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CHAPTER – I 

GRAND PROJECT ON CURRENCY DERIVATIVES

 

NANCY SHAH – PROJECT TRAINEE
CHAPTER 2 INTRODUCTION TO CURRENCY MARKETS

2.1 BASIC FOREIGN EXCHANGE DEFINITIONS

Spot: Foreign exchange spot trading is buying one currency with a different currency for immediate delivery.

The standard settlement convention for Foreign Exchange Spot trades is T+2 days, i.e., two business days from the date of trade. 

Forward Outright: A foreign exchange forward is a contract between two counterparties to exchange one currency for another on any day after spot. In this transaction, money does not actually change hands until some agreed upon future date. The duration of the trade can be a few days, months or years. For most major currencies, three business days or more after deal date would constitute a forward transaction 
Base Currency / Terms Currency: In foreign exchange markets, the base currency is the first currency in a currency pair. The second currency is called as the terms currency. Exchange rates are quoted in per unit of the base currency. E.g. The expression US Dollar–Rupee, tells you that the US Dollar is being quoted in terms of the Rupee. The US Dollar is the base currency and the Rupee is the terms currency.

Exchange rates are constantly changing, which means that the value of one currency in terms of the other is constantly in flux. Changes in rates are expressed as strengthening or weakening of one currency vis-à-vis the other currency. Changes are also expressed as appreciation or depreciation of one currency in terms of the other currency. Whenever the base currency buys more of the terms currency, the base currency has strengthened / appreciated and the terms currency has weakened / depreciated. E.g. If US Dollar–Rupee moved from 43.00 to 43.25, the US Dollar has appreciated and the Rupee has depreciated.

Swaps: A foreign exchange swap is a simultaneous purchase and sale, or sale and purchase, of identical amounts of one currency for another with two different value dates. Foreign Exchange Swaps are commonly used as a way to facilitate funding in the cases where funds are available in a different currency than the one needed. Effectively, each party to the deal is given the use of an amount of foreign currency for a specific time. The Forward Rate is derived by adjusting the Spot rate for the interest rate differential of the two currencies for the period between the Spot and the Forward date. Liquidity in one currency is converted into another currency for a period of time.

2.2 EXCHANGE RATE MECHANISM

The price of one currency in terms of other currency is known as the exchange rate.

“Foreign Exchange” refers to money denominated in the currency of another nation or a group of nations. Any person who exchanges money denominated in his own nation’s currency for money denominated in another nation’s currency acquires foreign exchange. 

This holds true whether the amount of the transaction is equal to a few rupees or to billions of rupees; whether the person involved is a tourist cashing a travelers’ cheque or an investor exchanging hundreds of millions of rupees for the acquisition of a foreign company; and whether the form of money being acquired is foreign currency notes, foreign currency-denominated bank deposits, or other short-term claims denominated in foreign currency.

A foreign exchange transaction is still a shift of funds or short-term financial claims from one country and currency to another. Thus, within India, any money denominated in any currency other than the Indian Rupees (INR) is, broadly speaking, “foreign exchange.” Foreign Exchange can be cash, funds available on credit cards and debit cards, travelers’ cheques, bank deposits, or other short-term claims. It is still “foreign exchange” if it is a short-term negotiable financial claim denominated in a currency other than INR. 
Almost every nation has its own national currency or monetary unit - Rupee, US Dollar, Peso etc. - used for making and receiving payments within its own borders. But foreign currencies are usually needed for payments across national borders. Thus, in any nation whose residents conduct business abroad or engage in financial transactions with persons in other countries, there must be a mechanism for providing access to foreign currencies, so that payments can be made in a form acceptable to foreigners. In other words, there is need for “foreign exchange” transactions—exchange of one currency for another.

DETERMINATION OF EXCHANGE RATES
The market price is determined by the interaction of buyers and sellers in that market, and a market exchange rate between two currencies is determined by the interaction of the official and private participants in the foreign exchange rate market. For a currency with an exchange rate that is fixed, or set by the monetary authorities, the central bank or another official body is a participant in the market, standing ready to buy or sell the currency as necessary to maintain the authorized pegged rate or range. But in countries like the United States, which follows a complete free floating regime, the authorities are not known to intervene in the foreign exchange market on a continuous basis to influence the exchange rate. The market participation is made up of individuals, non-financial firms, banks, official bodies, and other private institutions from all over the world that are buying and selling US Dollars at that particular time. 
2.3 MAJOR CURRENCIES OF THE WORLD

The US Dollar is by far the most widely traded currency. In part, the widespread use of the US Dollar reflects its substantial international role as “investment” currency in many capital markets, “reserve” currency held by many central banks, “transaction” currency in many international commodity markets, “invoice” currency in many contracts, and “intervention” currency employed by monetary authorities in market operations to influence their own exchange rates.
Other Major Currencies include:
The Euro

Like the US Dollar, the Euro has a strong international presence and over the years has emerged as a premier currency, second only to the US Dollar.

The Japanese Yen
The Japanese Yen is the third most traded currency in the world. It has a much smaller international presence than the US Dollar or the Euro. The Yen is very liquid around the world, practically around the clock.

The British Pound

Until the end of World War II, the Pound was the currency of reference. The nickname Cable is derived from the telegrams used to update the GBP/USD rates across the Atlantic. The currency is heavily traded against the Euro and the US Dollar, but it has a spotty presence against other currencies. The two-year bout with the Exchange Rate Mechanism, between 1990 and 1992, had a soothing effect on the British Pound, as it generally had to follow the Deutsche Mark's fluctuations, but the crisis conditions that precipitated the pound's withdrawal from the Exchange Rate Mechanism had a psychological effect on the currency.

The Swiss Franc

The Swiss Franc is the only currency of a major European country that belongs neither to the European Monetary Union nor to the G-7 countries. Although the Swiss economy is relatively small, the Swiss Franc is one of the major currencies, closely resembling the strength and quality of the Swiss economy and finance.

Switzerland has a very close economic relationship with Germany, and thus to the Euro zone. Typically, it is believed that the Swiss Franc is a stable currency. Actually, from a foreign exchange point of view, the Swiss Franc closely resembles the patterns of the Euro, but lacks its liquidity.
2.4 OVERVIEW OF INTERNATIONAL CURRENCY MARKETS

During the past quarter century, the concept of a 24-hour market has become a reality. Somewhere on the planet, financial centre are open for business; banks and other institutions are trading the US Dollar and other currencies every hour of the day and night, except on weekends. In financial centre around the world, business hours overlap; as some centre close, others open and begin to trade. The foreign exchange market follows the sun around the earth.

Business is heavy when both the US markets and the major European markets are open -that is, when it is morning in New York and afternoon in London. In the New York market, nearly two-thirds of the day’s activity typically takes place in the morning hours. Activity normally becomes very slow in New York in the mid-to late afternoon, after European markets have closed and before the Tokyo, Hong Kong, and Singapore markets have opened. Given this uneven flow of business around the clock, market participants often will respond less aggressively to an exchange rate development that occurs at a relatively inactive time of day, and will wait to see whether the development is confirmed when the major markets open. Some institutions pay little attention to developments in less active markets. Nonetheless, the 24-hour market does provide a continuous “real-time” market

2.5 ECONOMIC VARIABLES IMPACTING EXCHANGE RATE MOVEMENTS
Various economic variables impact the movement in exchange rates. Interest rates, inflation figures, GDP are the main variables; however other economic indicators that provide direction regarding the state of the economy also have a significant impact on the movement of a currency. These would include employment reports, balance of payment figures, manufacturing indices, consumer prices and retail sales amongst others. Indicators which suggest that the economy is strengthening are positively correlated with a strong currency and would result in the currency strengthening and vice versa. Currency trader should be aware of government policies and the central bank stance as indicated by them from time to time, either by policy action or market intervention. Government structures its policies in a manner such that its long term objectives on employment and growth are met. In trying to achieve these objectives, it sometimes has to work around the economic variables and hence policy directives and the economic variables are entwined and have an impact on exchange rate movements. Inflation and interest rates are opposites. In order to reduce inflation, which reduces the purchasing power of money, often the policy of high interest rate is followed but such a policy hinders growth therefore a policy to balance inflation and interest rates is considered ideal and the perception of the success of such a policy by the participants in the foreign exchange market will impact the movement and direction of the currency. 
CH 3: INTRODUCTION TO DERIVATIVES
“By far the most significant event in finance during the past decade has been the extraordinary development and expansion of    financial derivatives…These instruments enhances the ability to differentiate risk and allocate it to those investors most able and willing to take it- a process that has undoubtedly improved national productivity growth and standards of livings.”                                                                                                    

Alan Greenspan, Former Chairman.  US Federal Reserve Bank

3.1 DEFINITION OF “DERIVATIVES”
In the Indian context the Securities Contracts (Regulation) Act, 1956 [SC(R)A] defines "derivative" to include-

1. A security derived from a debt instrument, share, loan whether secured or unsecured, risk instrument or contract for differences or any other form of security.

2. A contract which derives its value from the prices, or index of prices, of underlying securities.

Derivatives are financial contracts, or financial instruments, whose prices are derived from the price of something else (known as the underlying). The underlying price on which a derivative can be based is that of an asset (e.g. commodities, equities, residential mortgages, commercial real estate, loans, bonds), an index (e.g. interest, exchange rates, stock market indices consumer price index (CPI) — see inflation derivatives), or other items. Credit derivatives are based on loans, bonds or other forms of credit. It is in its most basic form simply a contract between two parties to exchange value based on the action of a real good or service. Typically, the seller receives money in exchange for an agreement to purchase or sell some good or service at some specified future date. These contracts are legally binding agreements, made on the trading screen of stock exchanges, to buy or sell an asset in future.  

