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ABSTRACT

The economic liberalization of the early ninetiesupled with deregulation of exchange rates in 198@ilitated
the introduction of interest rate, and foreign eanbe derivatives in India. Foreign exchange derixed are used by firms
to alleviate foreign exchange exposures. The fareigchange exposures arising due to the uncertabbut exchange
rates may have significant effects on the earnafgbe firms. The use of derivatives is still ygregulated in India due
to partial convertibility of rupee. Presently, foavds, swaps, futures and options in foreign excleaage available in
India.

This paper attempts to study the strategic usderefgn exchange derivatives by Reliance Industriested to
manage its foreign exchange exposures. The mativédir this study came from first, the global finah crisis of 2008
which caused huge losses to companies owing tdilitglan exchange rates of currencies and secaraparatively low

and narrow use of foreign exchange derivativesnoljan corporate firms in India.

The literature on foreign exchange exposure managémractices of the firms shows the reductionoogifn
exchange exposure with the use of tools for magatiia exposures. The paper finds that Reliancesinigs Limited
seems successful in managing foreign exchange @gd&he precise prediction of the foreign excharade plays a very
significant role in successfully managing the fgreiexchange exposure of a firm. It appears thatfitme has been

successful on this front, in addition to a suitalmix of derivative instruments in its foreign exp@smanagement strategy.
KEYWORDS: Foreign Exchange Exposure, Derivatives, Forwardsufes, Options, Swaps
JEL Classification: F 30, F 31, G15

INTRODUCTION

Firms having trans-border business face foreigrhamge exposures on account of unexpected/ unaatgdp
changes in exchange rates of currencies in whigliitins make transactions. A foreign exchange exqos defined as a
contracted, projected or contingent cash flow whas®unt is not certain at the moment and dependgherforeign
exchange rates of the currencies in future. Firorsnally use hedging, a technique to protect theweselrom the foreign
exchange exposures on account of the uncertairttyeoéxchange rates. In hedging, foreign exchaegeatives are used
by firms to hedge the foreign currency exposureswards, futures, swaps, and options are commowalies used
worldwide by firms to mitigate the foreign exchandsks. The scope of this paper is limited to tmalgsis of the

management of the foreign exchange exposures factte Reliance Industries Limited.
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This paper attempts to discuss the various altesmbavailable to Indian corporates for hedgingifign exchange
exposures/risks. This paper aims to provide a jpets@ on managing the risk that firms face duBuctuating exchange
rates. It investigates the prudence in using theigda exchange derivatives to mitigate the foregohange exposures by
Reliance Industries Limited.

The study of exposure management practices ofrfdias is both interesting and challenging on ¢haecounts.
Firstly, the exposure management practices of finesstill evolving and are in the early stagdimdincial development.
Secondly, the management of exchange rate expasaorany times influenced by expectations and péimep about the
current and future course of events i.e. it is maghyic process. Lastly, very few empirical studiesehbeen attempted on

the foreign exchange exposure management practi¢dadian companies.

RBI in a circular issued in October 2001, said tetks have to scrutinize and review unhedged fexgosures
of clients that have large foreign exchange exmsun February 2012, another circular with toughkerding was issued
by the RBI in which it said that banks should “rigosly evaluate” the risk emerging out of the urdetiforex exposure
and price that risk in while extending credit fiigk to these companiésn January 2014, RBI put rules in place asking

banks to make provision against unhedged foreighaxge exposures of their clients.

The study has been divided into five parts. Th&t firart introduces the theme of the Paper. Partprweides a
review of the literature on the use of foreigh extolpe derivatives by corporates. The third sectiatfines the research
methodology adopted to accomplish the objectivehef study. Section four discusses the use of fdexwatives by
Reliance Industries Limited and the company’s poti mitigate foreign exchange risks. The main ifiigd of the study

are summarised in section five.

REVIEW OF LITERATURE

Exchange Rate Exposures

There are different sources/ types of foreign ergkarate exposures. The main types of exchangexatesures

are explained below:

« Transaction Exposures defined as a measure of change in the valmistanding financial obligations which
are made prior to a change in exchange rates an &#e settled in the future. Transaction exposucaused by
the possibility that the future cash flow relatitoga financial obligation may change as a result>ahange rate

changes.

