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BANK FINANCIAL MANAGEMENT (CAIIB Paper 2) 

Treasury Management Syllabus Module-C  

Unit 1- Concepts and function; instruments in the treasury market, development of new 

financial products, control and supervision of treasury management, linkage of domestic 

operations with foreign operations. 

Unit 2- Interest rate risk, interest rate futures, Mix/ Pricing of Assets, Liabilities - On-

Balance Sheet Investment and Funding Strategies - Stock options, debt instruments, bond 

portfolio strategy, risk control and hedging instruments.  

Unit 3- Investments - Treasury bills, money market instruments such as CDs, CPs, IBPs 

Securitisation and Forfaiting; refinance and rediscounting facilities. Derivatives - Credit 
Default Swaps/ Options 

                           Click Here 

 

 

 

Unit -1 

 

Concepts and function; instruments in the treasury market 

Concept of Treasury Function: 
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Conventionally, the Treasury function was confined to funds management – maintaining 

adequate cash balances to meet day-to-day requirements, deploying surplus funds 

generated in the operations, and sourcing funds to bridge occasional gaps in cash flow. 

In the context of a bank, the Treasury is also responsible to meet reserve requirements, viz. 

holding with Reserve Bank of India minimum cash balances required as per Cash Reserve 

Ratio (CRR), and investing funds in approved securities to the extent required under 

Statutory Liquidity Ratio (SLR). Thus, Treasury function was essentially liquidity 

management, and from an organizational point of view, Treasury was considered as a 

service centre. 

To date, liquidity management continues to be an important function of Treasury. 

However, owing to economic reforms and deregulation of markets over the last decade, the 

scope of Treasury has expanded considerably. Treasury has since evolved as a profit 
centre, with its own trading and investment activity. 

Treasury connects core activity of the bank (deposit taking and lending) with the financial 

markets – which is also true of corporate treasuries in non-banking companies – by 

continuously accessing the markets for lending, borrowing, investing and trading in 

financial assets. And owing to the interface with markets, managing market risk for the 

entire bank has become an integral part of Treasury. 

The Treasury plays an active role in Asset-Liability Management (ALM), and with its 

constant exposure to markets, is well placed to advise the management of bank in internal 

decisions, say in product pricing and strategic investments. 

Till late 90’s, investment in securities and foreign exchange business constituted two 

separate departments in most of the Indian banks. For reasons that we would explore later, 

these two functions have now become part of the integrated Treasury, thus adding a new 

dimension to treasury activity. 

Treasury essentially deals with short-term funds-flow (i.e. with less than one year 

maturity), with the exception that as part of SLR requirement, investment in some 

securities is held to maturity exceeding one year. Risk management function, however, 
covers underlying assets and liabilities across short, medium and long-term maturities. 

Functions of Integrated Treasury: 

Integrated Treasury, in a banking set-up, refers to integration of money market, securities 
market and foreign exchange operations. 

Integrated Treasury, in the Indian context, is the direct result of reforms in the financial 

sector, the most important reforms being deregulation of interest rates and partial 
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convertibility of Rupee. Rupee is already freely convertible on current account, and to a 

large extent, also convertible on capital account, owing to major relaxations allowed by the 

Reserve Bank, in the area of foreign direct investment (FDI), external commercial 

borrowings (ECB) and overseas direct investment (ODI) by Indian corporates, and foreign 

currency operations of resident Indians. Banks have also been allowed large limits, in 
proportion to their net worth, for overseas borrowing and investment. 

As a result, banks look for interest arbitrage across the currency markets and are in a 

position to shift swiftly, say, a placement in Rupee denominated commercial paper to 

lending in USD in global inter-bank market. Banks can also source funds in global market 

and swap the funds into domestic currency, or vice versa, depending on the market 

opportunities. 

Banks have gained wider access to foreign currency funds through their off-shore 

operations, NRI deposits, and resident foreign currency accounts such as EEFC and float 

funds from external commercial borrowings (ECB) of corporate customers. The banks, do 

no longer distinguish between Rupee cash flows and foreign currency cash flows, and an 

integrated cash flow has become the basis for treasury operations. 

Detail of Treasury Functions 

In order to accomplish its mission, the treasury department must engage in the 

following activities: 

Cash forecasting: Compile information from around the company to create an ongoing 

cash forecast. This information may come from the accounting records, 

the budget, capital budget, board minutes (for dividend payments) and even 

the CEO (for expenditures related to acquisitions and divestitures). 

Working capital monitoring: Review the corporate policies related to working capital, 

and model their impact on cash flows. For example, looser credit results in a larger 

investment in accounts receivable, which consumes cash. 

Cash concentration: Create a system for funneling cash into a centralized investment 

account, from which cash can be most effectively invested. This may involve the use 

of notional pooling or cash sweeps. 
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Investments:  Use the corporate investment policy for allocating excess cash to various 

types of investments, depending on their rates of return and how quickly they can be 

converted into cash. 

Grant credit: Issue credit to customers, which involves management of the policy 

under which credit terms are granted. 

Fund raising: Determine when additional cash is needed, and raise funds through the 

acquisition of debt, sale of stock, or changes in company policies that impact the 

amount of working capital required to run the business.  

Risk management: Use various hedging and netting strategies to reduce risk related to 

changes in asset values, interest rates, and foreign currency holdings. 

Credit rating agency relations: Keep any credit rating agencies informed of the 

company's financial results and condition, if these agencies are providing ratings on 

the company's marketable debt issuances. 

Bank relations: Keep the company's bankers apprised of the company's financial 

condition and projections, as well as any forthcoming changes in its need for borrowed 

funds. The discussion may extend to the various services provided by the banks to the 

company, such as lockboxes, wire transfers, ACH payments, and so forth. 

IT systems: The department maintains treasury workstations that provide it with 

information about cash holdings, projections, market conditions, and other 

information. 

Reporting: The treasurer provides the senior management team with reports 

concerning market conditions, funding issues, returns on investment, cash-related 

risks, and similar topics. 
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Mergers and acquisitions: The department may advise on the 

company's acquisition activities, and may be called upon to integrate the treasury 

functions of an acquiree. 

Treasury Operations of Banks 

Modern banks are huge entities employing thousands of people in their workforce. 
However, amongst the various departments present at banks, treasury department is the 
most important as well as the least understood. In this article, we will provide a brief 
overview of these treasury operations. 

Asset Liability Management 

The primary function of the treasury department of any banks is to ensure that its 
assets match its liabilities in every possible way. It is the job of the treasury department 
to prepare various financial models which help on forecasting the amount of net interest 
income that the bank stands to make if different economic scenarios play out. It is also the 
job of the treasury department to predict exactly how sensitive this non-interest income is 
to external shocks like changes in the interest rate. 

The treasury department collates this critical information and then passes the same on to 
decision makers who then decide the kind of assets that they want on the banks balance 
sheet. These decisions are then further translated into loan targets which bank officials 
have to meet. Also, based on the information received from the treasury, the bank refrains 
from using certain kinds of deposit liabilities. Hence, treasury department profoundly 
influences both deposit taking and loan sanctioning functions of the bank. 

Capital and Reserve Requirements 

Since the treasury department is basically in charge of the bank’s balance sheet, it is also 
responsible for setting aside reserves to meet the reserve requirements prescribed by the 
Central Bank. Also, the capital requirements prescribed by the Basel norms have to be met. 
Failing to meet these requirements has detrimental consequences since penalties are levied 
by the Central Bank. At the same time, holding an excess amount in reserves provides no 
benefit since such amount does not earn interest at the market rate and therefore 
represents opportunity loss for the bank. 

Liasioning with Regulatory Bodies 

The treasury department of banks is highly regulated. Since they are the ones that are 
supposed to maintain the capital adequacy ratios and reserve ratios, they are also the ones 
that are supposed to liaise with regulatory agencies on such issues. Executives from the 
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treasury department are usually invited by the government when decisions regarding the 
banking industry need to be made. Such executives also lobby on the industry’s behalf if 
adverse regulations are put into place. 

Liquid Investments in Government Securities 

Treasury departments at banks are also in charge of maintaining a certain portion of 
their portfolio in highly liquid government securities. In countries like the United 
States, this is done because the banks act as broker-dealers to the governments and are 
expected to hold these securities before they can be further sold. In other countries like 
India, banks are required by law to maintain a certain percentage of their portfolio in liquid 
government securities. This lends safety to the bank’s portfolio while simultaneously 
creating a highly liquid market for government securities. 

Disaster Management 

The treasury operations of any bank are responsible for managing its operations in the 
event of a disaster. Thus, to be prepared for the same, the treasury department has to 
anticipate the risks that can materialize over time. The treasury department is responsible 
for using tools such as derivatives to hedge the bank’s exposure to different kinds of risks. 
The late 2000’s have seen the proliferation of credit derivatives in the market which allow 
the banks to hedge even their basic risk i.e. the risk of nonpayment by counterparties. 
Apart from that, treasury departments are also important for insuring all the physical 
assets, the destruction of which can have a material impact on the bank’s business. 

Back Office Functions 

Treasury departments also have to perform a lot of normal back-office activities. 
They are supposed to regularly communicate with their branches regarding the extent of 
deposits that have been taken and the extent of loans that can be made. They also have to 
liaise with Forex department and proprietary trading department to monitor the amount of 
risk that the bank can take in real time. At the same time, the treasury department is 
responsible for ensuring that all branches, as well as ATM’s, are well stocked with cash to 
meet the service levels. 

When banks run out of cash, it severely affects their reputation. The treasury department 
conducts complex calculations to ensure that adequate amount of cash is available 
wherever required to avoid such situations. 

The treasury department is, therefore, the heart of the banking industry. Executives 
working in this department get a bird’s eye view of the operations of a bank that are spread 
out over cities, nations and even continents. These executives understand the concept of 
cost of funds and oversee its application. 
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Development of new financial products 

Introduction 
India has a diversified financial sector undergoing rapid expansion, both in terms of strong 
growth of existing financial services firms and new entities entering the market. The sector 
comprises commercial banks, insurance companies, non-banking financial companies, co-
operatives, pension funds, mutual funds and other smaller financial entities. The banking 
regulator has allowed new entities such as payments banks to be created recently thereby 
adding to the types of entities operating in the sector. However, the financial sector in India 
is predominantly a banking sector with commercial banks accounting for more than 64 per 
cent of the total assets held by the financial system. 
The Government of India has introduced several reforms to liberalise, regulate and 
enhance this industry. The Government and Reserve Bank of India (RBI) have taken 
various measures to facilitate easy access to finance for Micro, Small and Medium 
Enterprises (MSMEs). These measures include launching Credit Guarantee Fund Scheme 
for Micro and Small Enterprises, issuing guideline to banks regarding collateral 
requirements and setting up a Micro Units Development and Refinance Agency (MUDRA). 
With a combined push by both government and private sector, India is undoubtedly one of 
the world's most vibrant capital markets. In 2017,a new portal named 'Udyami Mitra' has 
been launched by the Small Industries Development Bank of India (SIDBI) with the aim of 
improving credit availability to Micro, Small and Medium Enterprises' (MSMEs) in the 
country. India has scored a perfect 10 in protecting shareholders' rights on the back of 
reforms implemented by Securities and Exchange Board of India (SEBI). 
Market Size 
The Mutual Fund (MF) industry in India has seen rapid growth in Assets Under 
Management (AUM). Total AUM of the industry stood at Rs 23.80 trillion (US$ 340.48 
billion) between April 2018-February 2019. At the same time the number of Mutual fund 
(MF) equity portfolios reached a high of 74.6 million as of June 2018. 
Another crucial component of India’s financial industry is the insurance industry. The 
insurance industry has been expanding at a fast pace. The total first year premium of life 
insurance companies reached Rs  214,673 crore (US$ 30.72 billion) during FY19. 
Along with the secondary market, the market for Initial Public Offers (IPOs) has also 
witnessed rapid expansion. The total amount of Initial Public Offerings (IPO) increased to 
US$ 1.2 billion raised from 37 between April – June 2018. 
Over the past few years India has witnessed a huge increase in Mergers and Acquisition 
(M&A) activity. In H12018, 74 deals of acquisition took place in financial sector. The total 
value of such transactions was US$ 4.166 billion. * 
Furthermore, India’s leading bourse Bombay Stock Exchange (BSE) will set up a joint 
venture with Ebix Inc to build a robust insurance distribution network in the country 
through a new distribution exchange platform. 
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Investments/Developments 

• Investments by Foreign Portfolio Investors (FPIs) in Indian capital markets have 
reached Rs 6,310 crore (US$ 899.12 million) up to November 22, 2018. 

• As of October 2018, the Financial Inclusion Lab has selected 11 fintech innovators 
with an investment of US$ 9.5 million promoted by the IIM-Ahmedabad's Bharat 
Inclusion Initiative (BII) along with JP Morgan, Michael and Susan Dell Foundation, 
and the Bill and Melinda Gates Foundation. 