A very simple example of derivatives is curd, which is derivative of milk.

The price of curd depends upon the price of milk which in turn depends upon the demand and supply of milk.

The Underlying Securities for Derivatives are:  

· Commodities: Castor seed, Grain, Pepper, Potatoes, etc.
· Precious Metal : Gold, Silver
· Stock Index Value : NSE Nifty
· Currency ; exchange rate

3.2 TYPES OF FINANCIAL DERIVATIVES

In the simple form, the derivatives can be classified into different categories which are shown below:
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One form of classification of derivative instruments is between commodity derivatives and financial derivatives.  The basic difference between these is the nature of the underlying instrument or assets.  In commodity derivatives, the underlying instrument is commodity which may be wheat, cotton, pepper, sugar, jute, turmeric, corn, crude oil, natural gas, gold, silver and so on.  In financial derivative, the underlying instrument may be treasury bills, stocks, bonds, foreign exchange, stock index, cost of living index etc.  It is to be noted that financial derivative is fairly standard and there are no quality issues whereas in commodity derivative, the quality may be the underlying matters.
Another way of classifying the financial derivatives is into basic and complex.  In this, forward contracts, futures contracts and option contracts have been included in the basic derivatives whereas swaps and other complex derivatives are taken into complex category because they are built up from either forwards/futures or options contracts, or both.  In fact, such derivatives are effectively derivatives of derivatives.
DERIVATIVES TRADING FORUM

· EXCHANGE TRADED

· OTC

OVER THE COUNTER

Over-the-counter (OTC) derivatives are contracts that are traded (and privately negotiated) directly between two parties, without going through an exchange or other intermediary. Products such as swaps, forward rate agreements, and exotic options are almost always traded in this way. The OTC derivative market is the largest market for derivatives, and is largely unregulated with respect to disclosure of information between the parties, since the OTC market is made up of banks and other highly sophisticated parties, such as hedge funds. Reporting of OTC amounts are difficult because trades can occur in private, without activity being visible on any exchange. According to the Bank for International Settlements, the total outstanding notional amount is $684 trillion (as of June 2008). Of this total notional amount, 67% are interest rate contracts, 8% are credit default swaps (CDS), 9% are foreign exchange contracts, 2% are commodity contracts, 1% are equity contracts, and 12% are other. Because OTC derivatives are not traded on an exchange, there is no central counterparty. Therefore, they are subject to counterparty risk, like an ordinary contract, since each counterparty relies on the other to perform.

EXCHANGE TRADED

Exchange-traded derivatives (ETD) are those derivatives products that are traded via specialized derivatives exchanges or other exchanges. A derivatives exchange acts as an intermediary to all related transactions, and takes Initial margin from both sides of the trade to act as a guarantee. The world's largest[3] derivatives exchanges (by number of transactions) are the Korea Exchange (which lists KOSPIIndex Futures & Options), Eurex (which lists a wide range of European products such as interest rate & index products), and CME Group(made up of the 2007 merger of the Chicago Mercantile Exchange and the Chicago Board of Trade and the 2008 acquisition of the New York Mercantile Exchange). According to BIS, the combined turnover in the world's derivatives exchanges totaled USD 344 trillion during Q4 2005. Some types of derivative instruments also may trade on traditional exchanges. For instance, hybrid instruments such as convertible bonds and/or convertible preferred may be listed on stock or bond exchanges. Also, warrants (or "rights") may be listed on equity exchanges. Performance Rights, Cash xPRTs and various other instruments that essentially consist of a complex set of options bundled into a simple package are routinely listed on equity exchanges. Like other derivatives, these publicly traded derivatives provide investors access to risk/reward and volatility characteristics that, while related to an underlying commodity, nonetheless are distinctive.

3.3 DERIVATIVES MARKET IN INDIA

The first step towards introduction of derivatives trading in India was the promulgation of the Securities Laws (Amendment) Ordinance, 1995, which withdrew the prohibition on options in securities. SEBI set up a 24 – member committee under the chairmanship of Dr. L.C. Gupta on November 18, 1996 to develop appropriate regulatory framework for derivatives trading in India, submitted its report on March 17, 1998. The committee recommended that the derivatives should be declared as ‘securities’ so that regulatory framework applicable to trading of ‘securities’ could also govern trading of derivatives. To begin with, SEBI approved trading in index futures contracts based on S&P CNX Nifty and BSE-30 (Sensex) index.  The trading in index options commenced in June 2001 and the trading in options on individual securities commenced in July 2001. Futures contracts on individual stocks were launched in November 2001.
Derivative Markets today
· The prohibition on options in SCRA was removed in 1995. Foreign currency options in currency pairs other than Rupee were the first options permitted by RBI.

· The Reserve Bank of India has permitted options, interest rate swaps, currency swaps and other risk reductions OTC derivative products.

· Besides the Forward market in currencies has been a vibrant market in India for several decades.

· In addition the Forward Markets Commission has allowed the setting up of commodities futures exchanges. Today we have 18 commodities exchanges most of which trade futures. e.g. The Indian Pepper and Spice Traders Association (IPSTA) and the Coffee Owners Futures Exchange of India (COFEI).

· In 2000 an amendment to the SCRA expanded the definition of securities to included Derivatives thereby enabling stock exchanges to trade derivative products.

· The year 2000 will herald the introduction of exchange traded equity derivatives in India for the first time.

· In the year 2008, NSE introduced the Currency derivatives market on the Indian platform.

CH 4 CURRENCY DERIVATIVES
Currency Derivatives are financial contracts, or financial instruments, whose prices are derived from the price of the currency i.e. foreign exchange 
4.1 INTRODUCTION TO CURRENCY DERIVATIVES

Devoid of jargon, currency derivatives can be described as contracts between the sellers and buyers, whose values are to be derived from the underlying assets, the currency amounts. These are basically risk management tools in forex and money markets used for hedging risks and act as insurance against unforeseen and unpredictable currency and interest rate movements. Any individual or corporate expecting to receive or pay certain amounts in foreign currencies at future date can use these products to opt for a fixed rate - at which the currencies can be exchanged now itself. Risks arising out of borrowings, in foreign currency, due to currency rate and interest rate movements can be contained. If receivables or payments or are denominated or to be incurred in multiple currencies, derivatives can be used for matching the inflows and outflows.
4.2 HISTORY OF CURRENCY DERIVATIVES
Currency futures were first created at the Chicago Mercantile Exchange (CME) in 1972.The contracts were created under the guidance and leadership of Leo Melamed, CME Chairman Emeritus. The Chicago Mercantile Exchange (CME) created FX futures, the first ever financial futures contracts, in 1972.

The FX contract capitalized on the U.S. abandonment of the Bretton Woods agreement, which had fixed world exchange rates to a gold standard after World War II. The abandonment of the Bretton Woods agreement resulted in currency values being allowed to float, increasing the risk of doing business. By creating another type of market in which futures could be traded, CME currency futures extended the reach of risk management beyond commodities, which were the main derivative contracts traded at CME until then. The concept of currency futures at CME was revolutionary, and gained credibility through endorsement of Nobel-prize-winning economist Milton Friedman. 

Today, CME offers 41 individual FX futures and 31 options contracts on 19 currencies, all of which trade electronically on the exchange’s CME Globex platform. It is the largest regulated marketplace for FX trading. Traders of CME FX futures are a diverse group that includes multinational corporations, hedge funds, commercial banks, investment banks, financial managers, commodity trading advisors (CTAs), proprietary trading firms, currency overlay managers and individual investors. They trade in order to transact business, hedge against unfavorable changes in currency rates, or to speculate on rate fluctuations.

4.3 FOREIGN EXCHANGE MARKET IN INDIA

During the early 1990s, India embarked on a series of structural reforms in the foreign exchange market. The exchange rate regime, that was earlier pegged, was partially floated in March 1992 and fully floated in March 1993. The unification of the exchange rate was instrumental in developing a market-determined exchange rate of the rupee and was an important step in the progress towards total current account convertibility, which was achieved in August 1994.

Although liberalization helped the Indian forex market in various ways, it led to extensive fluctuations of exchange rate. This issue has attracted a great deal of concern from policy-makers and investors. While some flexibility in foreign exchange markets and exchange rate determination is desirable, excessive volatility can have an adverse impact on price discovery, export performance, sustainability of current account balance, and balance sheets. In the context of upgrading Indian foreign exchange market to international standards, a well- developed foreign exchange derivative market (both OTC as well as Exchange-traded) is imperative. With a view to enable entities to manage volatility in the currency market, RBI on April 20, 2007 issued comprehensive guidelines on the usage of foreign currency forwards, swaps and options in the OTC market. At the same time, RBI also set up an Internal Working Group to explore the advantages of introducing currency futures. The Report of the Internal Working Group of RBI submitted in April 2008, recommended the introduction of Exchange Traded Currency Futures. Subsequently, RBI and SEBI jointly constituted a Standing Technical Committee to analyze the Currency Forward and Future market around the world and lay down the guidelines to introduce Exchange Traded Currency Futures in the Indian market. The Committee submitted its report on May 29, 2008. Further RBI and SEBI also issued circulars in this regard on August 06, 2008.