» Economic Exposureepresents to the possibility of the change inptesent value of the firm’s expected future
cash flows due to an unexpected change in exchatgs. It is also called operating exposure. Itsuszs the
change in the present value of the firm, which ltessuom any change in future operating cash fleassed by
unexpected changes in exchange rates. Operatirgs@x@ measures the impact of unanticipated excheaige
changes on the firm’'s revenues, operating costs agadlating net cash flows over a medium time haorizo

Economic exposure has sustained implications @®btittom line of the firm.
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* Translation exposurés a short-term exposure. Translation exposui@aglto foreign assets that are exposed to
due to exchange rate uncertainty, while domestsetasare not exposed to this exchange rate unusgrtai
Translation exposure arises on the consolidatiomsséts, liabilities, and profits denominated ireifign currency

in the process of preparing consolidated accourttsedfirm in home currency.
Foreign Exchange Exposure Hedging Techniques

Firms can uses various alternative foreign exchashgévatives to hedge their foreign exchange expssu
In addition to foreign exchange derivatives, fireen also employ operative techniques to mitigatei§m exchange
exposures. We can put the foreign exchange hedguimiques used by firms in two different categoés mentioned

below:
» Derivative techniques: Financial contracts
e Forward market hedge
* Futures
e Option market hedge
» Swap market hedge
* Money market hedge
e Operational techniques
e Choice of the invoice currency
e Lead/lag method
e Matching
e Exposure netting

Chart 1 shows different techniques on the bastheif availability, which are generally used byrfs to their manage

foreign exchange exposures.
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Forex Exposure Management
Techniques

A. OTC Market C. Operational

1. Invoicing in currency
2. Leading & Lagging

3. Matching
4. Money Market

Hedge 4. Inter-company Netting

Figure 1
These techniques have been discussed below
Forward

Currency forward contract is most popular and dineethod of hedging foreign exchange exposure.ndod is
an agreement between two parties, a buyer, anliea, $e buy or sell a currency at a specified m@tea particular date in
future. The main advantage of a forward is thaait be tailored to the specific needs of the find an exact hedge can be
obtained.

Futures

A futures contract is like to the forward contréett is more liquid as it is traded in an organizahange.
However, future is a standardized contract unlikeravard which is a tailor-made OTC contract. Auies contract is a

subject daily settlement procedure to guarantek party that claims against the other party willlagd.
Option

A currency option provides the holder the rightt, bot the obligation, to buy or sell foreign curcgrat an agreed
price, within a specified period of time. A calltmm gives the option buyer the right, without galiion, to purchase
agreed on the currency by paying another agree@rzy at the agreed price on or before the agraésl é put option
gives the option buyer the right, without obligatido sell the agreed currency for another agreeckocy at the agreed
price on or before the agreed date.

Swap

The swap contract is an agreement to exchange umency for another currency at a predeterminedhaxge
rate, which is the swap rate, on the sequencetafdates. As such, a swap contract is like afgdmrtof forwarding
contracts with different maturities. Swaps are vigyible in terms of amount and maturity; the maguranging from few
months to 20 years.
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Money Market Hedge

A foreign exposure can be hedged by lending andbladng in the domestic and foreign money marketsng
may borrow (lend) in foreign currency to hedgefiteign currency receivables (payables). For examgh Indian firm
has to receive 1 million dollars from a U.S. imgorafter three months. The Indian firm will borr&dD from the market
today. Then it will sell the USD in the market fapees. After three months, it will receive USDnfrehe importer and

will make USD payments to the lender. Thus, théharge rate risk is alleviated.
Choice of the Invoice Currency

This is an operational technique. Firms may, samegi invoice their foreign sales or purchases imektic

currency so that the other party absorbs exchaatgeisk.
Lead/Lag Method

This is another operational technique to hedgexfoisk. ‘Lead’ means to pay or receive early, whsrdag’
means to pay or receive late. The firm would ligddad soft currency receivables and lag hard oayreeceivables to
void the loss from depreciation of the soft curgeaad benefit from the appreciation of the hardeucy. Similarly, the

firm will attempt to lead the hard currency payabdad lag soft currency payables.
Matching

