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DEVELOPMENTS IN THE INDIAN RUPEE MARKET

“Where is the market going?” is the foremost thought that occupies most market participants most of the time. In
general the reference is to Price - whether it is going up, down or sideways. The more literal reference of this
common question would be to the changes and developments taking place in the marketplace itself. This issue of
The Colour of Money takes note of some of the significant developments in the Dollar-Rupee market that have
taken place recently.
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exports, imports, software
exports and personal
remittances etc. was
equal to 27% of GDP in
1994-95. This ratio has moved up significantly, to 53% in 2007-08. The foreign exchange market is supposed to be
an arcane world, which few people know about and fewer can fathom. But, it's time everybody started figuring out
how the FX market works, because exchange rate movements now impact at least 53% of the economy!
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L 10 FX market have risen due

to the increasing openness
of Indian economy, as
cited above. On the other
hand, the crash in the
Equity market over the last
twelve months has led to a sharp contraction in volumes. Daily stock market volumes had fallen by almost half, to
$16.4 bin by Sep-08, from the daily average volume of $28.6 bin in Oct-07.
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fact, the Daily Amplitude is
a muted measure of volatility because it does not take into account Opening Gaps (difference between the Open
on any day and the Close of the previous day). If we factor in Opening Gaps, the volatility will be even larger.

The linkage between the increase in volumes and increase in volatility is that the RBI’s ability to dampen volatility
has been severely constrained by the rise in volumes. The RBI has to increase the size of its market interventions
now in order to make a dent in the prices. And that is something it cannot always afford to do these days.
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exchange traded Dollar-
Rupee Futures market. Finally, the Brown band shows the highs-lows in the onshore OTC market. Prices differ
between markets because participants in one market cannot easily transact in another market, due to regulatory or
logistical constraints. Naturally, there is an arbitrage opportunity for the few who can straddle two (or three)
markets at the same time.

Note that “delivery” or actual exchange between US Dollars and Indian Rupee is permitted only in the onshore
OTC market (which incidentally trades Cash, Spot, Forwards, Options and Swaps). The NDF and Futures markets
(which trade Forwards/ Futures only) are “non-deliverable”. The offshore NDF market exists because it permits Flls
to “dynamically hedge” (or trade/ speculate), something they are not allowed to do in the onshore OTC market.
Unification of the three markets can be achieved by dismantling regulatory constraints. This would lead to better
price discovery for Dollar-Rupee, but perhaps at the cost of greater volatility. Whether that is a worthwhile deal or
not, is for the RBI to decide.
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