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CAIIB Paper 2 (BFM), Module C: Treasury 

Management  
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Unit 1: Introduction to Treasury Management 

The Concept 

Conventionally, the Treasury function was confined to funds management - maintaining 

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

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

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

viz. holding minimum cash balances required as per Cash Reserve Ratio (CRR) with Reserve 

Bank of India, and investing funds in approved securities to the extent required under 

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

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

service centre. 

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 convertibility of Rupee. Rupee is already freely 
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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. 

We may now restate the driving force of Integrated Treasury as: 

• Integrated Cash Flow Management  

• Interest Arbitrage  

•  Access to global resources  

• Corporate demand for high-end services, and  

• Risk Management 

Summarise the functions of Integrated Treasury as:  

• Meeting reserve requirements (CRR and SLR)  

• Global cash management  

• Efficient merchant services, which include foreign exchange (forex) and advisory 

services  

• Optimising profit by exploiting market opportunities in 

1. forex market 

2. money market  

3. securities market (debt, equity and credit derivative markets)  

• Risk management, i.e., managing the market risk of the bank/entity  

• Assisting bank management in ALM 

Treasury activity thus encompasses fund management, investment, forex operations, 

trading and risk management services in a multi-currency environment. To this, we may 

further add the evolving role of Treasury in managing the balance sheet risks, in 

coordination with other banking departments. 

It is necessary to understand and appreciate the three distinct roles Treasury is expected 

to play: 

• Liquidity Management: Treasury is responsible for managing short-term funds 

across currencies, and also for complying with reserve requirements (CRR and SLR).  

•  Proprietary Positions: Treasury may trade in currencies, securities and other 

financial instruments, including derivatives, in order to contribute to Bank's profits. 
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• Risk Management: Treasury will aid Management in bridging asset-liability 

mismatches (ALM), will provide derivative tools to manage risks in client's business, 

and will also manage risks inherent in its own proprietary positions. 

The Process of Globalisation 

We mentioned globalisation as a principal factor contributing to integration of treasury 

activity.  Globalisation refers to interaction between domestic and global markets, and 

may generally be defined as: 

The process of integrating domestic market with global markets, characterised by free 

capital flows and minimum regulatory intervention. 

Funds flow on capital account may take one or more of the following routes: 

• Portfolio investment: Foreign investors investing in domestic equity and debt 

markets  

• Direct investment: Foreign companies and foreign institutional investors investing 

long term funds in domestic companies, new projects, manufacturing facilities, 

business process outsourcing etc. 

• External commercial borrowings 

•  Issue of equity/debt in global markets 

• Mergers & acquisitions - involving domestic and foreign entities  

• Payment for technology transfer, royalties, financial services etc. 

RBI allowed IRFs, deriving value from the following underlying, on the recognised stock 

exchanges: 

• 91-Day Treasury Bills; 

• 2-year , 5-year and 10-year coupon bearing notional Government of India security; 

and  

• Coupon bearing Government of India security. 

Further relaxations on eligibility for exchange traded IRFs were given by changing the 

residual maturity in June, 2015. 
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Evolving Role of Treasury as Profit Centre  

• Foreign Exchange Business: Buying and selling foreign currency to customers 

constitutes a major source of other income' for the banks. The difference between 

'buy sell rates - known as 'spread' - is the profit for the bank. 

• Money Market Deals: Conventional banking operation in money market was 

confined to lending surplus funds and borrowing funds when required. Interest on 

funds lent in the market is a source of income, but it can hardly be called profit-as 

such funds come from deposits, where interest cost is higher than the interest 

earned in money market.  

• Investment Activity: Banks have always been investing in government securities to 

satisfy the SLR requirement, but otherwise were not very active in investing in non-

government securities. Income from risk-free investments was not considered to be 

significant. Banks have also been investing in strategic assets such as subsidiary and 

associate companies -- where returns on investment were only of secondary 

importance.  

• Profits for Contemporary Treasury:  Buying and selling foreign exchange to 

customers and interest on investments and money market lending, continues to be 

the primary source of income for bank treasuries.  

• Interest Arbitrage: The Treasury operates across the currency and security markets; 

hence it is in a position to find where the interest differentials are in its favour. The 

Treasury may borrow in USD and lend in Rupee inter-bank market, or vice versa, 

depending on the domestic and foreign interest rates. Or, the Treasury may borrow 

in money market and invest short-term in commercial paper or T-bills. 

• Trading: Trading is a speculative activity, where profits arise out of favourable price 

movements during the interval between buying and selling.  

