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Abstract:Due to the globalization and liberal foreign invesent rules and regulations many Indian companiesveastarted
expanding their business in many countries. Thisbs to higher recognition as well as increasing eewie. However there are
some aspects which require very meticulous consatien while doing the international trade. The majaisk associated with
international trade is interest rate risk as welbffeign currency risk. There are different methodsiepted by companies to
minimize such risk by using different methods. Onéthe highly preferred and widely popular risk mimizing techniques is
the use of derivative instruments like forwards,tfues and option contract to hedge currency fluctian risk. This paper is
based on study of selected Indian companies, on howhedge the foreign exchange risk more effectivéhrough use of
derivatives. The researchers will be studying hoswwfards are used by selected Indian companies fanimizing currency
exchange risk in efficient manner.
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l. INTRODUCTION

Due to the globalization and liberal foreign inwvaent rules and regulation many Indian companie® tstarted expanding
their business in many countries. This leads thidnigecognition as well as increasing revenue. Hewthere are some aspects
which require very meticulous consideration whibéng) the international trade.

The major risk associated with international tradmterest rate risk as well foreign currency riskere are different methods
adopted by companies to minimize such risk by ugliffprent method. One of the highly preferred amdely popular risk
minimizing techniques is to use hedging techniqu&sere are numbers of studies that had been dgmaamy scholars and
researchers in the field of risk management. Téle associated with foreign exchange volatility e @f the critical area which
plays important role in company’s financial stragdedecision. In India this market is less develofed the increase in the
number of forward and option contract are incregsiery rapidly.

Although use of derivative product requires systiéerand conceptual clarity they can be very helpduthe companies which
are prone to high currency risk. Formulating anthgisurrency hedging is very much essential for ¢cbenpanies when the
international exposure reaches 15 percent to 2epeof a total portfolio. Failing to do so leawekarge, inadvertently acquired,
unmanaged risk in the portfolio. This paper will l@sed on study of selected Indian companies, @nthey can hedge their
foreign exchange risk more effectively through fard/contracts.

Il PROBLEM STATEMENT

The main concern that will be addressed through ithsearch paper is “To study how hedging techsiqae be used for
minimizing currency risk for selected Indian Comigan

1. LITERATURE REVIEW

(GUPTA, 1997)Dr. L.C Gupta Committee constituted by SEBI had own the regulatory framework for derivativedirsgy
in India. SEBI has also framed suggestive bye-lawDerivative Exchanges/Segments and their Cleatingporation/House
which lays down the provisions for trading andlseatent of derivative contracts

(SAURABH, WINTER 2013) Snehal Bandwadekar and Saurabh Ghosh identifydbavative products like futures and
options on Indian Stock Market have become impoitsstruments of price discovery, portfolio divdication and risk hedging
in recent times. Susan Thomas and Ajay Shah exantime characteristics, growth in liquidity and tover of Futures and
Options.
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(SHENBAGARAMAN, n.d.) Dr Premalata examined the impact of introducindein futures and options contracts on the
volatility of the underlining stock index in Indi@he results suggest that futures and optionsrtgadave not led to a change in
the volatility of the underlying stock index.

(GOLAKA C NATH, n.d.) He studied the behavior of volatility in cash n&tr&fter the introduction of derivatives. Rajendra
P. Chitale examines issues and impediments in $eeofl different types of derivatives available &me by these institutional
investors in India.

(GUPTA O. P., 2010) O P GUPTA study suggest that the overall volatiliythe stock market has declined after the
introduction of the index futures for both Niftycdu$ensex indices, However there is no conclusiideece. Sandeep Srivastava
uses the call and put option open interest andwelbased predictors as given by Bhuyan and Yar2{20be results show that
these predictors have significant explanatory pomi#r open interest being more significant as coragdo trading volume.

