forex markets is in the terms of the US dollar – in other words, one leg of most exchange trades is the US currency. Therefore, margins between bid and offered rates are lowest quotations if the US dollar. The margins tend to widen for cross rates, as the following calculation would show.
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Consider the following structure: GBP 1.00 = USD 1.6290/98 EUR 1.00 = USD 1.1276/80 In this rate structure, we have to calculate the bid and offered rates for the euro in terms of pounds. Let us see how the offered (selling) rate for euro can be calculated. Starting with the pound, you will have to buy US dollars at the offered rate of US D 1.6290 and buy Euros against the dollar at the offered rate for euro at USD 1.1280. The offered rate for the euro in terms of GBP, therefore, becomes EUR (1.6290*1.1280), i.e. EUR 1.4441 per GBP, or more conventionally, GBP 0.6925 per euro. Similarly, the bid rate the euro can be seen to be EUR 1.4454 per GBP (or GBP 0.6918 per euro). Thus, the quotation becomes GBP 1.00 = EUR 1.4441/54. It will be readily noticed that, in percentage terms, the difference between the bid and offered rate is higher for the EUR: pound rate as compared to dollar: EUR or pound: dollar rates. FACTOR AFFECTING EXCHANGE RATES In free market, it is the demand and supply of the currency which should determine the exchange rates but demand and supply is the dependent on many factors, which are ultimately the cause of the exchange rate fluctuation, sometimes wild. The volatility of exchange rates cannot be traced to the single reason and consequently, it becomes difficult to precisely define the factors that affect exchange ra tes. However, the more important among them are as follows:  STRENGTH OF ECONOM Y Economic factors affecting exchange rates include hedging activities, interest rates, inflationary pressures, trade imbalance, and euro market activities. Irving fisher, an American economist, developed a theory relating exchange rates to interest rates. This proposition, known as the fisher effect, states that interest rate differentials tend to reflect exchange rate expectation. On the other hand, the purchasing- power parity theory relates exchange rates to inflationary pressures. In its absolute version, this theory states that the equilibrium exchange rate equals the ratio of domestic to foreign prices. The relative version of the theory relates changes in the exchange rate to changes in price ratios.  POLITICAL FACTOR The political factor influencing exchange rates include the established monetary policy along with government action on items such as the money supply, inflation, taxes, and deficit financing. Active government intervention or
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manipulations, such as central bank activity in the foreign currency market, also have an impact. Other political factors influencing exchange rates include the political stability of a country and its relative economic exposure (the perceived need for certain levels and types of imports). Finally, there is also the influence of the international monetary fund.  EXPACTATION OF THE FOREIGN EXCHANGE MARKET Psychological factors also influence exchange rates. These factors include market anticipation, speculative pressures, and future expectations. A few financial experts are of the opinion that in today‟s environment, the only „trustworthy‟ method of predicting exchange rates by gut feel. Bob Eveling, vice president of financial markets at SG, is corporate finance‟s top foreign exchange forecaster for 1999. Eveling‟s gut feeling has, defined convention, and his method proved uncannily accurate in foreign exchange forecasting in 1998.SG ended the corporate finance forecasting year with a 2.66% error overall, the most accurate among 19 banks. The secret to Eveling‟s intuition on any currency is keeping abreast of world events. Any event, from a declaration of war to a fainting political leader, can take its toll on a currency‟s value. Today, instead of formal modals, most forecasters rely on an amalgam that is part economic fundamentals, part model and part judgment.         Fiscal policy Interest rates Monetary policy Balance of payment Exchange control Central bank intervention Speculation Technical factors



 Hedging Tools

i. Introduction



Consider a hypothetical situation in which ABC trading co. has to import a raw material for manufacturing goods. But this raw material is required only after three months. However, in three months the price of raw material may go up or go down due to foreign exchange fluctuations and at this point of time it can not be predicted whether the price would go up or come down. Thus he is exposed to risks with fluctuations in forex rate. If he buys the goods
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in advance then he will incur heavy interest and storage charges. However, the availability of derivatives solves the problem of importer. He can buy currency derivatives. Now any loss due to rise in raw material price would be offset by profits on the futures contract and vice versa. Hence, the derivatives are the hedging tools that are available to companies to cover the foreign exchange exposure faced by them.

ii. Definition of Derivatives



Derivatives are financial contracts of predetermined fixed duration, whose values are derived from the value of an underlying primary financial instrument, commodity or index, such as: interest rate, exchange rates, commodities, and equities. Derivatives are risk shifting instruments. Initially, they were used to reduce exposure to changes in foreign exchange rates, interest rates, or stock indexes or commonly known as risk hedging. Hedging is the most important aspect of derivatives and also its basic economic purpose. There has to be counter party to hedgers and they are speculators. Derivatives have come into existence because of the prevalence of risk in every business. This risk could be physical, operating, investment and credit risk. Derivatives provide a means of managing such a risk. The need to manage external risk is thus one pillar of the derivative market. Parties wishing to manage their risk are called hedgers.

The common derivative products are forwards, options, swaps and futures. 1. Forward Contracts



Forward exchange contract is a firm and binding contract, entered into by the bank and its customers, for purchase of specified amount of foreign currency at an agreed rate of exchange for delivery and payment at a future date or period agreed upon at the time of entering into forward deal. The bank on its part will cover itself either in the interbank market or b y matching a contract to sell with a contract to buy. The contract between customer and bank is essentially written agreement and banks generally stand to make a loss if the customer defaults in fulfilling his commitment to sell foreign currency. A foreign exchange forward contract is a contract under which the bank agrees to sell or buy a fixed amount of currency to or from the company on an agreed future date in exchange for a fixed amount of another currency. No money is exchanged until the future date. A company will usually enter into forward contract when it knows there will be a need to buy or sell for a currency on a certain date in the future. It may believe that today‟s forward rate will prove to be more favorable than the spot rate prevailing on that future date. Alternatively, the company may just want to eliminate the uncertainty associated with foreign exchange rate movements.
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The forward contract commits both parties to carrying out the exchange of currencies at the agreed rate, irrespective of whatever happens to the exchange rate. The rate quoted for a forward contract is not an estimate of what the exchange rate will be on the agreed future date. It reflects the interest rate differential between the two currencies involved. The forward rate may be higher or lower than the market exchange rate on the day the contract is entered into. Forward rate has two components.