Currently, India is a USD 34 billion OTC market, where all the major currencies like USD, EURO, YEN, Pound, Swiss Franc etc. are traded. With the help of electronic trading and efficient risk management systems, Exchange Traded Currency Futures will bring in more transparency and efficiency in price discovery, eliminate counterparty credit risk, provide access to all types of market participants, offer standardized products and provide transparent trading platform. Banks are also allowed to become members of this segment on the Exchange, thereby providing them with a new opportunity. 
4.4 CURRENCY DERIVATIVES PRODUCT

Derivative contracts have several variants.  The most common variants are forwards, futures, options and swaps.  We take a brief look at various derivatives contracts that have come to be used.

4.4.1 FORWARD: 

The basic objective of a forward market in any underlying asset is to fix a price for a contract to be carried through on the future agreed date and is intended to free both A forward contract is customized contract between two entities, where settlement takes place on a specific date in the future at today’s pre-agreed price.  The exchange rate is fixed at the time the contract is entered into.  This is known as forward exchange rate or simply forward rate.

4.4.2 FUTURE:
A currency futures contract provides a simultaneous right and obligation to buy and sell a particular currency at a specified future date, a specified price and a standard quantity.  In another word, a future contract is an agreement between two parties to buy or sell an asset at a certain time in the future at a certain price.  Future contracts are special types of forward contracts in the sense that they are standardized exchange-traded contracts.

4.4.3 SWAP: 

Swap is private agreements between two parties to exchange cash flows in the future according to a prearranged formula.  They can be regarded as portfolio of forward contracts. The currency swap entails swapping both principal and interest between the parties, with the cash flows in one direction being in a different currency than those in the opposite direction. There are a various types of currency swaps like as fixed-to-fixed currency swap, floating to floating swap, fixed to floating currency swap. In a swap normally three basic steps are involve

(1) Initial exchange of principal amount
(2) Ongoing exchange of interest
(3) Re - exchange of principal amount on maturity.

4.4.4 OPTIONS: 

Currency option is a financial instrument that give the option holder a right and not the obligation, to buy or sell a given amount of foreign exchange at a fixed price per unit for a specified time period ( until the expiration date ).  In other words, a foreign currency option is a contract for future delivery of a specified currency in exchange for another in which buyer of the option has to right to buy (call) or sell (put) a particular currency at an agreed price for or within specified period.  The seller of the option gets the premium from the buyer of the option for the obligation undertaken in the contract. Options generally have lives of up to one year; the majority of options traded on options exchanges having a maximum maturity of nine months.  Longer dated options are called warrants and are generally traded OTC.
4.5 CURRENCY FUTURES
A futures contract is a standardized contract, traded on an exchange, to buy or sell a certain underlying asset or an instrument at a certain date in the future, at a specified price. When the underlying asset is a commodity, e.g. Oil or Wheat, the contract is termed a “commodity futures contract”. When the underlying is an exchange rate, the contract is termed a “currency futures contract”.

In other words, it is an agreement between two parties to buy or sell a standard quantity of currency at a certain time in future at a predetermined price on the floor of an organized futures exchange.

Therefore, the buyer and the seller lock themselves into an exchange rate for a specific value or delivery date. Both parties of the futures contract must fulfill their obligations on the settlement date.

Currency futures can be cash settled or settled by delivering the respective obligation of the seller and buyer. All settlements however, unlike in the case of OTC markets, go through the exchange.

4.5.1 INTRODUCTION OF CURRENCY FUTURES IN INDIA

In a landmark development, NSE introduced the INDIA’S first exchange traded Indian Rupee currency futures contract on August 29, 2008.

The exchange recorded a volume of $65.74 million (Rs 298.86 crore) in a total of 65,743 contracts on the first day of trading. The rupee opened at Rs 44.25 against a dollar and ended at Rs 44.02 before touching intra-day high of Rs 45.           

The Indian exchanges has only started trading in the Currency Futures contracts for the currency pair of USD/INR. The other derivative products are so far only offered on the Over – the – Counter market in India.
4.5.2 OTC V/S FUTURES

	 
	OTC MARKET
	CURRENCY FUTURES

	CONTRACTS
	 Customized
	 Standard

	ACCESSIBILITY
	 Low 
	 High

	UNDERLYING EXPOSURE
	 Required
	 Not Required

	PRICE TRANSPARENCY
	 Low
	 High

	LIQUIDITY
	 Subject to Credit Limits
	 High

	COUNTERPARTY RISK
	 Yes 
	 Mitigated through Clearing Corporation

	SETTLEMENT
	 Physical Delivery 
	 Net settled in INR


Advantages of Futures:

· Transparency and efficient price discovery. The market brings together divergent categories of buyers and sellers.
· Elimination of Counterparty credit risk.
· Access to all types of market participants. (Currently, in the Foreign Exchange OTC markets one side of the transaction has to compulsorily be an Authorized Dealer – i.e. Bank).
· Standardized products. 
· Transparent trading platform.
Limitations of Futures:

· The benefit of standardization which often leads to improving liquidity in futures, works against this product when a client needs to hedge a specific amount to a date for which there is no standard contract

· While margining and daily settlement is a prudent risk management policy, some clients may prefer not to incur this cost in favor of OTC forwards, where collateral is usually not demanded

Ch 5 STRATEGIES USING CURRENCY FUTURES
The various strategies in Currency futures are
· Hedging
· Speculation

· Arbitrage

· Trading in Spreads

5.1 Hedging:
Hedging means taking a position in the future market that is opposite to a position in the physical market with a view to reduce or limit risk associated with unpredictable changes in exchange rate.

A hedger has an Overall Portfolio (OP) composed of (at least) 2 positions:

1. Underlying position

2. Hedging position with negative correlation with underlying position 

Value of OP = Underlying position + Hedging position; and in case of a Perfect hedge, the Value of the OP is insensitive to exchange rate (FX) changes.

5.1.1 Types of FX Hedgers using Futures

Long hedge:

• Underlying position: short in the foreign currency

• Hedging position: long in currency futures

Short hedge:

• Underlying position: long in the foreign currency

• Hedging position: short in currency futures
The proper size of the Hedging position

• Basic Approach: Equal hedge

• Modern Approach: Optimal hedge

Equal hedge: In an Equal Hedge, the total value of the futures contracts involved is the same as the value of the spot market position. As an example, a US importer who has an exposure of £ 1 million will go long on 16 contracts assuming a face value of £62,500 per contract.
Therefore in an equal hedge: Size of Underlying position = Size of Hedging position.

Optimal Hedge: An optimal hedge is one where the changes in the spot prices are negatively correlated with the changes in the futures prices and perfectly offset each other. This can generally be described as an equal hedge, except when the spot-future basis relationship changes. An Optimal Hedge is a hedging strategy which yields the highest level of utility to the hedger.
Illustration 5.1:  An oil refiner exporter having receivables of USD 80,000 on 30th Nov is exposed to the risk of Dollar depreciation.    
	
	Spot
	30Nov Futures

	Today
	47.35
	47.75
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· Sell 80 USD/INR Future contracts of 30 Nov at 47.75. (47.75*500000 =  2387500)

· Now on 30th November the dollar might have appreciated or depreciated. Assuming both the situations :
	Dollar Appreciated (30 Nov)
	Dollar Depreciated (30 Nov)

	USD/INR Spot : 48
         Nov Futures : 48.15
	USD/INR Spot : 47
         Nov Futures : 47.15  

	Buy Future contract: 48.15
Profit/ loss =  (47.75 – 48.15) * 80000

            Loss =  32000 Rs
	Buy Futures contract : 47.15
Profit / loss = (47.75 – 47.15) * 80000

         Profit = 32000 Rs

	Receivables in Spot = 3840000
	Receivables in Spot = 3760000

	Net Receivables = (3840000 - 32000)


 =  3808000
	Net Receivables = (3760000 + 32000)

                          =  3792000


So if rupee moves either way corporate is hedged against currency fluctuation. 
Receivables not hedged
In case the exporter didn’t hedge his receivables and kept his position open then the consequences would be
	Dollar Appreciated (30 Nov)
	Dollar Depreciated (30 Nov)

	USD/INR Spot : 48
	USD/INR Spot : 47

	Receivables in Spot = 3840000
	Receivables in Spot = 3760000

	Profit = (48 – 47.75) * 80000
          = 20000
	Loss = ( 47 – 47.75) * 80000
        =  60000


Thus if the exporter didn’t hedge his position, he would gain in case of dollar appreciation but would incur more losses in case of rupee appreciation. Hence, it is always advisable to hedge the foreign exchange risks.


The exporters are faced with risk of Rupee appreciation and importers are faced with that of Dollar appreciation. So they hedge their risk by taking the opposite position in the futures market and restrict their losses. 

The various types of hedging strategies are:
· Long Futures Hedge exposed to risk of strengthening USD (importers)

· Short Futures Hedge exposed to risk of weakening USD (exporters)

· Retail Hedging - – Remove Forex Risk while Investing Abroad
· Retail Hedging – Remove Forex Risk while Trading in Commodity Market
5.2 SPECULATION IN FUTURES MARKETS

Speculators play a vital role in the futures markets. Futures are designed primarily to assist hedgers in managing their exposure to price risk; however, this would not be possible without the participation of speculators. Speculators, or traders, assume the price risk that hedgers attempt to lay off in the markets. In other words, hedgers often depend on speculators to take the other side of their trades (i.e. act as counter party) and to add depth and liquidity to the markets that are vital for the functioning of a futures market. The speculators therefore have a big hand in making the market. Speculation is not similar to manipulation. A manipulator tries to push prices in the reverse direction of the market equilibrium while the speculator forecasts the movement in prices and this effort eventually brings the prices closer to the market equilibrium. If the speculators do not adhere to the relevant fundamental factors of the spot market, they would not survive since their correlation with the underlying spot market would be nonexistent.

