Rupee v/s Dallar- " The Double Edged Sword"

* Garima Gupta
Foreign exchange markets are the largest markets in the world and always remain volatile in nature. In such a
market where cross currency buying and selling occurs and funds move from one option to another, one can face
risk every timewhenoneentersandtradesinthe market.
Indianforex market has undergone many changesbefore growing into one of the major foreign exchange markets
in the world. However risk has been an inherent part of forex markets across globe and Indian forex market has
been no exception. One of the important factors that have contributed towards this uncertainty is the prevailing
exchange rate of Re. v/s $. The exchange rate has experienced severa fluctuations and has been a major
characteristic of Indian Forex market in recent times. Usually exchange rates are determined through the flow of
capital between countries, rate of inflation, interest ratesand confidencein theeconomy of respective country.

MEANING OF EXCHANGE RATES

Exchangerateisthe price of one country's currency expressed in another country's currency. In other words, it is
the rate at which one currency can be exchanged for another. The law of demand and supply determines the
exchange rate of any currency. When the demand of a particular currency is more than its supply, the cost of
currency intermsof other currencieswill increaseand vice-versa.

Reer isanindex measure that reflects the degree of competitiveness of any country as compared to its trading
partners. Theindex iscreated by taking weightsof different currencies.

Appreciation- It means that the given currency has become stronger or more valuable with respect to another
currency.

Devaluation/ Depreciation- Devaluation mean a deliberate reduction of the value of the national currency in
termsof other currencies.

Indian Experience- Rupee Appreciation and Depreciation
Rupeehasappreciated by many foldssincelast October. Fromlowsof Rs. 49, it hasreached upto around 39 Rs.in
atimespanof just 2years.
Therupee continued to bevolatilefor thelast few months especially between the periodsof April to October 2007.
The exchangerate of rupee which was43.77 Rs per dollar at end of Dec 2004 depreciated by 3.33% to Rs45.21
per dollar by end Dec 2005 but during thelast years, Indian currency isstrong against dollars.

Once the rupee was traded around 49 Rs per dollar. This nearly 20 % appreciation has seen the rupee break
throughitsbroad long periodrange of 43t0 48 Rsagainst Dollar asshownin Exhibit-1.

Exhibit 1- Rupee Depreciation & Appreciation
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Thisisthefastest riseinlast three decades. Thisgenesisof thisrally inthevalue of rupee started in second week of
March 2006. Then the RBI was worried about rising inflation and began tightening money supply by raising the
cashreserveratio (CRR-i.e. thepercentage of abank'sdepositsthebank needtoholdin cash).

It let the bank scramble for the liquidity and many began selling dollarsin the market. Since RBI chooses not to
buy back thedollarsasthey didinthe past, US currency valuefell against therupee.

Currently theREER saysthat Rs. isoverval ued by 5%-16%.
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FORCEBEHIND THE CURRENCY MOVEMENT:

The appreciation of Rs. against Dollar follows depreciation and vice versa. Forecasting the movement of any

currency inthelong run becomes more complicated. But still what isforecasted of exchange rate fluctuationsfor

FY07-08 isshownin Exhibit-3. Alot of reasons can have their hands behind the fluctuating exchangerates, and

not one or two can be blamed for any sort of rise or fall in them. Some of the factorsthat might be responsiblefor