 



Spot rate Forward points



Forward points, also called as forward differentials, reflect the interest differential between the pair of currencies provided capital flow is freely allowed. This is not true in case of US $ / ` rate as there is exchange control regulations prohibiting free movement of capital from / into India. In case of US $/ rupee it is pure demand and supply which determines forward differential. Forward rates are quoted by indicating spot rate and premium / discount. In direct rate,

Forward rate = spot rate + premium / - discount.



Example:



The interbank rate for 31st March 2010 is 43.70. Premium for forwards are as follows. Month and Year April, 2010 May, 2010 June, 2010 Paisa 40/42 65/67 87/88



If a one month forward is taken then the forward rate would be 43.70 + .42 = 44.12
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If a two months forward is taken then the forward rate would be 43.70. + .67 = 44.37. If a three month forward is taken then the forward rate would be 43.70 + .88 = 44.58. Example: Let‟s take the same example for a broken date forward Contract Spot rate = 43.70 for 31st March, 2010. Premium for forwards are as follows 30th April 31st May 30th June 43.70 + 0.42 43.70 + 0.67 43.87 + 0.88



For 17th May the premium would be (0.67 – 0.42) * 17/31 = 0.137 Therefore the premium up to 17th May, 2010 would be 43.70 + 0.807 =44.507. Premium when a currency is costlier in future (forward) as compared to spot, the currency is said to be at premium vis-à-vis another currency. Discount when a currency is cheaper in future (forward) as compared to spot, the currency is said to be at discount vis-à-vis another currency. Example: A company needs DEM 235000 in six months‟ time. Market parameters: Spot rate IEP/DEM – 2.3500 Six months Forward Rate IEP/DEM –2.3300 Solutions available:  The company can do nothing and hope that the rate in six months time will be more favorable than the current six months rate. This would be a successful strategy if in six months time the rate is higher than 2.33. However, if in six months time the rate is lower than 2.33, the company will have to loose money.



39



 It can avoid the risk of rates being lower in the future by entering into a forward contract now to buy DEM 235000 for delivery in six months time at an IEP/DEM rate of 2.33.  It can decide on some combinations of the above.



Various options available in forward contracts: A forward contract once booked can be cancelled, rolled over, extended and even early delivery can be made.

i. Roll over forward contracts



Rollover forward contracts are one where forward exchange contract is initially booked for the total amount of loan etc. to be re-paid. As and when installment falls due, the same is paid by the customer at the exchange rate fixed in forward exc hange contract. The balance amount of the contract rolled over till the date for the next installment. The process of extension continues till the loan amount has been re-paid. But the extension is available subject to the cost being paid by the customer. Thus, under the mechanism of roll over contracts, the exchange rate protection is provided for the entire period of the contract and the customer has to bear the roll over charges. The cost of extension (rollover) is dependent upon the forward differentials prevailing on the date of extension. Thus, the customer effectively protects himself against the adverse spot exchange rates but he takes a risk on the forward differentials (i.e., premium/discount). Although spot exchange rates and forward differentials are prone to fluctuations, yet the spot exchange rates being more volatile the customer gets the protection against the adverse movements of the exchange rates. A corporate can book with the Authorized Dealer a forward cover on roll-over basis as necessitated by the maturity dates of the underlying transactions, market conditions and the need to reduce the cost to the customer. Example: An importer has entered into a 3 months forward contract in the month of February.



Spot Rate = 43.65 Forward premium for 3 months (May) = 0.75 Therefore rate for the contract = 43.65 + 0.75 = 44.45



Suppose, in the month of May the importer realizes that he will not be able to make the payment in May, and he can make payment only in July. Now as per the guidelines of RBI and FEDAI he can cancel the contract, but he cannot re book the contract. So for this the importer will go for a roll-over forward for May over July.
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The premium for May is 0.75 (sell) and the premium for July is 1.1975(buy). Therefore the additional cost i.e. (1.1975 – 0.75) = 0.4475 will have to be paid to the bank. The bank then fixes a notional rate. Let‟s say it is 43.66. Therefore in May he will sell 43.66 + 0.75 = 44.41 And in July he will buy 43.66 + 1.1975 = 44.85 Therefore the additional cost (44.85 – 44.41) = 0.4475 will have to be paid to the Bank by the importer.

ii. Cancellation of Forward Contract



A corporate can freely cancel a forward contract booked if desired by it. It can again cover the exposure with the same or other Authorized Dealer. However contracts relating to non-trade transaction\imports with one leg in Indian rupees once cancelled could not be rebooked till now. This regulation was imposed to stem volatility in the foreign exchange market, which was driving down the rupee. Thus the whole objective behind this was to stall speculation in the currency. But now the RBI has lifted the 4-year-old ban on company‟s rebooking the forward transactions for imports and non-traded transactions. It has been decided to extend the freedom of re-booking the import forward contract up to 100% of un-hedged exposures falling due within one year, subject to a cap of $ 100 Mio in a financial year per corporate. The removal of this ban would give freedom to corporate Treasurers who would be in opposition to reduce their foreign exchange risks by canceling their existing forward transactions and re-booking them at better rates. Thus this in not liberalization, but it is restoration of the status quo ante. Also the Details of cancelled forward contracts are no more required to be reported to the RBI. The following are the guidelines that have to be followed in case of cancellation of a forward contract. 1.) In case of cancellation of a contract by the client (the request should be made on or before the maturity date) the Authorized Dealer shall recover/pay the, as the case may be, the difference between the contracted rate and the rate at which the cancellation is effected. The recovery/payment of exchange difference on canceling the contract may be up fro nt or back – ended in the discretion of banks. 2.) Rate at which the cancellation is to be effected:    Purchase contracts shall be cancelled at the contracting Authorized Dealers spot T.T. selling rate current on the date of cancellation. Sale contract shall be cancelled at the contracting Authorized Dealers spot T.T. selling rate current on the date of cancellation. Where the contract is cancelled before maturity, the appropriate forward T.T. rate shall be applied.
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3.) Exchange difference not exceeding ` 100 is being ignored by the contracting Bank. 4.) In the absence of any instructions from the client, the contracts, which have matured, shall be automatically cancelled on 15th day falls on a Saturday or holiday, the contract shall be cancelled on the next succeeding working day. In case of cancellation of the contract 1.) Swap, cost if any shall be paid by the client under advice to him. 2.) When the contract is cancelled after the due date, the client is not entitled to the exchange difference, if any in his favor, since the contract is cancelled on account of his default. He shall however, be liable to pay the exchange difference, against him.

