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1 RISK MANAGEMENT- AN INTRODUCTION 1.1 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 (WT+1-WT)/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. 1



 Risk Management in Forex Markets 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). 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 smanagement 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, the most cost-effective financial risk management methods usually involve derivatives that trade on well-established 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.



1.2 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.
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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 realised. Risk management is 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 focussed 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.



1.3 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







Ttransfer 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
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 Risk Management in Forex Markets 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 formalised 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 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. “Good risk management can improve the quality and returns of your business.”
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2 FOREIGN EXCHANGE 2.1 Introduction to Foreign Exchange Foreign Exchange is the process of conversion of one currency into another currency. For a country its currency becomes money and legal tender. For a foreign country it becomes the value as a commodity. Since the commodity has a value its relation with the other currency determines the exchange value of one currency with the other. For example, the US dollar in USA is the currency in USA but for India it is just like a commodity, which has a value which varies according to demand and supply. Foreign exchange is that section of economic activity, which deals with the means, and methods by which rights to wealth expressed in terms of the currency of one country are converted into rights to wealth in terms of the current of another country. It involves the investigation of the method, which exchanges the currency of one country for that of another. Foreign exchange can also be defined as the means of payment in which currencies are converted into each other and by which international transfers are made; also the activity of transacting business in further means. Most countries of the world have their own currencies The US has its dollar, France its franc, Brazil its cruziero; and India has its Rupee. Trade between the countries involves the exchange of different currencies. The foreign exchange market is the market in which currencies are bought & sold against each other. It is the largest market in the world. Transactions conducted in foreign exchange
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 Risk Management in Forex Markets markets determine the rates at which currencies are exchanged for one another, which in turn determine the cost of purchasing foreign goods & financial assets. The most recent, bank of international settlement survey stated that over $900 billion were traded worldwide each day. During peak volume period, the figure can reach upward of US $2 trillion per day. The corresponding to 160 times the daily volume of NYSE.



2.2 Brief History of Foreign Exchange Initially, the value of goods was expressed in terms of other goods, i.e. an economy based on barter between individual market participants. The obvious limitations of such a system encouraged establishing more generally accepted means of exchange at a fairly early stage in history, to set a common benchmark of value. In different economies, everything from teeth to feathers to pretty stones has served this purpose, but soon metals, in particular gold and silver, established themselves as an accepted means of payment as well as a reliable storage of value. Originally, coins were simply minted from the preferred metal, but in stable political regimes the introduction of a paper form of governmental IOUs (I owe you) gained acceptance during the Middle Ages. Such IOUs, often introduced more successfully through force than persuasion were the basis of modern currencies. Before the First World War, most central banks supported their currencies with convertibility to gold. Although paper money could always be exchanged for gold, in reality this did not occur often, fostering the sometimes disastrous notion that there was not necessarily a need for full cover in the central reserves of the government. At times, the ballooning supply of paper money without gold cover led to devastating inflation and resulting political instability. To protect local national interests, foreign exchange controls were increasingly introduced to prevent market forces from punishing monetary irresponsibility. In the latter stages of the Second World War, the Bretton Woods agreement was reached on the initiative of the USA in July 1944. The Bretton Woods Conference rejected John Maynard 6



 Risk Management in Forex Markets Keynes suggestion for a new world reserve currency in favour of a system built on the US dollar. Other international institutions such as the IMF, the World Bank and GATT (General Agreement on Tariffs and Trade) were created in the same period as the emerging victors of WW2 searched for a way to avoid the destabilizing monetary crises which led to the war. The Bretton Woods agreement resulted in a system of fixed exchange rates that partly reinstated the gold standard, fixing the US dollar at USD35/oz and fixing the other main currencies to the dollar - and was intended to be permanent. The Bretton Woods system came under increasing pressure as national economies moved in different directions during the sixties. A number of realignments kept the system alive for a long time, but eventually Bretton Woods collapsed in the early seventies following President Nixon's suspension of the gold convertibility in August 1971. The dollar was no longer suitable as the sole international currency at a time when it was under severe pressure from increasing US budget and trade deficits. The following decades have seen foreign exchange trading develop into the largest global market by far. Restrictions on capital flows have been removed in most countries, leaving the market forces free to adjust foreign exchange rates according to their perceived values. The lack of sustainability in fixed foreign exchange rates gained new relevance with the events in South East Asia in the latter part of 1997, where currency after currency was devalued against the US dollar, leaving other fixed exchange rates, in particular in South America, looking very vulnerable. But while commercial companies have had to face a much more volatile currency environment in recent years, investors and financial institutions have found a new playground. The size of foreign exchange markets now dwarfs any other investment market by a large factor. It is estimated that more than USD1,200 billion is traded every day, far more than the world's stock and bond markets combined.
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2.3 Fixed and Floating Exchange Rates In a fixed exchange rate system, the government (or the central bank acting on the government's behalf) intervenes in the currency market so that the exchange rate stays close to an exchange rate target. When Britain joined the European Exchange Rate Mechanism in October 1990, we fixed sterling against other European currencies Since autumn 1992, Britain has adopted a floating exchange rate system. The Bank of England does not actively intervene in the currency markets to achieve a desired exchange rate level. In contrast, the twelve members of the Single Currency agreed to fully fix their currencies against each other in January 1999. In January 2002, twelve exchange rates become one when the Euro enters common circulation throughout the Euro Zone. Exchange Rates under Fixed and Floating Regimes With floating exchange rates, changes in market demand and market supply of a currency cause a change in value. In the diagram below we see the effects of a rise in the demand for sterling (perhaps caused by a rise in exports or an increase in the speculative demand for sterling). This causes an appreciation in the value of the pound.
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Changes in currency supply also have an effect. In the diagram below there is an increase in currency supply (S1-S2) which puts downward pressure on the market value of the exchange rate. A currency can operate under one of four main types of exchange rate system FREE FLOATING 



Value of the currency is determined solely by market demand for



and supply of the currency in the foreign exchange market. 



Trade flows and capital flows are the main factors affecting the



exchange rate In the long run it is the macro economic performance of the economy (including trends in competitiveness) that drives the value of the currency. No pre-determined official target for the exchange rate is set by the Government. The government and/or monetary authorities can set interest rates for domestic economic purposes rather than to achieve a given exchange rate target. 



It is rare for pure free floating exchange rates to exist - most



governments at one time or another seek to "manage" the value of their currency through changes in interest rates and other controls. 



UK sterling has floated on the foreign exchange markets since the



UK suspended membership of the ERM in September 1992



MANAGED FLOATING EXCHANGE RATES
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Value of the pound determined by market demand for and supply of



the currency with no pre-determined target for the exchange rate is set by the Government 



Governments normally engage in managed floating if not part of a



fixed exchange rate system. 



Policy pursued from 1973-90 and since the ERM suspension from



1993-1998. SEMI-FIXED EXCHANGE RATES 



Exchange rate is given a specific target







Currency can move between permitted bands of fluctuation







Exchange rate is dominant target of economic policy-making



(interest rates are set to meet the target) 



Bank of England may have to intervene to maintain the value of the



currency within the set targets 



Re-valuations possible but seen as last resort







October 1990 - September 1992 during period of ERM membership



FULLY-FIXED EXCHANGE RATES 



Commitment to a single fixed exchange rate







Achieves exchange rate stability but perhaps at the expense of



domestic economic stability 



Bretton-Woods System 1944-1972 where currencies were tied to



the US dollar 



Gold Standard in the inter-war years - currencies linked with gold







Countries joining EMU in 1999 have fixed their exchange rates



until the year 2002



2.4 Exchange Rate Systems in Different Countries The member countries generally accept the IMF classification of exchange rate regime, which is based on the degree of exchange rate flexibility that a particular regime reflects. The exchange rate arrangements adopted by the developing countries cover a broad spectrum, which are as follows: 10



 Risk Management in Forex Markets ⇒ Single Currency Peg The country pegs to a major currency, usually the U. S. Dollar or the French franc (Ex-French colonies) with infrequent adjustment of the parity. Many of the developing countries have single currency pegs. ⇒ Composite Currency Peg A currency composite is formed by taking into account the currencies of major trading partners. The objective is to make the home currency more stable than if a single peg was used. Currency weights are generally based on trade in goods – exports, imports, or total trade. About one fourth of the developing countries have composite currency pegs. ⇒ Flexible Limited vis-à-vis Single Currency The value of the home currency is maintained within margins of the peg. Some of the Middle Eastern countries have adopted this system. ⇒ Adjusted to indicators The currency is adjusted more or less automatically to changes in selected macro-economic indicators. A common indicator is the real effective exchange rate (REER) that reflects inflation adjusted change in the home currency vis-à-vis major trading partners. ⇒ Managed floating The Central Bank sets the exchange rate, but adjusts it frequently according to certain pre-determined indicators such as the balance of payments position, foreign exchange reserves or parallel market spreads and adjustments are not automatic. ⇒ Independently floating Free market forces determine exchange rates. The system actually operates with different levels of intervention in foreign exchange markets by the central bank. It is important to note that these classifications do conceal several features of the developing country exchange rate regimes.
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3 FOREX MARKET 3.1 Overview The Foreign Exchange market, also referred to as the "Forex" or "FX" market is the largest financial market in the world, with a daily average turnover of US$1.9 trillion — 30 times larger than the combined volume of all U.S. equity markets. "Foreign Exchange" is the simultaneous buying of one currency and selling of another. Currencies are traded in pairs, for example Euro/US Dollar (EUR/USD) or US Dollar/Japanese Yen (USD/JPY). There are two reasons to buy and sell currencies. About 5% of daily turnover is from companies and governments that buy or sell products and services in a foreign country or must convert profits made in foreign currencies into their domestic currency. The other 95% is trading for profit, or speculation. For speculators, the best trading opportunities are with the most commonly traded (and therefore most liquid) currencies, called "the Majors." Today, more than 85% of all daily transactions involve trading of the Majors, which include the US Dollar, Japanese Yen, Euro, British Pound, Swiss Franc, Canadian Dollar and Australian Dollar. A true 24-hour market, Forex trading begins each day in Sydney, and moves around the globe as the business day begins in each financial center, first to Tokyo, London, and New York. Unlike any other financial market, investors can respond to currency fluctuations caused by economic, social and political events at the time they occur - day or night. The FX market is considered an Over the Counter (OTC) or 'interbank' market, due to the fact that transactions are conducted between two counterparts over the telephone or via an electronic network. Trading is not centralized on an exchange, as with the stock and futures markets.
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3.2 Need and Importance of Foreign Exchange Markets Foreign exchange markets represent by far the most important financial markets in the world. Their role is of paramount importance in the system of international payments. In order to play their role effectively, it is necessary that their operations/dealings be reliable. Reliability essentially is concerned with contractual obligations being honored. For instance, if two parties have entered into a forward sale or purchase of a currency, both of them should be willing to honour their side of contract by delivering or taking delivery of the currency, as the case may be.



3.3 Why Trade Foreign Exchange? Foreign Exchange is the prime market in the world. Take a look at any market trading through the civilised world and you will see that everything is valued in terms of money. Fast becoming recognised as the world's premier trading venue by all styles of traders, foreign exchange (forex) is the world's largest financial market with more than US$2 trillion traded daily. Forex is a great market for the trader and it's where "big boys" trade for large profit potential as well as commensurate risk for speculators. Forex used to be the exclusive domain of the world's largest banks and corporate establishments. For the first time in history, it's barrier-free offering an equal playing-field for the emerging number of traders eager to trade the world's largest, most liquid and accessible market, 24 hours a day. Trading forex can be done with many different methods and there are many types of traders - from fundamental traders speculating on mid-to-long term positions to the technical trader watching for breakout patterns in consolidating markets.



13



 Risk Management in Forex Markets



3.4 Consolidation & Fragmentation Of Fx Markets 2006 continues to provide dramatic evidence of the rapid transformation that is sweeping the vast and growing FX asset class that now exceeds $2 trillion in daily volume. Significant investments are being made on the part of banks, brokerages, exchanges and vendors -- individually and in joint ventures -- to automate, systematize and consolidate what has historically been a manual, fragmented and decentralized collection of trading venues. Combine this with the shifting ownership of the major FX trading exchanges, and one needs a scorecard to keep track of the players, their strategies and target markets. Fragmentation in markets results from competition based on business and technology innovations. As markets centralize or consolidate to gain scale, certain segments become underserved and are open to alternative trading venues that more specifically meet their trading needs.



3.5 Opportunities From Around the World Over the last three decades the foreign exchange market has become the world's largest financial market, with over $2 trillion USD traded daily. Forex is part of the bank-to-bank currency market known as the 24-hour interbank market. The Interbank market literally follows the sun around the world, moving from major banking centres of the United States to Australia, New Zealand to the Far East, to Europe then back to the United States.



3.6 Functions of Foreign Exchange Market The foreign exchange market is a market in which foreign exchange transactions take place. In other words, it is a market in which national currencies are bought and sold against one another. A foreign exchange market performs three important functions:



⇒ Transfer of Purchasing Power:
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 Risk Management in Forex Markets The primary function of a foreign exchange market is the transfer of purchasing power from one country to another and from one currency to another. The international clearing function performed by foreign exchange markets plays a very important role in facilitating international trade and capital movements. ⇒ Provision of Credit: The credit function performed by foreign exchange markets also plays a very important role in the growth of foreign trade, for international trade depends to a great extent on credit facilities. Exporters may get pre-shipment and postshipment credit. Credit facilities are available also for importers. The Euro-dollar market has emerged as a major international credit market. ⇒ Provision of Hedging Facilities: The other important function of the foreign exchange market is to provide hedging facilities. Hedging refers to covering of export risks, and it provides a mechanism to exporters and importers to guard themselves against losses arising from fluctuations in exchange rates.



3.7 Advantages of Forex Market Although the forex market is by far the largest and most liquid in the world, day traders have up to now focus on seeking profits in mainly stock and futures markets. This is mainly due to the restrictive nature of bank-offered forex trading services. Advanced Currency Markets (ACM) offers both online and traditional phone forex-trading services to the small investor with minimum account opening values starting at 5000 USD. There are many advantages to trading spot foreign exchange as opposed to trading stocks and futures. Below are listed those main advantages. ⇒ Commissions: ACM offers foreign exchange trading commission free. This is in sharp contrast to (once again) what stock and futures brokers offer. A stock trade can cost anywhere between USD 5 and 30 per trade with online brokers and typically up to USD 150 with full service brokers. Futures brokers can charge commissions anywhere between USD 10 and 30 on a round turn basis. ⇒ Margins requirements:
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 Risk Management in Forex Markets ACM offers a foreign exchange trading with a 1% margin. In layman's terms that means a trader can control a position of a value of USD 1'000'000 with a mere USD 10'000 in his account. By comparison, futures margins are not only constantly changing but are also often quite sizeable. Stocks are generally traded on a non-margined basis and when they are, it can be as restrictive as 50% or so. ⇒ 24 hour market: Foreign exchange market trading occurs over a 24 hour period picking up in Asia around 24:00 CET Sunday evening and coming to an end in the United States on Friday around 23:00 CET. Although ECNs (electronic communications networks) exist for stock markets and futures markets (like Globex) that supply after hours trading, liquidity is often low and prices offered can often be uncompetitive. ⇒ No Limit up / limit down: Futures markets contain certain constraints that limit the number and type of transactions a trader can make under certain price conditions. When the price of a certain currency rises or falls beyond a certain pre-determined daily level traders are restricted from initiating new positions and are limited only to liquidating existing positions if they so desire. This mechanism is meant to control daily price volatility but in effect since the futures currency market follows the spot market anyway, the following day the futures market may undergo what is called a 'gap' or in other words the futures price will re-adjust to the spot price the next day. In the OTC market no such trading constraints exist permitting the trader to truly implement his trading strategy to the fullest extent. Since a trader can protect his position from large unexpected price movements with stop-loss orders the high volatility in the spot market can be fully controlled.



⇒ Sell before you buy: Equity brokers offer very restrictive short-selling margin requirements to customers. This means that a customer does not possess the liquidity to be able to
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 Risk Management in Forex Markets sell stock before he buys it. Margin wise, a trader has exactly the same capacity when initiating a selling or buying position in the spot market. In spot trading when you're selling one currency, you're necessarily buying another.