themovement of currency ratesare discussed bel ow:
Economic growth: Economic growth and reduction in unemployment rate strengthensthe value of country's
currency. Though Indian economy is growing at the rate of 9%, with the high of 9.2% recorded in 2006-07.
According to RBI data, the trade deficit of payment basis expanded to 16.2 bn $ at huge trade deficit in
Financial year 2005-06. The good news is India's balance of trade is developing a greater stock as the
percentage of increase in trade deficit gradually reduces. The major cause of this trade deficit may be from
increasing priceof international crudeoil, Indianeedsmoreoil importsto meet itsgrowth requirement. Onthe
other hand, non- oil import al so saw atremendousgrowth during thelast financial year.
FII Inflows: TheFIl inflowswerevery significant inrecent past. In such acase suchinflowsand outflows put
atremendous pressure on Rupee. Thereisagreat relationship between the Rupee and Dollar. Since Jan 2005,
FIl inflowsto equity have grown. Themonth of Nov and Dec has seen awithdrawal of FII from equity market.
That started putting pressure on rupeeand gradual ly the value of rupee started falling from 44.79in August 07
t043.93.Whereassudden FI1 outflowsin October 07 put the net investment of FIl inequity to negative.
Inflation and Interest Rates: People tend to take advantage of arbitrage when the interest rates are not
uniform. Around the world, interest rates are always followed by money. If the interest rates of a particular
country rise up, investors big and small from al over the world would want to invest their money with it in
order to gain higher returnson their investments. Mostly it can be said that if you want to capitalize on higher
investments, then you haveto keep an eye ontheriseand fall of theinterest ratesin aparticular country. And
thefactorswhichwill helpyou determinethisriseandfall aremostly thefinancial riseindicatorsinadditionto
the speeches of the current leading, dominating and significant figures like big politicians, iron and steel
magnetsand businessmen.
Theinterest rate movements generally take place during the programmed meetings by the central bankslike
BOE, FED, ECB, and BOJ. Anincreasein the Interest Rates is always considered as a positive factor for a
particular country as compared to the decrease in Interest Rates. Money flows follow this phenomenon
comparatively in India. If interest rates go up, then money from all over the world tends to flow into that
country. Generally interest rates depend on inflation and can be tracked by the investorsin advance from the
several sources. WPI based inflation rate increased from 4% at the end of March 06 to an intrayear peak of
6.7%toendof Jan.'07 & inMay '07, theratewasaround 5%.
Oil priceshad stopped rising: Owing to India's high dependence on oil imports, higher energy prices have
been unfriendly towardsthe rupee. In the last FY 2005/06 (Apr-Mar), India's oil deficit accounted for 81.8%
of the country's total trade deficit. This, coupled with the return to a current account deficit position, is
responsiblefor therupee'slack of participation in the broad appreciationin Asian currenciesover the past two
years. Thedropinoil prices provided scopefor arelief rally in the rupee, similar to what occurred in thefinal
months of 2005. Asail pricesfell by USD13/bbl (about 25%) between Aug05-Dec05, the rupee found a path
for thesharp appreciation.
TheUSdollar wasweak again: The rupee shares one characteristic with the Japanese Yen. Both currencies
have been trading counter to the broad trend of appreciating Asian currenciesin the past couple of years. The
times when they responded to their Asian counterparts tend to be the periods when currency markets turned
their focusto the need for aweak dollar to address global imbalances. September 06 was packed with events
(such asthe IMF meetingsin Singapore) setting the stage for areturn to the issue of global imbalances. This
had the potential totrigger adollar sell-off.

THEINDIAN EXPERIENCE:

Why doesthe I ndian gover nment keepsthe currency valuelow? What arethe primary impactsof such a change?
Thefirst isthat exports are hurt. Most devel oping countries have economies based largely on exports that are
competitive in global market because of low prices. When the currencies of these countries gainsvalue, they are
no longer able to offer exportsto the global market at the same low prices that they planned to. This may cause
exporters to look elsewhere to the countries with lower valued currency or to order less than they would have
otherwise.
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The second impact of rupee appreciation is that it hurts the value of repatriated profits from a country's
international economic activity.

Thirdimpactisif importsarecheaper, domestic playersmay looseout.

These are the 3 primary reasons that government & central banks are sometimes willing to put their own money
into marketsin order to stop appreciation of their currency.

THERISING RUPEEBITES:
Whether it isWIPRO, INFOSY S OR TCS or atiny exporter of knitwear, there is adeep concern in the world of
Indian exporters. Profit rates too are now driving towards south. It has certainly wiped the smile off exporters
faces as shown in Exhibit-2. Consider an Indian company which exports only to the US market. Thisisquitea
realistic scenarioin Tirupur, for instance, wherethere are anumber of mid-size exporterswho sell amost entirely
in dollarg/ to the US market). Imagine a Tirupur garments exporter competing with a Chinese company for the
American market share. This is a classic example of an Indian exporter running economic exposure on his
business. The exporter has abasi ¢ transaction exposure against the US dollar. But he also runsan equally or even
more significant economic exposure against the Chinese Yuan. If the Yuan does not appreciate or rises|essthan
therupee'sgains against the dollar, the Indian exporter facesaseriousthreat to hissharein the US market asthere
is an effective Chinese price cut in such a scenario. Any attempt to match the effective lower Chinese prices
actually compounds the problem for the Indian exporter as hisfinal rupee realizations are under greater pressure
then. Even if exports grow 20% in the current year, the appreciation of the currency is expected to result in Rs
53,000 crore or $13 hillion loss. For example, assuming per unit cost of production isRs 100, an exchangerate of
Rs 45 to the dollar and a price elasticity of 2, one can see that the unit dollar price for the exporter will be
100/45(1-0.5) =4.5.