iii. Early Delivery



Suppose an Exporter receives an Export order worth USD 500000 on 30/06/2010 and expects shipment of goods to take place on 30/09/2010. On 30/06/200 he sells USD 500000 value 30/09/2010 to cover his FX exposure. Due to certain developments, internal or external the exporter now is in a position to ship the goods on 30/08/2010. He agrees this change with his foreign importer and documents it. The problem arises with the Bank as the exporter has already obtained cover for 30/09/2010.He now has to amend the contract with the bank, whereby he would give early delivery of USD 500000 to the bank for value 30/08/2010.i.e. the new date of shipment. However, when he sold USD value 30/09/2010, the bank did the same in the market, to cover its own risk. But because of early delivery by the customer, the bank is left with a “long mismatch of funds 30/08/2010 against 30/09/2010, i.e. + USD 500000 value 30/08/2010 (customer deal amended) against the deal the bank did in the interbank market to cover its original risk USD value 30/09/2010 to cover this mismatch the bank would make use of an FX swap. The swap will be 1.) Sell USD 500000 value 30/08/2010. 2.) Buy USD 500000 value 30/09/2010



The opposite would be true in case of an importer receiving documents earlier than the original due date. If originally the importer had bought USD value 30/09/2010 on opening of the L/C and now expects receipt of documents on 30/08/2010, the importer would need to take early delivery of USD from the bank. The Bank is left with a “short mismatch “of funds 30/08/2010 against 30/09/2010. I.e. USD 500000 value (customer deal amended) against the deal the bank did in the interbank market to cover its original risk + USD 500000

To cover this mismatch the bank would make use of an FX swap, which will be:
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1. Buy USD value 30/08/2010. 2. Sell USD value 30/09/2010.



The swap necessitated because of early delivery may have a swap cost or a swap difference that will have to be charged / paid by the customer. The decision of early delivery should be taken as soon as it becomes known, failing which an FX risk is created. This means that the resultant swap can be spot versus forward (where early delivery cover is left till the very end) or forward versus forward. There is every likelihood that the original cover rate will be quite different from the market rates when early delivery is requested. The difference in rates will create a cash outlay for the bank. The interest cost or gain on the cost outlay will be charged / paid to the customer.

iv. Substitution of Orders



The substitution of forward contracts is allowed. In case shipment under a particular import or export order in respect of which forward cover has been booked does not take place, the corporate can be permitted to substitute another order under the same forward contract, provided that the proof of the genuineness of the transaction is given.

Advantages of using forward contracts:  They are useful for budgeting, as the rate at which the company will buy or sell is fixed in advance.  There is no up-front premium to pay when using forward contracts.  The contract can be drawn up so that the exchange takes place on any agreed working day. Disadvantages of forward contracts:  They are legally binding agreements that must be honored regardless of the exchange rate prevailing on the actual forward contract date.  They may not be suitable where there is uncertainty about future cash flows. For example, if a company tenders for a contract and the tender is unsuccessful, all obligations under the Forward Contract must still be honored. 2. OPTIONS



An option is a Contractual agreement that gives the option buyer the right, but not the obligation, to purchase (in the case of a call option) or to sell (in the case of put option) a specified instrument at a specified price at any time of the option buyer‟s choosing by or before a fixed date in the future. Upon exercise of the right by the option holder, and option seller is obliged to deliver the specified instrument at a specified price.     The option is sold by the seller (writer) To the buyer (holder) In return for a payment (premium) Option lasts for a certain period of time – the right expires at its maturity
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Options are of two kinds 1.) Put Options 2.) Call Options PUT OPTIONS The buyer (holder) has the right, but not an obligation, to sell the underlying asset to the seller (writer) of the option. CALL OPTIONS The buyer (holder) has the right, but not the obligation to buy the underlying asset from the seller (writer) of the option.



STRIKE PRICE Strike price is the price at which calls & puts are to be exercised (Or walked away from) AMERICAN & EUROPEAN OPTIONS American Options: The buyer has the right (but no obligation) to exercise the option at any time between purchase of the option and its maturity. European Options: The buyer has the right (but no obligations) to exercise the option at maturity only. UNDERLYING ASSETS: Physical commodities, agriculture products like wheat, plus metal, oil. Currencies. Stock (Equities)



i. INTRINSIC VALUE: It is the value or the amount by which the contract is in the option when the strike price is better than the spot price from the buyer‟s perspective. Example: If the strike price is USD 5 and the spot price is USD 4 then the buyer of put option has intrinsic value. By the exercising the option, the buyer of the option, can sell the underlying asset at USD 5 whereas in the spot market the same can be sold for USD 4. The buyer‟s intrinsic value is USD 1 for every unit for which he has a right to sell under the option contract. ii. IN, OUT, AT THE MONEY:



In-the-money: An option whose strike price is more favorable than the current market exchange rate is said to be in the money option.
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Immediate



exercise



of



such



option



results



in



an



exchange



profit.



