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Introduction

The forex market is

the market in which o Sy —
participants can

buy, sell, exchange, Q. 246 5
and speculate on ey <383 280,

currencies.
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FX Market Participants

SMALL '
_ BUSINESS
The forex market is made

up of Banks, Commercial CENTRAL
Companies, Central BANK
Banks, Investment FX MARKET
PARTICIPANTS

management firms, Hedge
funds, and Retail Forex £ BROKER
Brokers and Investors.




The Forex Market

The interbank market is
where large banks trade
currencies for purposes
such as hedging, balance
sheet adjustments, and
on behalf of clients.

The forex market is made
up of two levels; the
interbank market and the
over-the-counter (OTC)
market.

The OTC market is where
individuals trade through
online platforms and
brokers.




Spot transaction is an
agreement between two
parties to buy one
currency against selling
another currency at an
agreed price for

settlement on the spot

date. Most spot market
transactions have a
T+2 settlement date.

Forward transaction is an
agreement between you
and the bank to purchase
one currency against
selling another currency
at a fixed price
for delivery on an agreed
date in the future



Bid, Ask and Spread




Bid, Ask and Spread

A foreign exchange Bid is the price at
quotes are two-way which the
quotes, expressed as dealer/bank is willing
a 'bid' and ask’ to buy another
rates. currency.

The ask or offer is
the rate at which the
dealer/ bank is
willing to sell another
currency.




BID, BUY - gSEPé,EgE_LL |
deablﬁrS/ﬁigk > dealers/banks
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Bid, Offer and Spread

That means that he is willing
For example, a dealer may to buy dollars at Rs 79.80/%
quote Indian rupees as Rs (sell rupees and buy dollars),
79.80 - 79.90 vis-a-vis while he will sell dollar at Rs
dollar. 79.90/% (buy rupees and
sell dollars).

The offer/ask is always
The difference between the higher than the bid as inter-
bid and the offer is called the bank dealers make money by
spread. buying at the bid and selling
at the offer/ask




Bid / Ask & Spread

If you want to buy currency, you have to pay the
higher ask price, but if you want to sell currency,
you have to sell it at the lower bid price.

So if you were to buy currency, then immediately
sell it back to the same dealer, the dealer would
make money, and you would lose money.

Thus, the spread is the transaction cost of
trading currency.




Quiz 1

John is an American traveller visiting Europe. The cost of purchasing euros at the airport is
EUR 1 =USD 1.20 / USD 1.30 , John wants to buy EUR 15,000, how many dollars he has to pay
to the dealer.

USD 13000
USD 19,500
USD 18,000

USD 15,000

15 April 2023 11
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Quiz 2

George is an American traveller returning from Europe. The cost of euros at the airportis EUR 1 =
USD 1.20 / USD 1.30 , George wants to sell EUR 3,000, how many dollars he will get from the

dealer

USD 5,000
USD 3,600
USD 3,900

USD 3,000

15 April 2023 13
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FOREIGN EXCHANGE EXPOSURE AND
RISK MANAGEMENT

The values of major
Foreign exchange (FX) currencies constantly
risk is an intrinsic part of fluctuate against each

doing international other, creating income
business. uncertainty for your
business.




FOREIGN EXCHANGE EXPOSURE AND

RISK MANAGEMENT

Com mOd |ty CO ntrO”ed Business Winner
Export-Import
B USI n eSS Business Killer
Cu rrenCy UnCOﬂtrOl led fluc‘(cﬁgrcirgrqumay
take away all profits)




FOREIGN EXCHANGE EXPOSURE:

UNHEDGED

Export Mangoes (May) Recelvablgshl;/lonth ($1

If in August, $1 = Rs.78 Receivable= Rs. 78 Lakhs

At $1=Rs.75 Payment,
Rs. 75 Lakhs

Profit =Rs. 3 lakhs

Loss =Rs. 3 Lakhs

If in August, $1 = Rs. 72 Receivable =Rs.72 Lakhs



Currency Price Effect




Global Currency Markets

One of the largest and most liquid in the world
Daily turnover of $ 6.5 Trillion
Main trading centers are
v London (38%)
v New York (18%)
v Tokyo (06%)
v Singapore (05%)
Over 85% of all FX transactions involve 7 major currencies
Market never sleeps and has its own rhythm (24/7 )
Starts in Sydney and ends in St. Francisco
Markets: Spot, Forward, Futures and Options