• The private equity and venture capital (PE/VC) investments reached US$ 25.20 
billion between January to October 2018.* 

Government Initiatives 

• In December, 2018, Securities and Exchange Board of India (SEBI) proposed direct 
overseas listing of Indian companies and other regulatory changes. 

• Bombay Stock Exchange (BSE) introduced weekly futures and options contracts on 
Sensex 50 index from October 26, 2018. 

• In September 2018, SEBI asked for recommendations to strengthen rules which will 
enhance the overall governance standards for issuers, intermediaries or 
infrastructure providers in the financial market. 

• The Government of India launched India Post Payments Bank (IPPB), to provide 

every district with one branch which will help increase rural penetration. As of 
August 2018, two branches out of 650 branches are already operational. 

Road Ahead 

• India is today one of the most vibrant global economies, on the back of robust 
banking and insurance sectors. The relaxation of foreign investment rules has 

received a positive response from the insurance sector, with many companies 
announcing plans to increase their stakes in joint ventures with Indian companies. 
Over the coming quarters there could be a series of joint venture deals between 
global insurance giants and local players. 

• The Association of Mutual Funds in India (AMFI) is targeting nearly five fold growth 

in assets under management (AUM) to Rs 95 lakh crore (US$ 1.47 trillion) and a 
more than three times growth in investor accounts to 130 million by 2025. 

• India's mobile wallet industry is estimated to grow at a Compound Annual Growth 
Rate (CAGR) of 150 per cent to reach US$ 4.4 billion by 2022 while mobile wallet 
transactions to touch Rs 32 trillion (USD $ 492.6 billion) by 2022. 
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1. Concept of New Financial Products  
The first step in developing a new financial product is to conceptualize it. The idea for a 
new product can arise from a variety of sources, such as client demand, internal sales force 
or a third party. Exchange-traded funds came about because they did away with the 
limitations of traditional mutual funds by trading on an exchange, and thus offering instant 
liquidity and transparency — traits that are of immense appeal to investors. 

2. Product Development 

Coming up with a product idea is one thing, but developing it is another thing altogether 
since the devil truly is in the details. At this stage, the product development team has to 
translate the idea into a tangible product that can be sold to the institution’s clientele at a 
reasonable profit. The development team has to walk a fine line in devising a product that 
is neither unnecessarily complex (a real risk with financial products), nor is so plain-
vanilla that it is easy for the competition to replicate. 

The clientele for the product is also identified at this stage since most of the subsequent 
steps are driven by whether the product is meant for a retail audience, or should only be 
targeted at institutional clients. 

3. Regulatory, Legal Requirements 

The new product must meet securities regulations mandated by the appropriate authority. 
For example, Regulatory Notice 12-03 from the Financial Industry Regulatory Authority 
(FINRA) provides guidance to financial firms about enhanced supervision requirements for 
complex products. FINRA defines a complex product as one with multiple features that 
affect its investment returns differently under various scenarios, such as asset-backed 
securities or structured notes. 

As regulation is primarily designed to protect retail investors from dubious products or 
services offered by unscrupulous firms, ensuring that the new product fully complies with 
all regulations applicable to it is essential for ensuring its success (not to mention avoiding 
potential embarrassment later). On the legal side, the firm’s legal luminaries will ensure 
that the intellectual capital invested in the product is protected through the necessary 
filings. The legal team will also confirm that regulatory requirements pertaining to such 
issues as product suitability and conflicts of interest have been adhered to.  

4. Operations 

At this stage of a new product's evolution, the nitty-gritty is hammered out. This is 
probably the most important step in the entire new product development process since it 
encompasses all the key details involved with offering the product. This includes 
developing the forms and paperwork to be filled out by a client, ensuring the transaction 
will be efficiently executed on the firm’s platform and identifying the steps involved in 
processing the trade in the back office. It also includes other key elements such as 
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devising risk management and controls to make sure that risks to the firm arising from the 
new product are mitigated, as well as client reporting, employee training (front office and 
back office) and supervision.  

5. Registration of Products 

The new product may need to be registered through a prospectus or offering documents 
with the applicable body. 

6. Marketing New Financial Products 
Marketing a new product is vital to ensure its success. This phase also involves educating 
the client if the product is quite complex. In general, marketing cannot commence—or can 
only be conducted in a limited manner—until such time as approval has been received 
from the body with whom the prospectus or offering document has been registered. 
Developing marketing literature such as brochures and presentations that effectively 
communicate the product’s features and benefits, and formulating a cohesive media 
strategy, are time-intensive activities that can take weeks to complete. 

7. Distribution of the New Product 
This is another key step since if there is no effective sales force to sell or distribute the 
product, it will be doomed to failure. The firm or institution has to make a number of 
important decisions at this stage — who will sell the product, how will they be 
compensated, what is the level of compensation and so on. The product’s attributes are 
essential for determining the right target audience for it. 

8. Product Launch 

Finally, the big day arrives when the product is finally launched, the culmination of months 
of effort. New financial products are typically launched with a lot of fanfare, right after or 
during a media blitz to raise product awareness. Some new products may fly off the shelf as 
soon as they are released, while others may take more time to gain traction. It all depends 
on which investor need is being met by the new product—income, growth, hedge, or other 
needs—as well as its risk profile. 

10. Product, Profitability Review 
In the final stage of a new product’s development cycle, it will be reviewed at set periodic 
intervals to assess various parameters — product sales versus projections, unexpected 
challenges, risk management, the product’s contribution to profit and so on. Depending on 
the outcome of such periodic reviews, the new product may either turn out to have a short 
shelf life, or it may be a winner that expands the firm’s portfolio of successful product 
offerings. 

 Treasury management 
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Treasury Management can be understood as the planning, organizing and controlling 

holding, funds and working capital of the enterprise in order to make the best possible use 

of the funds, maintain firm’s liquidity, reduce the overall cost of funds, and mitigate 
operational and financial risk. 

It covers working capital management, currency management, corporate finance and 
financial risk management. 

Simply put, treasury management is the management of all financial affairs of the business 

such as raising funds for the business from various sources, currency management, cash 
flows and various strategies and procedures of corporate finance. 

                   

 

 

 

Functions of Treasury Management 
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Treasury Management aims to ensure that adequate cash is available with the organisation, 
during the outflow of funds. Further, it also contributes to optimum utilization of funds and 
makes sure that there are no unutilized funds kept in the firm for a very long term. The 
functions of treasury management are discussed below: 

Cash Management: Treasury Management includes cash management, and so it ensures 
that there are an effective collection and payment system in the organization. 

Liquidity Management: An optimum level of liquidity should be maintained in the 
business, for the better and smooth functioning of the business, i.e. the company must be 
able to fulfil its financial obligation when they become due for payment, such as payment to 
suppliers, employees, creditors, etc.And to do so, cash flow analysis and working capital 
management act as the most important tool for treasury management, to achieve its 
strategic goals. 

Availability of funds in adequate quantity and at the right time: The treasury manager 
has to ensure that the funds are available with the organization in sufficient quantity, i.e. 
neither be more nor less, to fulfil the day to day cash requirement for the smooth 
functioning of the enterprise.Further, timely availability of funds also smoothens the firm’s 
operations, resulting in the certainty as to the amount of inflows available with the 
company at a particular point in time. 

Deployment of funds in adequate quantity and at the right time: The deployment of 
funds has to be done in right quantity such as the acquisition of fixed assets, purchase of 
raw material, payment of expenses like rent, salary, bills, interest and so forth. For this 
purpose, the treasury manager has to keep an eye on all receipts of funds and the 
application thereof.Further, the funds must be available at the time of need, which may be 
different for different firms and also for the purpose for which they are used. The period 
may differ from a week to month when it comes to acquisition of the fixed assets and two to 
three days in case of working capital requirement. 

Optimum utilization of resources: Treasury Management also aims at ensuring the 
effective utilization of the firm’s resources, to reduce the operating costs and also prevent 
liquidity shortage in the coming time. 

Risk Management: One of the primary objectives of the treasury management is to 
manage financial risk to allow the enterprise to meet its financial obligations, as they fall 
due and also ensure predictable performance of the business. It tends to identify, measure, 
analyse and manage risk in order to mitigate losses, that has the potential to affect the 
company’s profitability and growth in any way.Hence, treasury management is accountable 
for all types of risk that can influence the business entity. 
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Further, the treasury management intends to maximise return on the funds available with 
the company, by making such investments which have higher return and low risk. 

Domestic and International Business 

Definition of Domestic Business 

The business transaction that occurs within the geographical limits of the country is known 

as domestic business. It is a business entity whose commercial activities are performed 

within a nation. Alternately known as internal business or sometimes as home trade. The 

producer and customers of the firm both reside in the country. In a domestic trade, the 

buyer and seller belong to the same country and so the trade agreement is based on the 
practices, laws and customs that are followed in the country. 

There are many privileges which a domestic business enjoys like low transaction cost, less 

period between production and sale of goods, low transportation cost, encourages small-

scale enterprises, etc. 

Definition of International Business 

International Business is one whose manufacturing and trade occur beyond the borders of 

the home country. All the economic activities indulged in cross-border transactions comes 

under international or external business. It includes all the commercial activities like sales, 

investment, logistics, etc., in which two or more countries are involved. 

The company conducting international business is known as a multinational or 

transnational company. These companies enjoy a large customer base from different 

countries, and it does not have to depend on a single country for resources. Further, the 
international business expands the trade and investment amongst countries. 

However, there are several drawbacks which act as a barrier to entry in the international 

market like tariffs and quota, political, socio-cultural, economic and other factors that affect 
the international business. 

BASIS FOR 
COMPARISON 

DOMESTIC BUSINESS INTERNATIONAL BUSINESS 

Meaning A business is said to be domestic, 
when its economic transactions 
are conducted within the 
geographical boundaries of the 

International business is one 
which is engaged in economic 
transaction with several 
countries in the world. 
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BASIS FOR 
COMPARISON 

DOMESTIC BUSINESS INTERNATIONAL BUSINESS 

country. 

Area of operation Within the country Whole world 

Quality standards Quite low Very high 

Deals in Single currency Multiple currencies 

Capital 
investment 

Less Huge 

Restrictions Few Many 

Nature of 
customers 

Homogeneous Heterogeneous 

Business 
research 

It can be conducted easily. It is difficult to conduct research. 

Mobility of 
factors of 
production 

Free Restricted 

 

 

Key Differences Between Domestic and International Business 

The most important differences Between domestic and international business are 
classified as under: 
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1. Domestic Business is defined as the business whose economic transaction is 
conducted within the geographical limits of the country. International Business 
refers to a business which is not restricted to a single country, i.e. a business which 
is engaged in the economic transaction with several countries in the world. 

2. The area of operation of the domestic business is limited, which is the home 
country. On the other hand, the area of operation of an international business is 
vast, i.e. it serves many countries at the same time. 

3. The quality standards of products and services provided by a domestic business is 
relatively low. Conversely, the quality standards of international business are very 
high which are set according to global standards. 

4. Domestic business deals in the currency of the country in which it operates. On the 
contrary, the international business deals in the multiple currencies. 

5. Domestic Business requires comparatively less capital investment as compared to 
international business. 

6. Domestic Business has few restrictions, as it is subject to rules, law taxation of a 
single country. As against this, international business is subject to rules, law 
taxation, tariff and quotas of many countries and therefore, it has to face many 
restrictions which are barriers in the international business. 

7. The nature of customers of a domestic business is more or less same. Unlike, 
international business wherein the nature of customers of every country it serves is 
different. 

8. Business Research can be conducted easily, in domestic business. As against this, in 
the case of international research, it is difficult to conduct business research as it is 
expensive and research reliability varies from country to country. 

9. In domestic business, factors of production are mobile whereas, in international 
business, the mobility of factors of production are restricted. 
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Unit- 2 

 

Interest rate risk 

What is Interest Rate Risk? 

Interest rate risk is the probability of a decline in the value of an asset resulting from 

unexpected fluctuations in interest rates. Interest rate risk is mostly associated with fixed-

income assets (e.g., bonds) rather than with equity investments. The interest rate is one of 

the primary drivers of a bond’s price. 

The current interest rate and the price of a bond demonstrate an inverse relationship. In 

other words, when the interest rate increases, the price of a bond decreases. 

Understanding Opportunity Risk 

The inverse relationship between the interest rate and bond prices can be explained by 

opportunity risk. By purchasing bonds, an investor assumes that if the interest rate 

increases, he or she will give up the opportunity of purchasing the bonds with more 

attractive returns. Whenever the interest rate increases, the demand for existing bonds 

with lower returns declines as new investment opportunities arise (e.g., new bonds with 

higher return rates are issued). 

Although the prices of all bonds are affected by interest rate fluctuations, the magnitude of 

the change varies among bonds. Different bonds show different price sensitivities to 

interest rate fluctuations. Thus, it is imperative to evaluate a bond’s duration while 
assessing the interest rate risk. 

