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forex:: Dervatves

money changer's dark

and musty office in a

posh market bustling

with locals and tourists

might look out of place;
to some, an outright eyesore. If you
have paid close attention to the
board hanging outside the office,
vou must have noticed the new cur-
reney rates every day. This decrepit
office is part of one of the biggest
financial markets in the world—the
forex market.

rency derivatives—futures and
options—which offer a great oppor-
tunity for investment besides hedg-
ing forex risk.

In India, the forex market came
into existence only after the launch
of currency futures in August 2008,
“The Indian currency market has
grOWn since its
inception, when it was generating
an average daily trading volume of
around Rs 800 crore. It Is currently
generating around Rs 45,000 crore

phenomenally

Exchange. “An individual can use
futures or options to gain from
currency movements, However, the
currency market in the country is
still at a nascent stage, With
passage of time, we will see maturi-
ty in the Indian currency murkets
Hence, one can consider it as an

alternative  investment,”  says
Pankaj Pandey, research head,
ICICI Direct, the retail trading

and investment services arm of

ICICI Securities.

Betting on the
oney Game

High-leverage currency derivatives can help you benefit from forex volatility, but
a wrong decision can wipe out your investment | By Pritam P. Hans

Even as newspapers and televi-
sion channels are busy talking about
equities, mutual funds, real estate
and commodities such as gold and
silver, the world trades around $4
trillion in the currency market daily.

“India accounts for a minuseule
1% of this enormous market. This
fact alone illustrates the enormous
potential of this market for a coun-
try like India. There is no doubt that
the market will grow exponentially
over the next few vears as il has
done over the past two years,” says
T.S. Narayanasami, chief executive
officer and managing director,
United Stock Exchange.

INVESTMENT OPPORTUNITY

Like any commodity, the value of &
currency fluctuates with changing
market dynamies and economic
environment. This volatility is the
very reason for the existence of cur-

|
Jraw,

daily. which is higher than the com-
modities market,” says Pramit
Brahmbhatt, CEO, Alpari Forex
(India), one of the leading forex bro-
kers in the country.

Currency derivatives can be
traded on the National Siock
Exchange, the Multi Commodity
Exchange and the United Stock




FUTURES VS OPTIONS

Currency futures are exchange-
traded contracts [or buying or sell-
Ing a specified quantity of an under-
lying currency on a fixed date at an
agreed price. You need to pay mar-
gin money to enter into a futures
contract
contract is more flexible as it grants
the holder the right, but does not
make It mandatory, to buy or sell

In contrast, an options

curreney at a fixed rate on a speci-
fied dale. The investor has to pay a
premium for the options right

An options contract limits the
holder's risk to the amount of pre-
mium puid. In contrast, if you sell
an oplions right, the risk is unlimit-
ed as you are under an obligation to
buy or sell the eurrency if the hold-
er of the contract opts to do so

In futures contract, there is no
premium but margin money needs
to be paid and is constantly adjust-
ed on a mark-to-market
“Considering the upfront require-
ment and inflows during the life
it is advisable for

basis

eyele of trade

s

The Indian

X currency

/v market has
grown phenomenally
since its inception. It
is currently generating
Rs 45,000 crore daily,
higher than the

commodities market.””
Pramit Brahmbhatt CE0, Alpari Forex

retall investors to trade in options
as it has, in most
defined risk-reward ratio. Also, the
upfront commitment (o enter a posi-
tion is relatively smaller when com-
pared with futures,” says Pandey

cuses, a pre-

TAKING CUES

“The movement of any currency
depends on the local and global eco-
nomic environment and other glob-
al  developments,” Suken
Dhami, head of rescarch. currency
brokerage firm MRC India.

Taking a position on currency
movements requires a detailed
evaluation of the macroeconomic
conditions that influence the valua-
tion of & currency. The main factors
that affeet currencies includé eco-
nomic growth, inflation, trade bal-
ance, foreign reserves with the
central banks, investment flows,

industrial production, crude oil
prices, interest rates and
government policies.

Says

WHY FOREX?
Though several
kers and banks, such as
State Bank of India (SBI)
and Axis Bank, offer the
currency trading platform,
the participation of retail

investors is yet to pick up
“Currently, the awareness
level is extremely low and eurrency
futures are viewed as an assel class
that is for banks,

bro-

meant only

traders and corporations.
Worldwide, retadl is very active in
the forex market, but a lot of educa-
tion is needed in India,” says
Narayanasami.