Based on his forecast, a speculator would like to make gains by taking long /short positions in derivatives

5.2.1 LONG POSITION IN FUTURES

Long position in a currency futures contract without any exposure in the cash market is called a speculative position. Long position in futures for speculative purpose means buying futures contract in anticipation of strengthening of the exchange rate (which actually means buy the base currency (USD) and sell the terms currency (INR) and you want the base currency to raise in value and then you would sell it back at a higher price). If the exchange rate strengthens before the expiry of the contract then the trader makes a profit on squaring off the position, and if the exchange rate weakens then the trader makes a loss.
USD/INR 29th Sept Contract        : 43.90

· Current   

                     
  : INR to depreciate

· Position in Futures                           : Buy USD/INR future contract

· Position at maturity  (29 Sep 08)     : 44.00

· Profit/ Loss                                       : Profit Rs. 100 on 1 contract

5.2.2 SHORT POSITION IN FUTURES

Short position in a currency futures contract without any exposure in the cash market is called a speculative transaction. Short position in futures for speculative purposes means selling a futures contract in anticipation of decline in the exchange rate (which actually means sell the base currency (USD) and buy the terms currency (INR) and you want the base currency to fall in value and then you would buy it back at a lower price). If the exchange rate weakens before the expiry of the contract, then the trader makes a profit on squaring off the position, and if the exchange rate strengthens then the trader makes loss.

USD/INR 29th Sept Contract        : 43.90

· Current   

                        : USD to depreciate

· Position in Futures                           : Sell USD/INR future contract

· Position at maturity  (29 Sep 08)     : 43

· Profit/ Loss                                       : Profit Rs. 900 on 1 contract
5.3 ARBITRAGE
Arbitrage means locking in a profit by simultaneously entering into transactions in two or more markets. If the relation between forward prices (OTC market) and futures prices (exchange market) differs, it gives rise to arbitrage opportunities. Difference in the equilibrium prices determined by the demand and supply at two different markets also gives opportunities to arbitrage. 

Illustration 5.2 – Let’s say the spot rate for USD/INR is quoted @ Rs. 44.325 and one month forward is quoted at 3 paisa premium to spot @ 44.3550 while at the same time one month currency futures is trading @ Rs. 44.4625. An active arbitrager realizes that there is an arbitrage opportunity as the one month futures price is more than the one month forward price. He implements the arbitrage trade where he;

· Sells in futures @ 44.4625 levels (1 month)

· Buys in forward @ 44.3250 + 3 paisa premium = 44.3550 (1 month) with the same term period

· On the date of future expiry he buys in forward and delivers the same on exchange platform

· In a process, he makes a Net Gain of 44.4625-44.3550 = 0.1075 i.e. Approx 11 Paisa arbitrage

· Profit per contract = 107.50 (0.1075x1000)

Observation – The discrepancies in the prices between the two markets have given an opportunity to implement a lower risk arbitrage. As more and more market players will realize this opportunity, they may also implement the arbitrage strategy and in the process will enable market to come to a level of equilibrium.

5.4 TRADING SPREADS USING CURRENCY FUTURES

Spread refers to difference in prices of two futures contracts. A good understanding of spread relation in terms of pair spread is essential to earn profit. Considerable knowledge of a particular currency pair is also necessary to enable the trader to use spread trading strategy.

Spread movement is based on following factors:

· Interest Rate Differentials
· Liquidity in Banking System
· Monetary Policy Decisions (Repo, Reverse Repo and CRR)
· Inflation

Intra-Currency Pair Spread: An intra-currency pair spread consists of one long futures and one short futures contract. Both have the same underlying but different maturities.

Inter-Currency Pair Spread: An inter–currency pair spread is a long-short position in futures on different underlying currency pairs. Both typically have the same maturity.
Illustration 5.3: A person is an active trader in the currency futures market. In September 2008, he gets an opportunity for spread trading in currency futures. He is of the view that in the current environment of high inflation and high interest rate the premium will move higher and hence USD will appreciate far more than the indication in the current quotes, i.e. spread will widen. On the basis of his views, he decides to buy December currency futures at 47.00 and at the same time sell October futures contract at 46.80; the spread between the two contracts is 0.20. 

Let’s say after 30 days the spread widens as per his expectation and now the October futures contract is trading at 46.90 and December futures contract is trading at 47.25, the spread now stands at 0.35. He decides to square off his position making a gain of Rs. 150 (0.35 – 0.20 = 0.15 x $1000) per contract.

Ch 6 Trading in Currency Futures
6.1 NSE MARKET PRICE WATCH
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6.2 CURRENCY FUTURE CONTRACT SPECIFICATIONS
	SYMBOL
	USDINR

	UNIT 
	1 ( 1 Unit denotes 1000 USD)

	UNDERLYING
	INR/USD Exchange Rate

	TICK SIZE
	Rs. 0.25Paise or INR 0.0025

	TRADING HOURS
	Monday to Friday

9:00 a.m. to 5:00 p.m.

	CONTRACT TRADING CYCLE
	12 Month Trading Cycle

	LAST TRADING DAY
	2 Working days prior to the last business day of the expiry month at 12 noon

	MINIMUM INITIAL MARGIN 
	4% as of now

	CALENDAR SPREAD
	Rs. 250/-  per contract for all months of spread

	SETTLEMENT
	Daily Settlement: T+1

Final Settlement: T+2

	MODE OF SETTLEMENT
	Cash Settled In Indian Rupees

	DAILY SETTLEMENT PRICE
	Calculated on the basis of last half an hour weighted average price.

	FINAL SETTLEMENT PRICE
	RBI Reference Rate


6.2.1 UNIT 

The contract size of each currency futures contract is 1000 USD

6.2.2 UNDERLYING  

The underlying of the currency derivatives is USD/INR spot exchange rates

6.2.3 TICK SIZE 

A tick is the minimum trading increment or price differential at which traders are able to enter bids and offers. Tick values differ for different currency pairs and different underlying. In the case of the USD-INR currency futures contract the tick size is 0.25 paise or 0.0025 Rupees. 

To demonstrate how a move of one tick affects the price, imagine a trader buys 1 currency future contract at Rs.42.2500. One tick move on this contract will translate to Rs.42.2475 or Rs.42.2525 depending on the direction of market movement.

The value of one tick on each contract is Rupees 2.50. (Tick size = 0.0025 rupees * 1000)

 So if a trader buys 5 contracts and the price moves up by 4 tick, she makes Rupees 50.

Step 1:42.2600 – 42.2500

Step 2:4 ticks * 5 contracts = 20 points

Step 3:20 points * Rupees 2.5 per tick = Rupees 50

6.2.4 CONTRACT TRADING CYCLE:

The contract expiry is fixed in case of currency futures.  The exchange provides contracts with 12 month trading cycle. There are in all 12 currency futures contract provided by the exchange, with expiry in different months.

E.g. One 1st June 2009, a trader can enter into any of the following 12 contracts:-

1. Expiring in the end of June 2009

2. Expiring in the end of July 2009

3. Expiring in the end of August 2009

4. Expiring in the end of September 2009

5. Expiring in the end of October 2009

6. Expiring in the end of November 2009

7. Expiring in the end of December 2009

8. Expiring in the end of January 2010

9. Expiring in the end of February2010

10. Expiring in the end of March 2010

11. Expiring in the end of April 2010

12. Expiring in the end of May 2010

The longer the duration of the contract, higher the premium is charged on the contracts. 

6.2.5 LAST TRADING DAY 

The last trading day for the futures contract is 2 working days prior to the last business day of the expiry month of the contract. Fro e.g. if the contract expires in June 2009, the last trading day would be 2 working days prior to 30 June, Tuesday (last business day). Hence the last trading day would be 26th June 2009, Friday as Saturday and Sunday are not working days.  

6.2.6 CALENDAR SPREAD
Calendar Spreads refers to difference in prices of two futures contracts. Calendar spread in currency futures is the difference between the prices of two currency futures contracts with different expiry months but with same underlying currency pair.

Spread movement is based on following factors:

· Interest Rate Differentials
· Liquidity in Banking System
· Monetary Policy Decisions (Repo, Reverse Repo and CRR)
· Inflation

An intra-currency pair spread consists of one long futures and one short futures contract. Both have the same underlying but different maturities.

Example 6.1: A person is an active trader in the currency futures market. In September 2008, he gets an opportunity for spread trading in currency futures. He is of the view that in the current environment of high inflation and high interest rate the premium will move higher and hence USD will appreciate far more than the indication in the current quotes, i.e. spread will widen. On the basis of his views, he decides to buy December currency futures at 47.00 and at the same time sell October futures contract at 46.80; the spread between the two contracts is 0.20.

Let’s say after 30 days the spread widens as per his expectation and now the October futures contract is trading at 46.90 and December futures contract is trading at 47.25, the spread now stands at 0.35. He decides to square off his position making a gain of Rs. 150 (0.35 – 0.20 = 0.15 x $1000) per contract.