3.8 The Role of Forex in the Global Economy Over time, the foreign exchange market has been an invisible hand that guides the sale of goods, services and raw materials on every corner of the globe. The forex market was created by necessity. Traders, bankers, investors, importers and exporters recognized the benefits of hedging risk, or speculating for profit. The fascination with this market comes from its sheer size, complexity and almost limitless reach of influence. The market has its own momentum, follows its own imperatives, and arrives at its own conclusions. These conclusions impact the value of all assets -it is crucial for every individual or institutional investor to have an understanding of the foreign exchange markets and the forces behind this ultimate free-market system. Inter-bank currency contracts and options, unlike futures contracts, are not traded on exchanges and are not standardized. Banks and dealers act as principles in these markets, negotiating each transaction on an individual basis. Forward "cash" or "spot" trading in currencies is substantially unregulated - there are no limitations on daily price movements or speculative positions.



17



 Risk Management in Forex Markets



4 STRUCTURE OF FOREX MARKET 4.1 The Organisation & Structure of Fem Is Given In the Figure Below –
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4.2 Main Participants In Foreign Exchange Markets There are four levels of participants in the foreign exchange market. At the first level, are tourists, importers, exporters, investors, and so on. These are the immediate users and suppliers of foreign currencies. At the second level, are the commercial banks, which act as clearing houses between users and earners of foreign exchange. At the third level, are foreign exchange brokers through whom the nation’s commercial banks even out their foreign exchange inflows and outflows among themselves. Finally at the fourth and the highest level is the nation’s central bank, which acts as the lender or buyer of last resort when the nation’s total foreign exchange earnings and expenditure are unequal. The central then either draws down its foreign reserves or adds to them. 4.2.1 CUSTOMERS: The customers who are engaged in foreign trade participate in foreign exchange markets by availing of the services of banks. Exporters require converting the dollars into rupee and importers require converting rupee into the dollars as they have to pay in dollars for the goods / services they have imported. Similar types of services may be required for setting any international obligation i.e., payment of technical know-how fees or repayment of foreign debt, etc. 4.2.2 COMMERCIAL BANKS They are most active players in the forex market. Commercial banks dealing with international transactions offer services for conversation of one currency into another. These banks are specialised in international trade and other transactions. They have wide network of branches. Generally, commercial banks act as intermediary between exporter and importer who are situated in different countries. Typically banks buy foreign exchange from exporters and sells foreign exchange to the importers of the goods. Similarly, the banks for executing the orders of other customers, who are engaged in international transaction, not necessarily on the account of trade alone, buy and sell foreign exchange. As every time the foreign exchange bought and sold may not be equal banks are left with the overbought or oversold position. If a bank buys more foreign exchange than what 19



 Risk Management in Forex Markets it sells, it is said to be in ‘overbought/plus/long position’. In case bank sells more foreign exchange than what it buys, it is said to be in ‘oversold/minus/short position’. The bank, with open position, in order to avoid risk on account of exchange rate movement, covers its position in the market. If the bank is having oversold position it will buy from the market and if it has overbought position it will sell in the market. This action of bank may trigger a spate of buying and selling of foreign exchange in the market. Commercial banks have following objectives for being active in the foreign exchange market:  They render better service by offering competitive rates to their customers engaged in international trade.  They are in a better position to manage risks arising out of exchange rate fluctuations.  Foreign exchange business is a profitable activity and thus such banks are in a position to generate more profits for themselves.  They can manage their integrated treasury in a more efficient manner. 4.2.3 CENTRAL BANKS In most of the countries central bank have been charged with the responsibility of maintaining the external value of the domestic currency. If the country is following a fixed exchange rate system, the central bank has to take necessary steps to maintain the parity, i.e., the rate so fixed. Even under floating exchange rate system, the central bank has to ensure orderliness in the movement of exchange rates. Generally this is achieved by the intervention of the bank. Sometimes this becomes a concerted effort of central banks of more than one country. Apart from this central banks deal in the foreign exchange market for the following purposes:
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 Risk Management in Forex Markets  Exchange rate management: Though sometimes this is achieved through intervention, yet where a central bank is required to maintain external rate of domestic currency at a level or in a band so fixed, they deal in the market to achieve the desired objective  Reserve management: Central bank of the country is mainly concerned with the investment of the countries foreign exchange reserve in a stable proportions in range of currencies and in a range of assets in each currency. These proportions are, inter alias, influenced by the structure of official external assets/liabilities. For this bank has involved certain amount of switching between currencies. Central banks are conservative in their approach and they do not deal in foreign exchange markets for making profits. However, there have been some aggressive central banks but market has punished them very badly for their adventurism. In the recent past Malaysian Central bank, Bank Negara lost billions of dollars in foreign exchange transactions.  Intervention by Central Bank It is truly said that foreign exchange is as good as any other commodity. If a country is following floating rate system and there are no controls on capital transfers, then the exchange rate will be influenced by the economic law of demand and supply. If supply of foreign exchange is more than demand during a particular period then the foreign exchange will become cheaper. On the contrary, if the supply is less than the demand during the particular period then the foreign exchange will become costlier. The exporters of goods and services mainly supply foreign exchange to the market. If there are no control over foreign investors are also suppliers of foreign exchange. During a particular period if demand for foreign exchange increases than the supply, it will raise the price of foreign exchange, in terms of domestic currency, to an unrealistic level. This will no doubt make the imports costlier and
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 Risk Management in Forex Markets thus protect the domestic industry but this also gives boost to the exports. However, in the short run it can disturb the equilibrium and orderliness of the foreign exchange markets. The central bank will then step forward to supply foreign exchange to meet the demand for the same. This will smoothen the market. The central bank achieves this by selling the foreign exchange and buying or absorbing domestic currency. Thus demand for domestic currency which, coupled with supply of foreign exchange, will maintain the price of foreign currency at desired level. This is called ‘intervention by central bank’. If a country, as a matter of policy, follows fixed exchange rate system, the central bank is required to maintain exchange rate generally within a well-defined narrow band. Whenever the value of the domestic currency approaches upper or lower limit of such a band, the central bank intervenes to counteract the forces of demand and supply through intervention. In India, the central bank of the country, the Reserve Bank of India, has been enjoined upon to maintain the external value of rupee. Until March 1, 1993, under section 40 of the Reserve Bank of India act, 1934, Reserve Bank was obliged to buy from and sell to authorised persons i.e., AD’s foreign exchange. However, since March 1, 1993, under Modified Liberalised Exchange Rate Management System (Modified LERMS), Reserve Bank is not obliged to sell foreign exchange. Also, it will purchase foreign exchange at market rates. Again, with a view to maintain external value of rupee, Reserve Bank has given the right to intervene in the foreign exchange markets. 4.2.4 EXCHANGE BROKERS Forex brokers play a very important role in the foreign exchange markets. However the extent to which services of forex brokers are utilized depends on the tradition and practice prevailing at a particular forex market centre. In India dealing is done in interbank market through forex brokers. In India as per FEDAI guidelines the AD’s are free to deal directly among themselves without going through brokers. The forex brokers are not allowed to deal on their own account all over the world and also in India. 22
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 How Exchange Brokers Work? Banks seeking to trade display their bid and offer rates on their respective pages of Reuters screen, but these prices are indicative only. On inquiry from brokers they quote firm prices on telephone. In this way, the brokers can locate the most competitive buying and selling prices, and these prices are immediately broadcast to a large number of banks by means of hotlines/loudspeakers in the banks dealing room/contacts many dealing banks through calling assistants employed by the broking firm. If any bank wants to respond to these prices thus made available, the counter party bank does this by clinching the deal. Brokers do not disclose counter party bank’s name until the buying and selling banks have concluded the deal. Once the deal is struck the broker exchange the names of the bank who has bought and who has sold. The brokers charge commission for the services rendered. In India broker’s commission is fixed by FEDAI. 4.2.5 SPECULATORS Speculators play a very active role in the foreign exchange markets. In fact major chunk of the foreign exchange dealings in forex markets in on account of speculators and speculative activities. The speculators are the major players in the forex markets. Banks dealing are the major speculators in the forex markets with a view to make profit on account of favourable movement in exchange rate, take position i.e., if they feel the 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 a quick profit. Corporations particularly Multinational Corporations and Transnational Corporations having business operations beyond their national frontiers and on account of their cash flows. Being large and in multi-currencies get into foreign 23



 Risk Management in Forex Markets exchange exposures. With a view to take advantage of foreign rate movement in their favour they either delay covering exposures or does not cover until cash flow materialize. Sometimes they take position so as to take advantage of the exchange rate movement in their favour and for undertaking this activity, they have state of the art dealing rooms. In India, some of the big corporate are as the exchange control have been loosened, booking and cancelling forward contracts, and a times the same borders on speculative activity. Governments narrow or invest in foreign securities and delay coverage of the exposure on account of such deals. Individual like share dealings 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. Corporate entities take positions in commodities whose prices are expressed in foreign currency. This also adds to speculative activity. The speculators or traders in the forex market cause significant swings in foreign exchange rates. These swings, particular sudden swings, do not do any good either to the national or international trade and can be detrimental not only to national economy but global business also. However, to be far to the speculators, they provide the much need liquidity and depth to foreign exchange markets. This is necessary to keep bid-offer which spreads to the minimum. Similarly, liquidity also helps in executing large or unique orders without causing any ripples in the foreign exchange markets. One of the views held is that speculative activity provides much needed efficiency to foreign exchange markets. Therefore we can say that speculation is necessary evil in forex markets.
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4.3 Fundamentals in Exchange Rate Typically, rupee (INR) a legal lender in India as exporter needs Indian rupees for payments for procuring various things for production like land, labour, raw material and capital goods. But the foreign importer can pay in his home currency like, an importer in New York, would pay in US dollars (USD). Thus it becomes necessary to convert one currency into another currency and the rate at which this conversation is done, is called ‘Exchange Rate’. Exchange rate is a rate at which one currency can be exchange in to another currency, say USD 1 = Rs. 42. This is the rate of conversion of US dollar in to Indian rupee and vice versa. 4.3.1 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’ E.g. US $1 = Rs. 49.3400.  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’. E.g. Rs. 100 = US $ 2.0268 In India, with the effect from August 2, 1993, all the exchange rates are quoted in direct method, i.e. US $1 = Rs. 49.3400



GBP1 = Rs. 69.8700
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 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’ 4.3.2 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.  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.
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4.3.3 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’. 4.3.4 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. 4.3.5 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. 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 USD 1.6290 and buy euros against the dollar at the offered rate for euro at 27



 Risk Management in Forex Markets 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.
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4.4 Dealing in Forex Market The transactions on exchange markets are carried out among banks. Rates are quoted round the clock. Every few seconds, quotations are updated. Quotations start in the dealing room of Australia and Japan (Tokyo) and they pass on to the markets of Hong Kong, Singapore, Bahrain, Frankfurt, Zurich, Paris, London, New York, San Francisco and Los Angeles, before restarting. In terms of convertibility, there are mainly three kinds of currencies. The first kind is fully convertible in that it can be freely converted into other currencies; the second kind is only partly convertible for non-residents, while the third kind is not convertible at all. The last holds true for currencies of a large number of developing countries. It is the convertible currencies, which are mainly quoted on the foreign exchange markets. The most traded currencies are US dollar, Deutschmark, Japanese Yen, Pound Sterling, Swiss franc, French franc and Canadian dollar. Currencies of developing countries such as India are not yet in much demand internationally. The rates of such currencies are quoted but their traded volumes are insignificant. As regards the counterparties, gives a typical distribution of different agents involved in the process of buying or selling. It is clear, the maximum buying or selling is done through exchange brokers. The composition of transactions in terms of different instruments varies with time. Spot transactions remain to be the most important in terms of volume. Next come Swaps, Forwards, Options and Futures in that order. 4.4.1 DEALING ROOM All the professionals who deal in Currencies, Options, Futures and Swaps assemble in the Dealing Room. This is the forum where all transactions related to foreign exchange in a bank are carried out. There are several reasons for
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 Risk Management in Forex Markets concentrating the entire information and communication system in a single room. It is necessary for the dealers to have instant access to the rates quoted at different places and to be able to communicate amongst themselves, as well as to know the limits of each counterparty etc. This enables them to make arbitrage gains, whenever possible. The dealing room chief manages and co-ordinates all the activities and acts as linkpin between dealers and higher management. 4.4.2 THE DEALING ARENA The range of products available in the FX market has increased dramatically over the last 30 years. Dealers at banks provide these products for their clients to allow them to invest, speculate or hedge. The complex nature of these products , combined with huge volumes of money that are being traded, mean banks must have three important functions set up in order to record and monitor effectively their trades. 4.4.3 THE FRONT OFFICE AND THE BACK OFFICE It would be appropriate to know the other two terms used in connection with dealing rooms. These are Front Office and Back Office. The dealers who work directly in the market and are located in the Dealing Rooms of big banks constitute the Front Office. They meet the clients regularly and advise them regarding the strategy to be adopted with regard to their treasury management. The role of the Front Office is to make profit from the operations on currencies. The role of dealers is twofold: to manage the positions of clients and to quote bid-ask rates without knowing whether a client is a buyer or seller. Dealers should be ready to buy or sell as per the wishes of the clients and make profit for the bank. They should take into account the position that the bank has already taken, and the effect that a particular operation might have on that position. They also need to consider the limits fixed by the Management of the bank with respect to each single operation or single counterparty or position in a particular currency. Dealers are judged on the basis of their profitability. The operations of front office are divided into several units. There can be sections for money markets and interest rate operations, for spot rate transactions, 30



 Risk Management in Forex Markets for forward market transactions, for currency options, for dealing in futures and so on. Each transaction involves determination of amount exchanged, fixation of an exchange rate, indication of the date of settlement and instructions regarding delivery. The Back Office consists of a group of persons who work, so to say, behind the Front Office. Their activities include managing of the information system, accounting, control, administration, and follow-up of the operations of Front Office. The Back Office helps the Front Office so that the latter is rid of jobs other than the operations on market. It should conceive of better information and control system relating to financial operations. It ensures, in a way, an effective financial and management control of market operations. In principle, the Front Office and Back Office should function in a symbiotic manner, on equal footing. All the professionals who deal in Currencies, Options, Futures and Swaps assemble in the Dealing Room. This is the forum where all transactions related to foreign exchange in a bank are carried out. There are several reasons for concentrating the entire information and communication system in a single room. It is necessary for the dealers to have instant access to the rates quoted at different places and to be able to communicate amongst themselves, as well as to know the limits of each counterparty etc. This enables them to make arbitrage gains, whenever possible. The dealing room chief manages and co-ordinates all the activities and acts as linkpin between dealers and higher management.
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4.5 FOREX MARKETS V/S OTHER MARKETS FOREX MARKETS OTHER MARKETS The Forex market is open 24 hours a Limited floor trading hours dictated by day, 5.5 days a week. Because of the the time zone of the trading location, decentralised clearing of trades and significantly restricting the number of overlap of major markets in Asia, hours a market is open and when it can London and the United States, the be accessed. market



remains



open



and



liquid



throughout the day and overnight. Most liquid market in the world Threat of liquidity drying up after eclipsing all others in comparison. Most market hours or because many market transactions currency



must



exchange



continue, is



a



since participants decide to stay on the required sidelines or move to more popular



mechanism needed to facilitate world markets. commerce. Commission-Free



Traders are gouged with fees, such as commissions, clearing fees, exchange



fees and government fees. One consistent margin rate 24 hours a Large capital requirements, high margin day allows Forex traders to leverage rates, restrictions on shorting, very little their capital more efficiently with as autonomy. high as 100-to-1 leverage. No Restrictions



Short selling and stop order restrictions.
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5 FOREX EXCHANGE RISK 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. This section addresses the task



of



managing



exposure



to



Foreign Exchange movements. These Risk Management Guidelines are primarily an enunciation of some good and prudent practices in exposure management. They have to be understood, and slowly internalised and customised 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.