Generally, bonds with a shorter time to maturity carry a smaller interest rate risk 

compared to bonds with longer maturities. Long-term bonds imply a higher probability of 

interest rate changes. Therefore, they carry a higher interest rate risk. 

How to Mitigate Interest Rate Risk? 

Similar to other types of risks, the interest rate risk can be mitigated. The most common 
tools for interest rate mitigation include: 

1. Diversification 
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If a bondholder is afraid of interest rate risk that can negatively affect the value of his 

portfolio, he can diversify his existing portfolio by adding securities whose value is less 

prone to the interest rate fluctuations (e.g., equity). If the investor has a “bonds only” 

portfolio, he can diversify the portfolio by including a mix of short-term and long-term 

bonds. 

2. Hedging 

The interest rate risk can also be mitigated through various hedging strategies. These 

strategies generally include the purchase of different types of derivatives. The most 

common examples include interest rate swaps, options, futures, and forward rate 

agreements (FRAs). 

 

Interest rate futures 

 

 

Interest rate futures 

Interest rate futures are a type of futures contract that are based on a financial instrument 
which pays interest. It is a contract between a buyer and a seller which agrees to buy and 
sell a debt instrument at a future date when the contract expires at a price that is 
determined today. 

Some of these futures may require the delivery of specific types of bonds, mostly 
government bonds on the delivery date. 

These futures may also be cash-settled in which case, the one who holds the long position 
receives and one who holds the short position pays. These futures are thus used to hedge 
against or offset interest rate risks. Which means investors and financial institutions cover 
their risks against future interest rate fluctuations with these. 

These futures can be short or long term in nature. Short term futures invest in underlying 
securities that mature within a year. Long term futures have a maturity period of more 
than one year. 

Pricing for these futures is derived by a simple formula: 100 – the implied interest rate. So 
a futures price of 96 means that the implied interest rate for the security is 4 percent. 
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Since these futures trade in government securities, the default risk is nil. The prices depend 
only on the interest rates. 

Interest rate futures in India 

Interest rate futures in India are offered by the National Stock Exchange (NSE) and the 
Bombay Stock Exchange (BSE). One can open a demat account and trade in them. 
Government Bond or T-Bills are the underlying securities for these futures contracts. 
Exchange Traded Interest Rate Futures on NSE are standardised contracts based on 6-year, 
10-year and 13-year Government of India Security (NBF II) and 91-day Government of 
India Treasury Bill (91DTB). All futures contracts which are traded on NSE are cash-
settled.  

Features of interest rate futures 

Now that we have had a look at what is interest rate futures, we will look at some key 
features. 

1. Underlying asset: The underlying asset is the interest-bearing security on which 
the contract is based. In case of an interest rate futures contract, it is either a 
Government bond or a T-Bill. 

2. Expiration date: This is the final date future for settlement of the contract which is 
pre-determined. 

3. Size: This refers to the total amount of the contract. There is, however, a minimum 
requirement of Rs 2 lakh or 2,000 bonds if one wants to trade in these futures. 

4. Margin requirement:There is an initial amount required to enter into a futures 
contract. At the time of starting your trading, you will be required to pay an initial or 
upfront margin to your broker. This serves as a security deposit which the broker in 
turn has to submit to the exchange. For NSE, the minimum margin for cash-settled 
interest rate futures contract is 1.5 percent of the contract’s value subject to a 
maximum of 2.8 percent on the first day of trading. For 91-Days T-Bill futures 
contract the margin is 0.10 percent of the notional value of the futures contract on 
the first trading day. This becomes 0.05 of the notional value of futures contract 
after that. 

How interest rate futures work 

Since the interest rates and prices of bonds have an inverse relationship when interest 
rates rise, bond prices fall; the opposite happens when interest rates fall. 

Let us say that an investor is holding a long position in a bond, so he expects to sell at a 
higher price. However, if interest rates rise, the value of the bond will fall, so rising interest 
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rates are a risk for this investor. Since the bonds are an underlying asset in the contract, the 
bond prices will fall. Such investors can sell these futures so that they can repurchase them 
at a lower rate to counter the loss in the value of bonds he is holding. 

Let us take an example. Let us assume that you have a home of a loan of Rs 50 lakh and you 
expect that due to RBI policies, the interest rates are going to go up in a certain period, let 
us say six months or one year. When interest rates go up, your EMI will also go up. To 
hedge the risk of rising EMIs when interest rates rise, you can sell an interest rate futures 
contract. If interest rates go up, the price of these future contract will fall, and you can 
repurchase them. The higher outgo in terms of EMI is offset to a certain extent by the 
difference in prices of futures and you are hedged against the risk of rising interest rates.  

How to trade in interest rate futures in India 

These futures can be bought and sold through trading members of NSE and BSE. You have 
to connect with a member of the given stock exchange with whom you would like to trade. 
To open an account with a trading member, you will need to complete certain formalities. 
This would include a constituent agreement, a constituent risk declaration form and a risk 
disclosure document. Once you submit the required documents and forms, you will be 
allotted a unique client identification number. To begin trading the necessary amount of 
cash or collateral needs to be deposited with the trading member. 

Advantages of interest rate futures 

Now let’s look through the benefits: 

1. A suitable hedging mechanism:These futures act as a good hedging mechanism. 
They are also a useful risk management tool. As a borrower, you can hedge your risk 
in fluctuating interest rates by taking an opposite position in these futures. 

2. No security transaction tax:There is no security transaction tax on these futures, 
making them a cost-effective option. 

3. Transparency in trading:Since there is real-time dissemination of prices, trading is 
more transparent. 

Who can use interest rate futures? 

The use of interest rate futures is limited for an individual because they may find it 
challenging to match the amount and tenure. It is also vital to understand how interest 
rates work and have a practice of derivative trading. 
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Finally, if you have invested in tax-free bonds and expect interest rates to go up, then the 
price of your tax-exempt bonds will fall. In such a situation you can sell these futures so 
that you can repurchase them at a lower rate and offset your loss. 

 

Asset Pricing 

Financial markets serve several purposes: 

1. Allowing investors to shift consumption in time 

2. Allowing the transfer of risk between different investors 

3. Moving capital from those who have it to those who can use it productively 

Asset pricing is the study of how financial assets are priced. 

Financial assets include several varieties: 

1. Debt 

2. Equities 

3. Hybrids 

4. Derivatives 

Whatever the particular variety, we can think of financial assets simply as the right to a 
future cash flow stream and/or physical asset. All types of asset, e.g., debt, equity, etc., can 
be reduced to a stream of cash flows that can be valued. 

When valuing a stream of cash flows we need to consider these things: 

• Time value of money 

• Riskiness of the cash flows 

• Expected value of the cash flows 

For debt, asset pricing is relatively simple, as cash flows to the owner are contractually 
fixed. For example, the holder of a 20-year US government bond with a face value of $100 
and a coupon of 5% paid annual can expect (with high certainty) to be paid $5 a year for 
the next 20 years, with $100 to be returned at the end of 20 years. The value of the bond is 
the present value of the future cash flows. If the required rate of return is r=3% a year, then 
the value is: $5*(1-(1+r)^-20)/r + 100*(1+r)^-20 = $129.75. 

Although debt security can have predictable cash flow in the future (e.g., assuming we are 
talking about fixed rate debt security) there still is an element of uncertainty because 
expected rate of return is likely to change over the above mentioned 20 years time period. 
This would change the present value of the debt security depending on the assumption or 
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derivation of the rate of return that applies to each individual time period. This 
adds interest rate risk component to the debt security valuation. 

If the debt issuer is not a "AAA" rated sovereign state then we cannot assume the cash flow 
is guaranteed. This adds a credit risk component. Debt securities issued by all entities are 
rated by investment grade rating services (e.g.,. Moody's, Standard & Poor's) and this can 
be used to determine the required rate of return to account for the risk, which will the 
impact the valuation of the debt security. 

For equities, asset pricing is more difficult as future cash flows are uncertain, and vary with 
both economic conditions and the fortune of the company. We need to project future 
expected cash flows, and also determine the expected return of the stock. The estimated 
expected return of the stock is based on an estimate of how risky the cash flows are. We can 
decompose risk into a) common factor risk and b) idiosyncratic risk. The latter can be 
diversified away in a portfolio, so earns no return premium. The former cannot be 
diversified away, so earns a risk premium. 

 

Investments on a Balance Sheet 

Investments on a Balance Sheet 

The balance sheet for your company shows your assets, your liabilities and the owners' 

equity. Investments are listed as assets, but they're not all clumped together. Long-term 

investments on a balance sheet, for instance, are listed separately from short-term 
investments. 

The Balance Sheet Equation 

The balance sheet is an equation. On one side of the equals sign is your company's total 

assets. Cash in the bank, inventory, accounts receivable and investments all go on the 

balance sheet as assets. 

Company liabilities go on the other side of the equals sign. They include loans you have to 
pay back, wages you haven't paid out and taxes and interest you owe. 

Stockholders' equity, the value of the company left if you paid off all your debts, goes on the 
same side as the liabilities. Equity plus liabilities always equal your assets. 

Long-Term Investments: Balance Sheet 

Short-term investments and long-term investments on the balance sheet are both assets, 

but they aren't recorded together on the balance sheet. Investments can include stocks, 
bonds, real estate held for sale and part ownership of other businesses. 
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Whether you report, say, your shares of Dow Chemical and Amalgamated Solar Power as 

long-term investments on the balance sheet depends on your intentions. If you intend to 

keep them for more than a year, they're long term. Otherwise, they're short-term or 
temporary assets 

Suppose you have to report a quoted investment on the balance sheet. A quoted investment 

is, for example, shares whose values are quoted on a stock exchange. If you plan to sell 

them in two months, they're listed as current assets on the balance sheet. If it's two years, 
they'd go in a separate category: investments. 

About Valuing Stocks 

The more your assets outweigh your liabilities, the larger your investors' equity. It's easy to 

inflate the value of assets by overestimating the value of your investments, so financial 

rules are strict on how to set their worth. For example, you report stocks on the balance 
sheet at the current fair-market value rather than how much you paid for them. 

To consider one balance sheet example, suppose your company's investments include 

$10,000 in stocks that you expect to sell within the year and $20,000 in stocks that you're 

holding for the long term. You report the quoted investments in the balance sheet at their 

current value, not the price you paid for them. 

If the stocks have changed in value since you bought them, you report the change as 

unrealized gain or loss in the owner's equity section. Suppose they've gone up $3,000. You 

don't actually get that money until you sell, so you don't realize the profit until then. The 

same applies if the value drops. 

The Cost Method 

It's easy to set the value of quoted investments in the balance sheet because you have the 

current sale price on the exchange with which to work. The rules change if the value of the 

investment is harder to determine. For example, if your company owns a stake in a 
privately held company, there are no exchange sales to generate a price. 

If you have a small ownership stake and can't exert any influence over the company, you 

report the value of your investment using the cost method — you report the value as the 

cost you paid for it. You don't have to adjust that price unless you have evidence that the 
investment is worth less than you paid for it. 

The Equity Method 

If you own at least 20% of another company, it's assumed that you have significant 

influence over it. In most cases, you'll have to use the equity method to calculate the value 
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of your investment. This is considerably more complicated, as you have to consider factors 
such as any dividend income you earn. 

 

Funding strategy 

What is a funding strategy? 

 A funding strategy is a written and agreed plan that determines the financial requirements 

of an organisation or group over a length of time. Generally, a funding strategy covers a 

three to five year timescale and details the plans for the end of that period. It is a document 

that should outline how you are going to raise money and resources in order to carry out 

the objectives of your organisation or group. Your funding strategy should be a practical, 

working document that can be understood by Trustees, staff and fundraisers. A funding 

strategy should be based on a long term action plan and adhere to the aims, timescales and 

resource requirements outlined in it. 

Why have a funding strategy? 

 • It enables an organisation to ensure that there is a clear plan for delivering the service in 

the future and a shared understanding of how this will be achieved. 

 • It will demonstrate to potential funders that an organisation has carefully thought 

through the process of securing ongoing funding for the work it hopes to deliver in the long 

term.  

• It helps to prioritise fundraising work and avoid wasting time and resources. 

How to write a funding strategy 

 Initially you will need to consider these six key questions:  

What are we going to do?  

Be clear about the aims and objectives of your organisation or project and what it is that 

you are trying to achieve. Decide what is special or unique about your project so that you 

can demonstrate the reasons why you should be funded to carry out your work. Also find 

out who is doing similar work and consider whether it would be possible to build 

partnerships with other organisations to combine efforts and resources. 

Why are we doing it?  
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Ensure that you have established a need for your project and can demonstrate this to 

potential funders. Think about who will actually benefit from your activity and what would 

happen to them if your organisation did not exist. 

Who will do it?  

Decide who is responsible for fundraising and the most appropriate fundraising structure 

for your organisation. For example; Trustees / management group, sub group (e.g. ‘Friends 
of…’), volunteers or key staff. 