• Treasury Products: Treasury sells, in addition to foreign exchange services, 

derivatives and structured products to corporate customers. Large corporates have 

an appetite for new products in order to hedge their currency and interest rate risks, 

and at times, also to reduce their interest costs. For instance, a company may buy 

from the Treasury a Forward Rate Agreement (FRA) to fix interest rate for 

commercial paper they plan to issue after 3 months.  
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Treasury will maintain an ALM Book, a Merchant Book and a trading Book, corresponding 

to its tole in balance sheet management, merchant services and trading, across the 

currency and security markets. 
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FIGURE: Treasury Organisational Structure of a Bank 

 

Unit 2: Treasury Products 

• Chief Dealer – 

(Dealing Room) 

• Equity Investment 

(Primary) 

 

• Chief Dealer - 

(Dealing Room) 

 

• Chief Dealer - 

(Dealing Room) 

 

Forex 

 

Money 

Market 

 

• Securities 

Trading 

 

Forex 

 

Money 

Market 

 

• Securities 

Trading 

 

• Equity 

Trading 

 

• Currency 

 

• Merchant 

Desk 

 

• Derivative 

Desk 

 

• Chief Dealer - 

(Dealing Room) 

 

•  Internal 

Audit 

 

Funds 

Transfer Inter 

Branch 

 

• ALM 

Support Group 

 

Policy and MIS 

 

HR and 

Training 
Accounts 

file:///F:/91999/AppData/Roaming/Microsoft/Word/ambitiousbaba.com
file:///F:/91999/AppData/Roaming/Microsoft/Word/test.ambitiousbaba.com


ambitiousbaba.com                                                 Online Test Series 

J A I I B  C A I I B  M O C K  T E S T  &  S T U D Y  M A T E R I A S  P a g e  8 | 37 

Products of Foreign Exchange Market 

Foreign exchange (forex) market is the most liquid market as free currencies (major 

currencies which are fully convertible, e.g. USD, EUR, GBP, JPY, CHF, etc.) can be readily 

bought and sold here. Free currencies belong to those countries, whose markets are highly 

developed and where exchange controls are practically dispensed with. Currencies which 

are not fully convertible, have limited demand and may not be traded actively, but they may 

also enjoy high liquidity, depending on the size and stage of development of domestic 

market. For instance, Indian Rupee (INR) is only partially convertible, but the market for 

USD/INR is fairly liquid, owing to large domestic market and high growth rate of the 

economy. 

 Spot Trades 

Currencies are mostly bought and sold in spot trades. The spot refers to settlement - 

payment and receipt of funds in respective currencies. Spot settlement takes place two 

working days from the trade date i.e. on the third day. Currency may also be bought and 

sold, with settlement on the same day, i.e. today (TOD/Cash, ac, on the next day, i.e. 

tomorrow (TOM). All the exchange rates quoted on the screen, or in print, are for spot trade 

by default, unless otherwise mentioned. The TOD and TOM rates are generally quoted at a 

discount to the spot rate, ie. the rate is less favourable to the buyer of the currency. 

Forward Rates 

-While spot trade refers to current transaction, forwards refer to purchase or sale of a 

currency on a future date. The exchange rates for forward sale or forward purchase are 

quoted today; hence such transactions are referred to as forward contracts between the 

buyer and seller. Treasury may enter into forward contracts with customers (merchant 

business) or with banks (inter-bank market) as counterparties. Customers, i.e. importers, 

exporters and others who expect payments or receipts in foreign currency, cover their 

currency risk by entering into forward contracts with their respective banks. 

Swaps 
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The spot and forward transactions are the primary products in foreign exchange market. A 

combination of spot and forward transactions, or a combination of two forward 

transactions is called a swap. A swap transaction is also described as an exchange of cash 

flows. Buying USD (with Rupees) in the spot market and selling the same amount of USD in 

the forward market, or vice versa, constitutes a USD/INR swap. Similarly, simultaneous 

purchase and sale of currency on two forward dates (forward to forward) is also a swap. 

Investment of Foreign Exchange Surpluses 

• Inter-bank Loans: Normally not exceeding one-year term, but mostly in over-night 

deposits with domestic and global banks, subject to pre-approved credit lines to the 

respective banks. 

• Short-term Investments: Banks are permitted to invest overseas in short-term 

instruments of high credit quality, such as Treasury Bills/Gilts issued by foreign 

governments, commercial paper and other debt instruments issued by multilateral 

institutions and companies with AAA credit rating, subject to appropriate policy for 

the investments, approved at board level. 