Exhibit 2-Rupee Impact On Exports
ITEMS FALL BY
Chemicals 11%-16%
Processed food & agro products 10%-17%
Readymade garments & textiles 20%-50%
Electronics & electrical items Around 25%
Machinery Around 15%

Now, if production costs rise and the local currency also appreciates (as has happened in the case of Indian
exports), without any changein the price elasticity (elasticitiesare quite sticky in the short/medium term and also
unlikely to changein the case of low valueadded items), the exporter will beliterally priced out by hiscompetitors
who havenot experienced such cost side pressures/local currency appreciation. Assuming that unit costsriseto Rs
120 and the rupee appreciatesto 40 against the doll ar, one can seethat the equilibrium dollar pricefor the exporter
should rise to at least $6 per unit. How many mid-sized Indian exporters have the pricing power to increase
negotiated and agreed upon prices?
Compare the above workings with that of a Chinese exporter who has not experienced such cost side pressures
and also importantly, benefits from arelatively much more stable currency. The Chinese Yuan, for instance, has
been allowed to rise around 9% against the dollar inthetwo yearssince July 2005 from 8.28to 7.51 now but the
Indiancurrency isup 10 per centinjust thelast 7 months
Now, L et ussee how thisappreciation had impacted various sectors:
Knowledge I ndustry: Rising rupee value will sharply affect thejob of young professionalsin the knowledge
industry who are among the key drivers of demand in the rising growth story of India. The strengthening of
rupeeisbound to affect thejob of bluecollar workersal so.
TextileIndustry: The current impact of rupee appreciation is best demonstrated by what it has done to our
textileexports A highly employment intensive sector, driven by small & medium enterprises (SMEs). Froma
healthy export of 21% in 2005-06, it has plummeted to agrowth of mere 4.6% during the 11 months of 2006-
07. Moreaarming isthefact that cotton & manmade apparel exports, which are particularly labour intensive
havefallen from agrowth of 33.9% to 2.9%. Our legitimate spacein global market isnow being occupied not
only by chinabut by Pakistan, Bangladesh, Vietham & Indonesiaal so. The export growth of these countriesto
USin 2006 hasbeen 3to 4 timesthat of India, whileour textile exportsto USin January-May 07 have actually
shrunk by 2.3%. Rupee appreciation has costed 11,000 people employed intextilesand garment industry their
jobsduring March-June2007.
Chemicals& Pharmalndustry: Animpact of rupee appreciation reveal sthat in Chemicals& Pharma, export
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realization fell by 3% inMarch, 8% in April & 12% in May 07 & reversal trend continuing. Export pricewas
7-8% higher vis-a-viscompetitorsasaresult of rupeeappreciation.
Theexport of Steel productslikeutensils, kitchenwar e& tablewar ehasfallen by awhopping around 60%.

AVAILABLE OPTIONS:

So what can we do to reach an optimum level of the rupee, which reflect avibrant economy & yet doesn't put an
indirect tax on the exporters of goods & services? Can we discourage FDI Flows, which tend to strengthen the
rupee? Obviously NOT. Infact the target of commerce minister ,Mr. Kamal Nath isto take the current amount to
$30 hillion ayear. Should wetherefore discourage foreign institutional investment which amounted to $7 billion
in 2006-07 & $5.75 billion inthe month of July alone? Again the answer isobviously, NO. Therefore can weturn
to an embargo on privatetransfersfrom abroad amounting to $27.195 billion last financia year, much of whichis
sent by our NRI'Stotheir families?NO.