5.1 Forex Risk Statements The risk of loss in trading foreign exchange can be substantial. You should therefore carefully consider whether such trading is suitable in light of your financial condition. You may sustain a total loss of funds and any additional funds that you deposit with your broker to maintain a position in the foreign exchange market. Actual past performance is no guarantee of future results. There are numerous other factors related to the markets in general or to the implementation of any specific trading program which cannot be fully accounted for in the preparation of hypothetical performance results and all of which can adversely affect actual trading results.
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 Risk Management in Forex Markets The risk of loss in trading the foreign exchange markets can be substantial. You should therefore carefully consider whether such trading is suitable for you in light of your financial condition. In considering whether to trade or authorize someone else to trade for you, you should be aware of the following: If you purchase or sell a foreign exchange option you may sustain a total loss of the initial margin funds and additional funds that you deposit with your broker to establish or maintain your position. If the market moves against your position, you could be called upon by your broker to deposit additional margin funds, on short notice, in order to maintain your position. If you do not provide the additional required funds within the prescribed time, your position may be liquidated at a loss, and you would be liable for any resulting deficit in you account. Under certain market conditions, you may find it difficult or impossible to liquidate a position. This can occur, for example when a currency is deregulated or fixed trading bands are widened. Potential currencies include, but are not limited to the Thai Baht, South Korean Won, Malaysian Ringitt, Brazilian Real, and Hong Kong Dollar. The placement of contingent orders by you or your trading advisor, such as a “stop-loss” or “stop-limit” orders, will not necessarily limit your losses to the intended amounts, since market conditions may make it impossible to execute such orders. A “spread” position may not be less risky than a simple “long” or “short” position. The high degree of leverage that is often obtainable in foreign exchange trading can work against you as well as for you. The use of leverage can lead to large losses as well as gains.
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 Risk Management in Forex Markets In some cases, managed accounts are subject to substantial charges for management and advisory fees. It may be necessary for those accounts that are subject to these charges to make substantial trading profits to avoid depletion or exhaustion of their assets. Currency trading is speculative and volatile Currency prices are highly volatile. Price movements for currencies are influenced by, among other things: changing supply-demand relationships; trade, fiscal, monetary, exchange control programs and policies of governments; United States and foreign political and economic events and policies; changes in national and international interest rates and inflation; currency devaluation; and sentiment of the market place. None of these factors can be controlled by any individual advisor and no assurance can be given that an advisor’s advice will result in profitable trades for a partic0pating customer or that a customer will not incur losses from such events. Currency trading can be highly leveraged The low margin deposits normally required in currency trading (typically between 3%-20% of the value of the contract purchased or sold) permits extremely high degree leverage. Accordingly, a relatively small price movement in a contract may result in immediate and substantial losses to the investor. Like other leveraged investments, in certain markets, any trade may result in losses in excess of the amount invested. Currency trading presents unique risks The interbank market consists of a direct dealing market, in which a participant trades directly with a participating bank or dealer, and a brokers’ market. The brokers’ market differs from the direct dealing market in that the banks or financial institutions serve as intermediaries rather than principals to the transaction. In the brokers’ market, brokers may add a commission to the prices they communicate to their customers, or they may incorporate a fee into the quotation of price. Trading in the interbank markets differs from trading in futures or futures options in a number of ways that may create additional risks. For example, there are no limitations on daily price moves in most currency markets. In addition, the principals who deal in interbank markets are not required to continue to make markets. There have been periods during which certain participants in 35



 Risk Management in Forex Markets interbank markets have refused to quote prices for interbank trades or have quoted prices with unusually wide spreads between the price at which transactions occur. Frequency of trading; degree of leverage used It is impossible to predict the precise frequency with which positions will be entered and liquidated. Foreign exchange trading , due to the finite duration of contracts, the high degree of leverage that is attainable in trading those contracts, and the volatility of foreign exchange prices and markets, among other things, typically involves a much higher frequency of trading and turnover of positions than may be found in other types of investments. There is nothing in the trading methodology which necessarily precludes a high frequency of trading for accounts managed.



5.2 Foreign Exchange Exposure Foreign exchange risk is related to the variability of the domestic currency values of assets, liabilities or operating income due to unanticipated changes in exchange rates, whereas foreign exchange exposure is what is at risk. Foreign currency exposure and the attendant risk arise whenever a business has an income or expenditure or an asset or liability in a currency other than that of the balancesheet currency. Indeed exposures can arise even for companies with no income, expenditure, asset or liability in a currency different from the balance-sheet currency. When there is a condition prevalent where the exchange rates become extremely volatile the exchange rate movements destabilize the cash flows of a business significantly. Such destabilization of cash flows that affects the profitability of the business is the risk from foreign currency exposures. We can define exposure as the degree to which a company is affected by exchange rate changes. But there are different types of exposure, which we must consider. Adler and Dumas defines foreign exchange exposure as ‘the sensitivity of changes in the real domestic currency value of assets and liabilities or operating income to unanticipated changes in exchange rate’.
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 Risk Management in Forex Markets In simple terms, definition means that exposure is the amount of assets; liabilities and operating income that is ay risk from unexpected changes in exchange rates.



5.3 Types of Foreign Exchange Risks\ Exposure There are two sorts of foreign exchange risks or exposures. The term exposure refers to the degree to which a company is affected by exchange rate changes.



 Transaction Exposure  Translation exposure (Accounting exposure)  Economic Exposure  Operating Exposure 5.3.1 TRANSACTION EXPOSURE: Transaction exposure is the exposure that arises from foreign currency denominated transactions which an entity is committed to complete. It arises from contractual, foreign currency, future cash flows. For example, if a firm has entered into a contract to sell computers at a fixed price denominated in a foreign currency, the firm would be exposed to exchange rate movements till it receives the payment and converts the receipts into domestic currency. The exposure of a company in a particular currency is measured in net terms, i.e. after netting off potential cash inflows with outflows. Suppose that a company is exporting deutsche mark and while costing the transaction had reckoned on getting say Rs 24 per mark. By the time the exchange transaction materializes i.e. the export is effected and the mark sold for rupees, the exchange rate moved to say Rs 20 per mark. The profitability of the export transaction can be completely wiped out by the movement in the exchange rate. Such transaction exposures arise whenever a business has foreign currency denominated receipt and payment. The risk is an adverse movement of the exchange rate from the time the transaction is budgeted till the time the exposure is 37



 Risk Management in Forex Markets extinguished by sale or purchase of the foreign currency against the domestic currency. Transaction exposure is inherent in all foreign currency denominated contractual obligations/transactions. This involves gain or loss arising out of the various types of transactions that require settlement in a foreign currency. The transactions may relate to cross-border trade in terms of import or export of goods, the borrowing or lending in foreign currencies, domestic purchases and sales of goods and services of the foreign subsidiaries and the purchase of asset or take over of the liability involving foreign currency. The actual profit the firm earns or loss it suffers, of course, is known only at the time of settlement of these transactions. It is worth mentioning that the firm's balance sheet already contains items reflecting transaction exposure; the notable items in this regard are debtors receivable in foreign currency, creditors payable in foreign currency, foreign loans and foreign investments. While it is true that transaction exposure is applicable to all these foreign transactions, it is usually employed in connection with foreign trade, that is, specific imports or exports on open account credit. Example illustrates transaction exposure. Example Suppose an Indian importing firm purchases goods from the USA, invoiced in US$ 1 million. At the time of invoicing, the US dollar exchange rate was Rs 47.4513. The payment is due after 4 months. During the intervening period, the Indian rupee weakens/and the exchange rate of the dollar appreciates to Rs 47.9824. As a result, the Indian importer has a transaction loss to the extent of excess rupee payment required to purchase US$ 1 million. Earlier, the firm was to pay US$ 1 million x Rs 47.4513 = Rs 47.4513 million. After 4 months from now when it is to make payment on maturity, it will cause higher payment at Rs 47.9824 million, i.e., (US$ 1 million x Rs 47.9824). Thus, the Indian firm suffers a transaction loss of Rs 5,31,100, i.e., (Rs 47.9824 million - Rs 47.4513 million). In case, the Indian rupee appreciates (or the US dollar weakens) to Rs 47.1124, the Indian importer gains (in terms of the lower payment of Indian 38



 Risk Management in Forex Markets rupees); its equivalent rupee payment (of US$ 1 million) will be Rs 47.1124 million. Earlier, its payment would have been higher at Rs 47.4513 million. As a result, the firm has profit of Rs 3,38,900, i.e., (Rs 47.4513 million - Rs 47.1124 million). Example clearly demonstrates that the firm may not necessarily have losses from the transaction exposure; it may earn profits also. In fact, the international firms have a number of items in balance sheet (as stated above); at a point of time, on some of the items (say payments), it may suffer losses due to weakening of its home currency; it is then likely to gain on foreign currency receipts. Notwithstanding this contention, in practice, the transaction exposure is viewed from the perspective of the losses. This perception/practice may be attributed to the principle of conservatism.



5.3.2 TRANSLATION EXPOSURE Translation exposure is the exposure that arises from the need to convert values of assets and liabilities denominated in a foreign currency, into the domestic currency. Any exposure arising out of exchange rate movement and resultant change in the domestic-currency value of the deposit would classify as translation exposure. It is potential for change in reported earnings and/or in the book value of the consolidated corporate equity accounts, as a result of change in the foreign exchange rates. Translation exposure arises from the need to "translate" foreign currency assets or liabilities into the home currency for the purpose of finalizing the accounts for any given period. A typical example of translation exposure is the treatment of foreign currency borrowings. Consider that a company has borrowed dollars to finance the import of capital goods worth Rs 10000. When the import materialized the exchange rate was say Rs 30 per dollar. The imported fixed asset was therefore capitalized in the books of the company for Rs 300000.
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In the ordinary course and assuming no change in the exchange rate the company would have provided depreciation on the asset valued at Rs 300000 for finalizing its accounts for the year in which the asset was purchased. If at the time of finalization of the accounts the exchange rate has moved to say Rs 35 per dollar, the dollar loan has to be translated involving translation loss of Rs50000. The book value of the asset thus becomes 350000 and consequently higher depreciation has to be provided thus reducing the net profit. Translation exposure relates to the change in accounting income and balance sheet statements caused by the changes in exchange rates; these changes may have taken place by/at the time of finalization of accounts vis-à-vis the time when the asset was purchased or liability was assumed. In other words, translation exposure results from the need to translate foreign currency assets or liabilities into the local currency at the time of finalizing accounts. Example illustrates the impact of translation exposure. Example Suppose, an Indian corporate firm has taken a loan of US $ 10 million, from a bank in the USA to import plant and machinery worth US $ 10 million. When the import materialized, the exchange rate was Rs 47.0. Thus, the imported plant and machinery in the books of the firm was shown at Rs 47.0 x US $ 10 million = Rs 47 crore and loan at Rs 47.0 crore. Assuming no change in the exchange rate, the Company at the time of preparation of final accounts, will provide depreciation (say at 25 per cent) of Rs 11.75 crore on the book value of Rs 47 crore. However, in practice, the exchange rate of the US dollar is not likely to remain unchanged at Rs 47. Let us assume, it appreciates to Rs 48.0. As a result, the book value of plant and machinery will change to Rs 48.0 crore, i.e., (Rs 48 x US$ 10 million); depreciation will increase to Rs 12.00 crore, i.e., (Rs 48 crore x 0.25), and the loan amount will also be revised upwards to Rs 48.00 crore. 40



 Risk Management in Forex Markets Evidently, there is a translation loss of Rs 1.00 crore due to the increased value of loan. Besides, the higher book value of the plant and machinery causes higher depreciation, reducing the net profit. Alternatively, translation losses (or gains) may not be reflected in the income statement; they may be shown separately under the head of 'translation adjustment' in the balance sheet, without affecting accounting income. This translation loss adjustment is to be carried out in the owners' equity account. Which is a better approach? Perhaps, the adjustment made to the owners' equity account; the reason is that the accounting income has not been diluted on account of translation losses or gains. On account of varying ways of dealing with translation losses or gains, accounting practices vary in different countries and among business firms within a country. Whichever method is adopted to deal with translation losses/gains, it is clear that they have a marked impact of both the income statement and the balance sheet. 5.3.3 ECONOMIC EXPOSURE An economic exposure is more a managerial concept than an accounting concept. A company can have an economic exposure to say Yen: Rupee rates even if it does not have any transaction or translation exposure in the Japanese currency. This would be the case for example, when the company's competitors are using Japanese imports. If the Yen weekends the company loses its competitiveness (vice-versa is also possible). The company's competitor uses the cheap imports and can have competitive edge over the company in terms of his cost cutting. Therefore the company's exposed to Japanese Yen in an indirect way. In simple words, economic exposure to an exchange rate is the risk that a change in the rate affects the company's competitive position in the market and hence, indirectly the bottom-line. Broadly speaking, economic exposure affects the profitability over a longer time span than transaction and even translation exposure. Under the Indian exchange control, while translation and transaction exposures can be hedged, economic exposure cannot be hedged.
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Of all the exposures, economic exposure is considered the most important as it has an impact on the valuation of a firm. It is defined as the change in the value of a company that accompanies an unanticipated change in exchange rates. It is important to note that anticipated changes in exchange rates are already reflected in the market value of the company. For instance, when an Indian firm transacts business with an American firm, it has the expectation that the Indian rupee is likely to weaken vis-à-vis the US dollar. This weakening of the Indian rupee will not affect the market value (as it was anticipated, and hence already considered in valuation). However, in case the extent/margin of weakening is different from expected, it will have a bearing on the market value. The market value may enhance if the Indian rupee depreciates less than expected. In case, the Indian rupee value weakens more than expected, it may entail erosion in the firm's market value. In brief, the unanticipated changes in exchange rates (favorable or unfavorable) are not accounted for in valuation and, hence, cause economic exposure. Since economic exposure emanates from unanticipated changes, its measurement is not as precise and accurate as those of transaction and translation exposures; it involves subjectivity. Shapiro's definition of economic exposure provides the basis of its measurement. According to him, it is based on the extent to which the value of the firm—as measured by the present value of the expected future cash flows—will change when exchange rates change.



5.3.4 OPERATING EXPOSURE Operating exposure is defined by Alan Shapiro as “the extent to which the value of a firm stands exposed to exchange rate movements, the firm’s value being measured by the present value of its expected cash flows”. Operating exposure is a result of economic consequences. Of exchange rate movements on the value of a firm, and hence, is also known as economic exposure. Transaction and translation exposure cover the risk of the profits of the firm being affected by a movement in
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 Risk Management in Forex Markets exchange rates. On the other hand, operating exposure describes the risk of future cash flows of a firm changing due to a change in the exchange rate. Operating exposure has an impact on the firm's future operating revenues, future operating costs and future operating cash flows. Clearly, operating exposure has a longer-term perspective. Given the fact that the firm is valued as a going concern entity, its future revenues and costs are likely to be affected by the exchange rate changes. In particular, it is true for all those business firms that deal in selling goods and services that are subject to foreign competition and/or uses inputs from abroad. In case, the firm succeeds in passing on the impact of higher input costs (caused due to appreciation of foreign currency) fully by increasing the selling price, it does not have any operating risk exposure as its operating future cash flows are likely to remain unaffected. The less price elastic the demand of the goods/ services the firm deals in, the greater is the price flexibility it has to respond to exchange rate changes. Price elasticity in turn depends, inter-alia, on the degree of competition and location of the key competitors. The more differentiated a firm's products are, the less competition it encounters and the greater is its ability to maintain its domestic currency prices, both at home and abroad. Evidently, such firms have relatively less operating risk exposure. In contrast, firms that sell goods/services in a highly competitive market (in technical terms, have higher price elasticity of demand) run a higher operating risk exposure as they are constrained to pass on the impact of higher input costs (due to change in exchange rates) to the consumers. Apart from supply and demand elasticities, the firm's ability to shift production and sourcing of inputs is another major factor affecting operating risk exposure. In operational terms, a firm having higher elasticity of substitution between home-country and foreign-country inputs or production is less susceptible to foreign exchange risk and hence encounters low operating risk exposure. In brief, the firm's ability to adjust its cost structure and raise the prices of its products and services is the major determinant of its operating risk exposure. 43
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5.4 Key terms in foreign currency exposure It is important that you are familiar with some of the important terms which are used in the currency markets and throughout these sections: 5.4.1 DEPRECIATION - APPRECIATION Depreciation is a gradual decrease in the market value of one currency with respect to a second currency. An appreciation is a gradual increase in the market value of one currency with respect another currency. 5.4.2 SOFT CURRENCY – HARD CURRENCY A soft currency is likely to depreciate. A hard currency is likely to appreciate. 5.4.3 DEVALUATION - REVALUATION Devaluation is a sudden decrease in the market value of one currency with respect to a second currency. A revaluation is a sudden increase in the value of one currency with respect to a second currency. 5.4.4 WEAKEN - STRENGTHENS If a currency weakens it losses value against another currency and we get less of the other currency per unit of the weaken currency ie. if the £ weakens against the DM there would be a currency movement from 2 DM/£1 to 1.8 DM/£1. In this case the DM has strengthened against the £ as it takes a smaller amount of DM to buy £1. 5.4.5 LONG POSITION – SHORT POSITION A short position is where we have a greater outflow than inflow of a given currency. In FX short positions arise when the amount of a given currency sold is greater than the amount purchased. A long position is where we have greater inflows than outflows of a given currency. In FX long positions arise when the amount of a given currency purchased is greater than the amount sold.
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5.5 Managing Your Foreign Exchange Risk Once you have a clear idea of what your foreign exchange exposure will be and the currencies involved, you will be in a position to consider how best to manage the risk. The options available to you fall into three categories: 1. DO NOTHING: You might choose not to actively manage your risk, which means dealing in the spot market whenever the cash flow requirement arises. This is a very highrisk and speculative strategy, as you will never know the rate at which you will deal until the day and time the transaction takes place. Foreign exchange rates are notoriously volatile and movements make the difference between making a profit or a loss. It is impossible to properly budget and plan your business if you are relying on buying or selling your currency in the spot market. 2. TAKE OUT A FORWARD FOREIGN EXCHANGE CONTRACT: As soon as you know that a foreign exchange risk will occur, you could decide to book a forward foreign exchange contract with your bank. This will enable you to fix the exchange rate immediately to give you the certainty of knowing exactly how much that foreign currency will cost or how much you will receive at the time of settlement whenever this is due to occur. As a result, you can budget with complete confidence. However, you will not be able to benefit if the exchange rate then moves in your favour as you will have entered into a binding contract which you are obliged to fulfil. You will also need to agree a credit facility with your bank for you to enter into this kind of transaction 3. USE CURRENCY OPTIONS: A currency option will protect you against adverse exchange rate movements in the same way as a forward contract does, but it will also allow the potential for gains should the market move in your favour. For this reason, a currency option is often described as a forward contract that you can rip up and walk away from if you don't need it. Many banks offer currency options which will give you protection and flexibility, but this type of product will always
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 Risk Management in Forex Markets involve a premium of some sort. The premium involved might be a cash amount or it could be factored into the pricing of the transaction. Finally, you may consider opening a Foreign Currency Account if you regularly trade in a particular currency and have both revenues and expenses in that currency as this will negate to need to exchange the currency in the first place. The method you decide to use to protect your business from foreign exchange risk will depend on what is right for you but you will probably decide to use a combination of all three methods to give you maximum protection and flexibility.