• Nostro Accounts: Where floating funds of the bank are parked, pending 

utilization/customer drawals. Nostro accounts are current accounts denominated in 

foreign currency, maintained by the banks with their correspondent banks in the 

home country of the currency (e.g. Japan for Yen, UK for Sterling, USA for Dollars 

etc.). Balances held in the Nostro accounts do not earn any interest.  

Money Market Products 

Money Markets refer to raising and deploying short-term resources, with maturity of 

funds generally not exceeding one year. 

The inter-bank market is sub-divided into call money, notice money and term money 

market.  

• Call Money: Refers to overnight placements, i.e. funds borrowed by banks need to 

be repaid on the next working day. Call money rates indicate liquidity available in the 

inter-bank market. Overnight Mumbai Interbank Offered Rate (O/N MIBOR) is the 

file:///F:/91999/AppData/Roaming/Microsoft/Word/ambitiousbaba.com
file:///F:/91999/AppData/Roaming/Microsoft/Word/test.ambitiousbaba.com


ambitiousbaba.com                                                 Online Test Series 

J A I I B  C A I I B  M O C K  T E S T  &  S T U D Y  M A T E R I A S  P a g e  10 | 37 

indicative rate for call money, fixed daily in the morning, used widely as a benchmark 

rate for overnight interest rate swaps. 

• Notice Money: Under call money market, funds are transacted on an overnight 

basis, whereas under notice money market, funds are transacted for a period 

between 2 days and 14 days. 

The prudential limits in respect of both outstanding borrowing and lending transactions in 

call/notice money market for scheduled commercial banks and co-operative banks and 

primary dealers (PDs) are as follows: 

S.No. Participant 

 

Borrowing 

 

Lending 

 

1. Scheduled 

Commercial 

Banks 

 

On a daily average basis in a reporting 

fortnight, borrowing outstanding 

should not exceed 100% of capital 

funds (i.e., sum of Tier I and Tier II 

capital) of latest audited balance 

sheet. However, banks are allowed to 

borrow a maximum of 125% of their 

capital funds on any day, during a 

fortnight. 

 

On a daily average 

basis in a reporting 

fortnight, lending 

outstanding should 

not exceed 25% of 

their capital funds. 

However, banks are 

allowed to lend a 

maximum of 50% of 

their capital funds 

on any day, during a 

fortnight. 

 

2. Co-operative 

Banks 

Outstanding borrowings of State Co-

operative Banks/District Central Co- 

operative Banks/Urban Co-operative 

Banks in call/notice money market, on 

a daily basis should not exceed 2.0% 

of their aggregate deposits as at end 

No Limit 
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March of the previous financial year. 

3. PDs PDs are allowed to borrow, on 

daily average basis in a reporting 

fortnight, up to 225 per cent of their 

net owned funds (NOF) as at end-

March of the previous financial year. 

 

PDs are allowed to 

lend in call/ notice 

money market, on 

daily average basis 

in a reporting 

fortnight, up to 25 

per cent of their 

NOF. 

 

 

• Term Money: Market is for placement of funds with banks for periods in excess of 14 

days, but not exceeding 1 year. Typically term money placements range from 1 

month to 6 months, and placements for longer periods are not very common. 

• Treasury Bills : These are issued by Government of India through Reserve Bank for 

maturities of 91-days, 182 days and 364-days, for pre-determined amounts. The 

interest is by way of discount, so the bills are priced below Rs. 100.  

• Cash Management Bills (CMBs):  The Government of India, in consultation with the 

RBI, had decided to issue a new short-term instrument, known as Cash Management 

Bills , to meet the temporary cash flow mismatches of the Government. CMBs in 

India are non-standard, discounted instruments issued for maturities less than 91 

days. CMBS have the generic character of Treasury Bills. 

CMBs have the following features: 

• The tenure, notified amount and date of issue of the proposed Cash Management 

Bills depends upon the temporary cash requirement of the Government. However, 

the tenure of the proposed Bills is less than 91 days.   
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• The Bills are issued at discount  to the face value through auctions as in the case of 

the Treasury Bills. 

•  The announcement of the auction of the Bills is be made by the Reserve Bank of 

India through separate Press Release issued one day prior to date of auction 

• The settlement of the auction is on T+1 basis.  

• The Non-Competitive Bidding Scheme for Treasury Bills is not extended to CMBs.  

• The Bills are tradable and qualify for ready forward facility (Repo, MSF and Reverse 

Repo facility). Investment in the proposed Bills is reckoned as an eligible investment 

in Government Securities by banks for SLR purpose. (Source: STCI Website) 

Commercial Paper (CP) 

This is a short-term debt market paper issued by corporates, with a minimum maturity of 

7 days and maximum maturity of 1 year. Corporates, primary dealers and financial 

institutions are eligible to issue commercial paper. The issue of CP is governed by guidelines 

issued by RBI and market practices prescribed FIMMDA. 