(NIDHI AGGARWAL) This paper examines price discovery and hedgingctfieness of commodity futures after this
change and concludes that, on average, futuresspdic discover information relatively efficientlyyt helps to manage risk less
efficiently. The paper uses the viewpoint of thelder to conjecture what factors may improve hedegiffigctiveness.

(AGARWAL, AUGUST 2009) Diksha Arora, Ravi Agarwal (2009, August). ‘ Ban§i Risk Management in India and RBI
Supervision’. The paper commences with the studyisks associated with commercial banks. The pwpdsthe study is to
identify all the possible risks faced by banks lgkedit risk, market risk, liquidity risk, etc.flbicuses supervisory resources on the
areas of highest risks within individual banksnttorporates an assessment of management’s abildgal with risks beyond the
control of management, such as systematic risksiakslin the economic environment in which thelbaperates.

(MUKHERJI, APRIL 2008) Raghuvir Mukherji ‘A primer on corporate hedgin@he Business Line, (2008, April 5) said
without hedging, a company is exposed to the vagaof the markets and finds it difficult to predieivenues and incomes.
Quoting instances, Raghuvir Mukherji explains hbe different risks to a company arise and highighte importance of having
a clear and coherent policy framework for corpotadging.

V. OBJECTIVE OF STUDY

A. PRIMARY OBJECTIVES:
1. To getinsight about forwards as hedging tool.
2. To Study how forward contracts are used for miningzurrency exchange risk in efficient manner.

B. SECONDARY OBJECTIVES
1. To understand current methods of hedging foreigiamge risk.
2. To study effectiveness of using derivative toolssbiected Indian companies.

V. RESEARCH DESIGN

The study basically follows “Descriptive Study” peularly through the study of secondary sourcke Bnnual reports of
various companies.

VI. RESEARCH METHODOLOGY
TABLE-1
Sampling
Sample Population Top 100 Indian Companies involved in internatiomadie either in import or export.
Sample unit 4 Indian companies from Information Technology 8ect
Design Descriptive
Sampling method Convenient sampling

A. METHODS OF DATA COLLECTIONS:
Overall project will be based on secondary datevided by selected companies in:
Annual report of Financial Year 2013-14.
Official websites of companies
Past research reports
Newspaper articles
Financial Magazines

akrwNRE
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B. DATA PREPARATION:
The data will be critically analyzed and conclusiaiil be based on data provided by companies, Hawenecessary
assumption are to be made wherever sufficientidatassing, in acceptable manner.

C. LIMITATION OF STUDY:
1. For better application of the study, the currentkefscenario needs to be taken into consideration
which is not fully taken.
2. Only four corporate are selected and that too &drination Technology sector only for the analysis
purpose.

VII. WHAT IS RISK M ANAGEMENT

Risks are unavoidable. However, business can t&es $0 ensure that they are fully equipped to maribese risks and can
consequently plan to have more control over thashcflows. Operating or business risks and eveskisrare not faced by
businesses on a regular basis; these arise aibava@mregular intervals. The higher management¢sponsible for anticipating the
possible timing of these risks and for planningcepe with them. In other words, these risks areagad at a strategic level.
Credit risks also do not arise often. Companies ggularly monitor the creditworthiness of the ousérs and take the
appropriate action when necessary.

On the other hand, businesses face price risks gular basis. It is essential that businessesldp\strategies to manage
price risks. In managing price risks, the tasktf@r manager is not to forecast prices, but to enthat the prices are fixed for
buying and selling at a future time without havitggworry about price volatility. This is known agdging the price risk.
Hedging strategies would depend on the expectedtiin of movement of prices.

VIII. FOREIGN EXCHANGE RISK

Exposure is defined as a contracted, projectedoatirgent cash flow whose magnitude is not certithe moment and
depends on the value of the foreign exchange rates.process of identifying risks faced by the fiamd implementing the
process of protection from these risks by financrabperational hedging is defined as foreign ergeaisk management.