6.2.7 SETTLEMENT

Currency futures contracts have two types of settlements, the MTM settlement which happens on a continuous basis at the end of each day, and the final settlement which happens on the last trading day of the futures contract.
6.2.7.1 Mark-to-Market settlement (MTM Settlement):

All futures contracts for each member are marked to market to the daily settlement price of the relevant futures contract at the end of each day. The profits/losses are computed as the difference between:

1. The trade price and the day's settlement price for contracts executed during the day but not squared up.

2. The previous day's settlement price and the current day's settlement price for brought forward contracts.

3. The buy price and the sell price for contracts executed during the day and squared up.

After completion of daily settlement computation, all the open positions are reset to the daily settlement price. Such positions become the open positions for the next day.

6.2.7.2 Final settlement for futures

On the last trading day of the futures contracts, after the close of trading hours, the Clearing Corporation marks all positions of a CM to the final settlement price and the resulting profit/loss is settled in cash. Final settlement loss/profit amount is debited/ credited to the relevant CM's clearing bank account on T+2 working day following last trading day of the contract (Contract expiry Day).
6.2.8 SETTLEMENT PRICE
Daily settlement price on a trading day is the closing price of the respective futures contracts on such day. The closing price for a futures contract is currently calculated as the last half an hour weighted average price of the contract in the Currency Derivatives Segment of the Exchange. The final settlement price is the RBI reference rate for the last trading day of the futures contract. All open positions shall be marked to market on the final settlement price. Such marked to market profit / loss shall be paid to / received from clearing members. 

6.3 DEALING OF CURRENCY FUTURES ORDER 
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Snapshot of the dealers’ terminal of Currency Derivatives (NSE – NEAT)

6.3.1 TYPES OF ORDERS

The system allows the trading members to enter orders with various conditions attached to them as per their requirements. These conditions are broadly divided into the following categories:

• Time conditions

• Price conditions

• Other conditions

Several combinations of the above are allowed thereby providing enormous flexibility to the users. The order types and conditions are summarized below.

· Time conditions

· Day order: A day order, as the name suggests is an order which is valid for the day on which it is entered. If the order is not executed during the day, the system cancels the order automatically at the end of the day.
· Immediate or Cancel (IOC): An IOC order allows the user to buy or sell a contract as soon as the order is released into the system, failing which the order is cancelled from the system. Partial match is possible for the order, and the unmatched portion of the order is cancelled immediately.
· Price condition
· Market price: Market orders are orders for which no price is specified at the time the order is entered (i.e. price is market price). For such orders, the trading system determines the price.
·  Limit price: An order to a broker to buy a specified quantity of a security at or below a specified price or to sell it at or above a specified price (called the limit price). This ensures that a person will never pay more for the futures contract than whatever price is set as his/her limit. It is also the price of orders after triggering from stop-loss book.
· Stop-loss: This facility allows the user to release an order into the system, after the market price of the security reaches or crosses a threshold price e.g. if for stop-loss buy order, the trigger is Rs. 42.0025, the limit price is Rs. 42.2575 , then this order is released into the system once the market price reaches or exceeds Rs. 42.0025. This order is added to the regular lot book with time of triggering as the time stamp, as a limit order of Rs. 42.2575. Thus, for the stop loss buy order, the trigger price has to be less than the limit price and for the stop-loss sell order; the trigger price has to be greater than the limit price.
· Other conditions

· Pro: Pro means that the orders are entered on the trading member's own account.
· Cli: Cli means that the trading member enters the orders on behalf of a client.

CH 7 RESEARCH ANALYSIS
The USD/INR pair is influenced by various economic, political, health & social issues of the country as well as globally. 
7.1 Local factors affecting the currency pair:

· Economic Factors

· Movement of the stock market 

The stock market indices i.e. Sensex and Nifty have a very strong negative correlation with the USD/INR pair. When the Indian stock market are bullish, the rupee appreciates and hence the USD/INR pair becomes bearish.

The most recent indicator of the correlation is:

On the 21st May 2009, Sensex hit upper circuit and rose by 2100 on Monday. The same day the USD/INR May future which had previous close of 49.56, opened at 48.80 and closed at 47.97. This out rightly shows the affect of the stock markets on the appreciation of the home currency and thereby the negative correlation with the USD/INR pair.
· GDP 

The GDP growth rate also appreciates rupee thereby is negatively correlated with the USD/INR pair. Thus if the GDP rate of India rises then the USD/INR depreciates.

· Inflation 

The Inflation rate has positive correlation with USD/INR pair. The inflation depreciates the value of rupee and thereby makes Dollar stronger vis-à-vis rupee.
· Export – Import 

The exports – imports of the country also determines the value of its home currency. If the balance of trade of India is positive then the value of rupee appreciates and if it is negative, indicating excess of imports over exports, the rupee depreciates.

· Other factors
· Interest rate modifications – Negative correlation.
· Sales, production and consumption indices.

· RBI intervention like change in money supply, buying or selling of rupee etc.

· Political Factors

· Elections 

The elections have a very strong effect on the currency of the country. The elections and the formation of new government have strong and long – lasting effects on the currency pair. The correlation between the two can be well explained from the recent election results.

On the 16th May 2009, the UPA government won the elections with Congress party winning over more than 200 seats. The UPA government got hold of 262 seats and thus came up as a very desirable government. The Stock markets also factored in the strong positive effect on the next working day i.e. 18th May 2009 and the Sensex hit double upper circuit. On the same day, even the rupee appreciated greatly in the spot market and thereby in the futures market. The USD/INR May2009 futures contract which was available at Rs. 49.56 a day before depreciated greatly and closed at Rs. 47.97on Monday, 18th May 2009.

The reasons of such a positive effect on rupee due to the UPA Govt:

1. It came up as very stable government with 262 seats. Thus the risk of instability narrowed down.
2. The Congress government has foreign policies which would be very beneficial for India.

3. The stability in Govt. and the foreign policies would encourage the foreign investors to invest in the Indian market.

4. This would set a stage for stability in the country and a launch pad for more economic reforms and further market liberalization.

5. The Congress would push reforms to lift sagging. 

6. Due to the above factor there would be huge inflows in the country which would appreciate the value of Rupee and thereby depreciate the Dollar as compared to Rupee and depreciate the USD/INR pair. 

· Budget

The financial budget or the anticipation of the budget has very strong effects over the markets as well as the USD/INR pair. The effect can be clearly seen in the recent positive movements in the markets and the downside movement in USD/INR pair in anticipation of a very big good budget.

· Statements by the Finance Minister or Governor
The various press statements given by the Finance Minister about the proposed reforms or future projects also effects the movement of the currency pair. The statements by the Governor in context to the RBI policies or general scenario have strong effects over the USD/INR pair.

· Health and Social Factors
· The outbreak of any disease affects the economy of the country and thereby devalues it home currency. But such effects are very temporary and stay over for a very short span such as couple of days and then it slides off.
· The anti social activities like riots, terrorist attacks etc also has a negative effect on the rupee and appreciates USD/INR pair. Moreover, a series of terrorist attack would have adverse effect on rupee value as it would discourage FII and FDI flows as well as reduce tourism revenue.
7.2 GLOBAL FACTORS AFFECTING THE USD/INR PAIR:

· Economic Factors

· Stock Markets

The movement of the stock markets of United States indices i.e. NASDAQ and Dow Jones has a positive correlation on the USD/INR pair. 
The movements of the stock markets of other countries like Nikkei (Japan) Hang Sang (Hong Kong), FTSE (United Kingdom) also effects the USD/INR pair indirectly as they effect the stock markets of India and USA directly which affects the USD/INR pair movement. 
· GDP 

The GDP growth rate of USA has is positively correlated with the USD/INR pair. Thus if the GDP rate of USA rises then the USD/INR appreciates. The GDP rate of other important countries like UK, China, and Japan etc also affects the pair indirectly.
· Movement of other Currencies

The movement of other currency pair has a major effect on the USD/INR pair. For proper understanding we can take the currency pair of EURO/USD. If that currency pair appreciates, the USD lowers down to EURO and thereby the depreciated value of USD also depreciates the USD/INR pair. Same is the case with different pairs like USD/GBP, USD/JPY etc.

· Interest Rate Modifications
The interest rate modification in USA has a direct effect on the USD/INR pair. If the interest rates are cut down then the USD/INR would depreciate as due to the interest rate cut, the dollar would become cheaper and thereby the value of rupee would increase in front of it.
The interest rate modification in other major countries like UK, Japan, China, and Hong Kong also has an effect on the various currency pairs and thereby on the USD/INR. The logic behind it is that in case if the Bank of London increases the interest rate then the Pound would appreciate over Dollar and thereby, Dollar would devalue over rupee. Hence, the interest rate modifications in countries with important currencies have an indirect effect on the USD/INR pair.

· Crude Oil Prices
The Crude Oil prices also have a strong effect over the Dollar prices and thereby the movement of the USD/INR pair. The recent correlation of the two is negative as when the crude prices rise, the dollar weakens and other visa versa. The USD/INR exchange rate was 54 when crude was Rs.36. 

And today when the crude price is 70, the exchange rate of USD/INR is 48. Thus this indicates a very clear relationship between the two.

· Other Indicators
· Jobless Claims / Unemployment data of USA or UK.

· Producer’s Index of the important countries.

· Consumers’ confidence level of the USA.

· Changes in Money supply in USA as well as other major countries.