• Buyback of CP: Issuers can buyback the CP, issued by them to the investors, before 

maturity.  Buyback of CP shall be through the secondary market and at prevailing 

market price.  The CP should not be bought back before a minimum period of 7 days 

the date of issue. 

• Certificates of Deposit (CD): This is a debt instrument similar to commercial paper, 

but is issued by banks or other eligible financial institution (FT) against deposit of 

funds. Unlike a deposit receipt, CD is a negotiable instrument and generally bears 

interest rates higher than regular deposits of the bank. It is also more expensive to 

the bank, as the CD attracts stamp duty, and is generally rated by an approved credit 

rating agency. 

• Repo: Repo, in fact, is a securities transaction, but is used for lending and borrowing 

money market funds, for terms extending from 1 day to 1 year. Repo refers to sale of 

securities with a commitment to repurchase the same securities at a later date. RBI 

permits repo transactions in government securities and Corporate Debt Securities. 

The bank in need of funds, and having surplus securities (in excess of its SLR 

requirement), can enter into a repo transaction with a counterparty who could be 
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another bank, primary dealer, or financial institution. Mutual funds and corporates 

are also now permitted to take part in the Repo market. The bank sells the securities 

to the counterparty, with an agreement to repurchase the same securities, say after 

3 months, at a predetermined price. 

• Collateralised Borrowing and Lending obligation (CBLO): CBLO is a money market 

instrument launched by Clearing Corporation of India Ltd. (CCIL). CBLO is essentially 

a Repo instrument, which is used not only by banks and primary dealers, but also by 

all the players like financial institutions, insurance companies, mutual funds and 

corporates who cannot access call money market. A borrower can deposit 

government securities with CCIL and borrow against such securities (sell securities) 

from others who have surplus liquidity, subject to repayment (repurchase of 

securities) after a fixed term ranging from 1 day to 1 year - the underlying securities 

are represented by the CBLO, which is effectively the Repo instrument. CCIL acts as 

an intermediary for the Repo trade, so that the lenders and borrowers do not have 

counterparty risk. 

• Bill Rediscounting: It provides another avenue for investment of money market 

funds. Treasury will discount bills of exchange of short-term nature (3 to 6 months) 

which are already discounted by other banks. The rediscounting is done at around 

money market rate and usually negotiated between the lending (rediscounting) bank 

and the borrowing (original discounting) bank.  

Domestic and Global Markets 

• FII Investments: Foreign investments flow in to India by way of foreign direct 

investment (long term project related investments), and portfolio investments 

(investment in stock market and debt market for short term gains). Foreign 

institutional investors who include investment banks and hedge funds invest mainly 

in portfolio investments. Private equity funds, corporate investors and other 

institutional investors with a long term view prefer direct investments in new 

projects/potentially profitable Indian companies 

• .ADR GDR Issues by Indian Companies: Indian companies mobilize foreign currency 

resources by issue of equity in global markets. The holders of ADR/GDR (foreign 
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investors) have an option to sell their holdings in domestic markets, and receive 

proceeds in foreign currency.  

• External Commercial Borrowings (ECB): Indian companies can borrow in global 

markets, from banks (syndicated loans) or issue debt paper (floating rate notes, 

bonds etc.) within the guidelines issued by RBI, to fund their domestic/overseas 

projects.  

• Foreign Currency Funds of Banks: Banks can use their FCNR deposit funds for 

investment in overseas markets as well as for domestic lending in foreign currency. 

They are also permitted to borrow/invest in overseas markets within a ceiling 

(presently 100% of Unimpaired Tier-1 capital, minimum USD 10 million), subject to 

guidelines issued by RBI. Banks generally use this facility to extend short term loans 

(usually with 6-month rollover). 

• Special Facilities to Exporters: Exporters are permitted to hold export earnings in 

foreign currency accounts, designated as EEFC accounts. Banks are allowed to 

extend pre-shipment and post-shipment finance to exporters in foreign currency 

(PCFC and PSFC, respectively) in four major currencies. Banks can borrow foreign 

currency for the specific purpose of financing export credit (including discount of 

export bills). 

• Overseas Direct Investment (ODI): RBI allows corporates to invest in joint 

ventures/subsidiary units overseas, from their Rupee resources subject to a cap 

based on their net worth (currently 4 times their net worth). This has allowed 

leading Indian business groups to expand globally by establishing companies near 

their markets or by acquiring other companies. 