Example: If the US $ call price is (put) £1 = (call) US $ 1.5000 and the market price is £1 = US $ 1.4000, the exercise of the option by purchaser of US $ call will result in profit of US $ 0.1000 per pound. Such type of option contract is offered at a higher price or premium. Out-of-the-money: If the strike price of the option contract is less favorable than the current market exchange rate, the option contract is said to be out-of-themoney to its market price. At-the-money: If the market exchange rate and strike prices are identical then the option is called to be at-the-money option. In the above example, if the market price is £1 = US $ 1.5000, the option contract is said to be at the money to its market place. Summary: Prices Spot>Strike Spot=Strike Spot<Strike Calls in-the- money at-the- money out-of-the- money Puts out-of-the- money at-the- money in-the- money



iii.



Naked Options:



A naked option is where the option position stands alone, it is not used in the conjunction with cash marked position in the underlying asset, or another potion position. Pay-off for a naked long call: A long call, i.e. the purchaser of a call (option), is an option to buy the underlying asset at the strike price. This is a strategy to take advantage of any increase in the price of the underlying asset. Example: Current spot price of the underlying asset: 100 Strike price: 100 Premium paid by the buyer of the call: 5 (Scenario-1) If the spot price at maturity is below the strike price, the option will not be exercised (since buying in the spot is more advantageous). Buyer will lose the premium paid.
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(Scenario-2) If the spot price is equal to strike price (on maturity), there is no reason to exercise the option. Buyer loses the premium paid. Option premiums: By buying an option, a company acquires greater flexibility and at the same time receives protection against unfavorable changes in exchange rates. The protection is paid for in the form of a premium. Example: A company has a requirement to buy USD 1,000,000 in one month‟s time. Market parameters: Current Spot Rate is 1.600. One month forward rate is 1.6000 Solutions available: Do nothing and buy at the rate on offer in one month‟s time. The company will gain if the dollar weakens (say 1.6200) but will lose if it strengthens (say 1.5800).  Enter into a forward contract and buy at a rate of 1.6000 for exercise in one month‟s time. In company will gain if the dollar strengthens, but will lose if it weakens.  But a call option with a strike rate of 1.6000 for exercise in one month‟s time. In this case the company can buy in one month‟s time at whichever rate is more attractive. It is protected if the dollar strengthens and still has the chance to benefit if it weakens. Option‟s working The company buys the option to buy USD 1000000 at a rate of 1.6000on a date one month in the future (European Style). In this example, let‟s assume that the option premium quoted is 0.98 % of the USD amount (in this case USD 1000000). This cost amounts to USD 9800or IEP 6125. Outcomes:  If, in one month‟s time, the exchange rate is 1.5000, the cost of buying USD 1000000 is IEP 666,667. However, the company can exercise its Call Option and buy USD 1000000 at 1.6000. So, the company will only have to pay IEP 625000 to buy the USD 1000000 and saves IEP 41667 over the cost of buying dollars at the prevailing rate. Taking the cost of the potion premium into account, the overall net saving for the company is IEP 35542.  On the other hand, if the exchange rate in one month‟s time is 1.7000. The company can choose not to exercise the Call Option and can buy USD 1000000 at the prevailing rate of 1.7000. The company pays IEP 588235 for USD 1000000 and saves IEP 36765 over the cost of forward cover at 1.6000. The company has a net saving of IEP 30640 after taking the cost of the option premium into account.
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CHAPTER – V DATA ANALYSIS & INTERPRETATION FOREIGN EXCHANGE QUOTATIONS

An exchange rate quotation is the price of a currency stated in terms of another. It is similar to the expression of the price of the commodity. Yet, there is a peculiarity attached to exchange rates quotes. In the case of commodity, there is only one way of expressing price as a number of units of money needed to buy one unit of the commodity. For example, we always say ` 10/- per kg, of potatoes, we never say 100 gms of potatoes for a rupee. In the case of an exchange rate quotation, both the items involved are in the form of money, i.e., currencies. Thus, the price of any one of them can be quoted in terms of one unit of the other. Due to this, there exists a number of ways to express the exchange rate between a pair of currencies. It can be noted that the various methods of expressing exchange rates have been used. The exchange rates will be mentioned in terms of „A‟/‟B‟, where currency „B‟ is being bought or sold with its value being expressed in terms of currency „A‟. In such a quote, currency „B‟ is referred to the base currency. 1. DIRECT VS INDIRECT QUOTE A direct quote is that quote where the exchange rate is expressed in terms of number of units of the domestic currency vis-à-vis per unit of foreign currency. For example, INR/USD = 43.85 means 1 USD = 43.85 INR. An indirect quote is that quote where in the exchange rate is expressed in terms of the number of units of foreign currency for a fixed number of units of domestic currency. For example: $/100 `. = 2.3175 / 2.2904 Here, the bank would be buying dollars @ $2.3175 / `. 100 & selling dollar @ 2.2904. The corresponding direct quote will be:



`. /$ = 43.15 / 43.66

Here the bank will be buying dollars @ `. 43.15$ & selling dollars 43.66 2. FIXED VS FLOATING QUOTE Fixed exchange rate is official rate set by monetary authorities for one or more currencies. Under floating exchange rate, the value of the currency is decided by supply and demand factors. In some cases, even fixed exchange rates are allowed to flute between definite upper and lower invention points.
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3. SPOT VS FORWARD EXCHANGE RATE Exchange rates are expressed as two way quotes purchase and sale transactions. The delivery under a foreign exchange transaction can be settled is one of the following ways: 1) Ready for cash: The transaction to be settled on the same day. 2) Tom: The delivery of foreign exchange/currency to be made on the day next to the date of transaction. 3) Spot: Delivery of exchange to take place on the second working day from the day of contract. 4) Forward: when the delivery has to take place at a date further than the spot date, then it is a forward transaction. Forward rate for a given currency may not necessarily be equal to the spot rate. This is because the anticipated demand/supply and cost situation on a future date may not necessarily be the same. DIFFERENT KINDS OF TRANSACTIONS IN FOREX MARKET 1) SPOT MARKET The term spot exchange refers to the class of foreign exchange transaction which requires the immediate delivery or exchange of currencies on the spot. In practice the settlement take place within two days in most markets. The rate of exchange effective for the spot transaction is known as the spot rate and the market for such transactions is known as the spot market.

a) CURRENCY ARBITRAGE IN SPOT MARKET



With fast development in the telecommunication system, rates are expected to be uniform in different foreign exchange markets. The arbitrageurs take advantage of the inconsistency and garner profits by buying and selling of currencies. They buy a particular currency at cheaper rate in one market and sell it at a higher rate in the other. This process is known as currency arbitrage. The process influences the demand for and supply of, the particular currency in the two markets which leads ultimately to removal of inconsistency in the value of currencies in two markets.