· Retail Sales, Wholesale sales indices etc of USA and other major countries.
· Bankruptcy of Big Giants (Banks, Public Companies etc) 

· Currency Rating and future outlook

· IMF and World Bank assessment about various countries’ growth and world growth

· Safe Currency

All the above correlation stands true most of the times. But Dollar & Yen are considered as safe currencies. Thus, when the global economy faces downturn recession, the currencies appreciate in their value to hold on the state of the global economy. This is one of the major reasons that Dollar had appreciated so much during the initial stage of the recession. As the global scenario starts getting better, and the good figures start coming out from the parts of the world, both the currencies are released and brought back to their original levels. Thus, in recent times when the various data for GDP, Jobless claim etc show positive signs for the economy, the USD weakens in order to reach its original level. To support the above argument, we can consider the news article on www.currencyworld.co.in published on the 30th March 2009 that says:
USD, Yen gain on GM bankruptcy

The US dollar and the Japanese yen saw gains Monday as investors looked for safe places to put their cash as equities markets declined and on the possibility that US automaker General Motors (NYSE: GM) could face bankruptcy.

· Political Factors

· Elections and Formation of new Government in USA

The elections and formation of new Government in USA has same kind of effects over the Dollar value as the Indian elections have on Rupee. The Dollar had appreciated over Rupee when, Barack Obama became the president of USA on 20th January 2009 as the results were anticipated to be very fruitful for the nation. On that day, the Dollar rose on opening over rupee to 48.97 against its previous close of 48.65. It closed at 49.93 on the same day.
· Health Factors

· As discussed earlier, the outbreak of any disease devalues the home currency. When swine flu came up as an epidemic in America, the issue had a negative effect over the USD and thus depreciation in the USD/INR was seen. Even the news on the 27 April 2009 on the website www.forextvblog.com had an article stating:

The Mexican Swine Flu take the USD Down
The U.S. dollar fell on Monday to its lowest in a month against the Yen after the World Health Organization raised the pandemic threat level on the swine flu to level five. The U.S. Dollar appeared to be losing ground against all of its major currency counterparts towards the end of last week’s trading. It dropped to one-week lows against its rivals, falling to 1.3300 against the EURO, 1.4750 against the Pound, and 96.65 against the JPY last Friday.
CH 8 RISK MANAGEMENT
8.1 RISK MANAGEMENT MEASURES

Every exchange has a comprehensive risk containment mechanism for the Currency Derivatives segment. The salient features of risk containment mechanism on the Currency Derivatives segment are:

1. The financial soundness of the members is the key to risk management. Therefore, the requirements for membership in terms of capital adequacy (net worth, security deposits) are quite stringent.

2. Upfront initial margin is charged for all the open positions of a Clearing Member. It specifies the initial margin requirements for each futures contract on a daily basis. It also follows a value-at-risk (VaR) based margining through SPAN® (Standard Portfolio Analysis of Risk). The CM in turn collects the initial margin from the TMs and their respective clients.

3. The open positions of the members are marked to market based on contract settlement price for each contract. The difference is settled in cash on a T+1 basis. 
4. The on-line position monitoring system monitors the member open positions and margins on a real-time basis vis-à-vis the deposits provided by the CM or the limits set for the TM by the CM. The online position monitoring system generates alerts whenever the margins of a member reaches the predetermined percentage of the capital deposited by the CM or limits set for the TM by the CM. The Clearing Corporation monitors the CMs for initial margin and extreme loss margin violations, while TMs are monitored for initial margin violation.

5. CMs are provided with a trading terminal for the purpose of monitoring the open positions of all the TMs clearing and settling through them. A CM may set limits for a TM clearing and settling through him. The Clearing Corporation assists the CM to monitor the intra-day limits set up by a CM and whenever a TM exceeds the limits, it stops that particular TM from further trading. 
6. A member is alerted of his position to enable him to adjust his position or bring in additional capital. Margin violations result in withdrawal of trading facility for all TMs of a CM in case of a violation by the CM.

7. Separate settlement guarantee funds for this segment have been created by exchanges.

The most critical component of risk containment mechanism for the Currency Derivatives segment is the margining system and on-line position monitoring. The actual position monitoring and margining is carried out on-line through Exchange Risk Management Systems that use SPAN® (Standard Portfolio Analysis of Risk) methodology, and compute on-line margins, based on the parameters defined by SEBI.

8.2 MARGIN REQUIREMENTS

The initial security deposit paid by a member is considered as his initial margin for the purpose of allowable exposure limits. Initially, every member is allowed to take exposures up to the level permissible on the basis of the initial deposit. However, if a member wishes to create more exposure, he has to deposit additional margins. If there is surplus deposit lying with the Exchanges toward margins, it is not refunded to the member unless a written request is received from the member for refund. However, the member receives additional exposure limit on account of such additional / surplus deposit. In case of receipt of written request for refund of additional deposit, the same may be refunded within 3 working days. 

The different types of margins collected by the Exchanges are as follows:

· Initial Margin

The Initial Margin requirement is based on a worst case loss of a portfolio of an individual client across various scenarios of price changes. The various scenarios of price changes would be so computed so as to cover a 99% Value at Risk (VaR) over a one-day horizon. In order to achieve this, the price scan range is fixed at 3.5 standard deviation. The initial margin so computed would be subject to a minimum of 1.75% on the first day of currency futures trading and 1% thereafter. The initial margin shall be deducted from the liquid net worth of the clearing member on an online, real-time basis. 

· Portfolio Based Margin
The Standard Portfolio Analysis of Risk (SPAN) methodology is adopted to take 
An integrated view of the risk involved in the portfolio of each individual client comprising his positions in futures contracts across different maturities. The client-wise margin is grossed across various clients at the Trading / Clearing Member level. The proprietary positions of the Trading / Clearing Member are treated as that of a client.

· Calendar Spread Margins

A currency futures position at one maturity which is hedged by an offsetting position at a different maturity is treated as a calendar spread. The calendar spread margin is at a value of Rs. 250 for all months of spread. The benefit for a calendar spread continues till expiry of the near-month contract. For a calendar spread position, the extreme loss margin is charged on one-third of the mark-to-market value of the far-month contract.
· Mark-to-Market Settlement

The mark-to-market gains and losses are settled in cash before the start of trading on T+1 day. If mark-to-market obligations are not collected before start of the next day’s trading, the clearing corporation collects correspondingly higher initial margin to cover the potential for losses over the time elapsed in the collection of margins.

8.2.1 Margin collection and enforcement

The client margins (initial margin, extreme-loss margin, calendar-spread margin, and mark-to-market settlements) are compulsorily collected and reported to the Exchange by the members. The Exchange imposes stringent penalty on members who do not collect margins from their clients. The Exchange also conducts regular inspections to ensure margin collection from clients. 
The various scenarios with respect to pay in / pay out and margin payable as reflected in the end-of day  report and its impact on the system are as follows:

· If a member has payable obligation towards pay-in as well as margins, he will not be able to place his orders the next day morning (though he would be able to log in), unless he pays at least the margin payable amount immediately. If he pays the margin demanded, his square-off mode is revoked immediately, but if he also wants to increase his exposure, he has to pay additional margins for increasing his exposure, failing which he will be allowed to square off only.

· If a member has only pay-in obligation but no payment required towards margins, he will be allowed to trade at the commencement of the trading session the next day morning, provided that his available deposit would be reduced by the amount of pay-in. Thereafter, as soon as the pay-in is complete and the confirmation file is received from the bank, his blocked limit is released immediately. 

· If a member is obligated to pay margins, while in respect of pay-in he has a receivable amount, he will be allowed to log into the system and have a view only facility. He will not be allowed to submit orders unless he pays fresh margins equivalent to his obligation plus additional margins to create fresh positions. However, if a member pays margins only to the extent of his actual margin obligation, he will be allowed by the system only to square off his positions, but as soon as he increases his positions, he will again be suspended from trading.

8.3 Safeguarding Client’s Money

The Clearing Corporation segregates the margins deposited by the Clearing Members for trades on their own account from the margins deposited with it on client account. The margins deposited on client account are not utilized for fulfilling the dues that a Clearing Member may owe the Clearing Corporation in respect of trades on the member’s own account. The client’s money is to be held in trust for client purpose only. The following process is adopted for segregating the client’s money vis-à-vis the clearing member’s money:

· At the time of opening a position, the member indicates whether it is a client or proprietary position.
· Margins across the various clients of a member are collected on a gross basis and are netted off.
· When a position is closed, the member indicates whether it was a client or his own position which is being closed. 

· In the case of default, the margin paid on the proprietary position is used by the Clearing Corporation for realizing its dues from the member. 