In matching, cash flows in one of the pairing cooies can be offset against cash flows in the ethieor
example, an Indian firm has its receivable in ongency say EUR and a payable not in the same ratyrbut closely
related currency say GBP. The movement in two caies are closely related so that a loss (gainpayable due to an
appreciation (depreciation) of GBP vis-a-vis INRllviie closely matched by the gain (loss) on theeinable due to

appreciation (depreciation) of the EUR.
Exposure Netting

A firm having different receivables and payablesliverse currencies can net out its exposure ih eacency
by matching receivables with payables. Netting lsardone between inflows and outflows of differemtrencies arising

from cross-border transactions of different enditié the group.

OTC instruments in currency forward, option and gsvare the most popular. Importers, exporters bamis use
the rupee forward market to hedge their foreigmenoy exposure. The typical forward contracts areohe month, three
months, or six months, with three months beingrtiest common. Options are preferably used in casbaige is quite

volatile. Swaps are used to mitigate foreign exgleatisk relating to long-term foreign liabilitiegi debt.
Studies on Foreign Exchange Exposure Management

The studies related to foreign exchange exposufieno§ can be put into three categories. First,dtuglies based
on the efficacy of foreign exchange derivativesnianaging foreign exchange risk of firms; second,dtudies related to
the practices of firms in managing foreign exchaagposures, and third, the studies related to erchivice of hedging
instruments in managing foreign exchange risk. Getk studies on the management of foreign exchamgesure are

shown below in Table 1.

Impact Factor(JCC): 3.7985 - This article can be downloaded from www.impactjournals.us




| 512 0.S.Dedl |

Studies on Effectiveness of Foreign Derivatives Managing Forex Exposure

There are evidences showing the reduction of exposuth the use of tools for managing the exposures
Fok et al. (1997) study find that although the bamirpose of hedging is to reduce returns volgtilitmay also increase
the value of the firm. According to them, hedgirgluces the probability of financial distress, thsts of debts and the

cost of equity. The large firms showed a strongadéncy to hedge.

In contrast, Copeland and Joshi (1996) find thatifm exchange risk management programs may caose m
damage than good. They study two hundred large aoiep and conclude that there is enough evidencadbserious
doubt about the economic benefits of foreign exgeamedging programs. According to them, owing taress
management time and the substantial amount of aagétvoted to hedging, the value is diminishedeadtof getting

increased.

Table 1: Selected Studies on Management of Foreigixchange Exposure

S. No. Study S. No. Study
1 Marshall (2000) 8 Hentschel and Kothari (2001)
2 Sivakumar and Sarkar (2008 9 Chowdhry and HA989)
3 MadhuVij (2008) 10 Copeland and Joshi (1996
4 Collier and Davis (1985) 11 Fok et al. (1997)
5 Batten, Metlor and Wan (1993) 12 He and Ng (1998)
6 Jesswein et al. (1995) 13 Bodnar and Gebhar@ig]14
7 Howton and Perfect (1998) 14 Nydahl (1999)

Studies on Practices of Risk Management

Numerous empirical studies in the last two decddr® attempted to provide insights into the prastiof risk
management of firms. Collier and Davis (1985) eatrout a study about the organizations and pracb€eurrency risk
management of U.K. multinational firms. The studhdf that there is a degree of centralized cortfaroup currency
risk management. Firms used to have formal foreigchange management policies. According to theirfgg] firms
preferred the risk-averse policies by applying edtic closeout. The transaction risk was considergmbrtant and there

was the active management of currency transadsén r

Batten, Metlor, and Wan (1993) studied foreign exuade risk management practices and usage of dedvat
products by large Australia based firms. In tof& firms were covered in the study. Transactiorosype was considered
the most relevant exposure. According to the stid@ypercent firms traded their foreign exchangeosupes, acting as

foreign exchange risk bearer, in an attempt tonogt firm returns.