5.6 Foreign Exchange Policy A good foreign exchange policy is critical to the sound risk management of any corporate treasury. Without a policy decision are made as-hoc and generally without any consistency and accountability. It is important for treasury personnel to know what benchmarks they are aiming for and it’s important for senior management or the board to be confident that the risk of the business are being managed consistently and in accordance with overall corporate strategy.



5.7 Scenario Planning – Making Rational Decisions The recognition of the financial risks associated with foreign exchange mean some decision needs to be made. The key to any good management is a rational approach to decision making. The most desirable method of management is the pre-planning of responses to movements in what are generally volatile markets so that emotions are dispensed with and previous careful planning is relied upon. This approach helps eliminate the panic factor as all outcomes have been considered including ‘worst case scenarios’, which could result from either action or inaction. However even though the worst case scenarios are considered and plans ensure that even the ‘worst case scenarios’ are acceptable (although not desirable), the pre-planning focuses on achieving the best result.
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5.8 VAR (Value at Risk) Banks trading in securities, foreign exchange, and derivatives but with the increased volatility in exchange rates and interest rates, managements have become more conscious about the risks associated with this kind of activity As a matter of fact more and more banks hake started looking at trading operations as lucrative profit making activity and their treasuries at times trade aggressively. This has forced the regulator’ authorities to address the issue of market risk apart from credit risk, these market players have to take an account of on-balance sheet and off-balance sheet positions. Market risk arises on account of changes in the price volatility of traded items, market sentiments and so on. Globally the regulators have prescribed capital adequacy norms under which, the risk weighted value for each group of assets owned by the bank is calculated separately, and then added up The banks have to provide capital, at the prescribed rate, for total assets so arrived at. However this does not take care of market risks adequately. Hence an alternative approach to manage risk was developed for measuring risk on securities and derivatives trading books. Under this new-approach the banks can use an inhouse computer model for valuing the risk in trading books known as ‘VALUE AT RISK MODEL (VaR MODEL). Under VaR model risk management is done on the basis of holistic approach unlike the approach under which the risk weighted value for each group of assets owned by a bank is calculated separately.
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5.9 HEDGING FOREX If you are new to forex, before focusing on currency hedging strategy, we suggest you first check out our forex for beginners to help give you a better understanding of how the forex market works. A foreign currency hedge is placed when a trader enters the forex market with the specific intent of protecting existing or anticipated physical market exposure from an adverse move in foreign currency rates. Both hedgers and speculators can benefit by knowing how to properly utilize a foreign currency hedge. For example: if you are an international company with exposure to fluctuating foreign exchange rate risk, you can place a currency hedge (as protection) against potential adverse moves in the forex market that could decrease the value of your holdings. Speculators can hedge existing forex positions against adverse price moves by utilizing combination forex spot and forex options trading strategies. Significant changes in the international economic and political landscape have led to uncertainty regarding the direction of currency rates. This uncertainty leads to volatility and the need for an effective vehicle to hedge the risk of adverse foreign exchange price or interest rate changes while, at the same time, effectively ensuring your future financial position. Currency hedging is not just a simple risk management strategy, it is a process. A number of variables must be analyzed and factored in before a proper currency hedging strategy can be implemented. Learning how to place a foreign exchange hedge is essential to managing foreign exchange rate risk and the professionals at CFOS/FX can assist in the implementation of currency hedging programs and forex trading strategies for both individual and commercial forex traders and forex hedgers. For more hedging information, please click on the links below.
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5.9.1 HOW TO HEDGE FOREIGN CURRENCY RISK As has been stated already, the foreign currency hedging needs of banks, commercials and retail forex traders can differ greatly. Each has specific foreign currency hedging needs in order to properly manage specific risks associated with foreign currency rate risk and interest rate risk. Regardless of the differences between their specific foreign currency hedging needs, the following outline can be utilized by virtually all individuals and entities who have foreign currency risk exposure. Before developing and implementing a foreign currency hedging strategy, we strongly suggest individuals and entities first perform a foreign currency risk management assessment to ensure that placing a foreign currency hedge is, in fact, the appropriate risk management tool that should be utilized for hedging fx risk exposure. Once a foreign currency risk management assessment has been performed and it has been determined that placing a foreign currency hedge is the appropriate action to take, you can follow the guidelines below to help show you how to hedge forex risk and develop and implement a foreign currency hedging strategy. A. Risk Analysis: Once it has been determined that a foreign currency hedge is the proper course of action to hedge foreign currency risk exposure, one must first identify a few basic elements that are the basis for a foreign currency hedging strategy. 1. Identify Type(s) of Risk Exposure. Again, the types of foreign currency risk exposure will vary from entity to entity. The following items should be taken into consideration and analyzed for the purpose of risk exposure management: (a) both real and projected foreign currency cash flows, (b) both floating and fixed foreign interest rate receipts and payments, and (c) both real and projected hedging costs (that may already exist). The aforementioned items should be analyzed for the purpose of identifying foreign currency risk exposure that may result from one or all of the following: (a) cash inflow and outflow gaps (different amounts of foreign currencies received and/or paid out over a certain period of time), (b) interest rate exposure, and (c) foreign currency hedging and interest rate hedging cash flows. 50
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2. Identify Risk Exposure Implications. Once the source(s) of foreign currency risk exposure have been identified, the next step is to identify and quantify the possible impact that changes in the underlying foreign currency market could have on your balance sheet. In simplest terms, identify "how much" you may be affected by your projected foreign currency risk exposure. 3. Market Outlook. Now that the source of foreign currency risk exposure and the possible implications have been identified, the individual or entity must next analyze the foreign currency market and make a determination of the projected price direction over the near and/or long-term future.



Technical and/or



fundamental analyses of the foreign currency markets are typically utilized to develop a market outlook for the future. B. Determine Appropriate Risk Levels: Appropriate risk levels can vary greatly from one investor to another. Some investors are more aggressive than others and some prefer to take a more conservative stance. 1. Risk Tolerance Levels. Foreign currency risk tolerance levels depend on the investor's attitudes toward risk. The foreign currency risk tolerance level is often a combination of both the investor's attitude toward risk (aggressive or conservative) as well as the quantitative level (the actual amount) that is deemed acceptable by the investor. 2. How Much Risk Exposure to Hedge. Again, determining a hedging ratio is often determined by the investor's attitude towards risk. Each investor must decide how much forex risk exposure should be hedged and how much forex risk should be left exposed as an opportunity to profit. Foreign currency hedging is not an exact science and each investor must take all risk considerations of his business or trading activity into account when quantifying how much foreign currency risk exposure to hedge.
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 Risk Management in Forex Markets C. Determine Hedging Strategy: There are a number of foreign currency hedging vehicles available to investors as explained in items IV. A - E above. Keep in mind that the foreign currency hedging strategy should not only be protection against foreign currency risk exposure, but should also be a cost effective solution help you manage your foreign currency rate risk. D. Risk Management Group Organization: Foreign currency risk management can be managed by an in-house foreign currency risk management group (if costeffective), an in-house foreign currency risk manager or an external foreign currency risk management advisor. The management of foreign currency risk exposure will vary from entity to entity based on the size of an entity's actual foreign currency risk exposure and the amount budgeted for either a risk manager or a risk management group. E. Risk Management Group Oversight & Reporting. Proper oversight of the foreign currency risk manager or the foreign currency risk management group is essential to successful hedging. Managing the risk manager is actually an important part of an overall foreign currency risk management strategy. Prior to implementing a foreign currency hedging strategy, the foreign currency risk manager should provide management with foreign currency hedging guidelines clearly defining the overall foreign currency hedging strategy that will be implemented including, but not limited to: the foreign currency hedging vehicle(s) to be utilized, the amount of foreign currency rate risk exposure to be hedged, all risk tolerance and/or stop loss levels, who exactly decides and/or is authorized to change foreign currency hedging strategy elements, and a strict policy regarding the oversight and reporting of the foreign currency risk manager(s). Each entity's reporting requirements will differ, but the types of reports that should be produced periodically will be fairly similar. These periodic reports should cover the following: whether or not the foreign currency hedge placed is working, whether or not the foreign currency hedging strategy should be modified, whether or not the projected market outlook is proving accurate, whether or not the 52



 Risk Management in Forex Markets projected market outlook should be changed, any changes expected in overall foreign currency risk exposure, and mark-to-market reporting of all foreign currency hedging vehicles including interest rate exposure. Finally, reviews/meetings between the risk management group and company management should be set periodically (at least monthly) with the possibility of emergency meetings should there be any dramatic changes to any elements of the foreign currency hedging strategy.



5.10 Forex risk management strategies The Forex market behaves differently from other markets! The speed, volatility, and enormous size of the Forex market are unlike anything else in the financial world. Beware: the Forex market is uncontrollable - no single event, individual, or factor rules it. Enjoy trading in the perfect market! Just like any other speculative business, increased risk entails chances for a higher profit/loss. Currency markets are highly speculative and volatile in nature. Any currency can become very expensive or very cheap in relation to any or all other currencies in a matter of days, hours, or sometimes, in minutes. This unpredictable nature of the currencies is what attracts an investor to trade and invest in the currency market. But ask yourself, "How much am I ready to lose?" When you terminated, closed or exited your position, had you had understood the risks and taken steps to avoid them? Let's look at some foreign exchange risk management issues that may come up in your day-to-day foreign exchange transactions.







Unexpected corrections in currency exchange rates 53
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Wild variations in foreign exchange rates







Volatile markets offering profit opportunities







Lost payments







Delayed confirmation of payments and receivables







Divergence between bank drafts received and the contract price



There are areas that every trader should cover both BEFORE and DURING a trade.



 EXIT THE FOREX MARKET AT PROFIT TARGETS Limit orders, also known as profit take orders, allow Forex traders to exit the Forex market at pre-determined profit targets. If you are short (sold) a currency pair, the system will only allow you to place a limit order below the current market price because this is the profit zone. Similarly, if you are long (bought) the currency pair, the system will only allow you to place a limit order above the current market price. Limit orders help create a disciplined trading methodology and make it possible for traders to walk away from the computer without continuously monitoring the market. Control risk by capping losses Stop/loss orders allow traders to set an exit point for a losing trade. If you are short a currency pair, the stop/loss order should be placed above the current market price. If you are long the currency pair, the stop/loss order should be placed below the current market price. Stop/loss orders help traders control risk by capping losses. Stop/loss orders are counter-intuitive because you do not want them to be hit; however, you will be happy that you placed them! When logic dictates, you can control greed.



Where should I place my stop and limit orders?
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 Risk Management in Forex Markets As a general rule of thumb, traders should set stop/loss orders closer to the opening price than limit orders. If this rule is followed, a trader needs to be right less than 50% of the time to be profitable. For example, a trader that uses a 30 pip stop/loss and 100-pip limit orders, needs only to be right 1/3 of the time to make a profit. Where the trader places the stop and limit will depend on how risk-adverse he is. Stop/loss orders should not be so tight that normal market volatility triggers the order. Similarly, limit orders should reflect a realistic expectation of gains based on the market's trading activity and the length of time one wants to hold the position. In initially setting up and establishing the trade, the trader should look to change the stop loss and set it at a rate in the 'middle ground' where they are not overexposed to the trade, and at the same time, not too close to the market. Trading foreign currencies is a demanding and potentially profitable opportunity for trained and experienced investors. However, before deciding to participate in the Forex market, you should soberly reflect on the desired result of your investment and your level of experience. Warning! Do not invest money you cannot afford to lose. So, there is significant risk in any foreign exchange deal. Any transaction involving currencies involves risks including, but not limited to, the potential for changing political and/or economic conditions, that may substantially affect the price or liquidity of a currency. Moreover, the leveraged nature of FX trading means that any market movement will have an equally proportional effect on your deposited funds. This may work against you as well as for you. The possibility exists that you could sustain a total loss of your initial margin funds and be required to deposit additional funds to maintain your position. If you fail to meet any margin call within the time prescribed, your position will be liquidated and you will be responsible for any resulting losses. 'Stop-loss' or 'limit' order strategies may lower an investor's exposure to risk.
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5.11 Avoiding \ lowering risk when trading Forex: Trade like a technical analyst. Understanding the fundamentals behind an investment also requires understanding the technical analysis method. When your fundamental and technical signals point to the same direction, you have a good chance to have a successful trade, especially with good money management skills. Use simple support and resistance technical analysis, Fibonacci Retracement and reversal days. Be disciplined. Create a position and understand your reasons for having that position, and establish stop loss and profit taking levels. Discipline includes hitting your stops and not following the temptation to stay with a losing position that has gone through your stop/loss level. When you buy, buy high. When you sell, sell higher. Similarly, when you sell, sell low. When you buy, buy lower. Rule of thumb: In a bull market, be long or neutral - in a bear market, be short or neutral. If you forget this rule and trade against the trend, you will usually cause yourself to suffer psychological worries, and frequently, losses. And never add to a losing position. With any online Forex broker, the trader can change their trade orders as many times as they wish free of charge, either as a stop loss or as a take profit. The trader can also close the trade manually without a stop loss or profit take order being hit. Many successful traders set their stop loss price beyond the rate at which they made the trade so that the worst that can happen is that they get stopped out and make a profit.



56



 Risk Management in Forex Markets



6 SPOT EXCHANGE MARKET 6.1 Introduction Spot transactions in the foreign exchange market are increasing in volume. These transactions are primarily in forms of buying/ selling of currency notes, encashment of traveler’s cheques and transfers through banking channels. The last category accounts for the majority of transactions. It is estimated that about 90 per cent of spot transactions are carried out exclusively for banks. The rest are meant for covering the orders of the clients of banks, which are essentially enterprises. The Spot market is the one in which the exchange of currencies takes place within 48 hours. This market functions continuously, round the clock. Thus, a spot transaction effected on Monday will be settled by Wednesday, provided there is no holiday between Monday and Wednesday. As a matter of fact, certain length of time is necessary for completing the orders of payment and accounting operations due to time differences between different time zones across the globe.



6.2 Magnitude of Spot Market According to a Bank of International Settlements (BIS) estimate, the daily volume of spot exchange transactions is about 50 per cent of the total transactions of exchange markets. London market is the first market of the world not only in terms of the volume but also in terms of diversity of currencies traded. While London market trades a large number of currencies, the New York market trades, by and large, Dollar (75 per cent of the total), Deutschmark, Yen, Pound Sterling and Swiss Franc only. Amongst the recent changes observed on the exchange markets, it is noted that there is a relative decline in operations involving dollar while there is an increase in the operations involving Deutschmark. Besides, deregulation of markets has accelerated the process of international transactions.