CH 9 ACCOUNTING AND TAXATION

9.1 Accounting at the inception of a contract

Every client is required to pay to the trading member/clearing member, the initial margin determined by the clearing corporation as per the bye-laws/regulations of the exchange for entering into currency futures contracts. Such initial margin paid/payable should be debited to “Initial margin - currency futures account”. Additional margins, if any, should also be accounted for in the same manner. It may be mentioned that at the time when the contract is entered into for purchase/sale of currency futures, no entry is passed for recording the contract because no payment is made at that time except for the initial margin. At the balance sheet date, the balance in the ‘Initial margin - currency futures account’ should be shown separately under the head ‘current assets’. In those cases where any amount has been paid in excess of the initial/additional margin, the excess should be disclosed separately as a deposit under the head ‘current assets’. In cases where instead of paying initial margin in cash, the client provides bank guarantees or lodges securities with the member, a disclosure should be made in the notes to the financial statements of   the client. 
9.2 Accounting at the time of daily settlement

This involves the accounting of payment/receipt of mark-to-market margin money. Payments made or received on account of daily settlement by the client would be credited/debited to the bank account and the corresponding debit or credit for the same should be made to an account titled as “Mark-to-market margin - currency futures account”. Some times the client may deposit a lump sum amount with the broker/trading member in respect of mark-to-market margin money instead of receiving/paying mark-to-market margin money on daily basis. The amount so paid is in the nature of a deposit and should be debited to an appropriate account, say, “Deposit for mark-to-market margin account”. The amount of “mark-to-market margin” received/paid from such account should be credited/debited to “Mark-to-market margin – currency futures account” with a corresponding debit/credit to “Deposit for mark-to-market margin account”. At the year-end, any balance in the “Deposit for mark-to-market margin account” should be shown as a deposit under the head “current assets”.
9.3 Accounting for open positions

Position left open on the balance sheet date must be accounted for. Debit/credit balance in the “mark-to-market margin - currency futures account”, maintained on global basis, represents the net amount paid/received on the basis of movement in the prices of currency futures till the balance sheet date. Keeping in view ‘prudence’ as a consideration for preparation of financial statements, provision for anticipated loss, which may be equivalent to the net payment made to the broker (represented by the debit balance in the “mark-to-market margin - currency futures account”) should be created by debiting the profit and loss account. Net amount received (represented by credit balance in the “mark-to-market margin - currency futures account”) being anticipated profit should be ignored and no credit for the same should be taken in the profit and loss account. The debit balance in the said “mark-to-market margin - currency futures account”, i.e., net payment made to the broker, may be shown under the head “current assets, loans and advances” in the balance sheet and the provision created there-against should be shown as a deduction there from. On the other hand, the credit balance in the said account, i.e., the net amount received from the broker, should be shown as a current liability under the head “current liabilities and provisions in the balance sheet”. 
9.4 Accounting at the time of final settlement

This involves accounting at the time of final settlement or squaring-up of the contract. At the expiry of a series of currency futures, the profit/loss, on final settlement of the contracts in the series, should be calculated as the difference between final settlement price and contract prices of all the contracts in the series. The profit/loss, so computed, should be recognized in the profit and loss account by corresponding debit/credit to “mark-to-market margin - currency futures account”. However, where a balance exists in the provision account created for anticipated loss, any loss arising on such settlement should be first charged to such provision account, to the extent of the balance available in the provision account, and the balance of loss, if any, should be charged to the profit and loss account. Same accounting treatment should be made when a contract is squared-up by entering into a reverse contract. It appears that, at present, it is not feasible to identify the currency futures contracts. Accordingly, if more than one contract in respect of the series of currency futures contracts to which the squared-up contract pertains is outstanding at the time of the squaring of the contract, the contract price of the contract so squared-up should be determined using First-In, First-Out (FIFO) method for calculating profit/loss on squaring-up. On the settlement of a currency futures contract, the initial margin paid in respect of the contract is released, which should be credited to “Initial margin - currency futures account”, and a corresponding debit should be given to the bank account or the deposit account (where the amount is not received).

9.5 Accounting in case of a default

When a client defaults in making payment in respect of a daily settlement, the contract is closed out. The amount not paid by the Client is adjusted against the initial margin. In the books of the Client, the amount so adjusted should be debited to “mark-to-market - currency futures account” with a corresponding credit to “Initial margin - currency futures account”. The amount of initial margin on the contract, in excess of the amount adjusted against the mark-to-market margin not paid, will be released. The accounting treatment in this regard will be the same as explained above. In case, the amount to be paid on daily settlement exceeds the initial margin the excess is a liability and should be shown as such under the head ‘current liabilities and provisions’, if it continues to exist on the balance sheet date. The amount of profit or loss on the contract so closed out should be calculated and recognized in the profit and loss account in the manner dealt with above.

9.6 TAXATION OF DERIVATIVE TRANSACTION IN SECURITIES

Taxation of Profit/Loss on derivative transaction in securities Prior to Financial Year 2005–06, transaction in derivatives were considered as speculative transactions for the purpose of determination of tax liability under the Income-tax Act. This is in view of section 43(5) of the Income tax Act which defined speculative transaction as a transaction in which a contract for purchase or sale of any commodity, including stocks and shares, is periodically or ultimately settled otherwise than by the actual delivery or transfer of the commodity or scripts. However, such transactions entered into by hedgers and stock exchange members in course of jobbing or arbitrage activity were specifically excluded from the purview of definition of speculative transaction. In view of the above provisions, most of the transactions entered into in derivatives by investors and speculators were considered as speculative transactions. The tax provisions provided for differential treatment with respect to set off and carry forward of loss on such transactions. Loss on derivative transactions could be set off only against other speculative income and the same could not be set off against any other income. This resulted in payment of higher taxes by an assesse.

Finance Act, 2005 has amended section 43(5) so as to exclude transactions in derivatives carried out in a “recognized stock exchange” for this purpose. This implies that income or loss on derivative transactions which are carried out in a “recognized stock exchange” is not taxed as speculative income or loss. Thus, loss on derivative transactions can be set off against any other income during the year. In case the same cannot be set off, it can be carried forward to subsequent assessment year and set off against any other income of the

Subsequent year. Such losses can be carried forward for a period of 8 assessment years. It may also be noted that securities transaction tax paid on such transactions is eligible as deduction under Income-tax Act, 1961. 
CH 10 REGULATORY FRAMEWORK FOR CURRENCY DERIVATIVES

10.1 FOREIGN EXCHANGE MANAGEMENT ACT, 1999 - PROVISIONS

Thereafter, a series of regulatory measures were taken so as to implement the recommendations of both the committees and introduce Exchange Traded Currency Futures in the Indian market. These regulatory measures are summarised below:

1) The Foreign Exchange Management (Foreign Exchange Derivative Contracts) Regulations, 2000 (Notification No. FEMA 25/RB-2000 dated May 3, 2000) was amended by RBI in exercise of the powers conferred by clause (h) of sub-section 2 of Section 47 of the Foreign Exchange Management Act, 1999(Act 42 of 1999).

2) This amendment incorporated a new clause after clause (v) in regulation 2 reading "(va) 'Currency Futures’ means a standardised foreign exchange derivative contract traded on a recognized stock exchange to buy or sell one currency against another on a specified future date, at a price specified on the date of contract, but does not include a forward contract."

3) A new regulation (5A) was inserted after regulation 5 of the principal regulation, reading: "5A. Permission to a person resident in India to enter into currency futures A person resident in India may enter into a currency futures in a stock exchange recognized under section 4 of the Securities Contract (Regulation) Act, 1956, to hedge an exposure to risk or otherwise, subject to such terms and conditions as may be set forth in the directions issued by the Reserve Bank of India from time to time."

4) These amendments have defined the meaning of ‘Currency Futures’ and also permitted a person resident in India to enter into a Currency Future Transaction to hedge on exposure to risk or otherwise. 

5) On 6th August 2008 RBI had issued Notification No. FED.1/DG (SG)-2008 in exercise of powers conferred by section 45W of the Reserve Bank of India Act, 1934. The directions issued under this notification are titled “Currency Futures (Reserve Bank) Directions, 2008” which came into force w.e.f. 6th August, 2008. The salient features of this notification are:

(i) Currency Futures means a standardised foreign exchange derivative contract traded on a recognized stock exchange to buy or sell one currency against another on a specified future date, at a price specified on the date of contract, but does not include a forward contract.
(ii) Currency Futures market means the market in which currency futures are traded. 

(iii) Currency futures are permitted in US Dollar - Indian Rupee or any other currency pairs, as may be approved by the Reserve Bank from time to time. 

(iv) Only ‘persons resident in India’ may purchase or sell currency futures. 

(v) The Standardized currency futures shall have the following features:
a. Only USD-INR contracts are allowed to be traded.
b. The size of each contract shall be USD 1000.
c. The contracts shall be quoted and settled in Indian Rupees.
d. The maturity of the contracts shall not exceed 12 months.
(vi) The Scheduled Banks have to obtain permission from the respective Regulatory Departments of RBI to participate in Currency Futures Markets.
(vii) Other regulated entities have to obtain concurrence from their respective regulators for participation in Currency Futures Markets.
(viii) The membership of the currency futures market of a recognized stock exchange shall be separate from the membership of the equity derivative segment or the cash segment 

(ix) Banks authorized by the Reserve Bank of India under section 10 of the Foreign Exchange Management Act, 1999 as ‘AD Category - I bank’ are permitted to become trading and clearing members of the currency futures segment of the recognized stock exchanges, on their own account and on behalf of their clients, subject to fulfilling the following minimum prudential requirements:
a. Minimum net worth of Rs. 500 crores.
b. Minimum CRAR of 10 per cent.
c. Net NPA should not exceed 3 per cent
d. Made net profit for last 3 years.

(x) AD Category - I banks, excluding Urban Co-operative Banks, which fulfill the above RBI prudential requirements should formulate detailed guidelines for Trading and Clearing of currency futures contracts and management of risks. These guidelines should be approved by their Boards.
(xi) The exposure of the banks, on their own account, in the currency futures market shall form part of their Net Open Position (NOP) and Aggregate Gap (AG) limits.
(xii) The position limits for various classes of participants in the currency futures markets, the surveillance and disclosures of transactions in the currency futures market shall be in accordance with the guidelines issued by the SEBI.
(xiii) Under section 10 (1) of the Foreign Exchange Management Act, 1999, Recognized Stock Exchanges and their respective Clearing Corporations must hold an authorization issued by the Reserve Bank to deal in or otherwise undertake the business relating to currency futures. 