One of the most common corporate uses of derivaisvéor hedging foreign-currency risk or foreigcebange risk, which is
the risk that a change in currency exchange ratbsagiversely impact business results. Over 90%hef world’s 500 largest
companies use derivatives to help manage theis,ris&cording to new ISDA survey. According to thevey, 92% of these
companies use derivative instruments to managehadde their risks more effectively. The companissg derivatives are
located in 26 countries around the world and represa broad variety of industries, ranging fromoapace to wholesalers of
office and electronic equipment.

85% of the companies (78% of the total) use ddrigatto help manage currency risk. The survey destnates that derivatives
today are an integral part of corporate risk mansge among the world’s leading companies,” said drRbPickel, executive
director and chief executive officer of ISDA.

Across geographic regions and industry sectorsyadlsé majority of these corporations rely on deiixes to hedge a range of
risks to which they are exposed in the normal cowfsbusiness.” many of the businesses, governinentities and other end
users that rely on over-the-counter derivativesnamage efficiently the financial market risks irdm@rin their core economic
activities.

IX. HEDGING

Hedging means a risk management strategy usedhitinijy or offsetting probability of loss from flugations in the prices of
commodities, currencies or securities. In effeetdding is a transfer of risk without buying inswarpolicies. Hedging involves
reducing or eliminating financial risk by passiingt risk on to someone else. It can provide cdstaihcash flows, which helps
with budgeting, encourages management to undem&kstment, reduces the possibility of financiallajgse. Foreign currency
hedging specifically tries to reduce the risk thases from future movements in an exchange rdtes. dan be accomplished by
any of the four following instruments:

A. FORWARD CONTRACTS: FUTURE CONTRACTS

A forward contract provides the holder of the caatrthe right to buy or sell the underlying asset future time at a price that
is agreed upon at the time of entering into thetremh Typically, forward contracts are short tecontracts and are non-
negotiable, and the two parties that enter intocth@ract will have to fulfill their obligations vem the contract expires. Forward
contracts are usually entered into by private parind, hence, are called over-the-counter costract

A futures contract provides the holder of the cacttthe right to buy or sell the underlying asdet &uture time at a price that
is agreed upon at the time of entering into thetremh Although a futures contract is similar tdoaward contract, futures
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contracts are negotiable and either party to thrgraot has the right to transfer the contract @ttign to a third party anytime
before the expiry of the contract. These contraotstraded on futures exchanges. Futures contrantgither be written on real
assets or financial assets. If they are writtemeah assets, they are called commodity futures,ifattety are written on financial
assets, they are called financial futures.

B. OPTIONS CONTRACTS
An options contract gives the holder the right try lor sell the underlying asset on or before théunitst date of the contract.

The major difference between options contractsfandard or futures contracts is that the holdefoofvard or futures contracts
will have to fulfill the obligations under the coatt, irrespective of whether the position in tleatcact results in gain or a loss.
However, the options contract holder has the optfomot having to fulfill the obligations under tlentract if the position results
in a loss. An options contract is more valuablenthdutures contract and consequently requiresiéialiinvestment at the time
of entrance. Options can be traded in options exgdms or options can be contracted between privatéep, in which case they
are known as over-the-counter options.

C. SWAP CONTRACTS

In general, forward contracts and futures contrdetge short-term maturity, whereas swap contraats ltave long-term
maturity. Swaps are contracts wherein two partige@to exchange future cash flows according tatuatly agreeable formula.
The swaps are used to exchange interest ratesrencies.

X. DATA ANALYSIS

A. COMMON NOTES APPLICABLE IN ANALYSIS OF EACH COMPANY

» The total risk exposure of company in Indian Ruise& product of its total foreign currency unitaitlit will receive or
pay in future with spot rate on March 31st 2014.

e Spot exchange rate between US dollars and Indige&an 31st March, 2014 was 59.915(INR).

*  While the actual spot rate on maturity i.e. on 3ithe, 2014 was 59.70 (INR).