6.3 Quotations on Spot Exchange Market
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 Risk Management in Forex Markets The exchange rate is the price of one currency expressed in another currency. Each quotation, naturally, involves two currencies. There is always one rate for buying (bid rate) and another for selling (ask or offered rate) for a currency. Unlike the markets of other commodities, this is a unique feature of exchange markets. The bid rate is the rate at which the quoting bank is ready to buy a currency. Selling rate is the rate at which it is ready to sell a currency. The bank is a market maker. It should be noted that when the bank sells dollars against rupees, one can say that it buys rupees against dollars. In order to separate buying and selling rates, a small dash or an oblique line is drawn between the two. Often, only two or four digits are written after the dash indicating a fractional amount by which the selling rate is different from buying rate. For example, if dollar is quoted as Rs 42.3004-3120, it means that the bank is ready to buy dollar at Rs 42.3004 and ready to sell dollar at Rs 42.3120. Dealers do not quote the entire figure. They may quote, for example, 3004-3120 for dollar. It is these four digits that vary the most during the day. Here, the operators understand because of their experience that a quote of 3004-3120 means Rs 42.3004-42.3120. The banks buy at a rate lower than that at which they sell a currency. The difference between the two constitutes the profit made by the bank. When an enterprise or client wants to buy a currency from the bank, it buys at the selling rate of the bank. Likewise, when the enterprise wants to sell a currency to the bank, it sells at the buying rate of the bank. Table gives typical quotations. As is clear from the rates in the table, the buying rate is lower than selling rate. TABLE: Currency Quotations given by a Bank CURRENC Y



BUYING RATE



SELLING RATE



Rupee/US $



42.3004



42.3120



Rupee /DM



22.2025



22.2080



The prices, as we see quoted in the newspapers, are for the interbank
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 Risk Management in Forex Markets market involving trade among dealers. These rates may be direct or European. The direct quote or European type takes the value of the foreign currency as one unit. In India, price is quoted as so many rupees per unit of foreign currency. It is a direct quote or European quote. If we say forty-two rupees are needed to buy one dollar, it is an example of direct quote. There are a few countries, which follow the system of indirect quote or American quote. This way of quoting is prevalent, mainly, in the UK, Ireland and South Africa. In UK, for example, the quote would be one unit of pound sterling equal to seventy rupees. This is indirect or American type of quote. Examples of direct quotes in India are Rs 42 per dollar, Rs 22 per DM and Rs 7 per French franc, etc. Similarly the examples of direct quote in USA are $ 1.6 per pound, $ 0.67 per DM and $ 0.2 per French franc, etc. One can easily transform a direct quote into an indirect quote and vice versa. For example, a rupee-dollar direct quote of Rs 42.3004-42.3120 can be transformed into indirect quote as $ 1/(42.3120)-1/(42.3004) (or $ 0.02363-0.02364). It is important to note that selling rate is always higher than buying rate. Financial newspapers daily publish the rates of different currencies as quoted at a certain point of time during the day. Financial Times, for example, indicates closing mid-point (middle of buying and selling rate), change on the day bid-offer spread and the day's high and low mid-point. Table gives a typical quotation. These quotations relate to transactions, which have taken place on the interbank markets and are of the order of millions of dollars. These rates are not the ones used for enterprises or clients. The rates for the latter will be close to the ones quoted for interbank transactions. The variation from interbank rates will depend on the magnitude of the transaction entered into by the enterprise. Traders in the major banks that deal in two-way prices, for both buying and selling, are called market-makers. They create the market by quoting bid and ask prices.



The Wall Street Journal gives quotations for selling rates on the interbank 59



 Risk Management in Forex Markets market for a minimum sum of 1 million dollars at 3 p.m. The difference between buying and selling rate is called spread. The spread varies depending on market conditions and the currency concerned. When market is highly liquid, the spread has a tendency to diminish and vice versa. The spread is generally expressed in percentage by the equation: Spread = Selling Rate – Buying Rate x 100 Buying Rate For example, if the quotation for dollar is Rs 42.3004/3120, the spread is given by Spread = 42.3120 – 42.3004 x 100 or 0.0274 % 42.3004 Currencies which are least quoted have wider spread than others. Similarly, currencies with greater volatility have higher spread and vice-versa. The average amount of transactions on spot market is about 5 million dollars or equivalent in other currencies. Banks do not charge commission on their currency transactions but rather profit from the spread between buying and selling rates. Spreads are very narrow between leading currencies because of the large volume of transactions. Width, of spread depends on transaction costs and risks, which in turn are influenced by the size and frequency of transactions. Size affects the transaction costs per unit of currency traded while frequency or turnover rate affects both costs and risks by spreading fixed costs of currency trading. In the interbank market, spreads depend upon the depth of a market of a particular currency as well as its volatility. Currencies with greater volatility and higher trade have larger spreads. Spreads may also widen during financial and economic uncertainty. It may be noted that spreads charged from customers are bigger than interbank spreads.
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6.4 Evolution of Spot Rates How does one calculate the change in spot rate from one quotation to the next? In case of direct quotation, it is given by the equation: Change in Percentage = Rate N – Rate (N-1) x 100 Rate (N-1) For example, the dollar rate has changed from Rs 42.50 to Rs 42.85; the change is calculated to be Change in Percentage = 42.85 - 42.50 x 100 percent or 0.909per cent 42.50 Similarly, if the quotation is in indirect form, the percentage change is given by equation: Change in percentage =Rate (N - 1) - Rate N x 100 per cent Rate N For example, the above rate has passed from 1/42.50 to 1/42.85 so the decrease in the rupee is Change in Percentage = 1/42.50 – 1/42.85 x 100 1/42.85 OR Change in Percentage= 0.02597 – 0.02574 x 100 or 0.89% 0.02574



6.5 Cross Rate Let us say an Indian importer is to settle his bill in Canadian dollars. His operation involves buying of Canadian dollars against rupees. In order to give him a Can $/Re rate, the banks should call for US $/Can $ and US $/Re quotes. That means that the bank is going to buy Canadian dollars against American dollars and sell those Canadian dollars to the importer against rupees. Suppose the rates are



Can$/US$: 1.3333-63



61



 Risk Management in Forex Markets Rupee/US $: 42.3004-3120 Finally, the importer will get the Canadian dollars at the following rate: Rupee/Can $ =42.3120 = Rs 31.7348/Can $ 1.3333 That is, importer buys US $ (or bank sells US $) at the rate of Rs 42.3120 per US $ and then buys Can $ at the buying rate of Can $ 1 .3333 per US $. So Rupee 31. 7348/Can $ is a cross rate as it has been derived from the rates already given as Rupee/US $ and Can $/ US $. So cross rate can be defined as a rate between a third pair of currencies, by using the rates of two pairs, in which one currency is common. It is basically a derived rate. Likewise, the buying rate would be obtained as Rs 31.4304/ Can $ (OR) 42.0004 1.3363 Contains cross rates between different pairs of currencies. In general, the equations can be used to find the cross rates between two currencies B and C, if the rates between A and B and between A and C are given: (B/C)bid = (B/A)bid x (A/C)bid (B/C)ask = (B/A)ask x (A/C)ask Here (B/A)bid = (A/B)ask and (B/A)ask = (A/B)bid



Example: Following rates are given: Rs 22/DM and Rs 6.60/FFr.
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 Risk Management in Forex Markets What is FFr/DM rate? Solution: It is clear from the data that bid and ask rates are equal. Cross rate will give the relationship between FFr and DM:



Rs22 x



1



= FFr22



x FFr22



= FFr



3.3333/DM DM



Rs 6.60 DM 6.60 DM 6.60 FFr Example: From the following rates, find out Re/DM relationship: Re/US $: 42.1000/3650 DM/US$: 1.5020/5100 Solution: Applying the equations we get (Re/DM)bid = (Re/US $)bid x (US $/DM)bid = 42.1000 x 1/ (1.5100) = 27.8808 (Re/DM)ask = (Re/US $)ask x (US $/DM)ask = 42.3650 x l/(1.5020) = 28.2057 So, the Re/DM relationship is 27.8808-28.2057



6.6 Equilibrium on Spot Markets In inter-bank operations, the dealers indicate a buying rate and a selling rate without knowing whether the counterparty wants to buy or sell currencies. That is why it is important to give 'good' quotations. When differences exist between the Spot rates of two banks, the arbitrageurs may proceed to make arbitrage gains without any risk. Arbitrage enables the re-establishment of equilibrium on the exchange markets. However, as new demands and new offers come on the market, this equilibrium is disturbed constantly. On the Spot exchange market, two types of arbitrages are possible:
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 Risk Management in Forex Markets (1) Geographical arbitrage, and (2) Triangular arbitrage.



 GEOGRAPHICAL ARBITRAGE Geographical arbitrage consists of buying a currency where it is the cheapest, and selling it where it is the dearest so as to make a profit from the difference in the rates. In order to make an arbitrage gain, the selling rate of one bank needs to be lower than the buying rate of the other bank. Example explains how geographical arbitrage gain is made. Example: Two banks are quoting the following US dollar rates: Bank A: Rs 42.7530-7610 Bank B: Rs 42.7650-7730 Find out the arbitrage possibilities. Solution: An arbitrageur who has Rs 10, 00,000 (let us suppose) will buy dollars from the Bank A at a rate of Rs 42.76107$ and sell the same dollars at the Bank B at a rate of Rs 42.7650/$. Thus, in the process, he will make a gain of Rs 10, 00,000 x (42.7650)-Rs 10, 00,000 42.7610 Or Rs 93.50 Though the gain made on Rs 10, 00,000 is apparently small, if the sum involved was in couple of million of rupees, the gain would be substantial and without risk. It is to be noted that there will be no geographical arbitrage gain possible if there is an overlap between the rates quoted at two different dealers. For example, consider the following two quotations: Dealer A: Rs 42.7530-7610
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 Risk Management in Forex Markets Dealer B: Rs 42.7600-7700 42.7530



42.7610 42.7600



42.7700



Since there is an overlap between the rates of dealers A and B respectively, no arbitrage gain is possible, unlike in the example



 TRIANGULAR ARBITRAGE Triangular arbitrage occurs when three currencies are involved. This can be realised when there is distortion between cross rates of currencies. Example illustrates the triangular arbitrage. Example: Following rates are quoted by three different dealers: £/US $:



0.6700……….Dealer A



FFr/£:



8.9200 ………Dealer B



FFr/US $:



6.1080 ………Dealer C



Are there any arbitrage gains possible? Solution: Cross rate between French franc and US dollar is 0.6700 x 8.9200 or FFr 5.9764/US $. Compare this with the given rate of FFr 6.1080/US $. Since there is a difference between the two FFr/$ rates, there is a possibility of arbitrage gain. The following steps have to be taken:



1. Start with US $ 1,00,000 and acquire with these dollars a sum of FFr 6,10,800 (1,00,000 x 6.1080) 2. Convert these French francs into Pound sterling, to get £ 68475.34 (6,10,800/8.92 3. Further convert these Pound sterling into US dollar, to obtain $ 1,02,202 (68,475.34/0.67). 65
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Thus, there is a net gain of US $ 2,202. Of course, the real gain will be less, as we have not taken into account the transaction costs here. The arbitrage operations on the market continue to take place as long as there are significant differences between quoted and cross rates. These arbitrages lead to the re-establishment of the equilibrium on currency markets.
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.1.1.1.1.0.0.1.1



7 FORWARD EXCHANGE MARKET



7.1 Intro to Forward Exchange Market



The 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 the price agreed upon in the contract. The rate of exchange applicable to the forward contract is called the forward exchange rate and the market for forward transactions is known as the forward market. The foreign exchange regulations of various countries, generally, regulate the forward exchange transactions with a view to curbing speculation in the foreign exchanges market. In India, for example, 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 by entering into an appropriate forward exchange contract.



7.2 Forward Exchange Rate With reference to its relationship with the spot rate, the forward rate may be at par, discount or premium. At Par: If the forward exchange rate quoted is exactly equivalent to the spot rate at the time of making the contract, the forward exchange rate is said to be at par.



At Premium: The forward rate for a currency, say the dollar, is said to be at a premium with respect to the spot rate when one dollar buys more units of another currency, say rupee, in the forward than in the spot market. The premium is usually expressed as a percentage deviation from the spot rate on a per annum
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 Risk Management in Forex Markets basis. At Discount: The forward rate for a currency, say the dollar, is said to be at discount with respect to the spot rate when one dollar buys fewer rupees in the forward than in the spot market. The discount is also usually expressed as a percentage deviation from the spot rate on a per annum basis. The forward exchange rate is determined mostly by the demand for and supply of forward exchange. Naturally, when the demand for forward exchange exceeds its supply, the forward rate will be quoted at a premium and, conversely, when the supply of forward exchange exceeds the demand for it, the rate will be quoted at discount. When the supply is equivalent to the demand for forward exchange, the forward rate will tend to be at par. The Forward market primarily deals in currencies that are frequently used and are in demand in the international trade, such as US dollar, Pound Sterling, Deutschmark, French franc, Swiss franc, Belgian franc, Dutch Guilder, Italian lira, Canadian dollar and Japanese yen. There is little or almost no Forward market for the currencies of developing countries. Forward rates are quoted with reference to Spot rates as they are always traded at a premium or discount vis-à-vis Spot rate in the inter-bank market. The bid-ask spread increases with the forward time horizon.



7.3 Importance of Forward Markets The Forward market can be divided into two parts-Outright Forward and Swap market. The Outright Forward market resembles the Spot market, with the difference that the period of delivery is much greater than 48 hours in the Forward market. A major part of its operations is for clients or enterprises who decide to cover against exchange risks emanating from trade operations.



The Forward Swap market comes second in importance to the Spot market and it is growing very fast. The currency swap consists of two separate operations of borrowing and of lending. That is, a Swap deal involves borrowing a sum in one 68



 Risk Management in Forex Markets currency for short duration and lending an equivalent amount in another currency for the same duration. US dollar occupies an important place on the Swap market. It is involved in 95 per cent of transactions. Major participants in the Forward market are banks, arbitrageurs, speculators, exchange brokers and hedgers. Commercial banks operate on this market through their dealers, either to cover the orders of their clients or to place their own cash in different currencies. Arbitrageurs look for a profit without risk, by operating on the interest rate differences and exchange rates. Speculators take risk in the hope of making a gain in case their anticipation regarding the movement of rates turns out to be correct. As regards brokers, their job involves match making between seekers and suppliers of currencies on the Spot market. Hedgers are the enterprises or the financial institutions that want to cover themselves against the exchange risk.



7.4 Quotations on Forward Markets Forward rates are quoted for different maturities such as one month, two months, three months, six months and one year. Usually, the maturity dates are closer to month-ends. Apart from the standardized pattern of maturity periods, banks may quote different maturity spans, to cater to the market/client needs. The quotations may be given either in outright manner or through Swap points. Outright rates indicate complete figures for buying and selling. For example, Table contains Re/FFr quotations in the outright form. These kinds of rates are quoted to the clients of banks.