Exhibit 3-Estimated Exchange Rate Fluctuations For FY.- 2007-08

Quarter High Low Mean
Q1(April-Juned?) 45.85 44.10 44.98
Q2(July-SeptemberQ7) 45.85 44.50 45.18
Q3(October-December07) 46.30 45.00 45.65
Q4(January-March08) 45 43.50 44.25

Source: BusinessWorld- Feb. '07
RBI hasimposed stringent norms on who can borrow from abroad; who can lend to the Indian borrower & what
will betheend use of ECB. Borrowingisnot permitted for onlending or investment in capital market or acquiring
a company in India. ECB'S can't be invested in real estate or working capital or any other general corporate
purpose, including prepayment of existing rupee loans. Most importantly, “ECB proceeds shall be parked
overseasuntil actual requirementinindia’ saysRBI.
Within the strict guidelines, ECB'Sin fact became an important engine of investment bringing in $16b in 06-07.
With sky high domestic interest rates, what is wrong with foreigners funding our capital information?
Infrastructure& Power Sector Companiestoo haveraised ECB'Stofundvital projects. And now weknow that big
Indian companies have aso found this instrument as an effective tool for lowering interest costs & making
themselves globally competitive. Should we be tampering with this instrument for controlling the rupee? The
answerisNO.
Thenwhat aretheremaining options? Thefirst instrument can be borrowed from policymakersof Singapore. This
instrument is now being followed by china. Let us use our massive Forex Reserves to buy equity in reserves of
$1.3 trillion which is now embarking on this path. Let usraise this capital on Indian companiesinvesting abroad
from the current 300% of net worth to 500% immediately which will encourage outward flow & ease pressure on
therupee.

Oh!It'sGood: -

The rupee appreciation had mixed reactions. Somewill gain & otherswill loose asaresult of thisappreciation of
the rupee. The key beneficiaries from the rupee appreciation are importers, as the dollar is now worth less for
every rupee or to put it in different terms, fewer rupees can buy more dollar denominated
assets/commodities/goods. The companies with major imports have benefited by reducing their import bill in
rupeeterms. Import bill hascomedown & itisfar higher than our export earnings. When therupeerises, thetrade
deficit comes down. Companies that source raw materials from the global markets and are largely domestic
demand driven could potentially witnessmarginimprovement asshownin Exhibit 4.

Among the importers, companies from energy dependent sectors are likely to benefit in a significant manner
(energy, paints and few textile majors). Besides companies, rupee appreciation is also a positive for the
government's financials and capital goods sector (most of the equipments are imported, as the country is
technology deficient).

Secondly, INR appreciation is welcomed by those companies with overseas borrowings. Significant levels of
foreign currency denominated, especially USD-denominated loans generate forex gains because of reduced
interest payout occasioned by therising INR. Companieslike Ranbaxy and L& T have been ableto generate forex
gainsinthelast quarter becausethey have substantial exposureto ECBs.

Thirdly, the appreciation of the INR has hel ped in bringing down the country'simport bill particularly that of il
importswhich easily accountsfor morethanathird of all imports. Accordingtoan1OC official-
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“For every 1 Rs. appreciation, theinput cost of crudedipsby 2%".
Sothisrising rupeehascometotheir rescueal so.

The positive effect of Rising Rupee
Company Net Sales Other income Forex Gains Profit Before Tax
Rs. Crore % Chg Rs Crore % Chg Rs Crore Rs. Crore % Chg

Reliance Energy 1624.01 40.63 359.92 110 359.92 270.09 37.3
Ranbaxy Labs 1014.63 -2.79 271.58 920 199.58 361.01 211.4
Mangalore Refinery 7439.14 14.98 208.27 2403 198.02 618.34 64.7
Larsen & Toubro 4505.21 29.60 211.47 221 133.45 576.39 1354
Jubliant Organosys 454.90 26.82 90.50 940 87.90 165.50 168.7
Infosys Tech 3551.00 23.86 255 97.6 74.00 11.31 25.2
Orchid Chem 238.20 18.09 53.16 6715 52.86 75.91 335.3
Indo Rama Synth 679.68 45.11 49.36 889 26.46 441 28.2
Finolex Ind 328.37 23.07 35.08 407 25.77 34.72 166.0
Jain Irregation 327.40 42.38 10.26 683 15.06 32.33 2266

Source: Business Standard

L astly, thisRupee appreciation has al so hel ped some exporters using imported i nputsto reducethe cost of theend
products. Thisinturn helpsthe country in bringing down thetrade deficit. Industry will be ableto sourceitsinputs
from abroad at acheaper price and hence can export more.