* For the purpose of simplification and maintainingiformity in calculation of gain and loss forwardte in case of
forward position, Future price in case of futuratrtact was 61.185 INR.

* Under unhedged option, company directly approatheapot market for the conversion of its foreigmreacy into INR
hence no contracted exchange rate comes in thelatdn of gain and losses.

* Under forward, company is abide by its contrachwaither party at which company get its foreign enay converted in
INR at agreed rate i.e. forward rate in this sitratCompany’s position will not be affected by spate on the maturity
date.

e For the purpose of simplification it has been asstithat company has entered into contract witmtagurity period of
three months.

e The cost involved in trading in derivative mark&nbt taken in to consideration while deciding gaifoss because such
charges gets vary from time to time as well as fe@woh intermediary

» Spot rate current:This is the rate at which company can get it dslieonverted into Indian Rupee if it would have
received the foreign currency at 31st March 2014

* Forward/Future rate: This is the rate at which company enters in fodifature contract with other party. In other
words this is the rate at which both parties todhetract agree to exchange the currency.

* Spot rate on maturityOn the date of expiry of derivative contract B8th June, 2014 whatever is the exchange rate that
is quoted on exchange is called spot rate on theritya This rate is basically used to decide wketbompany has
forecasted the movement of exchange rate in a migimner or not.

Three alternative hedging strategies apart frompao’s current strategy are analyzed throughoudrtdpr all the companies.
e Ifrisk is kept Unhedged OR Forward contract

B. FINAL SETTLEMENT:
e For the purpose of showing what will be the effeatcompany’s cash flow if the spot rate on matudige is below
contracted rate it has been fixed at 59 INR forpdiiiication.
e Column of final settlement shows the amount thabgany can receive at two alternative spot ratesaturity.
» In case of forward contract final settlement is pheduct of total outstanding units of foreign @mcy and forward rate.

C. GAIN/Loss
e Gain and loss on over all transaction is the diffiee of total exposure and final settlement vatugva alternative spot
rates.

e Findings are based on gains and loss for eachnattee.
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XI. INFORMATION TECHNOLOGY INDUSTRY

Reason for taking this industry:
The information technology industry is having thghest dealing with foreign countries and hences ibne of the major

industries which is facing exposure to foreign exwde risk.

A. COMPANY 1:- TECH MAHINDRA
1. Reported Data By the Company:
e Company has reported the outstanding Forward Exgh@ontracts amounting 910 Million US dollars.
e Cross currency is Indian Rupee
e Total Exposure was 54522.65 million (INR), this ambis product of [$910mn*59.915 INR].

2. Explanation:
In this Case the company Tech Mahindra is usingvdod contract to minimize its exposure to curremxghange rate

fluctuation. Here the comparison is being doneifftihe company keeps the position unhedged arfikitompany uses forwards
as a derivative tool.

TABLE-2
Analysis
Nature of Amt Spot Utz Fwd/Fut

Sr Darivative Curr Buy/ Cross g /n Rgte Exposure ure/Stri Spot Rate on | Final Settlement | Gain/Loss (Amt.
No Contract ency | Sell | Currency (USD) | current l(rlleR/? K e Rate Maturity m/n (INR) In million)

1 Un Hedged| USD Sell INR 910 59.914 54522.65 .06 59 54659 | 53690 136.5 -832.7
2 Forward usb Sell INR 910 59.915 54522.65 61.185 55678 | 55678 1155.7  1155.

3. Finding:

In all off the above mentioned alternative derivatmethods there are two possibilities exist.
» Indian Rupee depreciate against other currency
» Indian Rupee appreciate against other currency

« If company has not hedged its risk: In this sitatit could have earned gains of Rs.136.5 milliothé spot exchange
rate increases on maturity from its earlier rage if the rupee depreciates against US$ Simildrlindian Rupee
appreciates then it will leads to loss of 832.7listil Indian Rupee since the transaction being larsglsaction of foreign
currency for the company under study.