For example: In New York: $1.9800 - 10£ and In London: $1.9700 - 10£ The arbitrageurs will sell pound in New York and buy pound in London making a profit of $1.9810-1.9700 = $0.0110 per pound sterling. In the above example, two currencies are involved and two markets where the particular currency is bought or sold. This is why it is known as two-point arbitrage. There are also examples of three point arbitrage or triangular arbitrage where three currencies and three markets are involved.
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Suppose, bid rate in: New York: $1.810/£ London: DM 3.1650/£ and Frankfurt: $0.6250/DM In this case, the arbitrageur will exchange the dollar; say $1,000 for DM in Frankfurt to get DM 1,600. He will convert DM 1,600 for pound sterling in London to get £ 505.63. Finally, $1.46 per $1,000 is through triangular arbitrage.

b) HEDGING IN SPOT MARKET



Hedging in spot market can be seen as follows. For example: The importer borrow €1, 00,000 at the present spot rate of Sr = $1/ €1 and leave this sum on deposit in a bank (to earn interest) for three months, when payment is due. By so doing, the importer avoids the risk that the spot rate in three months will be higher than today‟s spot rate and that he or she would have to pay more than $1,00,000 for the imports. The cost of insuring against the foreign exchange risk in this way is the positive difference between the interest rate the importer has to pay on the loan of €1, 00,000. Similarly, the exporter could borrow €1, 00,000 at today‟s spot rate of SR = $1/€1 and deposit the $1, 00,000 in a bank to earn interest. After three months, the exporter would repay the loan of €1, 00,000 with the payment of €1, 00,000 he or she rece ives. The cost of avoiding the foreign exchange risk in this manner is, once again, equal to the positive difference between the borrowing and deposit rates of interest. Covering the foreign exchange risk in the spot market has a very serious advantage.

c) SPECULATION IN SPOT MARKET



Speculation in the spot market occurs when the speculator anticipate a change in the value of a currency. For example: The exchange rate today is `.40/US $. The speculator anticipates this rate to become `.41/US $ with in the coming three months. Under these circumstances, he will buy US $1,000 for `. 40,000 and hold this amount for three months, although he is not committed to this particular time horizon. When the target exchange rate is reached, he will sell US $1,000 at the new exchange rate, that is at `. 41 per dollar and earn a profit of `. 41,000 – 40,000 = `. 1,000.



2) FORWARD MARKET Forward transaction is an agreement between two parties, requiring the delivery at some specified future date of a specified amount of foreign currency by one of the parties, against payment in domestic currency by the other party, at a price agreed upon in the contract. For example, in India commercial banks are permitted to offer forward cover only with respect to genuine export and import transactions. Forward exchange facilities, obviously, are of immense help to exporters and importers as they can cover the risks arising out of exchange rate fluctuations be entering into an appropriate forward exchange contract. W ith reference to its relationship with spot rate, the forward rate may be at par, discount or
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premium. If the forward exchange rate quoted is exact equivalent to the spot rate at the time of making the contract the forward exchange rate is said to be at par. i) Futures: While a focus contract is similar to a forward contract, there are several differences between them. While a forward contract is tailor made for the client be his international bank, a future contract has standardized features the contract size and maturity dates are traded completely. Margins are not required in respect of a forward contract but margins are required of all participants in the futures position. ii) Swaps: Suppose you are a business person who needs Euros to do some business in Europe, but all you have are US dollars. You don‟t want to convert to Euros and run the risk of losing money is exchange rates go the wrong way. A currency swap is your solution. You simultaneously borrow Euros from someone else (usually a currency dealer) and lend your dollars to the other party. You can use the Euros as you see fit until a specific date. Then you return the Euros and get your dollars back at predetermined exchange rates. a) ARBITRAGE IN FORWARD MARKET The forward rate differential is approximately equal to the interest rate differential. Sometimes there may be marked deviation between these two differentials. In such cases, covered interest arbitrage begins and continues till the two differentials become equal. This is arbitrage in a forward market. b) FORWARD MARKET HEDGING The forward market is used not only by the arbitrageurs but by hedgers too. Changes in the exchange rate are a usual phenomenon. Such changes entail some foreign exchange risk in terms of loss or gain to the traders and other participants in the foreign exchange market. The risk is reduced or hedged through forward market transactions. Under the process of hedging, currencies are bought and sold forward. Forward buying and se lling depends upon whether the hedger finds himself in a long or a short, position. An export billed in foreign currency creates a long position for the exporter. On the contrary, an import billed in foreign currency leads to short position for the importer.