Re/FFr QUOTATIONS Buying rate
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Selling rate



Spread



 Risk Management in Forex Markets Spot One-month forward 3-month forward 6-month forward



6.0025 6.0125 6.0250 6.0500



6.0080 6.0200 6.0335 6.0590



55 points 75 points 85 points 90 points



If the Forward rate is higher than the Spot rate, the foreign currency is said to be at Forward premium with respect to the domestic currency (in operational terms, domestic currency is likely to depreciate). On the other hand, if the Forward rate is lower than Spot rate, the foreign currency is said to be at Forward discount with respect to domestic currency (likely to appreciate). The difference between the buying and selling rate is called spread and it is indicated in terms of points. The spread on Forward market depends on (a) the currency involved, being higher for the currencies less traded, (b) the volatility of currencies, being wider for the currency with greater volatility and (c) duration of contract, being normally wider for longer period of maturity. Table gives Forward quotations for different currencies against US dollar. Apart from the outright form, quotations can also be made with Swap points. Number of points represents the difference between Forward rate and Spot rate. Since currencies are generally quoted in four digits after the decimal point, a point represents 0.0001 (or 0.01 per cent) unit of currency. For example, the difference between 6.0025 and 6.0125 is 0.0100 or 100 points. The quotation in points indicates the points to be added to (in case of premium) or to be subtracted from (in case of discount) the Spot rate to obtain the Forward rate. The first figure before the dash is to be added to (for premium) or subtracted from (for discount) the buying rate and the second figure to be added to or subtracted from the selling rate. A trader knows easily whether the forward points indicate a premium or a discount. The buying rate should always be less than selling rate. In case of premium, the points before the dash (corresponding to buying rate) are lower than points after the dash. Reverse is the case for discount. These points are also known as Swap points.
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7.5 Covering Exchange Risk on forward Market Often, the enterprises that are exporting or importing take recourse to covering their operations in the Forward market. If an importer anticipates eventual appreciation of the currency in which imports are denominated, he can buy the foreign currency immediately and hold it up to the date of maturity. This means he has to block his rupee cash right away. Alternatively, the importer can buy the foreign currency forward at a rate known and fixed today. This will do away with the problem of blocking of funds/cash initially. In other words, Forward purchase of the currency eliminates the exchange risk of the importer as the debt in foreign currency is covered. Likewise, an exporter can eliminate the risk of currency fluctuation by selling his receivables forward. Example From the data given below calculate forward premium or discount, as the case may be, of the £ in relation to the rupee. Spot



1 month forward



Re/£



Rs 77.9542/78.1255



3 months forward Rs 78.2111/4000



6 months forward Rs 78.8550/9650



Solution Since 1 month forward rate and 6 months forward rate are higher than the spot rate, the British £ is at premium in these two periods, the premium amount is determined separately both for bid price and ask price. It may be recapitulated that the first quote is the bid price and the second quote (after the slash) is the ask/offer/sell price. It is the normal way of quotation in foreign exchange markets. Premium with respect to bid price 1 month = Rs78.2111 -Rs 77.9542 x 12 x 100 = 3.95% P.a Rs 77.9542 1
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 Risk Management in Forex Markets 6 months = Rs 78.8550 -Rs 77.9542 x 12 x 100 = 2.31% P.a Rs 77.9542 6



Premium with respect to ask price



1 month =



Rs 78.4000 -Rs 78.1255 x 12 x 100 = 4.21% P.a Rs 78.1255 1



6 months = Rs78.9650-Rs 78.1255 Rs 78.1255



x12 x 100 = 2.15% P.a 6



In the case of 3 months forward, spot rates are higher than the forward rates, signalling that forward rates are at a discount. Discount with respect to bid price 3 months = Rs 77.9542 -Rs 77.6055 x 12 x 100 = 1.79% P.a Rs 77.9542 3



Discount with respect to ask price



3 months= Rs 78.1255-Rs 77.7555 x 12 x 100 = 1.89% P.a Rs 78.1255 3
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.2



8 CURRENCY FUTURES 8.1 Introduction Currency Futures were launched in 1972 on the International Money Market (IMM) at Chicago. They were the first financial Futures that developed after coming into existence of the floating exchange rate regime. It is to be noted that commodity Futures (corn, oats, wheat, soybeans, butter, egg and silver) had been in use for a long time. The Chicago Board of Trade (CBOT), established in 1948, specialized in future contract of cereals. The Chicago Mercantile Exchange (CME) started with the future contracts of butter and egg. Later on, other Currency Future markets developed at Philadelphia (Philadelphia Board of Trade), London (London International Financial Futures Exchange (LIFFE)), Tokyo (Tokyo International Financial Futures Exchange), Sydney (Sydney Futures Exchange), and Singapore International Monetary Exchange (SIMEX). The volume traded on the Futures market is much smaller than that traded on Forward market. However, it holds a very significant position in USA and UK (especially London) and it is developing at a fast rate. While a futures contract is similar to a forward contract, there are several differences between them. While a forward contract is tailor-made for the client by his international bank, a futures contract has standardized features - the contract size and maturity dates are standardized. Futures can be traded only on an organized exchange and they are traded competitively. Margins are not required in respect of a forward contract but margins are required of all participants in the futures market-an initial margin must be deposited into a collateral account to establish a futures position.
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 Risk Management in Forex Markets There are three types of participants on the currency futures market: floor traders, floor brokers and broker-traders. Floor traders operate for their own accounts. They are the speculators whose time horizon is short-term. Some of them are representatives of banks or financial institutions which use futures to supplement their operations on Forward market. They enable the market to become more liquid. In contrast, floor brokers, representing the brokers' firms, operate on behalf of their clients and, therefore, are remunerated through commission. The third category, called broker-traders, operate either on the behalf of clients or for their own accounts.



Enterprises pass through their brokers and generally operate on the Future markets to cover their currency exposures. They are referred to as hedgers. They may be either in the business of export-import or they may have entered into the contracts for' borrowing or lending.



8.2 Characteristics of Currency Futures A Currency Future contract is a commitment to deliver or take delivery of a given amount of currency (s) on a specific future date at a price fixed on the date of the contract. Like a Forward contract, a Future contract is executed at a later date. But a Future contract is different from Forward contract in many respects. The major distinguishing features are:



 Standardization,  Organized exchanges,  Minimum variation,  Clearing house,  Margins, and  Marking to market
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 Risk Management in Forex Markets Futures, being standardized contracts in nature, are traded on an organised exchange; the clearinghouse of the exchange operates as a link between the two parties of the contract, namely, the buyer and the seller. In other words, transactions are through the clearinghouse and the two parties do not deal directly between themselves. While it is true that futures contracts are similar to the forward contracts in their objective of hedging foreign exchange risk of business firms, they differ in many significant ways.



8.3 Differences between Forward Contracts & Future Contracts The major differences between the forward contracts and futures contracted are as follows:  Nature and size of Contracts: Futures contracts are standardized contracts in that dealings in such contracts is permissible in standard-size sums, say multiples of 125,000 German Deutschmark or 12.5 million yen. Apart from standard-size contracts, maturities are also standardized. In contrast, forward contracts are customized/tailor-made; being so, such contracts can virtually be of any size or maturity.  Mode of Trading: In the case of forward contracts, there is a direct link between the firm and the authorized dealer (normally a bank) both at the time of entering the contract and at the time of execution. On the other hand, the clearinghouse interposes between the two parties involved in futures contracts.  Liquidity: The two positive features of futures contracts, namely their standard-size and trading at clearinghouse of an organized exchange, provide them relatively more liquidity vis-à-vis forward contracts, which are neither standardized nor traded through organized futures markets. For this reason, the future markets are more liquid than the forward markets.
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 Deposits/Margins: while futures contracts require guarantee deposits from the parties, no such deposits are needed for forward contracts. Besides, the futures contract necessitates valuation on a daily basis, meaning that gains and losses are noted (the practice is known as marked-to-market). Valuation results in one of the parties becoming a gainer and the other a loser; while the loser has to deposit money to cover losses, the winner is entitled to the withdrawal of excess margin. Such an exercise is conspicuous by its absence in forward contracts as settlement between the parties concerned is made on the prespecified date of maturity.  Default Risk: As a sequel to the deposit and margin requirements in the case of futures contracts, default risk is reduced to a marked extent in such contracts compared to forward contracts.  Actual Delivery: Forward contracts are normally closed, involving actual delivery of foreign currency in exchange for home currency/or some other country currency (cross currency forward contracts). In contrast, very few futures contracts involve actual delivery; buyers and sellers normally reverse their positions to close the deal. Alternatively, the two parties simply settle the difference between the contracted price and the actual price with cash on the expiration date. This implies that the seller cancels a contract by buying another contract and the buyer by selling the contract on the date of settlement. In view of the above, it is not surprising to find that forward contracts and futures contracts are widely used techniques of hedging risk. It has been estimated that more than 95 per cent of all transactions are designed as hedges, with banks and futures dealers serving as middlemen between hedging Counterparties.
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8.4 Trading Process Trading is done on trading floor. A party buying or selling future contracts makes an initial deposit of margin amount. If at the time of settlement, the rate moves in its favour, it makes a gain. This amount (gain) can be immediately withdrawn or left in the account. However, in case the closing rate has moved against the party, margin call is made and the amount of 'loss' is debited to its account. As soon as the margin account falls below the maintenance margin, the trading party has to make up the gap so as to bring the margin account again to the original level.
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9 CURRENCY OPTIONS 9.1 INTRODUCTION TO CURRENCY OPTIONS Forward contracts as well as futures contracts provide a hedge to firms against adverse movements in exchange rates. This is the major advantage of such financial instruments. However, at the same time, these contracts deprive firms of a chance to avail the benefits that may accrue due to favourable movements in foreign exchange rates. The reason for this is that the firm is under obligation to buy or sell currencies at pre-determined rates. This limitation of these contracts, perhaps, is the main reason for the genesis/emergence of currency options in forex markets. Currency option is a financial instrument that provides its holder a right but no obligation to buy or sell a pre-specified amount of a currency at a predetermined rate in the future (on a fixed maturity date/up to a certain period). While the buyer of an option wants to avoid the risk of adverse changes in exchange rates, the seller of the option is prepared to assume the risk. Options are of two types, namely, call option and put option.



Call Option In a call option the holder has the right to buy/call a specific currency at a specific price on a specific maturity date or within a specified period of time; however, the holder of the option is under no obligation to buy the currency. Such an option is to be exercised only when the actual price in the forex market, at the time of exercising option, is more that the price specified in call option contract; to put it differently, the holder of the option obviously will not use the call option in case the actual currency price in the spot market, at the time of using option, turns out to be lower than that specified in the call option contract.
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Put Option A put option confers the right but no obligation to sell a specified amount of currency at a pre-fixed price on or up to a specified date. Obviously, put options will be exercised when the actual exchange rate on the date of maturity is lower than the rate specified in the put-option contract. It is very apparent from the above that the option contracts place their holders in a very favourable/ privileged position for the following two reasons: (i) they hedge foreign exchange risk of adverse movements in exchange rates and (ii) they retain the advantage of the favourable movement of exchange rates. Given the advantages of option contracts, the cost of currency option (which is limited to the amount of premium; it may be absolute sum but normally expressed as a percentage of the spot rate prevailing at the time of entering into a contract) seems to be worth incurring. In contrast, the seller of the option contract runs the risk of unlimited/substantial loss and the amount of premium he receives is income to him. Evidently, between the buyer and seller of call option contracts, the risk of a currency option seller is/seems to be relatively much higher than that of a buyer of such an option. In view of high potential risk to the sellers of these currency options, option contracts are primarily dealt in the major currencies of the world that are actively traded in the over-the-counter (OTC) market. All the operations on the OTC option markets are carried out virtually round the clock. The buyer of the option pays the option price (referred to as premium) upfront at the time of entering an option contract with the seller of the option (known as the writer of the option). The pre-determined price at which the buyer of the option (also called as the holder of the option) can exercise his option to buy/sell currency is called the strike/exercise price. When the option can be exercised only on the maturity date, it is called an European option; in contrast, when the option can be exercised on any date upto maturity, it is referred to as an American option. An option is said to be in-money, if its immediate exercise yields a positive value to its holder; in case the strike price is equal to the spot price, the option is said to be at-money, when option has no positive value, it is said out-of-money
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Example An Indian importer is required to pay British £ 2 million to a UK company in 4 months time. To guard against the possible appreciation of the pound sterling, he buys an option by paying 2 per cent premium on the current prices. The spot rate is Rs 77.50/£. The strike price is fixed at Rs 78.20/£. The Indian importer will need £ 2 million in 4 months. In case, the pound sterling appreciates against the rupee, the importer will have to spend a greater amount on buying £ 2 million (in rupees). Therefore, he buys a call option for the amount of £ 2 million. For this, he pays the premium upfront, which is: £ 2 million x Rs 77.50 x 0.02 = Rs 3.1 million Then the importer waits for 4 months. On the maturity date, his action will depend on the exchange rate of the £ vis-à-vis the rupee. There are three possibilities in this regard, namely £ appreciates, does not change and depreciates. POUND STERLING APPRECIATES If the pound sterling appreciates, say to Rs 79/£, on the settlement date. Obviously, the importer will exercise his call option and buy the required amount of pounds at the contract rate of Rs 78.20/£. The total sum paid by importer is: (£ 2 million x Rs 78.20) + Premium already paid = Rs 156.4 million + Rs 3.1 million = Rs 159.5 million. ⇒ Pound Sterling Exchange rate does not Change - This implies that the spot rate on the date of maturity is Rs 78.20/£. Evidently, he is indifferent/netural as he has to spend the same amount of Indian rupees whether he buys from the spot market or he executes call option contract; the premium amount has already been paid by him. Therefore, the total effective cash outflows in both the situations remain exactly identical at Rs 159.5 million, that is, [(£ 2 million x Rs 78.20) + Premium of Rs 3.1 million already paid].



⇒ Pound Sterling Depreciates - If the pound sterling depreciates and the actual spot rate is Rs 77/£ on the settlement date, the importer will prefer to 80



 Risk Management in Forex Markets abandon call option as it is economically cheaper to buy the required amount of pounds directly from the exchange market. His total cash outflow will be lower at Rs 157.1 million, i.e., (£ 2 million x Rs 77) + Premium of Rs 3.1 million, already paid. Thus, it is clear that the importer is not to pay more than Rs 159.5 million irrespective of the exchange rate of £ prevailing on the date of maturity. But he benefits from the favourable movement of the pound. Evidently, currency options are more ideally suited to hedge currency risks. Therefore, options markets represent a significant volume of transactions and they are developing at a fast pace. Above all, there is an additional feature of currency options in that they can be repurchased or sold before the date of maturity (in the case of American type of options). The intrinsic value of an American call option is given by the positive difference of spot rate and exercise price; in the case of a European call option, the positive difference of the forward rate and exercise price yields the intrinsic value.



Intrinsic value (American option) = Spot rate -Exercise price Intrinsic value (European option) = Forward rate - Exercise price Of course, the option expires when it is either exercised or has attained maturity. Normally, it happens when the spot rate/forward rate is lower than the exercise price; otherwise holders of options will normally like to exercise their options if they carry positive intrinsic value.



9.2 Quotations of Options
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 Risk Management in Forex Markets On the OTC market, premia are quoted in percentage of the amount of transaction. The payment may take place either in foreign currency or domestic currency. The strike price (exercise price) is at the choice of the buyer. The premium is composed of: (1) Intrinsic Value, and (2) Time Value. Thus, we can write the Option price as given by the equation: Option price = Intrinsic value + Time value 9.2.1 INTRINSIC VALUE Intrinsic value of an Option is equal to the gain that the buyer will make on its immediate exercise. On the maturity, the only value of an Option is the intrinsic one. If, on that date, it does not have any intrinsic value, then, it has no value at all. 9.2.1.1 Intrinsic value of Call Option Intrinsic value of American call Option is equal to the difference between Spot rate and Exercise price, because the option can be exercised any moment. The equation gives the intrinsic value of an American call Option. Intrinsic value = Spot rate - Exercise price Likewise, the intrinsic value of a European call Option is given by the equation: Intrinsic value = Forward rate - Exercise price The intrinsic value of a European Option uses Forward rate since it can be exercised only on the date of maturity. The intrinsic value of an Option is either positive or nil. It is never negative. For example, the intrinsic value, V, of a European call Option whose exercise price is Rs 42.50 while forward rate is Rs 43.00, is going to be V = Rs 43.00 - 42.50 = Rs 0.50
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 Risk Management in Forex Markets But in case, the Forward rate was Rs 42.00, then the intrinsic value of the call Option would be zero.



9.2.1.2 Intrinsic value Put Option Intrinsic value of a put Option is equal to the difference between exercise price and spot. rate (in case of American Option) and between exercise price and Forward rate (in case of European Option). Figure graphically presents the intrinsic value of a put Option. Equations give these values.



Intrinsic value of American put Option = Exercise price - Spot rate Intrinsic value of European put Option = Exercise price - Forward rate 83
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9.3 Options—in-the money, out-of-the-money and at- the-money An Option is said to be in-the-money when the underlying exchange rate is superior to the exercise price (in the case of call Option) and inferior to the exercise price (in case of put Option). Likewise, it is said to be out-of-the-money when the underlying exchange rate is inferior to the exercise price (in case of call Option) and superior to exercise price (in case of put option). Similarly, it is at-the-money when the exchange rate is equal to the exercise price. For example, an American type call Option that enables purchase of US dollar at the rate of Rs 42.50 (exercise price) while the spot exchange rate on the market is Rs 43.00 is in-the-money. If the US dollar on the spot market is at the rate of Rs 42.50, then the call Option is at-the-money. Further, if the US dollar in the Spot market is at the rate of Rs 42.00, it is obviously out-of-the-money. It is evident that an Option-in-the-money will have higher premium than the one out-of-the-money, as it enables to make a profit.