Where will we do it?  

Consider the location of the project, the area that you will be covering, who you are hoping 

to reach and how this will affect potential sources of funding (e.g. will the project be based 

in an affluent area or perhaps an area experiencing regeneration?) 

How will we do it? 

 Determine the methods and resources needed for you to fundraise effectively (e.g. staff, 

volunteers, admin support etc.) - It can help to draw up a shopping list of requirements. 

Organising your own fundraising activities can be an effective way of bringing in additional 

resources and demonstrating to funders that you have sustainable sources of income in 
place. 

When will we do it?  

Have an agreed timescale or ongoing plan and consider what you will need to do to 

maintain current funding as well as securing funding for the future. Make sure that you are 

aware of the deadlines for funding applications as each funder has their own timescales for 

providing funding, therefore you will need to timetable your applications and work out 

when the funding will arrive. 

Once you know how much you will need to raise you need to research the possible funders 
for your project.  

Funding comes in  

BITS:  

Business – sponsorship, donations  

Individuals – membership, donations, events, legacies  

Trusts & foundations  

Statutory – Government, Europe  
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Make sure that you do not put all your eggs in one basket by relying on one funder – This 

would put your organisation at risk if the fund is cut back or withdrawn. RVA’s Funding 

Advisors will be able to advise you on this. 

Stock Options 

A stock option is a type of option where the underlying asset is a stock. The other type of 

options defined based on the underlying are Index options. 

Before we discuss stock options in further detail, check information on Call options and Put 

options. They payoffs and risk-rewards applicable for stock options shall be the same as 

any other call option/put option. 

Stock Options are a derivative instrument wherein the underlying asset is a corresponding 

Stock viz. RIL or SBI or TCS. All stock options have respective lot sizes, different strikes and 

multiple expiry periods. It is a derivative like Futures but unlike Futures your profit/loss 

will not be linear depending on the up move/down move in corresponding stock. Also we 

have to keep in mind that not all stocks will have respective options or futures derivatives, 

only select few stocks are allowed by SEBI to have derivatives in options and futures. 

Things to remember while trading stock options and building options trading 
strategies in India 

• Illiquidity – In India, the depth of trading in stock options is still relatively shallow. A 
lot of stock options are illiquid with very few contracts traded and low open 
interest. Traders must bear in mind that the illiquidity of a stock options contract 
can severely impact trading strategies and profitability 

• Determining fair value of options – Due to the wide bid-ask spreads in stock options 
contract, it may become difficult for stock options traders to judge the true value 
and price of an option contract. The bid for a contract would be Rs. 1 and the ask 
may be Rs. 8. In such a situation, it can be tricky for a trader to try and figure out the 
correct fair price of the option. 

• Avoid Market orders while trading stock options in India. Due to the illiquid nature 
of contracts, placing market orders in stock options can be detrimental. It is 
advisable to trade in stock options only using the Limit order type. 

 
• Summarizing Stock Options 

• Instrument – Stock Options 
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• Option Type – Call Options 

Stock Call 
Options 

Buyer of Call Stock Option 
Seller/Writer of Call Stock 

Option 

Premium – Paid upfront Premium – Received upfront 

Margin – Not Applicable 
Margin – Applicable as per 

SPAN calculator 

Risk – Limited to Premium Risk – Unlimited 

Reward – Unlimited and 

increases as the price of the 

stock increases. 

Reward – Restricted to the 

premium amount received 

upfront. 

Intent – Price of stock will go 
up 

Intent – Price of stock will 

either fall or NOT go above a 

certain price 

• Instrument – Stock Options 

• Option Type – Put Options 

Stock Put 

Options 
Buyer of Put Stock Option 

Seller/Writer of Put Stock 

Option 
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Premium – Paid upfront Premium – Received upfront 

Margin – Not Applicable 
Margin – Applicable as per 
SPAN calculator 

Risk – Limited to Premium Risk – Unlimited 

Reward – Increases as the 

price of the stock decreases. 

Maximum reward = Strike 

Price in case the stock price 

goes to Zero (Only possible in 

theory) 

Reward – Restricted to the 

premium amount received 
upfront. 

Intent – Price of stock will go 
down 

Intent – Price of stock will 

either rise or NOT go below a 

certain price 

 

Debt instruments 

 Debt Instruments are obligation of issuer of such instrument as regards certain future cash 
flow representing Interest & Principal, which the issuer would pay to the legal owner of the 
Instrument. Types of Debt Instruments are of different types like Bonds, Debentures, 
Commercial Papers, Certificates of Deposit, Government Securities (G - Secs) etc. The 
Government Securities (G-Secs) market is the oldest and the largest element of the Indian 
debt market in terms of market capitalization, trading volumes and outstanding securities. 
The G-Secs market plays a very important role in the Indian economy as it provides the 
benchmark for determining the level of interest rates in the country through the yields on 
the government securities which are treated as the risk-free rate of return in any economy. 
 
The reserve Bank of India has allowed Primary Dealers, Banks and Financial Institutions in 
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India to do transactions in debt instruments among themselves or with non-bank clients. 
Debt instruments provide fixed return known as coupon rate. Retail investors would have a 
natural preference for fixed income returns and especially so in the present situation of 
increasing volatility in the financial markets. Now, retail investors are also showing keen 
interest in Debt Instruments particularly in the Central Government Securities (G-secs).For 
an individual investor G-secs are one of the best investment options as there is zero default 
risk and lower volatility. 

There are different types of Debt Instruments available in India such as; 

Below given are the important debt instruments available in india 

• Bonds 
• Certificates of Deposit 
• Commercial Papers 
• Debentures 
• Fixed Deposit (FD) 
• G - Secs (Government Securities) 
• National savings Certificate (NSC) 

Invest In Bonds 

A Bond is simply an 'IOU' in which an investor agrees to lend money to a company or 
government in exchange for a predetermined interest rate. If a business wants to expand, 
one of its options is to borrow money from individual investors. The company issues bonds 
at different interest rates and sells them to the public. Investors purchase them with the 
understanding that the company will pay back their original principal with some interest 
that is due by a set date (this is known as the "maturity"). The interest a bondholder earns 
depends on the strength of the corporation. 
 
For example, a blue chip is more stable and has a lower risk of defaulting on its debt. 
Sometimes some big companies issue bonds and they may only pay 7% interest, but some 
other small companies may pay you 10%. A general rule of thumb when investing in bonds 
is that "the higher the interest rate, the riskier the bond." 

Following are allowed to issue bonds 

• Government Bonds 
• Municipal Bonds 
• Institutions Bonds 
• Corporate Bonds 
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There are many types of bonds, each having diverse features and characteristics. Bonds and 
stocks are both securities, but the major difference between the two is that stockholders 
have an equity stake in the company (i.e., they are owners), whereas bondholders have a 
creditor stake in the company (i.e., they are lenders). Another difference is that bonds 
usually have a defined term, or maturity, after which the bond is redeemed, whereas stocks 
may be outstanding indefinitely. 

Bonds Returns 

Returns is depends on the nature of the bonds that have been purchased by the investor. 
Bonds may be secured or unsecured. Firstly, always check up the credit rating of the 
issuing company before purchasing the bond. This gives you a working knowledge of the 
company's financial health and an idea about the risk considerations of the instrument 
itself. Interest payments depend on the health and credit rating of the issuer. Therefore, it 
is essential to check the credit rating and financial health of the issuer before loosening up 
the bond. If you do invest in bonds issued by the top-rated Corporates, there is no 
guarantee that you will receive your payments on time. 

Risks In Bonds 

In certain cases, the issuer has a call option mentioned in the prospectus. This means that 
after a certain period, the issuer has the choice of redeeming the bonds before their 
maturity. In that case, while you will receive your principal and the interest accrued till that 
date, you might lose out on the interest that would have accrued on your sum in the future 
had the bond not been redeemed. Always remember that if interest rates go up, bond 
prices go down and vice-versa. 

Buying and Holding of Bonds 

Investors can subscribe to primary issues of Corporates and Financial Institutions (FIs). It 
is common practice for FIs and corporates to raise funds for asset financing or capital 
expenditure through primary bond issues. Some bonds are also available in the secondary 
market. The minimum investment for bonds can either be Rs 5,000 or Rs 10,000. However, 
this amount varies from issue to issue. There is no prescribed upper limit to your 
investment. The duration of a bond issue usually varies between 5 and 7 years. 

Selling of Bonds 

Selling bonds in the secondary market has its own drawbacks. First, there is a liquidity 
problem which means that it is a tough job to find a buyer. Second, even if you find a buyer, 
the prices may be at a sharp discount to its intrinsic value. Third, you are subject to market 
forces and, hence, market risk. If interest rates are running high, bond prices will be down 
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and you may well end up incurring losses. On the other hand, Debentures are always 
secured. 

Bond Market Liquidity 

Selling in the debt market is an obvious option. Some issues also offer Put and Call option. 

• In Put option, the investor has the option to approach the issuing entity after a 
specified period (say, three years), and sell back the bond to the issuer. 

• In Call option, the company has the right to recall its debt obligation after a 
particular time frame. 

What Are Debentures? 

A debenture is similar to a bond except the securitization conditions are different. A 
debenture is generally unsecured in the sense that there are no liens or pledges on specific 
assets. It is defined as a certificate of agreement of loans which is given under the 
company's stamp and carries an undertaking that the debenture holder will get a fixed 
return (fixed on the basis of interest rates) and the principal amount whenever the 
debenture matures. 
 
In finance, a debenture is a long-term debt instrument used by governments and large 
companies to obtain funds. The advantage of debentures to the issuer is they leave specific 
assets burden free, and thereby leave them open for subsequent financing. Debentures are 
generally freely transferrable by the debenture holder. Debenture holders have no voting 
rights and the interest given to them is a charge against profit. 

Debentures vs Bonds 

Debentures and bonds are similar except for one difference bonds are more secure than 
debentures. In case of both, you are paid a guaranteed interest that does not change in 
value irrespective of the fortunes of the company. However, bonds are more secure than 
debentures, but carry a lower interest rate. The company provides collateral for the loan. 
Moreover, in case of liquidation, bondholders will be paid off before debenture holders. 
 
A debenture is more secure than a stock, but not as secure as a bond. In case of bankruptcy, 
you have no collateral you can claim from the company. To compensate for this, companies 
pay higher interest rates to debenture holders. All investment, including stocks bonds or 
debentures carry an element of risk. 
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Commercial Papers 

Commercial Paper (CP) is an unsecured money market instrument issued in the form of a 
promissory note. It was introduced in India in 1990 with a view to enable highly rated 
corporate borrowers/ to diversify their sources of short-term borrowings and to provide 
an additional instrument to investors. Subsequently, primary dealers and satellite dealers 
were also permitted to issue CP to enable them to meet their short-term funding 
requirements for their operations. CP can be issued in denominations of Rs.5 lakh or 
multiples thereof. Amount invested by a single investor should not be less than Rs.5 lakh 
(face value). It will be issued foe a duration of 30/45/60/90/120/180/270/364 days. Only 
a scheduled bank can act as an Issuing and Paying Agent IPA for issuance of CP. 

Features of Commercial Papers 

Following are the important features of commercial papers 

• They are unsecured debts of corporates and are issued in the form of promissory 
notes, redeemable at par to the holder at maturity. 

• Only corporates who get an investment grade rating can issue CPs, as per RBI rules. 
• It is issued at a discount to face value 
• Attracts issuance stamp duty in primary issue 
• Has to be mandatorily rated by one of the credit rating agencies 
• It is issued as per RBI guidelines 
• It is held in Demat form 
• CP can be issued in denominations of Rs.5 lakh or multiples thereof. Amount 

invested by a single investor should not be less than Rs.5 lakh (face value). 
• Issued at discount to face value as may be determined by the issuer. 
• Bank and FI’s are prohibited from issuance and underwriting of CP’s. 
• Can be issued for a maturity for a minimum of 15 days and a maximum upto one 

year from the date of issue. 

Who can Issue Commercial Papers? 

Corporates and primary dealers (PDs) 

All-India financial institutions (FIs) 

CP Maturity 

CP can be issued for maturities between a minimum of 7 days and a maximum up to one 
year from the date of issue. 
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Invest in CP Market 

CP may be issued to and held by individuals, banking companies, other corporate bodies 

registered or incorporated in India and unincorporated bodies, Non-Resident Indians 

(NRIs) and Foreign Institutional Investors (FIIs). However, investment by FIIs would be 

within the limits set for their investments by Securities and Exchange Board of India. Banks 

still continue to be a major player in the CP market. 

Issuance of Shares 

CP can be issued either in the form of a promissory note or in a dematerialized form 
through any of the depositories approved by and registered with SEBI. CP will be issued at 
a discount to face value as may be determined by the issuer. No issuer shall have the issue 
of CP underwritten or co-accepted. 