Export Long position



Import Short Position



Sale of foreign currency



Purchase of foreign currency



For example: Let us first take the long position. An Indian exporter enters into a contract for mica export to the USA for US $ 1,000. The exporter fears a drop in the value of the US dollar that may diminish the export earnings. To avoid this diminution, the exporter opts for a three- month forward contract and sells forward one thousand US dollars. Suppose the spot as well as the forward rate is `. 40 US$. If the dollar depreciates to ` 39 after the months, the export earnings will diminish to `. 39 thousand, but since the exporter has already sold forward similar amount in dollars, the loss due to depreciation of
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the dollar will be met through the forward contract. By selling dollars, it would fetch ` 40 thousand that will be equal to the original export value. c) SPECULATION IN FORWARD MARKET In addition to the arbitrageur or hedger, speculators are also very active in forward market operations. Their purpose is not to reduce the risk but to reap profits from the changes in the exchange rates. The source of profit to them is being the difference between the forward rate changes. Suppose a speculator sells US $1,000 three- month forward at the rate of ` 40.50/US $. If, on maturity, the US dollar depreciates to `. 40, the speculator will get ` 40,500 under the forward contract. At the same time, he will exchange `. 40,500 at then future spot rate of `. 40/US $ and will get US $ 1,012.50. Both these activities the selling and the purchasing of US dollar will be simultaneous. Thus without making and investment, the speculator will make a profit of US $12.50 through the forward market deal. This is an example of speculation in the forward market. FORWARD RATE Forward exchange market refers to buying and selling currencies to be delivered at future date. Forward exchange transactions involve an agreement on a price today for settlement at some date in the future. Forward rates apply to the transfer of demand deposits with value dates three or more business days in future. They are always quoted by reference to spot rates because they are always traded at a premium or discount to spot exchange in the inter bank market. The bid and ask spread will always widen with the forward horizon. With reference to its relationship with the spot rate, the forward rate may be at par, at a discount or at a premium. 1) At par: If the forward exchange rate quoted is exactly equivalent to the spot rate at the time of making the contract, forward exchange rate is said to be at par. 2) At Pre mium : The forward rate for a currency, say, the US dollar, is said to be at a premium with respect to the spot rate when one dollar buys more units of another currency, say, the rupee, in the forward rather than in the spot market. The premium is usually expressed as a percentage deviation from the spot rate on a per annum basis. For example, if the spot rate is $1 = €1 and the three-month forward rate is $1. 01 = €1, the euro is said to be at a forward premium of 1 percent for three months or 4 percent per year. 3) At Discount: The forward rate for a currency, say, the US dollar, is said to be at a discount with respect to the spot rate when one dollar buys fewer rupees in the forward than in the spot market. The discount, too, is usually expressed as a percentage deviation from the spot rate on a per annum basis. For example, the spot rate is $1 = €1 and the three- month forward rate is $0.99 = €1, the euro is said to be a three-month forward discount of 1 percent (or at a 4 percent forward discount per year) with respect to the dollar.
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COMPUTATION OF FORWARD EXCHANGE RATE Forward rate is calculated with the help of covered interest parity condition. The formula to calculate forward exchange rate is:



Where F is the one year forward rate quotation is foreign currency per unit if domestic currency, s is the spot quotation in foreign currency per unit of domestic currency, r is one year domestic interest rate and r* is one year foreign interest rate. To obtain three months forward rate the annualized three month interest rate has to be divided by 4 and to calculate six month forward exchange rate, the six month interest has to be divided by 2. The forward premium of discount is given by the formula:



According to covered interest parity (CIP), if the domestic interest rate is higher than the foreign interest rate then the domestic currency will be a forward discount by an equivalent percentage. If the domestic interest rate is lower than the foreign interest rate, the currency will be at a forward premium by an equivalent percentage. Consider the following pair of spot and forward quotes: DM/$ spot: 1.5677/1.5585 DM/$ 1 month forward 1.5575/1.5585 We have to find out the given quotation (DM/$) is at a premium or forward discount. Defining the annualized percentage discount on $:



A negative answer indicate that the currency DM (against $) is at a forward premium. i. CURRENCY FUTURE a. FOREIGN CURRENCY ARBITRAGE The market participants may find various arbitrage opportunities in different currencies in foreign markets. This can be calculated by determining the implied repo rate (IRR) on a
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foreign currency investment and compare the same with actual borrowing or lending rate. Let us explain this by an example stated. Example: Assume on January 10, 2010, the following yield and price existed: Spot exchange rate (` /$) = 46.3500. Foreign Exchange rate (Ft ,T ) (`/$) = 46.7900. Six- month Indian interest rate = 7 percent per annum. Six- month US interest rate = 6 percent per annum. Thus, the IRR on a six- month US $ investment is 6.05%.



NOTE: the formula for annualized implied repo rate IRR:



Where, HC is home currency and FC is foreign currency. From above, it is observed that there is arbitrage opportunity available if the dollar future rate on June 9, 2002 is 46.7900 because return available on dollar is 6.05 percent where six- month US interest rate (annual) is 6.00 percent. b. HEDGING WITH CURRENCY FUTURES Exchange rates are quite volatile and unpredictable, it is possible that anticipated profit in foreign investment may be eliminated, rather even may incur loss. Thus in order to hedge this foreign currency risk, the traders often uses the currency futures. For example, a long hedge (i.e., buying currency futures contracts) will protect against a rise in a fore ign currency value where as a short hedge (i.e. selling currency futures contracts) will protect against a decline in a foreign currency‟s value. It is noted that corporate profits are exposed to exchange risk in many situation. For example, if a trader is exporting or importing any particular product from other countries then he is exposed to foreign exchange risk. Similarly, if the firm is borrowing or lending or investing for short or long period from foreign countries, in all these situations, the firm‟s profit will be affected by change in foreign exchange rates. In all these situations, the firm can take long or short position in futures currency market as per requirement.
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The general rule for determining whether a long or short futures position will hedge a potential foreign exchange loss is: Loss from appreciating in Indian rupee  Short hedge Loss from depreciating in Indian rupee  Long hedge The following decision involves regarding the hedging with currency futures: 1) The Choice of Unde rlying Currency: The first important decision in this respect is deciding the currency in which futures contracts are to be initiated. For example, an Indian manufacturer wants to purchase some raw material from Germany then he would futures in German mark since his exposure in straight forward in mark against home currency (Indian rupees). Assume that there are no such futures (between rupee and mark) are available in the market then the trader would choose among other currencies for the hedging in the futures. This choice is not so simple. Which contract should he choose? Probably he may choose with dollar or rupee with pound and so on. This is called cross hedge. In brief, the trader must choose the currency in which he decides to go futures. 2) Choice of Maturity of the Contract: The second important decision in hedging through currency futures is selecting the currency which matures nearest to the need of that currency. For example, an Indian firm contracts a three- month USD payable on February 28, 2002. this would mature on June 1, 2002 and assume that there is no INR/USD futures contract maturing on the date, traded contracts mature on 3 rd Wednesday June, September etc. the immediate concern to the firm is to “sell rupee (IN R) June contract” nearest to the maturity of the payable. In such situation, which maturity of the particular contracts would be considered and finally selected are important considerations. As we know that futures prices converge with spot prices on or near maturity of the contract. The hedging firm must determine whether convergence works in its favor or against it. Two factors should be considered while selecting the maturity of the contracts, first is the liquidity because liquidity in near contract tends to be higher and bid-ask spreads lower as compared to distant contracts. So this avoids against choosing too distant contracts. Second factor is volatility of basis a difference of spot price and futures price. It is noted that longer the gap between lifting the hedge and delivery date of the futures contract, greater is the basis risk. A thumb rule in this respect is the expiry month of the futures contract should be as close as possible but later than the expiration of the hedge. 3) Choice of the Numbe r of Contracts (Hedging Ratio): Another important decision in this respect is to decide hedging ratio HR. The value of the futures position should be taken to match as closely as possible the value of the cash market position. As we know that in the futures markets due to their standardization, exact match will generally not be possible but hedge ratio should be as close to unity as possible. We may define the hedge ratio HR as follows:



Where, V F VC is the value of futures position and VC is the value of cash position.



54



c. SPECULATION WITH CURRENCY FUTURES Speculators make use of the currency futures for reaping profits. When they expect that the spot rate of a particular currency will move up beyond those mentioned in the currency futures denominated in that particular currency. On the other hand, if the spot rate of a particular currency is expected to depreciate below the rate mentioned in the currency futures contract, the speculators will sell currency futures in that currency. It may be noted here that these transactions involve cost that is to be deducted from the gain. The transaction cost is very nominal for the locals, but is significant for the speculators.



Types of Speculation 1) Intra-currency Spread: Speculators can buy or sell futures of the same currency for two delivery dates if the rates for those two dates differ. This is known as intracurrency spread. 2) Inte r-currency Spread: Besides the intra currency spread, inter currency spread is also used by speculates. Such spread occurs when the deal involves purchase and sale of future contracts with the same delivery date but with two different underlying currencies. Suppose the speculator expects an appreciation of Canadian dollar relative to the British pound. He will buy Canadian dollar futures and sell pound futures. Before maturity, he will reserve the two contracts. If the price difference of the original contracts, the speculator will make a profit. ii. SWAPS: Firm A is a US based multinational firm where as firm B is a France-based multinational firm. Both companies till now have borrowed exclusively from their base countries. Now both need to raise capital for their new venture. Due to scarcity, firm A can issue five-year US$ bond at 7.5% and five-year French France (FF C ) bond in French market at 11% fixed. Firm B can issue five-year US$ bond in US market 7% and five-year FFC bond in French market at 12%. Firm A requires US$100 million whereas firm B needs FF C 550 million. Current exchange rate is FF C 5.5 = US$1. a) What kind of Swap can firm A and B enter into? b) What will be the total cost and saving for each party? Firm A and B can enter into currency swap. In the US$ market, firm B has 0.5% interest rate advantage over firm A while in FF C market, firm A has 1% interest rate advantage over firm B. thus, it is possible for A and B to engage in mutually beneficially trade. Firm A borrows 550 million Frances at 11%. Firm B borrows $100 million at 7%. Firm A lends FFC 550 million to firm B, charging 11.25%.
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Firm B lends US$100 million to firm A, charging 7%.



Firm A



7%



($)



Firm B



11.25% (FFC)

Borrow FFC 550 million @ 11% Borrow US $ 100 million @ 7%



Net cost to firm A = 11% + 7% - 11.25% = 6.75% Net cost to firm B = 7% + 11.25% - 7% = 11.25% Savings to firm A = 0.75% (7.50-6.75) Savings to firm B = 0.75% (12.00-11.25) Total savings = 1.5% 3) CURRENCY OPTIONS MARKET I. HEDGING IN CURRENCY OPTIONS a. Hedging through Purchase of Options In order to hedge their foreign exchange risks, if it is a direct quote, the importers buy a call option and the exporters buy a put option. Take first in the case of an importer, suppose an Indian firm is importing goods for £62,500 and the amount is to be paid after two months. If an appreciation in the pound is expected, the importer will buy a call option on it with maturity coinciding with the date of payment. If the strike price is `. 83.00/£, the premium is `. 0.05 per pound and the spot price at maturity is `. 83.20, the importer will exercise the option. It will have to pay `. 83.00 × 62,500 + 3,125 = 51, 90,625. if the importer had not opened for an option, it would have to pay `. 62,500 × 83.20 = 52,00,000. Buying of the call option reduces the importer‟s obligation by `. 52, 00,000 – 51, 90,625 = 9,375. if on the other hand, the pound falls to `. 82.80, the importer will not exercise the option since his obligation will be lower even after paying the premium. The exporter buys a put option. Suppose Indian exporter exports goods for £62,500. it fears a depreciation of pound within two months when payments are to be received. In order to avoid the risk, it will buy a put option for selling the pound for a twomonth maturity. Suppose the strike rate is `. 83.00, the premium rate is `. 0.05 and the spot rate at maturity is `. 82.20, in case of the hedge, it will receive only `. 62,500 × 83.00 – 3,125 = 51,84,375. In the absence of hedge, it will receive only `. 51, 75,000. this means, buying a put option helps increase the exporter‟s earnings or reduces its exposure by `.51,84,375 – 51, 75,000 = `. 9,375.
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b. Hedging through selling of Options: Hedging through selling of options is advised when volatility in exchange rate is expected to be only marginal. The importer sells a put option and the exporter sells a call option. Let take the case of importers. Example: Suppose Indian importer imports for £62,500. it fears an appreciation in the pound and so it sells a put option on the pound at a strike price of `. 83.00/£ and at a premium of `. 0.15 per pound. If the spot rate at maturity goes up to `. 83.05, the buyer of the option will not exercise the option. The importer as a seller of the put option will receive the premium of `. 9,375 which it would not have received if it not had sold the option. If the spot price at maturity sold to `. 82.95, the buyer of the option will exercise the option. But, in that case the importer received premium is `. 9,375. The net gain to the importer will be `. 9,375 – 3,125 = `. 6,250. The exporter sells the call option. If an Indian exporter exports for £62,500 and fears that the pound will depreciate and sells a call option on the pound at a strike price of `. 83.00 at a premium of `. 0.15 Per pound. If the spot rate at maturity really falls to `. 82.95, the buyer of the call option will not exercise the option. The exporter being the seller of the call option will get `. 9,375 as the premium. II. SPECULATION WITH CURRENCY OPTIONS 1) Purchase of Options: Speculators make profit out of purchase of currency options. They normally buy call options when they expect upward movement in the value of the underlying currency. On the expiry date, they buy the currency at the agreedupon rate and sell it in the open market at a higher rate and there by reap profits. On the contrary, they buy put options when they expect depreciation of the underlying currency. 2) Spreads: In a spread, speculators combine either two calls or two puts. In case of two calls or puts, one is sold and the other is purchased. If the expiry of two is the same but the strike prices differ, it is known as a vertical spread. When the strike price is the same but the expiry differs, it is known as the horizontal spread. When the strike price and the expiry date differ between two calls, it is known as diagonal spread. Similar futures are marked with two puts. 3) Combination of calls and puts: As a practice, different from spread, the speculators combine calls with puts and such combinations are of two types. One is known as straddles where the two options have the same expiry date. The other called strangles is when the strike price and maturity differ in case of the two options of the combination.
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CHAPTER – VI FINDINGS