* Actual Situation- Using forward contract to minimiioss. Here in this case the company had takevafdr derivative
contract in order to reduce its risk at a forwarite of 61.185 resulting into a gain of 1155.7 moill Indian Rupee. In
case of forward contract spot rate on maturity bezp irrelevant because company has to sell dalaagreed rate to
other party without considering maturity rate.

B. COMPANY 2:- INFOSYS

1. Reported Data By the Company:

e Company has reported the actual position of 539Bomilndian Rupee being unhedged which result®tal exposure
of 89.961 million US$ .

e Cross currency is Indian Rupee

»  Total Exposure was 5390 million (INR), this amoimproduct of [$89.961mn*59.915 INR].

2. Explanation:
In this Case the company Infosys has kept Rs. B&flion Indian Rupee being unhedged. . Here the parison is being done

for if the company keeps the position unhedgedifitid company uses forwards as a derivative tool.

TABLE-3
Analysis
spot | 1°@ | pwae
Sr Nat'ure'of Curr | Buy/ Cross AL In Rate Expps uture/ Spot Rate on | Final Settlement m/n | Gain/Loss (Amt.
Darivative m/n ure in ; ; -
No ency | Sell | Currency Curre Strik e Maturity (INR) In million)
Contract (USD) m/n
nt Rate
(INR)
1 Un Hedged USD Sell INR 89.661 59.915 5390 60.06%9 5403.49 5307.686 13.49 -82.31
2 Forward UsSD Sell INR 89.661 59.91p 5390 61.185 5504.25 5504.25 114.25 114.25
3. Findings:

In all off the above mentioned alternative derivatinethods there are two possibilities exist.
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Indian Rupee depreciate against other currency
Indian Rupee appreciate against other currency

Actual Situation-The Company has not hedged its fisthis situation it could have earned gain&kef 13.49 million if

the spot exchange rate increases on maturity fteraadrlier rate. Similarly if Indian Rupee appréesaagainst Dollar
then it will leads to loss of 82.31Million IndianuBee since the transaction being a sell transacfidoreign currency
for the company under study.

If the company is using Forwards - Using forwardtcact to minimize loss. Here in this case if thenpany had taken
forward derivative contract in order to reducerisk at a forward price of 61.185 resulting intgain of 114.25 million

Indian Rupee. In case of forward contract spat oat maturity becomes irrelevant because compasycsell dollars

at agreed rate to other party without consideriradunity rate.

C. COMPANY 3:- POLARIS

1. Reported Data By the Company:
« Company has reported the actual position of US$62Million being unhedged
e Cross currency is Indian Rupee
e Total Exposure was 2526.56 million (INR), this ambis product of [$42.169mn*59.915 INR].
2. Explanation:
In this Case the company Polaris Pharma has kef2326.26 Million Indian Rupee being unhedged. reHbe comparison is
being done for if the company keeps the positiomediged and if the company uses forwards as a deevaol.
TABLE-4
Analysis
Nature of Amt. in Sl Total Fwd/Fut Gain/Loss
Sr Darivative Curr | Buy/ Cross m/.n Rate E_xposure ure/Stri Spot Ra}te on Final Settlement (Amt. In
No Contract ency | Sell | Currency (USD) Cl.rl]l;l’e l(rlleR/? K e Rate Maturity m/n (INR) million)
1 | UnHedged| USD| Sell INR 42169 59.915  2526.556 08D | 59| 2532.88] 2487.97 6.3 -38.58
2 Forward UsD| Sell INR 42169 59.91F 2526.556  64.1B 2580.11| 2580.11 5355 53.55
3. Findings:

In all off the above mentioned alternative derivatmethods there are two possibilities exist.