The pattern of use of forex derivatives by the Uisis was studied by Howton and Perfect (1998) §tudy
indicated that 60% of firms used some type of agiwe contracts. However, only 36% of randomly sidd firms used
derivatives. In both cases, more than 90% of ttex@st rate contracts were swaps. The share akfutand forwards was

over 80% of currency derivative contracts.
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Hentschel and Kothari (2001) studied the firms gdilerivatives to manage foreign exchange using filata
financial statements of 425 large U.S. corporatiditee comparison of risk exposure was made forvdtvie user firms
and non-user firms. According to the study, theezeneconomically small differences in equity retuotatility between
derivative users and non-users. The study findsdhaency hedging has little effect on the curseagposure of firm's

equity, through the use of derivatives ranged fb6% to 64% of the firm’s assets.

Vij (2009) carried out a survey of 98 Indian comiganin 2008. Highest, 48 percent companies used-dated
forward exchange contracts to hedging foreign cuyeisks. Only 1 percent of the companies usedthiehing system

to hedge the currency risk.

He and Ng (1998) conducted a survey of foreign arge exposure of 171 Japanese firms. Accordingdo t
study, 25% of the firms experienced significaniefgn exchange exposure. The foreign exchange erpaddirms was
dependent on firms’ export ratio. They also studhesl relationship between foreign exchange expoasndethe variables
reflecting the usage of derivatives. The firms magka prediction to hedge had, on an average, léaveign exchange

exposure.

Bodnar and Gebhardt (1998) studied the comparatbegye of derivatives between the U.S. and German no
financial firms. The study finds that German firar® more likely to use derivatives than US firmghw8% of German

firms using derivatives compared to 57% of US firms

Nydahl (1999) studies the effect of exchange raietdation on a firm’'s value, the so-called exchangte
exposure, for a sample of 47 Swedish firms. Theiaglof Swedish firms, as reflected in the stockgyrseem quite
sensitive to movements in the exchange rate. Stgdyie cross-sectional differences in exposuregthienated exposure
is positively and significantly related to the friaoal of total sales made abroad and negativdited to the use of

currency derivatives.
Studies on the Choice of Hedging Instruments

The literature on the choice of hedging instruméstegery little. Among the available studies, Ma#{2000)
conducts a survey and points out that currency sveap better for hedging against translation nghile forwards are
better for hedging against transaction risk. Thislg also provides circumstantial indication thating policy is the most
popular means of hedging economic exposures. Tiessdts however, can differ for different curresc@epending on

the sensitivity of that currency to various markeattors.

Siva Kumar et al. (2008) point out that forwards aptions are preferred as short —term hedgingumsints, while swaps
are preferred as long-term hedging instrumentsy Tised data for 2006-2007 for eight firms, nam&gliance Industries
Ltd., Maruti Udyog, Mahindra and Mahindra, ArvindlM, Infosys, TCS, Ranbaxy and Dr. Reddy’s labs.

Chowdhry and Howe (1999) examine under what caomtiwill a multinational corporation alter its opgons
to manage its risk exposure? The study shows thétrrational firms will engage in operational hedgionly when both
exchange rate uncertainty and demand uncertaiypagsent. Operational hedging is less importantnianaging
short-term exposures, since demand uncertaintywser in the short term. They suggested that longrtstrategy

adjustments (operational hedge) are the most aféeatay of managing long-run operating exposure.
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Jesswein et al. (1995) study how extensive is vilr®us major innovative foreign exchange produrstsd by
U.S. corporations, and categorize these produdts three generations. They find that the populaotythe simpler,
first-generation product has not been overtakertheysophisticated new entrants and that the adomtfoinnovative
foreign exchange risk management products is notoasmon as expected. The findings show that theofishird
generation derivatives (Range, Compound optionsithgyic products) was generally less than that hef $econd
generation derivatives (Futures, Options, Swaps, Afarranties), which was, in turn, less than the aof the first

generation derivatives (Forwards).