1. Derivative use for hedging is only to increase due to the increased global linkages and volatile exchange rates. Firms need to look at instituting a sound risk management system and also need to formulate their hedging strategy that suits their specific firm characteristics and exposures. 2. In India, regulation has been steadily eased and turnover and liquidity in the foreign currency derivative markets has increased, although the use is mainly in shorter maturity contracts of one year or less. Forward and option contracts are the more popular instruments. 3. For now, Indian companies are actively hedging their foreign exchanges risks with forwards, currency and interest rate swaps and different types of options such as call, put, cross currency and range-barrier options. The high use of forward contracts by Indian firms also highlights the absence of a rupee futures exchange in India. 4. However, the Dubai Gold and Commodities Exchange in June, 2007 introduced Rupee- Dollar futures that could be traded on its exchanges and had provided another route for firms to hedge on a transparent basis. 5. Exchange rates can be volatile. If they move in an unfavorable manner, they can have a negative impact on your finances, the cost of imports and the value gained from exporting goods and services. This can result in adverse affects on your profitability and cash flow. • • • Have greater certainty over future income and costs. Make financial forecasts with more confidence. Manage your cash flow more effectively.



6. In Forward contract you cannot take advantage of any favorable exchange rate movements; there can be opportunity losses. 7. By using Forward contract you can ﬁx an exchange rate to help you budget for your future income/expenses and you have a known exchange rate. 8. Options are particularly useful where there is uncertainty as to whether the underlying commercial transaction will take place or where there could be production failure.
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SUGGESTIONS



For all the newcomers to the forex market, the first piece of suggestion is to protect themselves from frauds. Risk management takes priority over profit targets and that's rule no. 1 in trading. Be aware that it only takes one catastrophic loss to wipe o ut a trading account.



Technical analysis is highly subjective - someone else's analysis may be sound but not suited to your trading style. That's why it is so important not to blindly follow the leader.



The country is not the currency - good country economic or political news doesn't guarantee an uptrend in the currency.



Being a long-term investor is fine unless it's the fallout of being a bad trader.



Margin is debt. It can be a tool or a hindrance. While margin can boost your profits, you could also lose more than the value of your securities in extreme situations when your position moves fast and strong against you and you will be responsible for the shortfall.



Getting 15% returns in your trading doesn't make a lot of sense if you're paying 18% on your credit card balance. Trading losses should be minimized even if you "can afford them".



It's good to get a feel for how a currency moves but don't ever figure that you "know" a currency. If you lock yourself into trading the same few currencies, you may start
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seeing trade setups that aren't really there. Be aware that currencies move sideways more often than they trend.



Revenge trading makes you look for a home run. Successful trading is made up of singles and doubles. Revenge trading locks you into battle with one currency while you're missing other opportunities.



Currencies, stocks, commodities, real estates and other markets, they are all connected. Some markets are bellwethers while others are followers.



Know the warning signs of gambling - inability to control your trading, preoccupation with trading, trading gains or losses cause mood swings. Trading requires a plan with strict rules to follow.



Approach short-term trading with a long-term view. Lottery tickets reward the lucky, while trading rewards the diligent and disciplined. Success pays off over time.
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CONCLUSION



In a universe with a single currency, there would be no foreign exchange market, no foreign exchange rates, and no foreign exchange. But in our world of mainly national currencies, the foreign exchange market plays the indispensable role of providing the essential machinery for making payments across borders, transferring funds and purchasing power from one currency to another, and determining that singularly important price, the exchange rate. Over the past twenty- five years, the way the market has performed those tasks has changed enormously. Foreign exchange market plays a vital role in integrating the global economy. It is a 24-hour in over the counter market –made up of many different types of players each with it set of rules, practice & disciplines. Nevertheless the market operates on professional bases & this professionalism is held together by the integrity of the players. The Indian foreign exchange market is no expectation to this international market requirement. With the liberalization, privatization & globalization initiated in India, the Indian foreign exchange markets have been reasonably liberated to play there efficiently. However much more need to be done to make over market vibrant, deep in liquid. Derivative instrument are very useful in managing risk. By themselves, they do not have any value nut when added to the underline exposure, they provide excellent hedging mechanism. Some of the popular derivate instruments are forward contract, option contract, swap, future contract & forward rate agreement. However, they have to be handle very carefully otherwise they may throw open more risk then in originally envisaged.
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