CP Issue Expenses 

Stamp duty 
0.2% - If placed through banks 
1.0% - If placed through merchant bankers 

Rating fees* 
0.10% (subject to a minimum of Rs.100,000) 
(for a rating from CARE) 

Issuing and paying agent fee 0.1% 
(All charges are on per annum basis and are subject to changes from time to 
time) 

CP is issued at a discount to the face value. The following costs are involved in the issue of 
CP: 
 
*CARE charges a rating fee of 0.10% of the amount of issue subject to a minimum of 
Rs.100,000 and a maximum of Rs.30,00,000. For issues above Rs.500 crore, the maximum 
fee would be Rs.40 lakh 

Certificate of Deposit 

A certificate of deposit or CD is a time deposit, a financial product commonly offered to 
consumers by banks, thrift institutions, and credit unions. CDs are similar to savings 
accounts in that they are insured and thus virtually risk-free; they are "money in the bank". 
They are different from savings accounts in that the CD has a specific, fixed term (often 3 
months, 6 months, or 1 to 5 years), and, usually, a fixed interest rate. It is intended that the 
CD be held until maturity, at which time the money may be withdrawn together with the 
accrued interest. 
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Certificate of Deposit Eligibility 

• Scheduled commercial banks excluding Regional Rural Banks (RRBs) andLocal Area 
Banks 

• All-India Financial Institutions that have been permitted by RBI to raise short-term 
resources within the umbrella limit fixed by RBI. 

CDs can be issued to individuals, corporations, companies, trusts, funds, associations, etc. 
Non- Resident Indians (NRIs) may also subscribe to CDs, but only on non-repatriable basis 
which should be clearly stated on the Certificate. Such CDs cannot be endorsed to another 
NRI in the secondary market. 

Maturity Period Of Certificate Of Deposit 

• The maturity period of CDs issued by banks should be not less than 7 days and not 
more than one year. 

• The FIs can issue CDs for a period not less than 1 year and not exceeding 3 years 
from the date of issue. 

CDs may be issued at a discount on face value. Banks/FIs are also allowed to issue CDs on 
floating rate basis provided the methodology of compiling the floating rate is objective, 
transparent and market-based. The issuing bank/FI is free to determine the 
discount/coupon rate. The interest rate on floating rate CDs would have to be reset 
periodically in accordance with a pre-determined formula that indicates the spread over a 
transparent benchmark. 

Cash Reserve Ratio 

Banks have to maintain the appropriate reserve requirements, i.e., cash reserve ratio (CRR) 

and statutory liquidity ratio (SLR), on the issue price of the CDs. 

Transferable Certificate Of Deposit 

Physical CDs are freely transferable by endorsement and delivery. Dematted CDs can be 

transferred as per the procedure applicable to other demat securities. There is no lock-in 

period for the CDs. 

Buyback Loans 

Banks/FIs cannot grant loans against CDs. Furthermore, they cannot buy-back their own 
CDs before maturity. 
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Invest In Fixed Deposits (FDs) 

A fixed deposit account allows you to deposit your money for a set period of time, thereby 
earning you a higher rate of interest in return. Fixed deposits also give you a higher rate of 
interest than a savings bank account. Any investment portfolio should comprise the right 
mix of safe, moderate and risky investments. While mutual funds and stocks are the 
preferred contenders for moderate and risky investments, fixed deposits, government 
bonds etc. are considered safe investments. Fixed deposits have been particularly popular 
among a large section of investors in India as a safe investment option for a long period. 
With fixed deposits or FDs as they are popularly known, a person can invest an amount for 
a fixed duration. The banks give interest rates depending on this loan amount and the 
tenure of deposit. 

Benefits of FD 

Bellow given are the important benefits of FDs 

Fixed Deposit Safety 

The fixed deposits of reputed banks and financial institutions regulated by Reserve Bank of 

India, the banking regulator in India are very secure and considered as one of the safest 
investment methods. 

Regular Income 

Fixed deposits earn fixed interest rates for their entire term, which is usually compounded 
quarterly. So, those who want an income on a regular basis can invest into fixed deposits 
and use the interest rate as their income. This makes a fixed deposit very accepted way of 
investing money for retirees. 

Fixed Deposit Tax Saving 

With the directives of the income tax department stating that investment in fixed deposits 
up to a maximum of Rs.100,000 for 5 years are eligible for tax deductions under section 
80C of income tax act, fixed deposits have again become popular. Fixed deposits save tax 
and give high returns on invested money. 

Fixed Deposit Disadvantages 

Bellow given are the disadvantages of FDs 
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FD Returns 

While the money invested in stock markets may give you a return of 20% the fixed deposits 
will yield only about 10%. So, the money grows slowly in the case of fixed deposits. 

FD Tax Savings 

The interest earned on fixed deposits is fully taxable (except Tax saving Schemes) and is 
added to the annual income of the individual. Gains from stocks are considered capital 
gains while dividends are tax free. 

Effect of Inflation on Fixed Deposit 

Rising inflation can wipe out the interest benefits. The actual benefits or income from fixed 
deposit can be annulled by a rising inflation. Suppose the inflation which is currently at 3 % 
rises to about 6%, your fixed deposit at 10% annual return will effectively yield only(10%-
6%) = 4% of return. This return would have been (10% -3%) = 7% if the rate of inflation 
had not changed. This can drastically eat into your fixed deposit income. 

What is the minimum amount I can deposit in FD? 

The minimum deposit amount is Rs. 1,000/- Deposits can be made in multiples of Rs. 100/-
. While all efforts have been made to update the information, constituents are requested to 
contact the branches for latest details. 

Government Securities In India 

Government securities (G-secs) are supreme securities which are issued by the Reserve 
Bank of India on behalf of Government of India in lieu of the Central Government's market 
borrowing program. 
 
The term Government Securities includes : 

• Central Government Securities. 
• State Government Securities 
• Treasury bills 

The Central Government borrows funds to finance its 'fiscal deficit'. The market borrowing 
of the Central Government is increased through the issue of dated securities and 364 days 
treasury bills either by auction or by floatation of loans. In addition to the above, treasury 
bills of 91 days are issued for managing the temporary cash mismatches of the 
Government. These do not form part of the borrowing program of the Central Government. 
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Features of Government Securities 

• Issued at face value 
• No default risk as the securities carry sovereign guarantee. 
• Ample liquidity as the investor can sell the security in the secondary market 
• Interest payment on a half yearly basis on face value 
• No tax deducted at source 
• Can be held in D-mat form. 
• Redeemed at face value on maturity 
• Maturity ranges from of 2-30 years. 
• Securities qualify as SLR investments (unless otherwise stated). 

Benefits of Investing in Government Securities 

• No tax deducted at source 
• Additional Income Tax benefit u/s 80L of the Income Tax Act for Individuals 
• Qualifies for SLR purpose 
• Zero default risk being sovereign paper 
• Highly liquid. 
• Transparency in transactions and simplified settlement procedures through 

CSGL/NSDL. 

National Savings Certificate 

National Savings Certificate (NSC) is a fixed interest, long term instrument for investment. 
NSCs are issued by the Department of Post, Government of India. Since they are backed by 
the Government of India, NSCs are a practically risk free avenue of investment. They can be 
bought from authorized post offices. NSCs have a maturity of 6 years. They offer a rate of 
return of 8% per annum. This interest is calculated every six months, and is merged with 
the principal. That is, the interest is reinvested, and is paid along with the principal at the 
time of maturity. For every Rs. 100 invested, you receive Rs. 160.10 at maturity. 
 
NSCs qualify for investment under Section 80C of the Income Tax Act (IT Act). Even the 
interest earned every year qualifies under Sec 80C. This means that investments in NSCs 
and the interest earned on it every year, upto Rs. 1 Lakh, are deductible from the income of 
the investor. There is no tax deducted at source (TDS). 

Bond Portfolio Management Strategies 
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Bond portfolios usually take a back seat to stock portfolios when it comes to popularity. 

While they play an important role in overall asset allocation, they just don't seem to get the 

same attention as their much jazzier stock-based cousins. They are often constructed as an 

afterthought or just sit untouched for years, generating income. It is unfortunate, because 

bonds provide a hybrid — sharing and blending the risk/return characteristics of stocks 
and cash. 

Properly-constructed bond portfolios can provide income, total return, diversify other 

asset classes and be as risky (or safe) as the designer desires. The fixed-income world is 

even more diverse and exotic than any stock market ever was. 

How Bonds Benefit Investors  

While positive, a one percent return is not very impressive, considering the potential 

returns in the stock markets. While the initial reaction to these examples would drive the 

novice investor away, there are reasons why both individual and institutional investors 

require bonds as part of a balanced portfolio. The main reason is that coupon income is 

only one component of the bond portfolio's total return. In addition, the low correlation of 

bonds as an asset class with the equity asset classes provides some stability through 
diversification. 

Total Return 

A bond portfolio's total return is the total change in the value including income and capital 

appreciation or depreciation over a specified time interval. Market value fluctuations, and 

ultimately risk characteristics, are affected by interest rates as measured by the yield curve. 

Since the interest rate environment is dynamic, the source of the return is not only the 

prevailing rate on a static yield curve, but the change in interest rates over the time period 
or horizon. 

Diversification 

As an asset class, bonds help diversify the overall portfolio because of the low correlation 

to other asset classes. The lonely bond portfolio always shines brightest when equity 

markets slump. While the correlations vary widely over different time periods, overall, 

bonds are not highly-correlated with other asset classes besides in general. Even in the 

simplest form of a diversified portfolio — one with three asset classes: stocks, bonds and 
cash — bonds can reduce volatility due to cross-correlation with the stock portfolio. 

 

Bond portfolio management strategies 

https://www.facebook.com/BankPoClerk/?ref=aymt_homepage_panel
https://www.facebook.com/groups/2148759855448538/?source_id=117234085093214
https://t.me/joinchat/J8jQkg8azrnOjC1LiWFvJg
file:///F:/Ambitious%20Baba/One%20liner/January%202019/t.me/ambitiousbaba


 

Facebook Page                     Facebook Group                    Telegram Group                    Telegram Channel 

  

AMBITIOUSBABA.COM | MAIL US AT 

CONTACT@AMBITIOUSBABA.COM 
39 

 

 

Bond portfolio management strategies are based on managing fixed income investments in 

pursuit of a particular objective – usually maximizing return on investment by minimizing 

risk and managing interest rates. The management of the portfolio can be done by 
professional investment managers or by investors themselves. 

 

Interest Rate Anticipation 

Bond portfolio management strategies that involve forecasting interest rates and altering a 

bond portfolio to take advantage of those forecasts are called “interest rate anticipation” 

strategies. Interest rates are the most important factor in the pricing of bonds. 

The price of a bond is based on its interest rate, or yield, at any particular time. The most 

important influence on a bond’s yield is the term structure of interest rates. Generally, the 

market interest rate for any particular term of bond is represented by the yields on 

government bonds, as these are viewed as highly liquid and of very low default risk. 

Basic interest rate anticipation strategy involves moving between long-term government 

bonds and very short-term treasury bills, based on a forecast of interest rates over a 

certain time horizon. 

Since long-term bonds change the most in value for a given change in interest rates, a 

manager would want to hold long-term bonds when rates are falling. This would provide 

the maximum increase in price for a portfolio. The reverse is true in a rising interest rate 

environment. Long-term bonds fall the most in price for a given rise in interest rates and a 

manager would want to hold treasury bills. Treasury bills have a very short duration and 

do not change very much in value. 

Yield curve strategies are more sophisticated interest rate anticipation strategies that take 

into account the differences in interest rates for different terms of bonds, called the “term 

structure” of interest rates. A chart of the interest rates for bonds of different terms is 

called the “yield curve.” A yield curve strategy would position a bond portfolio to profit the 

most from an expected change in the yield curve, based on an economic or market forecast. 

Sector Rotation in Bonds 

Bond portfolio management strategies based on sector rotation involve varying the weight 

of different types of bonds held within a portfolio. An investment manager will form an 

opinion on the valuation of a specific sector of the bond market, based on fundamental 

credit factors, technical factors (such as supply and demand), and relative valuations 

compared to historical norms within that sector. A manager will usually compare her 
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portfolio to the weightings of the benchmark index that she is being compared to on a 
performance basis. 

Security Selection for Bonds 

Security selection for bond management involves fundamental and credit analysis and 

quantitative valuation techniques at the individual security level. Fundamental analysis of a 

bond considers the nature of the security and the potential cash flows attached to it. Credit 

analysis evaluates the likelihood that the payments will continue to be made over the 

bond’s term. Modern quantitative techniques use statistical analysis and advanced 

mathematical techniques to attach values to the cash flows and assess the probabilities 

inherent in their nature. 

                      

 

Risk Control and hedging instruments  

What Is Risk Control? 
Risk control is the set of methods by which firms evaluate potential losses and take action 
to reduce or eliminate such threats. It is a technique that utilizes findings from risk 
assessments, which involve identifying potential risk factors in a company's operations, 
such as technical and non-technical aspects of the business, financial policies and other 
issues that may affect the well-being of the firm. 