Investing In currencies may
seem to be a daunting task, but it
isn't more difficult than picking a
stock. Under ordinary conditions,
currency markets are less volatile
compared with equities. This makes
currencies a relatively less risky
asset class,

“The biggest advantage of the
currency market is that it is very
transparent. It is devoid of any
insider trading and manipulation.
To a certain extent. it is easier to
predict this market and take posi-
tions,” says Brahmbhatt,

Trading in currency deriva-
tives also requires relatively lower
cupital as you need to pay a small
premium or deposit a margin of 3-
5% of contract value. I margin
requirement is 3%, you can enter
into a contract worth Rs 33,000
with an investment of Rs 1,000
However, a small decline in the
currency can mnke a big dent in
your investment

TRADING STRATEGY

A currency derivative can be used
for hedging forex risks, speculation
or arbitrage. Companies and finan-
cial institutions enter the forex
market primarily for minimising the
risks due to exposure lo foreign
currencies, However, an investor
can take a position in the market
for trading or sell immediately to
benefit from the variation in the
forex rates on different exchanges.

Currently, only resident Indians
(including individuals, companies
and financial institutions) can trade
in the four currency pairs available
in the local market—dollar/rupee,
pound/rupee, euro/rupee and
yen/rupee,

Sao if you expect oil prices to rise
and inflate India’s import bill, you
can buy dollar/rupee in expeetation
that the rupee will depreciate,
Alternatively, if you believe that an
Increase in exports from the infor-
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In Feb 2012,
| expect $1 to trade
atRs 47.

EXCHA

$s1-Rrs 47

Rs 2 per $1

WAL PROFIT

How Currency Futures Works

o —

rs 2,000 - 12.50

Currency futures being a high-leverage product,
need a relatively lower capital for investment.

A small fluctuation can lead to a huge gain or loss.

Futures
Contract
| agree to buy
$1,000
atRs 45
per dollar in
Feb 2012.

Pay day: What Happens in Feb 2012
Correct Forecast

1055

O

The abwve caicwlation does not fake taxes mito account

mation technology sector, combined
with strong investment inflows, will
translate into a stronger rupee, you
can sell the dollar/rupee pair. You
need to square off all currency posi-
tions by entering into an opposite
contract for the same pair within
the contract period. If you fail to do
50, the contraet will be automatical-
ly squared off on the last day.
Currency futures require you
to keep a margin of the value of
contracts in your account. If the
margin required is 3% and you
enter into a dollar/rupee contract
for two lots of 1,000 at Rs 50 (total
worth Rs 1 lakh), you will have to
keep Rs 3,000~in your currency
trading account. If the value of the
rupee falls to Rs 55 a dollar, you
will have to supplement your trad-
ing account as the margin required
goes up to Rs 3,300, If the margin
requirement is not met, the broker
will sell your contract on the basis
of the Reserve Bank of India’s

[66 ] Mt

reference rate,

Some banks, such as SBI, let
you earn interest on the margin
amount. The margin money is
marked as lien in your bank
account without actually being
transferred to the trading account.

ENTERING THE MARKET

Understanding your risk appetite
and tolerance is important before
entering the high-leverage currency

Evaluate the macro-
economic factors
that influence the
valuation of a
currency before
taking a position on
currency movements.

Wrong Forecast

$1=Rs 44.5
Re 0.5 per s1

oL oss 4
Rs 500 + 12.50

| pay a brokerage of
Rs 12.50 1o enterinto
a futures contract.

| also deposit 8 margin
amount of Rs 1,350 @
3% of the contract value
of Rs 45,000.

Gangptacsi PRAGAT

trading. “Firsi-time traders should
start with very small ticket sizes.
Only when you have gained confi-
dence about the pature and work-
ing of these instruments should you
ook to increase vour ticket size.”
says Pandey.

You can get a forex trading
account with any registered bank
or brokerage. “Individuals should
be associated with only registered
members. Knowledge of market
would also be a definite plus,
especially with certifications such
as one [rom the National Institute of
Securities Markets." SAYS
Narayanasami.

“If the government can take
steps o inerease liquidity in the
market by introducing cross-
currency pairs and by opening
doors for other players like foreign
institutional investors to trade in
this market, we will soon see it
challenging the stock market,”
sayvs Brahmbhatt. ]