From the review of the literature as given abotege important conclusions can be drawn. Firstagority of
studies indicates that use of foreign exchangevatves is helpful in mitigating forex risk to vamg degree of
effectiveness. Second, the practices of using dareixchange derivatives by corporates in managingigh exchange
exposures are increasing day by day. Third, theposition of foreign exchange derivatives in the died strategy of
corporates is changing over the time, but at tleevet pace. In addition to operational techniqueseraal hedging

techniques are being used on larger scale.
DATA AND RESEARCH METHODOLOGY

First of all, we should know the type and quantunexposure. Then, we have to find which hedgindnibégues

are being used by the firms. In last, are thedenigoes/strategies appropriate to the given expgoand circumstances?
Data Sources

The study is based on annual reports, data cofldoben the treasury, interaction with the TreasureReliance
Industries Limited and other relevant study mateeéated to the companies. The study evaluatesategn exchange

exposures of the company and assesses the appeapsa of the hedging strategies employed by thmpany.
Measure of Foreign Exchange Exposure

The value of a firm is simply given by multiplyiregnumber of shares with return on shares. Thusfotteign
exchange exposure of a firm can be measured bretiponsiveness of return on its stocks to chanderéign exchange
rate. A standard two-factor model has been employegstimate the exchange rate sensitivity coefficbf the firm. This

model is described below:
Rit =a+B,eji +B,Rme + uje

Where, Ris the return on company i's stock at timet,igthe change in foreign exchange rate, apgsRhe
stock market return. Coefficienfig andp, provide the measure of exchange rate exposureyatehsatic risk of company

i. Whereas, is the error term.

The return of company i for period t has been caegbas given below:

_ Pt—Pg—q
Ry = 2P

Pt—1

Where, Ris a price of the stock of company i in periocht &, is the previous period price the stock. Similarly,

return on NIFTY 500 and exchange rate (U.S. $ pgreR) have been calculated.
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A positive B; indicates exposure to an appreciation of foreigmency (U.S. Dollar). Foreign exchange exposure

has been assessed for 2012-2017, taking the ehe afonth figures into consideration.
Sensitivity Analysis

In addition to the above assessment, a sensitivi}ysis of the company’s profits/revenues to ckarg foreign
exchange rate has also been carried out. The iségsanalysis shows the effect of 1% or 10% dejaten/appreciation
in the value of foreign currency on the profit betcompany. The results of sensitivity analysis lzamused to verify the

nature of forex exposure as measured by the abavdactor model.
Foreign Exchange Derivative Instruments

In the next step, the strategic uses of foreigrmamge derivatives by the companies to manage foighange
exposures have been studied. The different devivatirategies- a combination of like - forwardsap®; options, futures,

invoice pricing, matching etc. used by the compaitdemeet these foreign exchange exposures haneabedyzed.
Suitability of Foreign Exchange Derivative Instruments

The suitability of instruments has been judged bynparing the instrument used by the company with th

instrument that should have been used in thesemstances according to theory, and the practicegted by firms.
Foreign Exchange Exposure Management Policy

The policies adopted to manage the foreign exchaxpesures by the company has been analyzed.dt als

includes an internal control mechanism used bytmpany. Which accounting standards are used bgaimpanies?

Comparative Analysis

In the last, comparison of instruments used byctimpany with the instruments generally used byalfilbms as

provided by a review of the literature has beemiedmout.
Foreign Exchange Exposure in RIL and its Management

Reliance Industries Limited is a worth mentionifgbgl player in the integrated energy value chaid has a
mounting presence in the retail and digital sewicelndia. RIL operations span from the explomatmd production of oil
and gas to the manufacture of petroleum produotdyepter products, polyester intermediaries, piastipolymer
intermediaries, chemical, synthetic textiles, fefyriretail, and telecommunications. RIL has worldigest refinery in

India.

The company exports petroleum to the West Asialli®, South East Asia and Australia. RIL exporés@l to
Europe, Africa, and South East Asia. The company @laced premium petroleum grades (Alkylate, PB@B).atin

America and the American market.

Reliance Industries limited imports of crude oilasondensate from Latin America, Middle East, AdriRussia,
Kazakhstan and the U.S. RIL has become the biggsirter of Ethane from the U.S.A. in 2017.

RIL has more than 146 subsidiary firms and 10 daasecompanies. The company has earnings of appetgly 55% in
foreign exchange. Earnings in all businesses akedi to USD. The key input, crude olil, is purchasetdSD. RIL has

three joint ventures in the USA. Reliance has aBétiof share in India’ total exports.
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Foreign Exchange Exposure of the Company

A measure of foreign exchange exposure of Reliimdestries Limited using two-factor model is givieelow in
Table 2. The positive coefficient of exchange itiews that the company has the net exposure tp@me@ation of the
U.S. Dollar (depreciation of the rupee), due tointports of feedstock purchased in USD and paymentforeign debt

obligations.