Risk control also implements proactive changes to reduce risk in these areas. Risk control 
thus helps companies limit lost assets and income. Risk control is a key component of a 
company's enterprise risk management (ERM) protocol. 

How Risk Control Works 
Modern businesses face a diverse collection of obstacles, competitors, and potential 
dangers. Risk control is a plan-based business strategy that aims to identify, assess, and 
prepare for any dangers, hazards, and other potentials for disaster—both physical and 
figurative—that may interfere with an organization's operations and objectives. The core 
concepts of risk control include: 
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• Avoidance is the best method of loss control. For example, after discovering that a 
chemical used in manufacturing a company’s goods is dangerous for the workers, a 
factory owner finds a safe substitute chemical to protect the workers’ health. 

• Loss prevention accepts a risk but attempts to minimize the loss rather than 
eliminate it. For example, inventory stored in a warehouse is susceptible to theft. 
Since there is no way to avoid it, a loss prevention program is put in place. The 
program includes patrolling security guards, video cameras and secured storage 
facilities. Insurance is another example of risk prevention that is outsourced to a 
third party by contract. 

• Loss reduction accepts the risk and seeks to limit losses when a threat occurs. For 
example, a company storing flammable material in a warehouse installs state-of-the-
art water sprinklers for minimizing damage in case of fire. 

• Separation involves dispersing key assets so that catastrophic events at one location 
affect the business only at that location. If all assets were in the same place, the 
business would face more serious issues. For example, a company utilizes a 
geographically diverse workforce so that production may continue when issues 
arise at one warehouse. 

• Duplication involves creating a backup plan, often by using technology. For example, 
because information system server failure would stop a company’s operations, a 
backup server is readily available in case the primary server fails. 

• Diversification allocates business resources for creating multiple lines of business 
offering a variety of products or services in different industries. A significant 
revenue loss from one line will not result in irreparable harm to the company’s 
bottom line. For example, in addition to serving food, a restaurant has grocery 
stores carry its line of salad dressings, marinades, and sauces. 

No one risk control technique will be a golden bullet to keep a company free from potential 
harm. In practice, these techniques are used in tandem with one another to varying degree 
and change as the corporation grows, as the economy changes, and as the competitive 
landscape shifts. 

Hedging instrument 

Hedging instrument is a general term that refers to all the financial instruments used by 

investors aiming to offset the potential changes in the fair value or cash flows of their 
hedged items. 

For instance, international companies that buy and sell products in currencies other than 

their functional currency are exposed to foreign exchange risk, as the fluctuations in the 
exchange rate can have a negative impact on their profit margins. 
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To minimise that risk, these companies can purchase financial products to secure a specific 

exchange rate on a future date. In international accounting standards, these contracts are 

known as hedging instruments. 

Hedging instruments are contracts whose fair value or cash flows offset the variations in 

the cash flows or fair value of the hedged item. When a company enters into a contract with 

a hedging instrument, it eliminates the risk of an adverse currency fluctuation, but also 

potential gains from favourable movements of the exchange rate. 

These strategies to minimise gains and losses, however, may have an unwanted impact on 

the income statement. The accounting standards require companies utilising hedging 

instruments to register the changes in their fair value in P&L at every reporting period, 

which might lead to accounting mismatches when the hedged item and hedging 

instruments are recognised in a different period. To avoid these issues, companies have the 
option of implementing hedge accounting techniques. 

 

 

 

Unit- 3 

 

Investment 

What Is an Investment? 

An investment is an asset or item acquired with the goal of generating income or 

appreciation. In an economic sense, an investment is the purchase of goods that are not 

consumed today but are used in the future to create wealth. In finance, an investment is a 

monetary asset purchased with the idea that the asset will provide income in the future or 
will later be sold at a higher price for a profit. 

Different types of investments 

There are three main types of investments: 

• Stocks 

• Bonds 
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• Cash equivalent 

You can invest in any or all three investment types directly or indirectly by buying mutual 

funds. Another option is to invest in tax-deferred options, such as an IRA or annuity. 

Stocks 

Companies sell shares of stock to raise money for start-up or growth. When you invest in 

stocks, you’re buying a share of ownership in a corporation. You’re a shareholder. 

There are two types of stock: 

Common stock.  Shareholders have a percentage of ownership, have the right to vote on 

issues affecting the company and may receive dividends. 

Preferred stock. Shareholders are generally entitled to dividends at specified intervals 

and in predetermined amounts, but they don’t typically have voting rights. 

Investment returns and risks for both types of stocks vary, depending on factors such as 

the economy, political scene, the company's performance and other stock market factors. 

Bonds 

When you buy a bond, you’re lending money to a company or governmental entity, such as 

a city, state or nation. 

Bonds are issued for a set period of time during which interest payments are made to the 

bondholder. The amount of these payments depends on the interest rate established by the 

issuer of the bond when the bond is issued. This is called a coupon rate, which can be fixed 

or variable. At the end of the set period of time (maturity date), the bond issuer is required 

to repay the par, or face value, of the bond (the original loan amount). 

Bonds are considered a more stable investment compared to stocks because they usually 

provide a steady flow of income. But because they’re more stable, their long-term return 

probably will be less when compared to stocks. Bonds, however, can sometimes 

outperform a particular stock’s rate of return. 
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Keep in mind that bonds are subject to a number of investment risks including credit risk, 

repayment risk and interest rate risk. 

Cash equivalent 

Cash equivalent investments protect your original investment and let you have access to 

your money. Examples include: 

• Savings accounts 

• Money market accounts 

• Certificates of deposit (CDs) 

These different types of investments generally deliver a more stable rate of return. But cash 

equivalent investments aren’t designed for long-term investment goals such as retirement. 

After taxes are paid, the rate of return is often so low that it doesn’t keep pace with 

inflation. 

Treasury Bills 

Treasury Bills, also known as T-bills are the short-term money market instrument, issued 

by the central bank on behalf of the government to curb temporary liquidity shortfalls. 

These do not yield any interest, but issued at a discount, at its redemption price, and repaid 
at par when it gets matured. 

T-bills are the key segment of the financial market, which is utilised by the government to 
raise short-term funds, for fulfilling periodic discrepancies between its receipts and 
expenditure. The difference between the issue price and the redemption value indicates 
the interest on treasury bills, called as a discount. 

These are the safest investment instrument of its category, as the risk of default is 
negligible. Further, the date of issue is predetermined, as well as the amount is also fixed. 

Salient features of Treasury Bills 

Form: T-bills are issued either in physical form as a promissory note or dematerialised 
form by crediting to Subsidiary General Ledger (SGL) Account. 

Eligibility: Individuals, firms, companies, trust, banks, insurance companies, provident 
funds, state government and financial institutions are eligible to invest in treasury bills. 

Minimum Bid: The minimum amount of bid is Rs. 25000 and in multiples thereof. 
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Issue price: T-bills are issued at a discount, but redeemed at par. 

Repayment: The repayment of the bill is made at par on the maturity of the term. 

Availability: Treasury bills are highly liquid negotiable instruments, that are available 
in both financial markets, i.e. primary and secondary. 

Method of the auction: Uniform price auction method for 91 days T-bills, whereas 
multiple price auction method for 364 days T-bill. 

Day count: The day count is 364 days, in a year, for treasury bills. 

Besides this, other characteristics of treasury bills include market-driven discount rate, 
selling through auction, issued to meet short-term mismatches in cash flows, assured yield, 
low transaction cost, etc. 

Types of Treasury Bills 

At present there are three types of auctioned T-bills, which are: 

91 days T-bills: The tenor of these bills complete on 91 days. These are auctioned on 
Wednesday, and the payment is made on following Friday. 

182 days T-bills: These treasury bills get matured after 182 days, from the day of issue, 
and the auction is on Wednesday of non-reporting week. Moreover, these are repaid on 
following Friday, when the term expires. 

364 days T-bills: The maturity period of these bills is 364 days. The auction is on every 
Wednesday of reporting week and repaid on the following Friday after the term gets over. 

Treasury bills are backed by some advantages like no tax deducted at source, high liquidity 
and trade-ability, zero risks of default, transparency, good return on investment and so on. 

Money market instruments 

In the present day financial system, money is a commodity that is nominal in nature even 
though backed by physical assets. As a result, it can be traded just like any other 
commodity. Just like other commodities are traded in designated commodities exchanges, 
money i.e. cash and cash equivalent instruments are traded in a designated exchange 
termed the “money market”. Money market is a key component of national financial market 
and comprises various types of instruments designed to perform specific functions. Key 
functions performed by various instruments traded in money markets include borrowing 
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(short term), lending as well as buying and selling instruments with an initial maturity of 
up to 1 year. The following are some of the key characteristics and functions of money 
markets as well as the various money market instruments currently available in India. 

Key Features of Money Markets 

Just like any other market operating in the financial sector, money markets have some key 
characteristics that set it apart from other types of financial markets such capital markets: 

• Over the Counter  

Money markets across the world essentially operate over the counter, which essentially 
means that these trades cannot be made online. Therefore investments in these markets 
are made physically by authorized representatives or in person and a physical certificate is 
issued to the buyer of the money market instrument. 

• Wholesale Market  

This essentially means that money markets are designed to provide and accept bulk orders, 
thus few retail investors have enough capital to directly participate in money markets. 
However, individual investors can choose to invest in debt mutual funds that invest in 
money markets in order to invest in this market. 

• Multiple Instruments  

Unlike capital markets which usually trade in one single type of instrument such as 
securities, money markets trade is multiple instruments. These instruments feature 
different maturities, debt structure, credit risk and even currencies to name a few. As a 
result of this diversity, money market instruments are ideal for diversification through 
distribution of exposure. 

• High Liquidity 

The main feature that makes money markets unique is the high level of liquidity that they 
offer. It is easy to make money market trades across currencies, maturities, debt structure 
as well as credit risk, which makes it ideal for institutions seeking to borrow or invest for 
the short term. 

• Key Money Market Participants 

As mentioned earlier, money markets are not technically open to individual investors as 
they deal with bulk orders and the trades are carried out over the counter. As a result a 
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range of institutional investors participate in buying and selling money market 
instruments. Key players in money markets thus include financial institutions as well as 
dealers looking to borrow or lend money in the short term. The typical duration of these 
instruments is up to 13 months. Money market instruments as a group are termed as 
“papers” in contrast to “bonds” and “shares” that are traded on capital markets and refer to 
long term borrowing instruments. 

One of the core drivers of money markets is inter-bank lending. Inter-bank lending refers 
to banks lending to and borrowing from other banks using money market instruments such 
as repurchase agreements and commercial papers. The LIBOR or London Interbank Offered 
Rate usually forms the benchmark for these instruments. India the RBI regulated REPO rate 
performs a similar function for domestic banks lending and borrowing from one another. 

Finance companies operating in money markets usually fund themselves through issue of 
various asset backed commercial papers (ABCP) which are secured by pledge of various 
eligible assets. Common examples of such eligible assets include mortgages 
(residential/commercial), mortgage-backed securities, etc. However, this format of money 
markets currently exists only in developed economies such as the US. 

Money Market in India 

The Indian money market is not as developed at present as those of many advanced 
economies. However, money market instruments in India do have varying maturities from 
overnight to one year, which can be used for short term lending and borrowing. In India, 
the Reserve Bank of India controls and regulates money markets which are considered a 
focal point of its power over the wider financial market. Money markets in India serve the 
important purpose of providing liquidity to borrowers and providers of funds over the 
short term, while maintaining a balance between the demand and supply of short term 
funds. Some of the key money market instruments in India today include treasury bills, call 
money, commercial papers, certificates of deposit, repos, forward rate agreements and 
interest rate swaps. 

In terms of structure, money markets in India unlike most developed economies comprise 
elements of both organised and unorganised sectors. Key players in India’s unorganised 
money market sector include indigenous bankers, money lenders as well as unorganised 
NBFCs such as Nidhis and chit funds. Key players in the organised money market of India 
include co-operatives (banks and societies), IDBI (Industrial Development Bank of India), 
the International Finance Corporation, various RBI regulated NBFCs (e.g. LIC of India), 
development banks, private and public sector banks as well as the Reserve Bank of India. 
As per the existing structure of the Indian money market, the RBI can only influence the 
organised sector and the smaller unorganised sector is largely beyond its control. However 

https://www.facebook.com/BankPoClerk/?ref=aymt_homepage_panel
https://www.facebook.com/groups/2148759855448538/?source_id=117234085093214
https://t.me/joinchat/J8jQkg8azrnOjC1LiWFvJg
file:///F:/Ambitious%20Baba/One%20liner/January%202019/t.me/ambitiousbaba
https://www.paisabazaar.com/mutual-funds/short-term-investment-plan/
https://www.paisabazaar.com/mutual-funds/short-term-investment-plan/
https://www.paisabazaar.com/mutual-funds/short-term-investment-plan/
https://www.paisabazaar.com/mutual-funds/short-term-investment-plan/


 

Facebook Page                     Facebook Group                    Telegram Group                    Telegram Channel 

  

AMBITIOUSBABA.COM | MAIL US AT 

CONTACT@AMBITIOUSBABA.COM 
48 

 

 

due to the considerably larger size of this organised sector, regulatory actions taken by the 
RBI can produce substantial impact on the way in which this entire market operates. 