9.4 Time Value Time value or extrinsic value of Options is equal to the difference between the price or premium of Option and its intrinsic value. Equation defines this value. Time value of Option = Premium - Intrinsic value
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 Risk Management in Forex Markets Suppose a call option enables purchase of a dollar for Rs 42.00 while it is quoted at Rs 42.60 in the market, and the premium paid for the call option is Re 1.00, then, Intrinsic value of the option = Rs 42.60 - Rs 42.00 = Re 0.60 Time value of the option = Re 1.00 - (42.60 - 42.00) = Re 0.40 Following factors affect the time value of an Option:  Period that remains before the maturity date: As the Option approaches the date of expiration, its time value diminishes. This is logical, since the period during which the Option is likely to be used is shorter. On the date of expiration, the Option has no time value and has only intrinsic value (that is, premium equals intrinsic value).  Differential of interest rates of currencies for the period corresponding to the maturity date of the Option: Higher interest rate of domestic currency means a lower PV (present value) of the exercise price. So higher interest rate of domestic currency has the same effect as lower exercise price. Thus higher domestic interest rate increases the value of a call, making it more attractive and decreases the value of put. On the other hand, higher interest rate on foreign currency makes holding of the foreign currency more attractive since the interest income on foreign currency deposit increases. This would have the effect of reducing the value of a call and increasing the value of put.  Volatility of the exchange rate of underlying (foreign) currency: Greater the volatility greater is the probability of exercise of the Option and hence higher will be the premium. Greater volatility increases the probability of the spot rate going above exercise price for call or going below exercise price for put. So price is going to be higher for greater volatility.
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 Risk Management in Forex Markets  Type of Option: American Option will be typically more valuable than European Option because American type gives greater flexibility of use whereas the European type is exercised only on maturity.  Forward discount or premium: More a currency is likely to decline or greater is forward discount on it, higher will be the value of put Option on it. Likewise, when a currency is likely to harden (greater forward premium), call on it will have higher value.



9.5 Strategies for using Options Different strategies of options may be adopted depending on the anticipations of the market as regards the evolution of exchange rates and volatility. 9.5.1 ANTICIPATION OF APPRECIATIONS OF UNDERLYING CURRENCY Buying of a call Option may result into a net gain if market rate is more than the strike price plus the premium paid. Equation gives the profit of the buyer of the call Option. Call option will be exercised only if the exercise price is lower than spot price.



Profit = St - X - c



for St > X



}



=-c



for St < X



}



Where St = spot rate X = strike price c



= premium paid The profit profile will be exactly opposite for the seller (writer) of a call



Option. Graphically, Figure presents the profits of a call Option. Examples call Option strategy.
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Example: Strategy with call Option. X = $ 0.68/DM c = 2.00 cents/DM On expiry date of Option (assuming European type), the gain or loss will depend on the then Spot rates (St) as shown in the Table: TABLE Spot Rate and Financial Impact of Call Option St



Gain (+)/Loss (-)for The buyer of call option



$ 0.6000 $ 0.6200 $ 0.6400 $ 0.6500 $ 0.6600 $ 0.6700 $ 0.6800 $ 0.6900 $ 0.7000 $0.7100 $0.7200 $ 0.7400 $ 0.7600



- $ 0.02 -$0.02 - $ 0.02 - $ 0.02 - $ 0.02 -$0.02 -$0.02 -$0.01 $0.00 + $0.01 + $ 0.02 + $ 0.04 + $ 0.06
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 Risk Management in Forex Markets ⇒ For St < $ 0.68/DM, the Option is allowed to lapse. Since DM can be bought at a lower price than X, the loss is limited to the premium paid, i.e. $ 0.02. ⇒ At St > 0.68, the Option will be exercised. ⇒ Between 0.68 < St < 0.70, a part of loss is recouped. ⇒ At St > 0.70, net profit is realized. Reverse profit profile is obtained for the writer of call Option. 9.5.2 ANTICIPATION OF DEPRECIATION OF UNDERLYING CURRENCY Buying of a put Option anticipates a decline in the underlying currency. The profit profile of a buyer of put Option is given by the equation. A put Option will be exercised only if the exercise price is higher than spot rate. Profit = X - St - p =-p



for X > St } for X < St }



Here p represents-the premium paid for put Options. The opposite is the profit profile for the seller of a put Option. Graphically Figure presents the profits of a put Option. Example illustrates a put Option strategy.



Example: Strategy with put Option. Spot rate at the time of buying put Option: $ 1.7000/E X= $ 1.7150/E
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 Risk Management in Forex Markets p = $ 0.06/E The gain/loss for the buyer of put Option on expiry are given in Table ⇒ For St > 1.7150, the Option will not be exercised since Pound sterling has higher price in the market. There will be net loss of $ 0.06. ⇒ For 1.6550 < St < 1.7150, Option will be exercised, but there will be net loss. ⇒ For St < 1.6550, the Option will be exercised and there will be net gain. TABLE Spot Rate and Financial Impact of Put Option St Gain(+)/loss (-) 1.6050 +0.050 1.6150 +0.040 1.6250 +0.030 1.6350 +0.020 1.6450 +0.010 1.6500 +0.005 1.6550 +0.000 1.6600 -0.005 1.6650 -0.010 1.6750 -0.020 1.6850 -0.030 1.6950 -0.040 1.7050 -0.050 1.7150 -0.060 1.7250 -0.060 1.7350 -0.060 The reverse will be the profit profile of the seller of put Option. 9.5.3 STRADDLE A straddle strategy involves a combination of a call and a put Option. Buying a straddle means buying a call and a put Option simultaneously for the same strike price and same maturity. The premium paid is the sum of the premia paid for each of them. The profit profile for the buyer of a straddle is given by equation: Profit = X - St - (c + p)



for X > St



(a)



Profit = St, - X - (c + p)



for St > X



(b)



It is to be noted that the equation a is the combination of use of put Option (X - St - p) and non-use of call Option (- c) whereas the equation b is the combination of use of call Option (St - X - c) and non-use of put Option (- p). In other words, while equation a shows the use of put Option, equation b relates to
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 Risk Management in Forex Markets the use of call Option. Figures show graphically .the profit files of a straddle. Example illustrates this option strategy in numerical form.



The straddle strategy is adopted when a buyer is anticipating significant fluctuations of a currency, but does not know the direction of fluctuations. On the contrary, the seller of straddle does not expect the currency to vary too much and hopes to be able to keep his premium. He anticipates a diminishing volatility. He
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 Risk Management in Forex Markets makes profits only if the currency rate is between X1 (X - c - p) and X2 (X + c + p). His profit is maximum if the spot rate is equal to the exercise price. In that case, he gains the entire premium amount. The gains for the buyer of a straddle are unlimited while losses are limited.



9.5.4 SPREAD Spread refers to the simultaneous buying of an Option and selling of another in respect of the same underlying currency. Spreads are often used by traders in banks. A spread is said to be vertical spread or price spread if it is composed of buying and selling of an Option of the same type with the same maturity with different strike prices. Spreads are called vertical simply because in newspapers, quotations of Options for different strike prices are indicated one above the other. They combine the anticipations on the rates and the volatility. On the other hand, horizontal spread combines simultaneous buying and selling of Options of different maturities with the same strike price. When a call option is bought with a lower strike price and another call is sold with a higher strike price, the maximum loss in this combination is equal to the difference between the premium earned on selling one option and the premium paid on buying another. This combination is known as bullish call spread. The opposite of this is a bearish call. The other combination is to sell a put Option with a higher strike price of X2 and to buy another put Option with a lower strike price of X1 Maximum gain is the difference between the premium obtained for selling and the premium paid for buying. This combination is called bullish put spread while the opposite is bearish put. Figures show the profit profile of bullish spreads using call and put Options respectively. The strategies of spread are used for limited gain and limited loss.
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 Risk Management in Forex Markets Examples are illustrations of bullish and bearish put spreads respectively.
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9.6 Covering Exchange Risk with Options A currency option enables an enterprise to secure a desired exchange rate while retaining the possibility of benefiting from a favorable evolution of exchange rate. Effective exchange rate guaranteed through the use of options is a certain minimum rate for exporters and a certain maximum rate for importers. Exchange rates can be more profitable in case of their favorable evolution. Apart from covering exchange rate risk, Options are also used for speculation on the currency market. 9.6.1 Covering Receivables Denominated in Foreign Currency In order to cover receivables, generated from exports and denominated in foreign currency, the enterprise may buy put option as illustrated in Examples Example: The exporter Vikrayee knows that he would receive US $ 5,00,000 in three months. He buys a put option of three months maturity at a strike price of Rs 43.00/US $. Spot rate is Rs 43.00/US $. Forward rate is also Rs 43.00/US $. Premium to be paid is 2.5 per cent. Show various possibilities of how Option is going to be exercised. Solution: The exporter pays the premium immediately, that is, a sum of 0.025 x $ 5,00,000 x Rs 43.00 = Rs 537,500. Now let us examine different possibilities that may occur at the time of settlement of the receivables. (a) The rate becomes Rs 42/US $. That is, the US dollar has depreciated. In this situation, put Option holder would like to make use of his Option and sell his dollars at the strike price, Rs 43.00 per dollar. Thus, net receipts would be: Rs 43 x $ 5, 00,000 - Rs 43.00 x 0.025 x $ 5,00,000 = Rs 43 x $ 5, 00,000 (1 - 0.025) = Rs 41.925 x 5, 00,000 = Rs 2, 09, 62,500 If he had not covered, he would have received Rs 42 x 5, 00,000 or Rs 21, 00,000. But he would not be certain about the actual amount to be received until the date of maturity.
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 Risk Management in Forex Markets (b) Dollar rate becomes Rs 43.50. This means that dollar has appreciated a bit. In this case, the exporter does not stand to gain anything by using his Option. He sells his dollars directly in the market at the rate of Rs 43.50. Thus, the net amount that he receives is: Rs 43.50 x $ 5, 00,000 - Rs 43.00 x 0.025 x $ 5, 00,000 = Rs (43.50 - 43.00 x 0.025) x $ 5, 00,000 = Rs 42.425 x $ 5, 00,000 = Rs 2, 12, 12,500 If he had not covered, he would have got Rs 43.50 x $ 5, 00,000 or Rs 21,750,000. (c) Dollar Rate, on the date of settlement, becomes Rs 43.00, that is, equal to strike price. In this case also, the exporter does not gain any advantage by using his option. Thus, the net sum that he gets is: Rs 43.00 x 5, 00, 000 - Rs 43 x 0.025 x 5, 00,000 = Rs (43 - 43 x 0.025) x 5, 00,000 = Rs 2, 09, 62,500 It is apparent from the above calculations that irrespective of the evolution of the exchange rate, the minimum amount that he is sure to get is Rs 2, 09, 62,500 and any favourable evolution of exchange rate enables him to reap greater profit.



9.6.2 Covering Payables Denominated in Foreign Currency In order to cover payables denominated in a foreign currency, an enterprise may buy a currency call Option. Examples illustrate the use of call Option. Example An importer, Vikrayee, is to pay one million US dollars in two months. He wants to cover exchange risk with call Option. The data are as follows: Spot rate, forward rate and strike price are Rs 43.00 per dollar. The premium is 3 per cent. Discuss various possibilities that may occur for the importer. Solution: The importer pays the premium amount immediately. That is, a sum of Rs 43 x 0.03 x 10, 00,000 or Rs 1,290,000 is paid as premium.
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 Risk Management in Forex Markets Let us examine the following three possibilities. (a) Spot rate on the date of settlement becomes Rs 42.50. That is, there is slight depreciation of US dollar. In such a situation, the importer does not exercise his Option and buys US dollars from the market directly. The net amount that he pays is: Rs (42.50 x $ 10, 00,000 + 43 x 0.03 x $ 10, 00,000) OR Rs 4, 37, 90,000 (b) Spot rate, on the settlement date, is Rs 43.75 per US dollar. Evidently, the US dollar has appreciated. In this case, the importer exercises his Option. Thus, the net sum that he pays is: Rs 43 x $ 10, 00,000 + Rs 43 x 0.03 x $ 1, 00,000 OR Rs43 x 1.03 x $ 10, 00,000 OR Rs 4, 42, 90,000 (c) Spot rate, on the settlement, is the same as the strike price. In such a situation, the importer does not exercise Option, or rather; he is indifferent between exercise and non-exercise of the Option. The net payment that he makes is: Rs43 x 1.03 x $ 10, 00,000 or Rs 4, 42, 90,000 Thus, the maximum rate paid by the importer is the exercise price plus the premium. Example: An importer of France has imported goods worth US $ 1 million from USA. He wants to cover against the likely appreciation of dollars against Euro. The data are as follows: Spot rate: Euro 0.9903/US $ Strike price: Euro 0.99/US $ Premium: 3 per cent Maturity: 3 months What are the operations involved?
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 Risk Management in Forex Markets Solution: While buying a call Option, the importer pays upfront the premium amount of $ 10, 00,000 x 0.03 Or Euro 10, 00,000 x 0.03 x 0.9903 Or Euro 29,709 Thus, the importer has ensured that he would not have to pay more than Euro 10, 00,000 x 0.99 + Euro 29709 Or Euro 10, 19,709 On maturity, following possibilities may occur:  US dollar appreciates to, say, Euro 1.0310. In this case, the importer exercises his call Option and thus pays only Euro 10, 19,709 as calculated above.  US dollar depreciates to, say, Euro 0.9800. Here, the importer abandons the call Option and buys US dollar from the market. His net payment is Euro (0.9800 x 10, 00,000 + 29,709) or Euro 10, 09,709.  US dollar Remains at Euro 0.99. In this case, the importer is indifferent. The sum paid by him is Euro 10, 19,709. The payment profile while using call Option is shown in Figure
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 Risk Management in Forex Markets 9.6.3 Covering a Bid for an Order of Merchandise An enterprise that has submitted a tender will like to cover itself against unfavorable movement of currency rates between the time of submission of the bid and its acceptance (in case it is through). If the enterprise does not cover, it runs a risk of squeezing its profit margin, in case foreign currency undergoes depreciation in the meantime.



However, if it covers on forward market, and its offer is not accepted, in that eventuality, it will have to sell the currency on the market, perhaps with a loss. Therefore, a better solution in the case of submission of bid for future orders is to cover with put options. The put Option enables the enterprise to cover against a decrease in the value of currency on the one hand, and allows him to retain the possibility of benefiting from the increase in the value of the currency on the other. Example: A company bids for a contract for a sum of 1 million US dollars. While the period of response is 6 months, the current exchange rate is Rs 43.50 per US dollar. Six month forward rate is Rs 44.50 per US dollar. Premium for a put option of 6 months maturity is 3 per cent with a strike price of Rs 43.50. Discuss various possibilities of losses/gains in case the enterprise decides to cover or not to cover. Solution: (a) If the enterprise does not cover and the dollar rate decreases, the potential loss is unlimited. (b) If the enterprise covers on forward market and if its bid is not accepted and the dollar rate increases, its potential loss is unlimited, since the enterprise will be required to deliver dollars to the bank after buying them at a higher rate. (c) If the enterprise buys a put option, it pays the premium amount of Rs 0.03 x $ 10,00,000 x 43.50 or Rs 13,05,000. Now, there may be two situations:
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 Risk Management in Forex Markets 1. The bid is accepted and the rate on the date of acceptance is Rs 42.00 per dollar, i.e. the US dollar has depreciated. In this case, the put option is resold (exercised) with a gain of Rs (43.50 - 42.00) x $ 10, 00,000 or Rs 15, 00,000 After deducting the premium amount, the net gain works out to be Rs 1, 95,000 (Rs 15, 00,000 -Rs 13, 05,000). And, future receipts are sold on forward market. Other possibility is that the bid is accepted but the US dollar has appreciated to Rs 44.00. In that case, the Option is abandoned. And, the future receipts are sold on forward market. 2. The bid is not accepted and the US dollar depreciates to Rs 42.00. In that case, the enterprise exercises its put option and makes a net gain of Rs 1, 95,000. In case the bid is not accepted and US dollar appreciates, the enterprise simply abandons its Option and its loss is equal to the premium amount paid.



9.7 Other Variants of Options 9.7.1 Average Rate Option Average rate Option (also called Asian Option) is an Option whose strike price is compared against the average of the rate that existed during the life of the Option and not with the rate on the date of maturity. Since the volatility of an average of rates is lower than that of the rates themselves, the premium of averagerate-Option is lower. At the end of the maturity of Option, the average of exchange rates is calculated from the well-defined data and is compared with exercise price of a call or put Option, as the case may be. If the Option is in the money, that is, if average rate is greater than the exercise price of a call Option (and reverse for a put option), a payment in cash is made to the profit of the buyer of the Option.