6) Reserve Bank of India, Foreign Exchange Department have issued A.P. (DIR Series) Circular No. 05 dated August 06, 2008 (RBI/2008-09/122) titled ‘Guidelines on trading of Currency Futures in Recognised Stock / New Exchanges’.

10.2  REGULATORY FRAMEWORK FOR EXCHANGES

A recognized stock exchange having nationwide terminals or a new exchange recognized by SEBI may set up currency futures segment after obtaining SEBI’s approval. The currency futures segment should fulfill the following eligibility conditions for approval:

1. The trading should take place through an online screen-based trading system, which also has a disaster recovery site.

2. The clearing of the currency derivatives market should be done by an independent Clearing Corporation. The Clearing Corporation should satisfy the conditions stipulated in the following section (Section 7.6).

3. The exchange must have an online surveillance capability which monitors positions, prices and volumes in real time so as to deter market manipulation. 

4. The exchange shall have a balance sheet net worth of at least Rs. 100 crores.

5. Information about trades, quantities, and quotes should be disseminated by the exchange in real time to at least two information vending networks which are accessible to investors in the country. The per half- hour capacity of the computers and the network should be at least 4 to 5 times of the anticipated peak load in any half hour, or of the actual peak load seen in any half-hour during the preceding six months, whichever is higher. This shall be reviewed from time to time on the basis of experience. The segment should have at least 50 members to start currency derivatives trading. The exchange should have arbitration and investor grievances redressal mechanism operative from all the four areas/regions of the country. The exchange should have adequate inspection capability. If already existing, the exchange should have a satisfactory record of monitoring its members, handling investor complaints and preventing irregularities in trading .A recognized stock exchange where other securities are also being traded may set up a separate currency futures segment in the following manner:

1. The trading and the order driven platform of currency futures should be separate
from the trading platforms of the other segments.
2. The membership of the currency futures segment should be separate from the

membership of the other segments.
10.3  ELIGIBILITY CRITERIA FOR MEMBERS

The membership of the Currency Derivatives Segment shall be separate from the membership of the Equity Derivative Segment or the Cash Segment of a recognized stock exchange. Members in Currency Derivatives segment are required to seek separate registration from SEBI, in addition to their registration as members of existing stock exchanges. The members of an existing segment of the Exchange would not automatically become the members of Currency Derivatives Segment. 
Eligibility Criteria for members in Currency Derivatives Segment

The following entities are eligible to apply for membership subject to the regulatory norms and provisions of SEBI and as provided in the Rules, Regulations, Byelaws and Circulars of the Exchange -

1. Individuals;

2. Partnership Firms registered under the Indian Partnership Act, 1932;

3. Corporations, Companies or Institutions or subsidiaries of such Corporations, Companies or Institutions set up for providing financial services;

4. Such other person as may be permitted under the Securities Contracts (Regulation) Rules 1957

10.3.1 Individuals
	Criteria

	AGE
	Minimum age: 21 years

Maximum age: 60 years

	STATUS
	Indian Citizen

	EDUCATION
	At least a graduate or equivalent qualifications

	EXPERIENCE
	Should have a minimum experience in as prescribed by Securities and Exchange Board of India


10.3.2 Partnership Firms
	Criteria

	AGE
	Minimum age: 21 years (applicable for partners)

	STATUS
	Registered Partnership firm under Indian Partnership Act, 1932

	EDUCATION
	Partners should be at least a graduate or equivalent qualification

	DESIGNATED

PARTNERS

EXPERIENCE
	Should have a minimum experience in as prescribed by Securities and Exchange Board of India


10.3.3 Corporates

A company as defined in the Companies Act, 1956 (1 of 1956), shall be eligible to be admitted as a member of a Stock Exchange provided:

i. such company is formed in compliance with the provisions of Section 12 of the said Act; 
ii. it undertakes to comply with such other financial requirements and norms as may be specified by the Securities and Exchange Board of India for the registration of such company under sub-section (1) of section 12 of the Securities and Exchange Board of India Act, 1992 (15 of 1992);

iii. the directors of such company are not disqualified for being members of a stock exchange under clause (1) of rule 8 [except sub-clauses (b) and (f) thereof] or clause (3) of rule 8 [except sub-clauses (a) and (f) thereof] of the Securities Contracts (Regulation) Rules, 1957 and the directors of the company had not held the offices of the directors in any company which had been a member of the stock exchange and had been declared defaulter or expelled by the stock exchange.
	Criteria

	AGE
	Minimum age: 21 years (applicable for directors)

	STATUS
	Corporate registered under The Companies Act, 1956 (Indian)

	EDUCATION
	Two Directors (Designated directors) should be at least a graduate or equivalent qualification

	DESIGNATED

PARTNERS

EXPERIENCE
	Should have a minimum experience in as prescribed by Securities and Exchange Board of India

	MINIMUM PAID UP EQUITY CAPITAL 
	As stipulated by the Exchange


10.3.4 Banks

Banks authorized by the Reserve Bank of India under section 10 of the Foreign Exchange Management Act, 1999 as ‘AD Category - I bank’ are permitted to become trading and clearing members of the currency futures market of the recognized stock exchanges, on their own account and on behalf of their clients, subject to fulfilling the following minimum prudential requirements:

a) Minimum net worth of Rs. 500 crores.
b) Minimum CRAR of 10 per cent.
c) Net NPA should not exceed 3 per cent.
d) Made net profit for last 3 years.

Other applicable eligibility criteria

1. Where the applicant is a partnership firm/corporate entity, the applicant shall identify a Dominant Promoter Group as per the norms of the Exchange at the time of making the application. Any change in the shareholding of the company including that of the said Dominant Promoter Group or their shareholding interest shall be effected only with the prior permission of the Exchange/SEBI.

2. The applicant has to ensure that at any point of time they would ensure that at least individual/one partner/one designated director/compliance officer would have a valid certification as per the requirements of the Exchange. The above norm would be a continued admittance norm for membership of the Exchange.

3. An applicant must be in a position to pay the membership and other fees, deposits etc, as applicable at the time of admission within three months of intimation to him of admission as a Trading Member or as per the time schedule specified by the Exchange.

4. The trading members and sales persons in the currency futures market must have passed a certification programme which is considered adequate by SEBI. The approved users and sales personnel of the trading member should have passed the certification programme.

5. At present, FIIs and NRIs would not be permitted to participate in currency futures market. 

6. Strict enforcement of “Know Your Customer” (KYC) rule is required. Therefore every client shall be registered with the member. The members are also required to make their clients aware of the risks involved in derivatives trading by issuing to the client the Risk Disclosure Document and obtain a copy of the same duly acknowledged by the client. The members shall enter into a member constituent agreement as stipulated.

7. The Exchange may specify such standards for investor service and infrastructure with regard to any category of applicants as it may deem necessary, from time to time.

10.3.5 Who cannot become a member?

No entity shall be admitted as a member/partner or director of the member if

a. It has been adjudged bankrupt or a receiver order in bankruptcy has been made against him or he has been proved to be insolvent even though he has obtained his final discharge;
b. it has compounded with his creditors for less than full discharge of debts;
c. it has been convicted of an offence involving a fraud or dishonesty;
d. it is engaged as a principal or employee in any business other than that of Securities, except as a broker or agent not involving any personal financial liability or for providing merchant banking, underwriting or corporate or investment advisory services, unless he undertakes to severe its connections with such business on admission, if admitted;

e. it has been at any time expelled or declared a defaulter by any other Stock Exchange or he has been debarred from trading in securities by an Regulatory Authorities like SEBI, RBI etc; 

f. it incurs such disqualification under the provisions of the Securities Contract (Regulations) Act, 1956 or Rules made there-under so as to disentitle such persons from seeking membership of a stock exchange;
g. it incurs such disqualification consequent to which the Exchange determines it to be not in public interest to admit him as a member on the Exchange, provided that in case of registered firms, body corporates and companies, the condition from  (will apply to all partners in case of partnership firms, all directors in case of companies) the Exchange may from time to time modify / expand the scope of activities that could be considered as relevant experience for the above purpose. 
Further, the Exchange reserves the right to accept or reject any application or amend the terms and conditions without assigning any reason whatsoever.

10.4 POSITION LIMITS

In order to avoid building up of huge open positions, the regulator has specified the maximum allowable open position limit across all members of the Exchange.

The following position limits would be applicable in the currency futures market:

· Client Level: The gross open position of the client across all contracts should not exceed 6% of the total open interest or USD 10 million whichever is higher. The Exchange will disseminate alerts whenever the gross open position of the client exceeds 3% of the total open interest at the end of the previous day’s trade.

· Non Bank Trading Member Level: The gross open positions of the trading member across all contracts should not exceed 15% of the total open interest or USD 50 million whichever is higher. However, the gross open position of a Trading Member, which is a bank, across all contracts, shall not exceed 15% of the total open interest or USD 100 million, whichever is higher.

· Clearing Member Level: No separate position limit is prescribed at the level of clearing member. However, the clearing member shall ensure that his own trading position and the positions of each trading member clearing through him are within the limits specified above.
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