Types of Money Market Instruments in India 

The money market in India is considered to be an agglomeration of multiple sub markets 
each featuring a different instrument that can differ based on maturity interval, risk level, 
etc. The following are some key money market instruments available in India: 

• Call Money 

Traded in a sub-market termed as the call money market, call money essentially represents 
a short term loan with maturities ranging from 1 day to 14 days and is repayable on 
demand. The main uses of this instrument include providing short term loans to banks 
primarily for the purpose of making stock exchange transactions and bullion deals. Key 
participants in this market include NABARD, UTI mutual fund and LIC mutual fund who are 
only engaged in lending to the other participants. The call money market participants are 
allowed to both lend and borrow using the call money instrument are STCI (Securities 
Trading Corporation of India), DFHI (Discount and Finance House of India), co-operative 
banks as well as Indian and foreign commercial banks. 

Call money loans feature a fixed interest rate, termed as call rate, which being closely 
related to changes of demand and supply, is quite volatile. Due to the high level of volatility, 
call money market is considered to be the most sensitive section of India’s money market. 
At present two separate call rates are in use in India – the DFHI lending rate and interbank 
call rate. India’s major call money markets are located at Ahmedabad, Chennai, Delhi, 
Kolkata and Mumbai. 

• Treasury Bills 

Treasury Bills are by far the oldest of money market instruments and they are still used 
heavily not just in Indian money markets but also the world over. Treasury Bills or T-Bills 
in India are short term borrowing instruments issued by the Government of India that do 
not pay any interest but are available at a discount from their face value at the time of issue. 
The difference between the discounted issue price and the face value at which these bills 
are redeemed provide the “interest” payout to the buyer of the bill i.e. the lender. As T-Bills 
are issued by the government, the returns are guaranteed and they are considered to be 
zero default risk investments. 

T-Bills are commonly classified in two ways – based on maturity and based on type. The 
maturity classification of treasury bills names these as 10 day TBs, 91 day TBs, 182 day TBs 
and 364 day TB. The other classification categories of these government-issued promissory 
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notes include auction bills, tap bills and ad hoc bills. Ad hoc bills are no longer available in 
India however they were only available to foreign central banks, semi-government 
departments, central and state government for investment purposes. Auction bills follow a 
multiple price system in order to ensure fair pricing. Auction bills and tap bills are also 
termed as regular bills as they are available for investment by banks as well as other 
participating institutions. 

• Ready Forward Contract (Repo) 

The term repo is derived from the phrase “repurchase agreement” which is essentially an 
agreement that simultaneously mentions sale and purchase of an asset. In the Indian 
context, repo agreements are made between banks as well as between a bank and the RBI 
for short term loans. In case such borrowing agreements are made internationally, the 
commonly used rate is the LIBOR (London Inter Bank Offered Rate), while in case of a 
domestic repo agreement between two Indian financial institutions the applicable rate is 
termed as the repo rate. Repo rate may thus be defined as the rate at which domestic 
Indian banks borrow from other Indian banks or from the RBI. The repo rate is fixed by the 
Reserve Bank of India and it is one of the most powerful monetary control tools that the 
central bank possesses. Decreasing the repo rate makes it cheaper for banks to borrow 
money from other banks or the central bank. This theoretically allows the bank to pass on 
the lower rate benefit to customers in the form of loans provided at reduced rates. 

• Money Market Mutual Funds 

This was originally used as an alternate term for liquid funds, which are among the lowest 
risk debt funds. After reclassification of mutual funds by SEBI, a unique type of mutual 
fund known as money market funds have emerged and these primarily invest in various 
money market instruments. Because the money market is largely over the counter and 
mainly features block deals, it is largely closed off to the general public and this is where 
liquid funds fill the gap. Individual investors can put their money in a liquid fund, which 
invests in block over the counter deals carried out on money markets. Though money 
markets themselves are overseen by the RBI, liquid funds are regulated by SEBI (Securities 
Exchange Board of India). 

As a general rule, liquid funds primarily invest in money market instruments with a 
maturity of up to 91 days. Because of the potentially low level of risk associated with short 
maturity money market instruments, liquid funds are considered to be a low 
risk investment option even though they provide higher returns than bank deposits. 
Moreover, these funds are highly liquid making them ideal for short term parking of excess 
funds for not only individual investors but also for institutional investors. 

• Interest Rate Swaps 
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This is the newest money market instruments in use in India today. Interest rate swap is a 
financial transaction in which two parties sign a deal in which one pays a fixed rate of 
interest, while the other pays a floating rate of interest. The fixed rate of interest payable is 
calculated using a notional principal amount, while the floating rate of interest is paid on 
the actual principal lent out/borrowed with the rate varying on the basis of market 
conditions. In India interest rate swaps are mainly used by commercial banks however, 
these are separate products that are not directly linked to the bank’s assets such as money 
lent to customers in the form of loans. This money market instrument protects the 
borrower from interest rates changes even though the borrower is on the hook for any 
variable mark up payments not covered by the interest rate swap agreement. 

Key Functions of Money Markets 

Money Markets have continued to exist in modern economies due to their unique features 
as well as their ability to carry out some key functions that other financial markets cannot. 
The five leading functions that a money market carries out in the modern economic system 
include: 

• Providing Trade Financing 

Modern day money markets play a vital role in ensuring that there is adequate capital 
available to institutions engaged in domestic as well as international trade. Internationally, 
short term funding for ventures may be available to traders through “bills of exchange” 
apart from other routes. These are instruments that are discounted by the bill market. In 
common practice, discount markets and acceptance houses are engaged in financing 
overseas trading ventures using these “bills of exchange”. 

• Ensuring Industrial Financing 

Many industries issue bonds on the bond market or shares on the stock market in order to 
receive long term financing of their operations. However, many industrial houses are 
actively involved with money markets too. There are two ways in which money markets 
help with industrial financing – providing short term funding and producing an impact on 
capital markets. Short term funding from money markets can help industries finance day to 
day operations and meet working capital requirements using commercial papers, finance 
bills, etc. Long term capital is obtained by industries through issue of bonds or shares on 
applicable capital markets. However, capital markets are impacted by money market 
movements. This is because the rate applicable to short term lending plays a key role in 
determining the applicable yield of long term capital market instruments such as bonds. 

• Low Risk – High Liquidity Investment Solution 
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The money market offers institutions such as commercial banks, a lucrative low risk route 
to use their excess funds in order to earn additional income. The main reason why 
commercial banks need to generate this additional income is to ensure that they have 
sufficient liquidity to meet uncertain demands such as withdrawal of consumer deposits. 
Usually commercial banks invest their funds in near money assets that have a short 
maturity period which can be easily converted to cash to provide high liquidity to the 
investor. This way the banking sector is able to generate additional income while 
maintaining sufficient liquidity. 

• Ensuring Self Sufficiency of Banks 

Commercial banks operating in developed money markets have ample opportunities to 
invest and generate further income such that their self sufficiency improves in the long 
term. Banks can always borrow from central banks when they face a dire cash crunch 
hence RBI is considered to be the lender of last resort. However, it is always desirable for 
banks to be able to manage their own monetary requirements in the short term as well as 
the long term. This, money market can help the bank achieve through availability of funds 
at rates that are lower than those charged by the central bank. Thus money markets 
provide a two pronged benefit – helping banks earn additional income and also as a source 
funds to the bank when required. 

• Maintaining Money Supply for Central Banks 

Central Banks globally are involved in maintaining and controlling markets – both money 
markets as well as capital markets. Thus even though a central bank such as RBI can 
influence monetary policy without having to take the help of money markets, the presence 
of this improves their efficiency by a great deal. As these markets operate using short term 
interest rates, they serve as an excellent indicator of the country’s overall economic health. 
Such information can provide accurate guidance to the central bank regarding how it 
should act to rectify any problems that might be occurring in the current situation. In the 
present day all markets are linked, therefore actions taken by the central bank in money 
markets will have an impact on capital markets. Thus, in the presence of a developed 
money market, the central bank has access to a secure, quick as well as effective way to 
influence various sub markets without having to overextend itself. 

Securitisation 

Securitisation is a financing technique that consists of transferring assets, including 

commercial outstandings (unsettled invoices, etc.) or loans receivable (consumer credit, 

car loans, leasing, revolving credit card loans or even home loans, etc.) to investors. 
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1. Many banks and lenders have receivables from auto, student, equipment and house 
loans, credit cards, trade lease etc. Securitisation converts these into debt instruments. 

2. A Special Purpose Vehicle (SPV) is set up which pools these assets and issues debt 
instruments which are called Pass Through Certificates (PTCs). 

3. By making these debt instruments available in the markets, the organisation manages to 

transform illiquid assets to liquid assets which can be used to fund other business. 

 

4. When the original lender recovers money from the original borrower, it is then passed 

on to the SPV, which then disburses it to the investor in the form of a fixed income. 

5. All the PTCs in the market are rated by agencies which tell the investor about the quality 
of the underlying securities. 

Forfaiting 

Forfaiting is a mechanism, in which an exporter surrenders his rights to receive payment 

against the goods delivered or services rendered to the importer, in exchange for the 

instant cash payment from a forfaiter. In this way, an exporter can easily turn a credit sale 
into cash sale, without recourse to him or his forfaiter. 

 

The forfaiter is a financial intermediary that provides assistance in international trade. It is 

evidenced by negotiable instruments i.e. bills of exchange and promissory notes. It is a 

financial transaction, helps to finance contracts of medium to long term for the sale of 
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receivables on capital goods. However, at present forfaiting involves receivables of short 
maturities and large amounts. 

Key Differences Between Factoring and Forfaiting 

The major differences between factoring and forfaiting are described below: 

1. Factoring refers to a financial arrangement whereby the business sells its trade 
receivables to the factor (bank) and receives the cash payment. Forfaiting is a form 
of export financing in which the exporter sells the claim of trade receivables to the 
forfaiter and gets an immediate cash payment. 

2. Factoring deals in the receivable that falls due within 90 days. On the other hand, 
Forfaiting deals in the accounts receivables whose maturity ranges from medium to 
long term. 

3. Factoring involves the sale of receivables on ordinary goods. Conversely, the sale of 
receivables on capital goods are made in forfaiting. 

4. Factoring provides 80-90% finance while forfaiting provides 100% financing of the 
value of export. 

5. Factoring can be recourse or non-recourse. On the other hand, forfaiting is always 
non-recourse. 

6. Factoring cost is incurred by the seller or client. Forfaiting cost is incurred by the 
overseas buyer. 

7. Forfaiting involves dealing with negotiable instruments like bills of exchange and 
promissory note which is not in the case of Factoring. 

8. In factoring, there is no secondary market, whereas in the forfaiting secondary 
market exists, which increases the liquidity in forfaiting. 

 

Refinance 

In a refinance, an existing loan is paid off early with funds obtained from another loan. 
Refinancing only refers to loans paid off before their maturity date; if a loan is paid off at 
maturity, the second loan is simply new financing, not a refinancing. Both 
individual borrowers and businesses refinance loans, for a variety of reasons. 

For homeowners, refinancing a mortgage is a very common strategy. Whenever interest 
rates fall below the rate at which a homeowner took out their original mortgage, it’s worth 
examining whether to refinance and save on interest charges. All loans have fees and 
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closing costs, and some have pre-payment penalties, so a holder needs to decide whether a 
lower interest rate outweighs the various additional costs involved with refinancing. 

The main types of mortgage refinance loan include: 

• Rate and term refinance 
• Cash-out and cash-in refinancing 
• Home Affordable Refinance Program (HARP) 
• FHA Streamline refinance 
• Short refinance 

A refinance can be done in order to lower monthly loan payments, typically by extending 
the term of the loan. If a debtor’s financial circumstances change — due to job loss or 
increased expenses — a lower monthly payment can receive financial pressures. However, 
this strategy usually leads to more costs over the life of the loan. Alternatively, a refi also 
can be used to shorten the term of a loan (and increase monthly payments). 

Debt consolidation is another main reason to refinance. This approach is 
recommended when a person has multiple forms of credit that carry high interest rates, 
including high-interest credit card balances, or are having trouble managing multiple 
monthly payments. Banks, credit unions and debt consolidation companies offer special 
loans designed for debt consolidation. Often they are home equity line of credit (HELOC) 
using the borrower’s house as collateral. 