Table 2: RIL: Foreign Exchange Exposure

Constant | Exchange Rate | Nifty R? F- Statistics
Coefficient 0.0035 0.2741 0.6836 0.30 12.06
p-value 0.647 0.227 0.001 0.000

The sensitivity analysis shows that 1% depreciatibRupee (or appreciation USD) would have resuitethe
loss of Rupees 329 crores in 2017. Thus, it is figakto RIL if Indian Rupee appreciates agairist foreign currencies.

This supports the results shown by the two-factodehabove in Table 2.

Table 3: RIL: Sensitivity Analysis: Impact on Profit or Loss (in Rs crores)

As on March 31, 2016| As on March 31, 2017
USD | EUR | JPY | USD | EUR | JPY
1% depreciation in INR  (302) (26) (4) (309) (14) ) (6

1% appreciation in INR 302 26 4 309 14 6
Sourdennual Reportvarious issues.

Particulars

Foreign Exchange Risk Management Techniques

Table 4 reveals foreign currency exposures in UBDR and JPY on financial instruments at the endhef

reporting period. The exposure to foreign currefiocyall other currencies is negligible.

Table 4: RIL: Foreign Currency Exposures (In Rs. core)

Particulars As at March 31, 2015 As at March 31, 2016 As at March 31, 2017

USD | EUR | JPY USD EUR | JPY UsD EUR JPY

Loans 88521 3900 2411 92,914 6878 2110 92,922 88,491,673

Trade & other | 57075 | 5093 | 513 | 44908 5389 674 59007 1545 70

payables

Trade & other

oo ables (5596) | (2823)| (166)| (2321) (2230) (1968) (628l)  (55) 565

Derivatives

E‘i;"gds & 30455 | (3352) (2370) (23684) (10140) (2591) (478549136) | (1702)

Currency swaps 1356 1438 1015

Options 1950 2366 1076

Net exposure 154061 (192) 388  1154p1  (10B) 3) 9®.8 852 606

Source: Annual Reportvarious issues.

The table 4 shows that the exposures are predothinaelated to loans, trade, and other payables.
The exposures of the company are mainly in the Uollar. The major part of exposure is

covered by the forward’s contracts followed by ops# and swaps. The pricing of invoice, not mentione
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the table, is used to mitigate the exposure on rexd the company.

The exposure of company derivatives to interes chilange at the end of the reporting period areiged in
Table 5. Since the company is a prolific borrower make the investment and fulfill its other finamgineed,
it has exposures to interest rates. A major pordbimterest rate exposure was accounted by foreigirency interest rate
swaps. Next in the lead have been Rupee interessvaaps. This shows that the company also use@ynoarket hedge

to manage in exposures.

Table 5: RIL: Interest Rate Exposure (Rscrore)

Derivatives As at 3T March 2015 | As at 37 March 2016 | As at 31" March 2017
Foreign currency interest rate swaps 45532 39968 9825
Rupees interest rate swaps 23640 16835 9995
Currency swaps 1356 1438 1015
Total 70528 58241 36997

Source: Annual Reportvarious issues.

Table 6 depicts foreign currency exposures thatatehedged by derivative instruments as on MarthThe
unhedged exposures are naturally hedged by futwetgh currency earnings and earnings linked teifpr currency as a

claimed by the company.

Table 6: RIL: Unhedged Foreign Currency Exposuresii Rscrores)

2010 | 2011 | 2012

Amount | 50442| 65893 82198
Source Annual Reportvarious issues.