Currency Derivatives started in 1972 at CME

Source: BIS 2017 Report

Chicago Mercantile Exchange (CME)
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USD to INR Chart « 1USD =79.7802 INR Aug 25, 2022, 02:58 UTC

US Dollar to Indian Rupee

80.1448

51.736
| T T T T T T T T T T | T T |
Aug 2012 Jul 2013 Mar2014 Oct2014 Jun2015 Feb2016 Oct2016 May2017 Jan2018 Sep2018 May2019 Jan2020 Sep2020 May 2021 Aug 2022




® CompareRemit
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USD / INR Chart

USD Vs INR
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FOREIGN EXCHANGE EXPOSURE AND
RISK MANAGEMENT

Many businesses like
to eliminate this
uncertainty by
locking in future
exchange rates.

But some businesses
regard exchange rate

movements as a
profit opportunity.




FOREIGN EXCHANGE EXPOSURE AND RISK
MANAGEMENT

The simplest risk
management strategy for
reducing foreign

exchange risk is to make
and receive payments
only in your own currency.




FOREIGN EXCHANGE EXPOSURE AND RISK
MANAGEMENT

So you may therefore find
that competitive pressures
force you to explore a risk
management strategy that
helps manage your foreign
exchange risk more
efficiently.

You might lose customers to
competitors who offer more
currency flexibility and your

suppliers may be unwilling to
accept payments in what is
to them a foreign currency







HEDGING CURRENCY RISK : is a way for a company to
minimize or eliminate foreign exchange risk.

Internal External
Techniques-within Techniques-
the business involve dealing
itself with a third party

28



Hedging Foreign Exchange Risk

External Techniques:
Forwards
Futures
Money Market Hedge
Options

Internal Techniques:

Leading and lagging
Invoicing in domestic currency
Netting




Internal Techniques

Leading and Lagging-Leading _
means advancing a payment Example: X Ltd imports X :Ltd
i. . making a payment before $1,00,000 goods from :Ltd expects $ to

it is due. Lagging involves abroad nfx‘{‘gﬁ?ﬁfhfggigiaggﬂto
pOSt_ponlng a payment l. e ( current rate 1$ =RS 75) pay the amo-unt upfront
delaying rzjaymé%nt beyond its Payable after 6 months
ue date.




Internal Techniques

Leading and Lagging-Leading For example an Indian Firm
means advancing a payment i. which is due to receive
e. making a payment before it payments from it's customer when this happens we say
is due. Lagging involves in the UK, may press for that the Indian firm is leading
postponing a payment i. e. prompt payment from the it's receivables.
delaying payment beyond its customer if it expects the INR
due date. to appreciate in future

One pound = 102.5—> Rs 100




Internal Techniques

Invoicing in Domestic
Currency- invoicing in
domestic currency, an
exporter can shift
transaction risk to his
customer abroad

X Ltd invoices Rs75,000
for their exports (at the
time of export 1$ =Rs 75
Payment receivable after
6 months

1$ = Rs 70 after 6 months
X receives Rs 75,000

Importer has to pay $
1071.42 as against $1000

)

Rs 75,000/70= $1071.42



Internal Techniques

Example : X India Ltd owes
Netting-Exposure netting is a $1,00,000 to its group
method of hedging currency company X USA Ltd for the
risk by offsetting exposure in goods supplied and X USA Itd
one currency with exposure in also owes $ 80,000 for the
the same or another currency. services provided to X India
Ltd




Internal Techniques

Example : X India Ltd owes
Netting-Exposure netting is a $1,00,000 to its group
method of hedging currency company X UK Ltd for the
risk by offsetting exposure in goods supplied and X UK Itd
one currency with exposure in also owes £ 78000 for the
the same or another currency. services provided to X India
Ltd (1$ = £.78)




External Techniques- Derivative Instruments

FORWARD FUTURES
CONTRACTS @ CONTRACTS

OPTION
CONTRACTS



Currency Forward Contract




Forward Contract

A forward contract is a A forward contract can be
customized contract used for hedging or
between two parties to speculation, although its
buy or sell an asset at a non-standardized nature
specified price on a makes it particularly apt
future date. for hedging.




Forward Contract

A currency forward is a
customized, written contract
between parties that sets a
fixed foreign currency
exchange rate for a
transaction that will occur on
a specified future date.