Businesses refinance their loans frequently in order to manage their cash flow and help 
grow the business. SBA loans help small companies lower their payments to cope with 
changing trends. At larger companies, corporate refinancing involves the issuance 
of equity and corporate bonds in order manage interest payments. 

                  

 

Bill Rediscounting Scheme 
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The Reserve Bank of India (RBI) introduced the Bills Market Scheme (BMS) in 1952, which 

was later rechristened as the New Bills Market Scheme (NBMS). Under this scheme, 

commercial banks can rediscount the bills which were initially discounted by them with 

approved institutions such as Commercial Banks, Development Financial Institutions, 

Mutual Funds, Primary Dealers etc, thereby serving the purpose of rediscounts. In this 
article, we look at the bill rediscounting scheme in detail. 

Rediscounting of Bill 

Rediscounting of commercial bills is a system wherein a financial institution rediscounts 
unmatured discounted commercial bills with any other financial institution. 

Objectives of the BRS scheme 

The objective of the BRS scheme are as follows: 

• To offer the creation of an instrument that encourages more disciplined use of bank 
credit. 

• To facilitate liquidity in the banking system. 

Eligibility of Banks 

All scheduled commercial banks are eligible to rediscount the bills with the Reserve Bank 

of India or any other institution. 

Eligibility of Bills 

Bills eligible for rediscount under the rediscounting bill scheme must be of the following 
characteristics: 

• The front portion of the bill indicates the nature of the transaction.  
• The usance period is not more than ninety days. 
• Purchaser’s licensed bank must have accepted the Bill. 
• The bill should consist of two proper signatures, one of which should be of the bank. 
• It is not eligible for commodities of the Reserve Bank of India. 

Rediscounting Procedure by Banks 

Commercial banks are entitled to draw derivatives of usance promissory notes for 

maturities of up to ninety days depending on the strength of commercial bills discounted 

by their respective branches. The function of rediscounting of bills and drawing derivatives 

promissory note is centralised with the bank’s main fund activity for effective control. 

Timeline of the Approved Rediscounting 
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The term period for approved regular rediscounting will be one year unless the same is 

immediately cancelled, suspended, amended or extended by the Credit Committee. The 

rediscounting is renewable annually by submitting the application a month before the 

expiry of the specified date. For newly merged or consolidated banks, a temporary 

rediscounting may be granted for 180 days. 

RBI’s Derivatives Regarding Bill Rediscounting 

The RBI has made the following directives concerning bill rediscounting: 

• Rediscounting of the ineligible bill will be handled as an unsecured loan. 
• Only usance bills held by other banks can be rediscounted. 
• Finance companies cannot avail this facility. 
• Banks should not rediscount bills discounted by non-banks. 
• Accommodations bill has no scope for rediscounts. 

Importance of BRS in funds management 

The importance of BRS in funds management are as follows: 

• BRS maintains a definite maturity period. 
• If dishonoured, provisions for the penalty are attractive. 
• Due to two good signature minimises the risk. 
• BRS proves the better way of using credit. 
• Banks can meet their meet their fund’s requirements by discounting with RBI. 

Derivatives 

What are derivatives? 

Derivatives are financial contracts whose value is dependent on an underlying asset or 
group of assets. The commonly used assets are stocks, bonds, currencies, commodities and 
market indices. The value of the underlying assets keeps changing according to market 
conditions. The basic principle behind entering into derivative contracts is to earn profits 
by speculating on the value of the underlying asset in future. Imagine that the market price 
of an equity share may go up or down. You may suffer a loss owing to a fall in the stock 
value. In this situation, you may enter a derivative contract either to make gains by placing 
accurate bet. Or simply cushion yourself from the losses in the spot market where the stock 
is being traded. 

 Why do investors enter derivative contracts? 
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Apart from making profits, there are various other reasons behind the use of derivative 
contracts. Some of them are as follows: 

• Arbitrage advantage 

Arbitrage trading involves buying a commodity or security at a low price in one market and 
selling it at a high price in the other market. In this way, you are benefited by the 
differences in prices of the commodity in the two different markets. 

• Protection against market volatility 

A price fluctuation of asset may increase your probability of losses. You can look for 
products in the derivative market which will help you to shield against a reduction in the 
price of stocks that you own. Additionally, you may buy products to safeguard against a 
price rise in case of stocks that you are planning to buy. 

• Park surplus funds 

Some individuals use derivatives as a means of transferring risk. However, others use it for 
speculation and making profits. Here, you can take advantage of the price fluctuations 
without actually selling the underlying shares. 

Who participates in derivatives market? 

Each type of individual  will have an objective to participate in the derivative market. You 
can divide them into following categories based on their trading motives: 
 

• Hedgers 

These are risk-averse traders in stock markets. They aim at derivative markets to secure 
their investment portfolio against the market risk and price movements. They do this by 
assuming an opposite position in the derivatives market. In this manner, they transfer the 
risk of loss to those others who are ready to take it. In return for the hedging available, they 
need to pay a premium to the risk taker. 
 
Imagine that you hold 100 shares of XYZ company which are currently priced at Rs. 120. 
Your aim is to sell these shares after three months. However, you don’t want to make losses 
due to a fall in market price. At the same time, you don’t want to lose opportunity to earn 
profits by selling them at a higher price in future. In this situation, you can buy a put option 
by paying a nominal premium that will take care of both the above requirements.   
 

• Speculators 
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These are risk-takers of the derivative market. They want to embrace risk in order to earn 
profits. They have a completely opposite point of view as compared to the hedgers. This 
difference of opinion helps them to make huge profits if the bets turn correct. In the above 
example, you bought a put option to secure yourself from a fall in the stock prices. Your 
counterparty i.e. the speculator will bet that the stock price won’t fall. If the stock prices 
don’t fall, then you won’t exercise your put option. Hence, the speculator keeps the 
premium and makes a profit. 

• Margin traders 

A margin refers to the minimum amount that you need to deposit with the broker to 
participate in the derivative market. It is used to reflect your losses and gains on a daily 
basis as per market movements. It enables to get a leverage in derivative trades and 
maintain a large outstanding position. Imagine that with a sum of Rs. 2 lakh you buy 200 
shares of ABC Ltd. of Rs 1000 each in the stock market. However, in the derivative market 
you can own a three times bigger position i.e. Rs 6 lakh with the same amount. A slight 
price change will lead to bigger gains/losses in the derivative market as compared to stock 
market. 

• Arbitrageurs 

These utilize the low-risk market imperfections to make profits. They simultaneously buy 
low-priced securities in one market and sell them at higher price in another market. This 
can happen only when the same security is quoted at different prices in different markets. 
Suppose an equity share is quoted at Rs 1000 in stock market and at Rs 105 in the futures 
market. An arbitrageur would buy the stock at Rs 1000 in the stock market and sell it at Rs 
1050 in the futures market. In this process he/she earns a low-risk profit of Rs 50. 

What Are The Different Types Of Derivative Contracts? 

The four major types of derivative contracts are options, forwards, futures and swaps. 

• Options 

Options are derivative contracts which gives the buyer a right to buy/sell the underlying 
asset at the specified price during a certain period of time. The buyer is not under any 
obligation to exercise the option. The option seller is known as the option writer. The 
specified price is known as strike price. You can exercise American options at any time 
before the expiry of the option period. European options, however, can be exercised only 
on the date of expiration date. 

• Futures 
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Futures are standardised contracts which allow the holder to buy/sell the asset at an 
agreed price at the specified date. The parties to the future contract are under an obligation 
to perform the contract. These contracts are traded on the stock exchange. The value of 
future contracts are marked-to-market everyday. It means that the contract value is 
adjusted according to market movements till the expiration date. 

• Forwards 

Forwards are like futures contracts wherein the holder is under an obligation to perform 
the contract. But forwards are unstandardised and not traded on stock exchanges. These 
are available over-the-counter and are not marked-to-market. These can be customised to 
suit the requirements of the parties to the contract. 

• Swaps 

Swaps are derivative contracts wherein two parties exchange their financial obligations. 
The cash flows are based on a notional principal amount agreed between both the parties 
without exchange of principal. The amount of cash flows is based on a rate of interest. One 
cash flow is generally fixed and the other changes on the basis of a benchmark interest rate. 
Interest rate swaps are the most commonly used category. Swaps are not traded on stock 
exchanges and are over-the-counter contracts between businesses or financial institutions. 

 How To Trade In Derivatives Market? 

• You need to understand the functioning of derivative markets before trading. The 
strategies applicable in derivatives are completely different from that of the stock 
market. 

• Derivative market requires you to deposit margin amount before starting trading. 
The margin amount cannot be withdrawn until the trade is settled. Moreover, you 
need to replenish the amount when it falls below the minimum level. 

• You should have an active trading account which permits derivative trading. If you 
are using services of a broker, then you can place orders online or on the phone. 

• For selection of stocks, you have to consider factors like cash in hand, the margin 
requirements, the price of the contract and that of the underlying shares. Make sure 
that everything is as per your budget. 

• You can choose to stay invested till the expiry to settle the trade. In this scenario, 
either pay the entire outstanding amount or enter into an opposing trade. 

 

Credit Default Swaps 
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Credit default swaps (CDS) are a type of insurance against default risk by a particular 

company. The company is called the reference entity and the default is called credit event. 

It is a contract between two parties, called protection buyer and protection seller. Under 

the contract, the protection buyer is compensated for any loss emanating from a credit 

event in a reference instrument. In return, the protection buyer makes periodic payments 

to the protection seller. 

 

In the event of a default, the buyer receives the face value of the bond or loan from the 

protection seller. From the seller’s perspective, CDS provides a source of easy money if 

there is no credit event. CDS was introduced by JP Morgan. 

 

Description: Assume that two parties A and B enter in a five-year CDS. In this, A is the 

protection buyer and B is the protection seller. Let’s assume that the notional principal is 

Rs 50 crore and the protection buyer agrees to pay 100 basis points annually to the 

protection seller. If the reference entity does not default, the protection buyer keeps on 

paying 100bps of Rs 50 crore, which is Rs 50 lakh, to the protection seller every year. 

 

On the contrary, if a credit event occurs, the protection buyer will be compensated fully by 

the protection seller. The settlement of the CDS takes place either through cash settlement 

or physical settlement. For cash settlement, the price is set by polling the dealers and a 

mid-market value of the reference obligation is used for settlement. 

 

There are different varieties of CDS, like binary CDS, basket CDS, contingent CDS and 

dynamic CDS. 

 

There are different types of credit events such as bankruptcy, failure to pay, and 

restructuring. Bankruptcy refers to the insolvency of the reference entity. Failure to pay 

refers to the inability of the borrower to make payment of the principal and interest after 

the completion of the grace period. Restructuring refers to the change in the terms of the 

debt contract, which is detrimental to the creditors. 

 

If the credit event does not occur before the maturity of the loan, the protection seller does 

not make any payment to the buyer. CDS can be structured either for the event of shortfall 

in principal or shortfall in interest. There are three options for calculating the size of 

payment by the seller to the buyer. 

 

Fixed cap: The maximum amount paid by the protection seller is the fixed rate. 

 

Variable cap: The protection seller compensates the buyer for any interest shortfall and 
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the limit set is Libor plus fixed pay. 

 

No cap: In this case, the protection seller has to compensate for shortfall in interest 

without any limit. 

 

The modelling of the CDS price is based on modelling the probability of default and 

recovery rate in the event of a credit event. 

 

The value of CDS for the protection buyer = Expected present value of the contingent leg – 

Expected present value of fixed leg 

 

In the real world, modelling of the CDS price is difficult because of the problem in 

computing default probabilities and default correlation. 

 

Asset-backed securities (ABS) is the most common type of CDS. 

 

Although used for hedging credit risks, credit default swap (CDS) has been held culpable 

for vitiating financial stability of an economy. This is particularly attributable to the capital 

inadequacy of the protection sellers. When big protection sellers are inadequately 

capitalised, the over-the-counter (OTC) CDS market raises its ugly head. 

 

Counter-party concentration risk and hedging risk are the major risks in the CDS market. 

https://www.facebook.com/BankPoClerk/?ref=aymt_homepage_panel
https://www.facebook.com/groups/2148759855448538/?source_id=117234085093214
https://t.me/joinchat/J8jQkg8azrnOjC1LiWFvJg
file:///F:/Ambitious%20Baba/One%20liner/January%202019/t.me/ambitiousbaba


 

Facebook Page                     Facebook Group                    Telegram Group                    Telegram Channel 

  

AMBITIOUSBABA.COM | MAIL US AT 

CONTACT@AMBITIOUSBABA.COM 
62 

 

 

Online Mock Test Available on App as well as Web: 

 

How to Access on App:- 

1. Go to Playstore search Ambitious Baba or Click here to Install App 
2. After Install Login with Google Account or Facebook Account 
Related Links: 
• Telegram Group:- Click Here 
• Telegram Channel: Click here 
• Like & Follow our Facebook Page:- Click here 
• Join our Facebook Group:- Click Here 
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