So exports that have an import component, borrowersin foreign currency & consumers of imported items have
however gained & will further gaininthenear future.

A RAY OF HOPE:
Following are some of the strategic choices that could help Indian companies meet the new economic
environment caused by the appreciation of theRUPEE against the USDOLLAR:

24

Cost Reduction Policy: To succeedintheinternationd market, future pricing strategieswill requireensuring
best quality, long credit periods & adherenceto delivery schedule. Companies haveto achieve cost reduction
every year at least to meet the rupee appreciation rate against the US dollar in order to retain the profitability.
TATA STEEL is a good example of a company that significantly focused on cost reduction to acquire the
status of one of thelowest cost producersof steel intheworld. Reduced costs & increasing quality production
at international competitive rateswill bethe guiding strategy to do international businessin near future under
therupeeappreciationtrend.

Changeof Mindset: Companieshaveto plan by assuming that past experiences & approach could be of little
use, even misleading under the rupee appreciation scenario. It is not strength or intelligence that will seea
management survive in the future but quick response to change in the rupee exchange value against major
currencies. Indian companies need well planned strategies to respond fast to these environmental changes
which are beyond anybody's control. Demand & supply forces will decide the value of rupee against major
currencies. Moreover economic development may lead to early capital account convertibility of rupee than
expected.

World Class-A New Mantrafor Growth: To meet world class standards & global economic competition,
our manufacturing sector hasto adopt large scal e production capacities. Presently, foreign buyerswith small
orders are coming to India & for large quantity orders they fly to china. Companies have to develop world
class price, quality, scale & competitiveness supported by R& D efforts. Otherwise our companies have to
face the danger of being wiped out of business by cheaper imports. Thelogic of economies of scalewill play
an important role. Companies will use imports & exports transaction as a base to become M.N.C's. such
approaches will help in reducing the cost of business transactions. The process of becoming an M.N.C has
aready started & companieslike TATAMOTORS, MAHINDRA MOTORS, RANBAXY, DABUR etc. have
already become M.N.C's by acquiring foreign companies abroad. With a strong rupee against aweak dollar,
thisprocesswill beexpeditedinthenear future.

Search for New I nter national M ar kets: Increasing production capacitieswill get the demand exploding &
finding new international markets. Big markets exist for India just next door- Pakistan, Bangladesh,
Afghanistan etc. On the left of India are developing counties & on the right there is the underdeveloped
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Africa, cash rich MIDDLE EAST, the very developed EUROPE, U.S.A. & CANADA. India should take
advantage of this geographic location to develop international business. The threat should be to increase
export tohard currency areas& import from soft currency areas.

Tomeet such challenges, new foreign marketswill have to be explored & world class productswould haveto
be developed eg isthe 'MADE IN INDIA brand asit was done inthe I T & BPO sectors. Now, the industries
have to achieve velocity in growth while managing change at every stage. To achieve high velocity in
business growth, government support is essential. The government has to improve rigid rules, encourage
growth & provideinfrastructuresupport to corporate sectors.

TheRight TimetoBuild an Industrial Base: Thelndianindustry will get cheaper technology, know-how &
imported machinery to build up capacities in manufacturing sector. Imported raw material will also be
cheaper because of the rupee appreciation & lower tariffs under the WTO regime. International
communications will become cheaper as telecom companies pay their counterpartsin US DOLLAR. Good
industrial basewill also helpinsolving unemployment & will get top priority inthegovernment agenda.
Hedging I nstruments- M eet Challenges: Exporters, importers, hedgers & speculatorswill use derivatives.
Forwards, options& swapsalong with future derivativeswill be more popular. At present, forward contractis
very popular with exporters& importers.

AttractiveForeign Acquisition Opportunities Thisrupeeappreciationrally isgiving golden opportunities
to leading Indian business houses for acquisition in American markets as appreciation has made it a good
value proposition. Automaker Mahindraand Mahindra, consumer good major Godrej & biotechnology firm
Biocon areall looking for acquisitionsin overseas market as per the statements given by them. Anacquisition
of range $500 million would now cost today less than Rs.2000 crore in the Indian currency but would have
been higher by 10-15%asof last year.