Indian Rupee depreciate against other currency
Indian Rupee appreciate against other currency

Actual Situation-The Company has not hedged its-is this situation it could have earned gaindsf 6.33 million if

the spot exchange rate increases on maturity ftemairlier rate. Similarly if Indian Rupee appréesathen it will leads
to loss of 38.58 Million Indian Rupee since thengaction being a sell transaction of foreign cwyefor the company
under study.

If the company is using Forwards - Using forwardtcact to minimize loss. Here in this case if thenpany had taken
forward derivative contract in order to reduceritk at a forward price of 61.185 resulting intgain of 53.55 million

Indian Rupee. In case of forward contract spa oat maturity becomes irrelevant because compasychsell dollars

at agreed rate to other party without consideridgunity rate.

D. CoMPANY 4:- WIPRO

2

Reported Data By the Company:
Company has reported the outstanding Forward Exggh@wontracts amounting 516 Million US dollars.

Cross currency is Indian Rupee
Total Exposure was 30916.14 million (INR), this ambis product of [$516 mn*59.915 INR].

Explanation:

In this Case the company Wipro is using forwardti@mt to minimize its exposure to currency excharage fluctuation. .
Here the comparison is being done for if the comgpleeps the position unhedged and if the compaeg ferwards as a

derivative tool.

2015, RHIMRJ, All Rights Reserved Pageb of 8 ISSN: 2349-7637 (Online)



G RESEARCH HUB - International Multidisciplinary Research Journal

2 Volume-2, Issue-1, January-2015
TABLE-5
Analysis
Nature of Cross Amt Spot Total Fwd/F
Sr Darivative Curr | Buy/ curren | inm /n Rate Exposure | uture/ Spot Rate on Final Settlement Gain/Loss (Amt.
No Contract ency | Sell c (USD) Curre in m/n Strik e Maturity m/n (INR) In million)
Y nt (INR) Rate
1 Un Hedged| USD| Sell INR 516 59.915  30916.14 a.0659 | 30993.5 30444 77.4 -472.14
2 Forward uUsb| Sell INR 516 59.915  30916.14 61.185 315715 | 315715/ 655.3] 655.32
3. Finding:

In all off the above mentioned alternative derivatmethods there are two possibilities exist.
» Indian Rupee depreciate against other currency
» Indian Rupee appreciate against other currency

» If company has not hedged its risk:-In this sitwatt could have earned gains of Rs.77.4 millibthe spot exchange
rate increases on maturity from its earlier raieil@rly if Indian Rupee appreciates then it wilads to loss of 472.14
Million Indian Rupee since the transaction beirgeh transaction of foreign currency for the compander study.

* Actual Situation- Using forward contract to minimiipss. Here in this case the company had takevafdr derivative
contract in order to reduce its risk at a forwarite of 61.185 resulting into a gain of 655.32 oill Indian Rupee. In
case of forward contract spot rate on maturity bezoirrelevant because company has to sell dallaagreed rate to
other party without considering maturity rate.

XII. FINDINGS & SUGGESTION

From the above analysis following facts are obsrve
* One of the reasons company prefers forward contattbe “Stability” in the amount of loss that canp need to
incur in the worst change in currency exchange rate
e Currently Companies are relying on one or few heglgnstrument, but to hedge risk effectively iaidvisable to use
combination of different derivative contract.
* Unhedged foreign currency risk can have worst irhpeiccompany’s future cash flow hence it is alswisable to
hedge such risk rather then keep it Unhedged.

XIII. CONCLUSION

After studying the current practices of using dative contracts of selected Indian companies fahgware the important
conclusions are derived.

* Majority of Companies that have been studied aesgmtly using forward as their widely used techaitpr hedging
their foreign exchange fluctuation risk.

e The main reason for the use of forward contraqiraeterred derivative instrument is it helps to 8iab the total risk
that may arise due to swings in the exchange fdt@@gn currency.

« Companies are presently using the hedging derestivainly to hedge their risk, in other words conigs do not
intend to make profit out of such contract but thent to minimize their risk.
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