2013 | 2014 | 2015
71627 64918 828§

2016 | 2017
12 91p55 99895

Year

Table 7 shows the maturity profile of derivativedncial liabilities relating to forwards, optionsdaswaps used
by Reliance Industries Limited to manage its expeswuring 2016-17. It can be seen that forwards @tions are
usually used for short term i.e. less than one.y@arthe contrary, swaps, which are used to mee¢xposure on liability,

predominantly have the maturity between one arelfears i.e. longer than that of forwards and ogtio

Table 7: RIL: Maturity Profile of Derivative Financ ial Liabilities as on March 31 (in Rs. crores)

Year Below 3 3-6 6-12 1-3 3-5 Above 5 Total
Months Months | Months Years Years Years

Forwards
2016 40 3 370 141 - - 554
2017 1115 380 372 - - - 1867

Options
2016 - - - - - - -
2017 33 64 62 - - - 159
Currency Swaps
2016 - - 102 90 224 - 416
2017 - - 42 42 200 - 284
Interest Rate Swaps

2016 5 13 32 419 285 - 754
2017 - 1 175 51 49 - 276

Source: Annual Reportvarious issues.
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Risk Management Policy

Exchange rate fluctuations impact the profit of R as it buys the crude and sells oil in U.S.lamsl.
A change in rates of interest also affects commapybfit as one-fourth of its consolidated borroggnare pegged to
floating rates. The company had consolidated bdmgsvnearly Rupee two lacs crores in 2016-17. Apd@u99,895
crores, nearly half of the group’s debt was denaeid in U.S. dollar at the end of March 2017. Rés la natural hedge
against the exposure as future earnings are litdkkédlS. dollars. The company has a very little expe to the Euro and

the Japanese Yen.

The company risk management framework is intenddxkta simple, consistent and clear. It consisk-wefined
structure for managing and reporting risks fromaperations to the Board. The framework and relatedesses seek to

avoid incidents and maximize business outcomes.

The company has implemented three lines of deferadel to allow continuous and real-time assuranc&ey

risk exposures and the ongoing effectiveness afrotsn

First Line of Defenceln the first line of defence, business and funwideaders continuously demonstrate for
themselves that risk management activities theyehavplace are effective. In aggregation with thek management

activities themselves, this monitoring activityigels the first line of defence in the managemdmisa.

Second Line of Defencé&his line of defence includes the experts in ar@&ss network of functional experts

provides functional assurance to the businesses by:
* Providing a view, independent of the line, of rigkighin their area of functional expertise.

e Setting standards for the management of risks &fidedl guidance on mitigations to relevant Busiess#s their

area of expertise.
« Observing or verifying the efficiency of controlsdaother risk management activities completed kyhihisiness.

Third Line of DefenceGroup Audit is the third line of defence. The qmany has recognized an independent
Group Audit function, reporting to the Chairmartioé Board and the Audit Committee.

Theinformation relating to the companies’ policy tamage the forex exposure and other relevant paeasnist
given in table 8. The RIL uses centralized apprcauth treasury is assigned the task of forex exgosianagement. The
company uses OTC and Exchange traded forex desgitn addition to operational techniques of matghpricing of the

invoice and inter-company netting.
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Table 8: RIL: Foreign Exchange Risk Management

Particular RIL
Foreign exchange risk management Centralised
Responsible department Treasury
Transaction
Exposures covered Economic
Translation
Accounting standard INDAS
o oTC
Derivatives markets Exchange traded
Currencies hedged USD, EUR, JPY
Forecasting of relevant currencies Yes
1. Matching
2. Forwards
3. Swaps
Hedging techniques used 4. Options
5. Futures
6. Intercompany matching
7. Choice of invoicing currency
Time horizon for hedging Less than 5 years
Review of hedging policy Continuous
1. Regular management report on
positions

2. Limits & guidelines framed by
top management 3. Internal audit &
control

4. Different levels of authorisation
1. Value at risk

Internal control mechanism

Risk evaluation techniques 2. Stress or scenario test

3. Price value of a basis point
Use of third generation derivatives No
Note of policies of competitors No

Change in hedging strategy in response,
. es
to exchange rate fluctuations

Help of external sources/experts Yes

Different strategies to manage forex
risks arising out from cash inflows and Yes
outflows

Company'’s exposure to Appreciation of foreign cocse
Source: Based on information provided by the company.

The RIL continuously reviews its hedging policytdmal control policy includes a regular managemmeport on

positions, limits & guidelines framed by top managat and internal audit & control, and differentdls of authorization.