SIGNIFICANCE OF RUPEEAPPRECIATIONTO COMMON MAN
Rupee appreciation has lead to falling bottom lines of IT/ITES companies. But how has the rupee appreciation
affected thelayman?
If you are an NRI visiting home & decide to swipe your international credit card here, you will have to pay
more.
If you are sending money homeyou haveto send more.
Students who took study loans from India a year back to go abroad will loose out dollar rates which were
higher then.

CONCLUSION:
So at last we can say that the currency appreciation is mainly as a result of capital inflow from Flls, FDIs and
ECBs. To counter that, RBI wasmopping money and injecting liquidity. But, thiscausesinflation. Thebest way to
fight currency appreciation is to do the reverse of FDIs and Flls - encourage more Indian companies to buy
overseasassets& companies.
So, the big problem now is how to deal with billions of dollars that come every week, while aready holding a
$200b worth reserve. Why not encourage more companieslike Tatathat bought Corusthereby causing an outflow
of dollars? India should encourage its PSUs to buy more oil fields, mines and other assets abroad along with
guided value purchases that will bring India better practices and more potential for intra-company exports. This
will bring asmuch benefit asincoming-FDI, whilekeeping rupeelower.
For thisto happen, we need to evolve anational policy and bring low-interest dollar |oans for the companies to
makeval uabl e purchases abroad that will benefit everybody.
The Government of Indiawill gain tremendously asthe rupeevalue of itsexternal debtswill drastically reducein
the near future. It isthe right time to mobilize dollar fundsto create world class roads, communication channels,
ports, bridges, energy alternatives, healthcare & educationinindia
The rupee appreciation trend against the dollar will provide opportunities to Indian companies to grow fast in
international business, provided corporates are prepared to meet the challenges of cost reduction, quality
production at low price, meeting international standards & hedging techniques. Corporates should treat
international business asan opportunity to grow & the rupee appreciation trend against the dollar as challengefor
wealth creation. Professionalshaveto devel op expertisein currenciesrisk management to hel p Indian companies
facethechallenges& opportunitiesduetotherupeeagainstthe USDOLLAR.

(Cont on page 32)
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(Cont. from page 19)

2. According to Naik’s analysis as the conclusions of a study by |IM Bangalore Professor Gopal Naik (posted
onlineon Aug 11" 2007. After the ban, the facts: Futures didn't spike wheat, pulses prices by Ravish Tiwari)
“thejumpin prices, isn't because of futurestrading but because of lower production, lower stocksand soaring
international prices of certain commodities’, the reason being if futurestrading help farmersto decide which
croptogrow, itleadstoimbalancein production. It makesthefarmer grow the crop that isprofitablerather than
thecropthatisdesirablefor thenation. It leadstolow production and high prices.

3. Another observationis, it takestimeto sell the produce sincefarmer waitstill he getsabetter pricefor hiscrop
whichinturn createsartificia demand withlow suppliesdueto hoarding, hencetheriseinprices.

4. Incasethefarmer getsabetter priceafter 3to 4 monthsal so, he cannot wait to take advantage of thispriceashe
hasto meet many financial obligationspost harvest of thecrop.

5. Apartfromall these, Indiabeing basically an agrarian economy should seeto that the country isself sufficient,
mainly in food grains. Pulses “the common man's meat” cannot be put to future trading. The country should
first have sufficient to meet theinternal demand for consumption at fair prices. That iswhat is needed for the
country. One can carry out futurestrading on metals, energy, etc., which are not basic necessitiesto live with.
But as far as food grains are concerned, the government should help the farmers to get a better price and
facilitatethe consumerstogetit at an affordableprice.

It is appreciated that the government banned futures trading on some pulses protecting the farmers and the

consumers and not leaving the market open to speculative trade like futures trading. It is still beneficial if the

trading on pulsesas such isbanned which will benefit the farmersto grow cropsaccording to the nature of the soil
and the seasonsand not asper futurestrading demand.

Henceatotal ban onfuturestrading on pulsesisadvisable.
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