The future date for which the
currency exchange rate is
fixed is usually the date on
which the two parties plan to
conclude a buy/sell
transaction of goods.




FORWARD CONTRACT

1. Private deals b/w two parties to
exchange cash in future

2. No cash flow at initiation of contract

3. Non-standardized contracts in self 6. There is normally no insistence on

Thus. Salient features of Forward regulated forward market margin as the bank and client know
" contract are: 4. Contract size and maturity period can each other

be customized so it provides perfect 7. High counter party risk which may
hedge lead to default

5. Mostly interbank transactions traded
over the counter




Understanding Currency Forward
Contracts

Currency forward contracts are
primarily utilized to hedge
against currency exchange

rate risk.

It protects the buyer or seller
against unfavorable currency
exchange rate occurrences
that may arise between when a
sale is contracted and when
the sale is actually made.

However, parties that enter
into a currency forward
contract forego the potential
benefit of exchange rate
changes that may occur in
their favor between contracting
and closing a transaction.




A Ltd. of India has
imported some
chemical worth of USD
3,64,897 from one of
the U.S. suppliers.

Six Months forward
rate

BID $1 = Rs74.324
ASK$1= Rs 74.327

The amount is payable
in six months time.
The relevant spot and
forward rates are:

Forecasted Spot rates
after six months

BID $1 = Rs74.720
ASK$1= Rs 74.860

Spot Rate
BID $1 = 74.2150
ASK $1= 74.2250

Should he hedge his
forex exposure or leave
it unhedged ?




Six Months forward

Amount payable in rate 3.64.897 X 74.327
USD 3,64,897 after $3.64, S

six months

BID $1 = Rs74.324 =Rs 2,71,21,699
ASK$1= Rs 74.327




. 45 Amount payable if
orecasted Spot 8 gip ¢1 = Rs74.720 not hedged

rates after six ASK$1= Rs 74.860 (B $3,64,897X74.860

months

Rs 2,73,16,189



OPTION 1: OPTION 2 : OPTION 1 is
HEDGED UNHEDGED better so take a

Rs 2,71,21,699 B Rs 2,73,16,189 |8 forward cover



XYZ Ltd. of India has
imported some
equipment worth of
£ 5,00,000 from one
of the UK. suppliers.

Six Months forward
rate

BID £1 = Rs100.324
ASK£1=Rs 100.327

The amount is
payable in six months
time. The relevant
spot and forward
rates are:

Spot rates after six
months

BID £1 = Rs100.720
ASK£1= Rs 100.860

Spot Rate
BID £1 = 100.2150
ASK £1=100.2250

Should he hedge his
forex exposure or
leave it unhedged ?




Six Months forward
Amount payable in £ rate £ 5,00,000 X

5,00,000 after six 100.327 =

BID £1 = Rs100.324
months > Rs 5.01,63,500
ASK £1= Rs 100.327




Spot rates after six BID $1 = Rs100.720
months ASK$1= Rs 100.860

Amount payable if not
hedged £5,00,000X
100.860

Rs 5,04,30,000




OPTION 1: OPTION 2 : OPTION 1 is
HEDGED UHEDGED better so take a

Rs 5,01,63,500 [ Rs 5,04,30,000 [§| forward cover




XYZ Ltd. of India has
exported some
equipment worth of
$ 3,00,000 from one
of the supplier.

Six Months forward
rate

BID $1 =Rs77.324
ASK$1=Rs 77.327

The amount is
receivable in six
months time. The
relevant spot and
forward rates are:

Expected Spot rates
after six months

BID $1 = Rs76.124
ASK$1=Rs 76.128

Spot Rate
BID $1 = 76.2150
ASK $1= 76.2250

Should he hedge his
forex exposure or
leave it unhedged ?




Six Months forward
Amount receivable rate $ 3,00,000 X

$ 3,00,000 after 77.324 =

. BID $1 = Rs77.324
six months $ Rs2,31,97,200
ASK $1=Rs 77.327




Expected Spot rates BID $1 = Rs76.124
after six months ASK$1= Rs 76.128

Amount receivable
if not hedged
$3,00,000X 76.124

Rs 2,28,37,200




OPTION 1: OPTION 2: OPTION 1 is
HEDGED UHEDGED better so take a

Rs 2,31,97,200 B Rs 2,28,37,200 | forward cover




THANKS
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