The company estimates the risk associated withigorexchange fluctuations. Simple foreign exchange
derivatives are used by the company in managirgdorexchange exposure. The third generation derésaare not used

by the company.
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The company does forecast the exchange rate ofargleurrencies in pursuit to devise its stratdgglso takes
consultancy services of external experts. The compaakes changes in its hedging strategy in regptimexchange rate
fluctuations. The company uses different stratetpesanage forex risks arising out of cash inflaw&l outflows. The

foreign exchange market is well regulated and Rebaensures compliance with all the regulations.
CONCLUSIONS

The main findings of the study, grouped on the dasiparameters set in the objectives of the sthdye been
discussed below:

Effectiveness of Forex Derivatives in Managing Foign Exchange Exposure

There is enormous research on the effectivene$sreign exchange derivatives in managing foreigohexge
risks. There are evidences in the literature shguie reduction of foreign exchange exposuresrofdiwith the use of

tools for managing the exposures.
Understanding and Approach

Forex exposures are managed by the treasury degagm Reliance Industries Limited. The compangsus
centralized approach to manage the foreign excharpesures. The concerned department has a cldarstanding of
the foreign exchange exposures i.e. translatiamstction and economic exposures. The company ebatsgstrategy of

foreign exchange risk management in response tiutteations in exchange rates.
Evaluation and Forecasting

RIL assesses the foreign exchange exposures.ditiisé/alue at risk, Stress or scenario test aie Ralue of a
basis point method to evaluate the foreign exchaisfs. Reliance Industries Limited does forechstéxchange rate of
the relevant currency; the U.S. dollar, for expesmranagement purpose. It also takes consultangjcesrof external
experts. The company uses different strategiesaage forex risks arising out of cash inflows antflows. RIL has a
net exposure to the appreciation of USD. The seitgitanalysis shows that exchange rate fluctuaide impact the

profits of the company.
Derivative Techniques Used

Reliance Industries Limited has about 50 percentiegs from foreign sources in U.S. dollars. Thexpany uses
foreign currency loans to fund its investments foad extent. Between 2012 and 2015, RIL raised UBS billion (in
foreign currency bonds) making RIL one of the nmustific borrowers in AsidThe earnings in all businesses are linked
to USD. The key input, crude oil is purchased inDU®II export revenues are in foreign currency aochl prices are
based on import parity prices as well. Thus, angregation of rupee against foreign currencies appé¢o help the
company in increasing the income. The company fseggn exchange forwards and futures to a largergxo hedge its
currency exposure, followed by use of options. Thenpany uses swaps to mitigate the long-term fareigchange
exposure. Reliance Industries Limited uses dexeatihaving tenure up to five years to manage itsigo exchange

exposure.
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The company carries out transactions in both mariket OTC and Exchange-traded derivatives matketedge

its foreign exchange exposures.
Suitability of Techniques

The strategy of the company appears appropriathangiven situations- nature, type and duratiorfoogign

currency revenues and expenses- to manage foresegs.

Reliance Industries Limited uses futures, forwaofgions and swaps to manage its foreign excharpeseres.
Since the company has foreign currency liabilitiese of swaps is appropriate in such cases. Howveses forwards
and futures on a larger scale to mitigate foreigchange risk on the net foreign currency payakdésting to import of
crude oil feedstock and foreign debt. The compdsy ases options on a small scale to hedge foraigrency risk. The

company has consistently earned a profit on foredgrhange derivative instruments in the last fearye

It is worth mentioning here that the precise predicof foreign exchange rate plays a very sigaificrole in
successfully managing the foreign exchange expasfuadirm. It appears that the firm has been sssfté on this front, in

addition to the suitable mix of derivative instrumein its foreign exposure management strategy.
Internal Control and Policy to Manage Exposures

Reliance Industries Limited continuously reviews litedging policy. Internal control policy includasregular
management report on positions, limits & guidelifrasned by top management and internal audit & rabnand different

levels of authorization.

Global Comparison

The Reliance Industries Limited does not use thederation foreign exchange derivatives in managpmgx
exposures. This indicates that the Indian forexvdéves market is still evolving and is not as eleped as forex

derivatives market in developed countries.
* RBI Notification DBOD.BP.BC.N0.76/21.04.103/2011-T?ated Feb 2, 2012.
» Financial Express, August 23, 2017, Delhi.
* RIL Annual Report, 2017.
* The Economic Times, 08 August 2017, New Delhi.
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