9.9.2 Lookback Option
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 Risk Management in Forex Markets A lookback option is the one whose exercise price is determined at the moment of the exercise of the option and not when it is bought. The exercise price is the one that is most favourable to the buyer of the option during the life of the option. Thus, for a lookback call option, the exercise price will be the lowest attained during its life and for a lookback put option, it will be the highest attained during the life of the option. Since it is favorable to the option-holder, the premium paid on a lookback option is higher. There are other variants of options such as knock-in and knock-out options and hybrid option. These are not discussed here. Most of these variants aim at reducing the premia of option and are instrument tailor-made for a particular purpose.
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10 CURRENCY SWAPS 10.1 Introduction Swaps involve exchange of a series of payments between two parties. Normally, this exchange is effected through an intermediary financial institution. Though swaps are not financing instruments in themselves, yet they enable obtainment of desired form of financing in terms of currency and interest rate. Swaps are over-the-counter instruments. The market of currency swaps has been developing at a rapid pace for the last fifteen years. As a result, this is now the second most important market after the spot currency market. In fact, currency swaps have succeeded parallel loans, which had developed in countries where exchange control was in operation. In parallel loans, two parties situated in two different countries agreed to give each other loans of equal value and same maturity, each denominated in the currency of the lender. While initial loan was given at spot rate, reimbursement of principal as well as interest took into account forward rate. However, these parallel loans presented a number of difficulties. For instance, default of payment by one party did not free the other party of its obligations of payment. In contrast, in a swap deal, if one party defaults, the counterparty is automatically relived of its obligation.



10.2 Currency swaps can be divided into three categories: (a) fixed-to-fixed currency swap, (b) floating-to-floating currency swap, (c) fixed-to-floating currency swap. A fixed-to-fixed currency swap is an agreement between two parties who exchange future financial flows denominated in two different currencies. A currency swap can be understood as a combination of simultaneous spot sale of a currency and a forward purchase of the same amounts of currency. This double 100



 Risk Management in Forex Markets operation does not involve currency risk. In the beginning of exchange contract, counterparties exchange specific amount of two currencies. Subsequently, they settle interest according to an agreed arrangement. During the life of swap contract, each party pays the other the interest streams and finally they reimburse each other the principal of the swap. A simple currency swap enables the substitution of one debt denominated in one currency at a fixed rate to a debt denominated in another currency also at a fixed rate. It enables both parties to draw benefit from the differences of interest rates existing on segmented markets. A similar operation is done with regard to floating-to- floating rate swap. A fixed-to-floating currency coupon swap is an agreement between two parties by which they agree to exchange financial flows denominated in two different currencies with different type of interest rates, one fixed and other floating. Thus, a currency coupon swap enables borrowers (or lenders) to borrow (or lend) in one currency and exchange a structure of interest rate against anotherfixed rate against variable rate and vice versa. The exchange can be either of interest coupons only or of interest coupons as well as principal. For example, one may exchange US dollars at fixed rate for French francs at variable rate. These types of swaps are used quite frequently.



10.3 Important Features Of Swaps Contracts Minimum size of a swap contract is of the order of 5 million US dollar or its equivalent in other currencies. But there are swaps of as large a size as 300 million US dollar, especially in the case of Eurobonds. The US dollar is the most sought after currencies in swap deals. The dollar-yen swaps represent 25 per cent of the total while dollar-deutschemark account for 20 per cent of the total. The swaps involving Euro are also likely to be widely- prevalent in European countries.
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 Risk Management in Forex Markets Life of a swap is between two and ten years. As regards the rate of interest of the swapped currencies, the choice depends on the anticipation of enterprise. Interest payments are made on annual or semi-annual basis.



10.4 Reasons for Currency Swap Contracts At any given point of time, there are investors and borrowers who would like to acquire new assets/liabilities to which they may not have direct access or to which their access may be costly. For example, a company may retire its foreign currency loan prematurely by swapping it with home currency loan. The same can also be achieved by direct access to market and by paying penalty for premature payment. A swap contract makes it possible at a lower cost. Some of the significant reasons for entering into swap contracts are given below.



10.4.1Hedging Exchange Risk Swapping one currency liability with another is a way of eliminating exchange rate risk. For example, if a company (in UK) expects certain inflows of deutschemarks, it can swap a sterling liability into deutschemark liability. 10.4.2 Differing Financial Norms The norms for judging credit-worthiness of companies differ from country t6 country. For example, Germany or Japanese companies may have much higher debt-equity ratios than what may be acceptable to US lenders. As a result, a German or Japanese company may find it difficult to raise a dollar loan in USA. It would be much easier and cheaper for these companies to raise a home currency loan and then swap it with a dollar loan.



10.4.3 Credit Rating Certain countries such as USA attach greater importance to credit rating
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 Risk Management in Forex Markets than some others like those in continental Europe. The latter look, inter-alia, at company's reputation and other important aspects. Because of this difference in perception about rating, a well reputed company like IBM even-with lower rating may be able to raise loan in Europe at a lower cost than in USA. Then this loan can be swapped for a dollar loan. 10.4.4 Market Saturation If an organisation has borrowed a sizable sum in a particular currency, it may find it difficult to raise additional loans due to 'saturation' of its borrowing in that currency. The best way to tide over this difficulty is to borrow in some other 'unsaturated' currency and then swap. A well-known example of this kind of swap is World Bank-IBM swap. Having borrowed heavily in German and Swiss market, the WB had difficulty raising more funds in German and Swiss currencies. The problem was resolved by the WB making a dollar bond issue and swapping it with IBM's existing liabilities in deutschemark and Swiss franc. 10.4.5 Parties involved Currency swaps involve two parties who agree to pay each other's debt obligations denominated in different currencies. Example illustrates currency swaps. Example Suppose Company B, a British firm, had issued £ 50 million pounddenominated bonds in the UK to fund an investment in France. Almost at the same time, Company F, a French firm, has issued £ 50 million of French francdenominated bonds in France to make the investment in UK. Obviously, Company B earns in French franc (Ff) but is required to make payments in the British pound. Likewise, Company F earns in pound but is to make payments in French francs. As a result, both the companies are exposed to foreign exchange risk. Foreign exchange risk exposure is eliminated for both the companies if they swap payment obligations. Company B pays in pound and Company F pays in French francs. Like interest rate swaps, extra payment may be involved from one company to another, depending on the creditworthiness of the companies. It 103



 Risk Management in Forex Markets may be noted that the eventual risk of non-payment of bonds lies with the company that has initially issued the bonds. This apart, there may be differences in the interest rates attached to these bonds, requiring compensation from one company to another.



It is worth stressing here that interest rate swaps are distinguished from currency swaps for the sake of comprehension only. In practice, currency swaps may also include interest-rate swaps. Viewed from this perspective, currency swaps involve three aspects: 1. Parties involve exchange debt obligations in different currencies, 2. Each party agrees to pay the interest obligation of the other party and 3. On maturity, principal amounts are exchanged at an exchange rate agreed in advance.
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11 Risk Diversification The majority of Indian corporates have at least 80% of their foreign exchange transactions in US Dollars. This is wholly unacceptable from the point of view of prudent Risk Management. "Don't put all your eggs in one basket" is the essence of Risk Diversification, one of the cornerstones of prudent Risk Management.



Disadvantages of $-Rupee 1. The very nature or structure of the $-



Advantages of Major currencies 1.By diversifying into a more liquid



Rupee market can be harmful because it is market, such as Euro-Dollar, the risk small, thin and illiquid. Thus, dealer



arising from the Structure of the Indian



spreads are quite wide and in times of



Rupee Market can be hedged



volatility, the price can move in large gaps 2. Impacted in full by the Trend of the



2. Trends in one currency can be



market. For instance, if the Rupee is



hedged by offsetting trends in another



depreciating, its impact will be felt in full



currency. Refer to graphs and



by an Importer



calculations below.



3.Dollar-Rupee, in particular, brings the



3. These constraints do not apply in the



following risks:



case of the Major currencies:



1) Lack of Flexibility...Payables once



1) Flexibility...Hedge contracts in



covered cannot be cancelled and rebooked Euro-Dollar or Dollar-Yen etc. can be 2) Unpredictability...Dollar-Rupee is not a entered into and squared off as many freely traded currency and hence



times as required



extremely difficult to predict. The normal



2) Predictability...the Majors are much



tools of currency forecasting, such as



more predictable and liquid than



Technical Analysis are best suited to



Dollar-Rupee and hence Entry-Exit-



freely traded markets



Stop Loss can be planned with ease,



3) Lack of Information...Price information accuracy and effectiveness
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 Risk Management in Forex Markets on Dollar-Rupee is not freely available to



3) Free Information...The Internet



all market participants. Only subscribers



provides LIVE and FREE prices on



to expensive "quote services" can get



these currencies.



accurate information



4.$-Rupee rose 2.35% from mid-June to



4.Euro-Rupee fell 4.63% over the same



11th Aug.



period



5.· An Importer with 100% exposure to



5.An Importer with 25% exposure to



USD, saw its liabilities rise from a base of



the Euro saw its liability rise from a



100 to 102.35



base of 100 to only 100.60



Even if a Corporate does not have a direct exposure to any currency other than the USD, it can use Forward Contracts or Options to create the desired exposure profile. Thankfully, this is permitted by the RBI. This is not Speculation. It is prudent, informed and proactive Risk Management. As seen, the bad news is that Dollar-Rupee volatility has increased. The good news is that forecasts can put you ahead of the market and ahead of the competition.



If you look at the chart below you will observe, Dollar-Rupee volatility has increased from 5 paise per day in 2004 to about 20 paise per day today. It is set to increase further, to 35-45 paise per day over the next 12 months. 106
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Now the question here is, how do you protect your business from Forex volatility? Just need to track the Market every moment and by any dealer’s forecasts. They help keep you on the right side of the market. They have an enviable track record (look at the chart on the right hand top) to back up profits from high volatile market. Take the services of many FX-dealers that include longterm forecasts, daily updates as well as hedging advice for the corporates.
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12 Avoiding Mistakes in Forex Trading



A Difficult challenge facing a trader, and particularly those trading e-forex, is finding perspective. Achieving that in markets with regular hours is hard enough, but with forex, where prices are moving 24 hours a day, seven days a week, it is exceptionally laborious. When inundates with constantly shifting market information, it is hard to separate yourself from the action and avoid personal responses to the market. The market doesn’t care about your feelings. Traders have heard it in many different ways — the only thing you can control is when you buy and when you sell. In response to that, it is easier to know how not to trade then how to trade. Along those lines, here are some tips on avoiding common pitfalls when trading forex. 1) Don’t read the news —analyze the news. Many times, seemingly straightforward news releases from government agencies are really public relation vehicles to advance a particular point of view or policy. Such “news,” in the forex markets more than any other, is used as a tool to affect the investment psychology of the crowd. Such media manipulation is not inherently a negative. Governments and traders try to do that all the time. The new forex trader must realize that it is important to read the news to assess the message behind the drums. For example, Japan’s Prime Minister Masajuro Shiokowa was quoted in a news report on Dec. 13 that “an excessive depreciation of the yen should be avoided. But we should make efforts and give consideration to guide the yen lower if it is relatively overvalued.” When a government official is asking, in effect, if traders would please slow down the weakening of his currency, then we must wonder whether there is fear the opposite will happen. In this case, that was the outcome as on Dec. 14 the dollar vs. the yen surged to a three-year high. The Prime Minister’s statement acted as a contrarian indicator. This is what “fade the news” means. Often, a bank analyst or trader will be quoted with a public statement on a bank forecast of a currency’s move. When this occurs, they are signaling they hope it will go that way. Why put your reputation on the line, saying the currency is going to break out, if you don’t benefit by that move? A cynical 108



 Risk Management in Forex Markets position, yes, but traders in the forex markets always need to be on guard. Read the news with the perspective that, in forex, how the event is reported can be as important as the event itself. Often, news that might seem definitively bullish to someone new to the forex market might be as bearish as you can get. 2) Don’t trade surges. A price surge is a signature of panic or surprise. In these events, professional traders take cover and see what happens. The retail trader also should let the market digest such shocks. Trading during an announcement or right before, or amid some turmoil, minimizes the odds of predicting the probable direction. Technical indicators during surge periods will be distorted. You should wait for a confirmation of the new direction and remember that price action will tend to revert to pre-surge ranges providing nothing fundamental has occurred. An example is the Nov.12 crash of the airplane in Queens, N.Y. Instantly, all currencies reacted. But within a short period of time, the surge that reflected the tendency to panic retraced. 3) Simple is better. The desire to achieve great gains in forex trading can drive us to keep adding indicators in a never-ending quest for the impossible dream. Similarly, trading with a dozen indicators is not necessary. Many indicators just add redundant information. Indicators should be used that give clues to: 1) Trend direction, 2) Resistance, 3) Support and 4) Buying and selling pressure. Getting the Point Market analysis should be kept simple, particularly in a fast-moving environment such as forex trading. Point-and-figure charts are an elegant tool that provides much of the market information a trader needs.
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13 Interview with Mr.Sanjay Podar Interview with Mr.Sanjay Podar, Forex Dept. Standard Chartered







The most valuable information I got is through interviewing Mr.Sanjay Podar, Forex Department, Standard Chartered Bank. He provided me practical information in a very awesome manner as discussed below. What causes currency values to fluctuate? The simple answer to this complex question is that supply and demand determines the value of a currency. If demand is high, the value rises, and vice versa. Factors that affect supply and demand include the following: Interest rates When a country's interest rates are high relative to elsewhere, money tends to flow into that country as investors and speculators seek to take advantage of the higher interest rates. This "interest differential" boosts the demand for the currency and can cause its value to rise. Inflation The causes of inflation are much debated – foreign debt and the increased taxation needed to service it; using high interest rates to attract foreign currency deposits and consequently inflating the cost of money; too much money in circulation causing the currency’s value to decline. When inflation is high, a country becomes less competitive in international markets, causing a drop in exports and a rise in imports, which tends to push the currency downwards. All else being equal, when a country’s central bank prints more money, inflation goes up and the exchange rate (the price of the currency) goes down. Balance of trade If a country runs a substantial trade surplus, the result of other countries wanting its exports, a large demand for its currency usually follows and therefore the currency’s value should 110



 Risk Management in Forex Markets appreciate. By contrast, if a country relies more on imports and runs a large trade deficit, it must sell its currency to buy someone else’s goods. This puts downward pressure on the currency and usually causes it to lose value.



Economic growth Countries experiencing a deep recession often find that their exchange rate is weakening. Traders in the currency markets may take the slow growth to be a sign of general economic weakness and "mark down" the value of the currency as a result. On the other hand, economies with strong "export-led" growth may see their currency's rise in value. Market speculators When speculators decide, based on special factors such as political events or changing commodity prices, that a currency is going to fall in value, they sell that currency and buy those that they anticipate will rise in value. This can have a significant effect on a currency. Governments are limited as to what they can do to offset the power of speculators because they generally have limited reserves of foreign currencies compared to daily turnovers in the FX market. Government budget deficits/surpluses If a government runs a deficit, it has to borrow money, by selling bonds. If it can’t borrow enough from its own citizens, it must sell to foreign investors. That means selling more of its currency, driving the price down. Statistics on all these items are reported on a regular basis. The precise date and time of the data releases are well known to the market in advance and exchange rates can move accordingly. What is the difference between speculating and hedging in foreign exchange? Hedging is insurance, its purpose to minimize risk and protect against negative events. In the forex market, hedging can be used to mitigate the effects of
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 Risk Management in Forex Markets currency fluctuations. Thus, a business importing from overseas could purchase a forward contract in the amount of its payable for a future shipment, locking in at the current rate of exchange between, say, the English pound and the US dollar. This hedges the business from unfavorable changes in that exchange rate between now and the date when payment is due. Speculating, on the other hand, is not linked to an underlying business transaction. Speculators deliberately incur risk in the hope of increasing their profit. What is economic exposure? There are various types of exposure, all describing a kind of risk. If a company imports from other countries, that company is exposed to the risk of fluctuating exchange rates. Such fluctuations can affect a company's earnings, cash flow and foreign investments. How can one protect himself from economic exposure? The Forward Contract is one of the most effective ways to protect against economic exposure. A Forward Contract is a foreign exchange transaction in which a client locks in a rate for settlement on a date more than five days in the future. It is an agreement to purchase or sell a set amount of a foreign currency at a specified price for settlement at a predetermined future date, or within a predetermined window of time. Closed forwards must be settled on a specified date. Open forwards set a window of time during which any portion of the contract can be settled, as long as the entire contract is settled by the end date.
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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 initatited in India. 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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