• Free remittance Facility: Individuals are now permitted to remit overseas freely, 

without RBI approval, up to USD 2,50,000 in a financial year under RBI's Liberalized 

Remittance Faclility/Remittance, for any purpose (with a few exceptions like 

gambling and margin trading). They may choose to invest the funds in global debt, 

equity or simply spend the money for consumption purposes. 

Unit 3: Funding and Regulatory Aspects 

Reserve Assets: CRR and SLR 
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The Reserve Bank of India is the Note Issuing Authority, that is, the currency in circulation 

is directly controlled by RBI. However, the currency is only cash component of money in 

circulation, and in that, it is only a small part of the total money. The cash deposited in 

banks in turn is lent by the banks, which increases supply of money. If part of the money, so 

borrowed, is held in a deposit account with the bank, the chain of relending and creating 

new deposits will continue. It is not only cash, but near cash instruments like cheques and 

credit cards also add to the money supply (e.g. money spent on credit card is deposited with 

a bank, adding further money). Creation of money in this fashion is called the money 

multiplier effect. 

Main components of DTL are: 

• Demand deposits (held in current and savings accounts, margin money for LCs, 

overdue fixed deposits etc.).  

• Time deposits in fixed deposits, recurring deposits, reinvestment deposits etc.). 

• Overseas borrowings. 

• Foreign outward remittances in transit (FC liabilities net of FC assets).  

• Other demand and time liabilities (accrued interest, credit balances in suspense 

account etc.). 

Scheduled Commercial Banks are exempted from maintaining CRR on the following 

liabilities: 

• Liabilities to the banking system in India as computed under clause (d) of the 

explanation to Section 42(1) of the RBI Act, 1934. 

• Credit balances in ACU (US$) Accounts.  

• Demand and Time Liabilities in respect of their Offshore Banking Units (OBUs). 

• The eligible amount of incremental FCNR (B) and NRE deposits of maturities of three 

years and above from the base date of July 26, 2013, and outstanding as on March 7, 

2014, till their maturities/ pre-mature withdrawals. 

• Minimum of Eligible Credit (EC) and outstanding Long term Bonds (LB) to finance 

Infrastructure Loans and affordable housing loans. 

The following liabilities are excluded from the CRR stipulation: 

• Paid-up capital, reserves, retained profits, refinance availed from RBI, and apex 

financial institutions like NABARD and SIDBI. 

• Net income tax provision. 

• Claims received from DICGC, ECGC, Insurance Company (Towards ad-hoc 

settlement), Court Receiver etc. 
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• Liabilities arising on account of utilization of limits under Bankers Acceptance 

Facility.  

• District Rural Development Agency (DRDA) subsidy of Rs. 10,000/- kept in Subsidy 

Reserve Fund account in the name of Self Help Groups. 

• Subsidy released by NABARD under Investment Subsidy Scheme for 

Construction/Renovation/ Expansion of Rural Godowns. 

• Net unrealized gain/loss arising from derivatives transaction under trading portfolio; 

Income flows received in advance such as annual fees and other charges which are 

not refundable. 

•  Bill rediscounted by a bank with eligible financial institutions as approved by RBI. 

The SLR is to be maintained in the form of the following assets: 

• Cash balances (excluding balances maintained for CRR).  

•  Gold (valued at price not exceeding current market price).  

• Approved securities valued as per norms prescribed by RBI, 

Liquidity Adjustment Facility (LAF) 

The Liquidity Adjustment Facility is the principal operating instrument of Reserve bank's 

monetary policy. While CRR and SLR help changes in the stance of monetary policy on a 

more permanent basis LAF is used to monitor day-to-day liquidity in the market. 

LAF refers to RBI lending funds to banking sector through Repo instrument. RBI also accepts 

deposits from banks under Reverse Repo. The process of purchase and sale of government 

securities, with agreement to sell-back or repurchase respectively, within a predetermined 

period, has already been referred to in the previous chapter. While banks can engage in 

repo transactions with other banks/institution, LAF refers exclusively to repo transactions 

with RBI. Bids have to be submitted for a minimum amount of Rs. 5 crore and in multiples of 

Rs. 5 crore thereafter. 

In order to help banks, to wade through the liquidity constraints, RBI has taken the 

following measures on February, 3, 2015: 

• Continue to provide liquidity under overnight repos (fixed rate repo) of 0.25% of 

bank-wise NDTL at the LAF repo rate. 

• Introduced a new window called Variable Rate Repo. Under this window liquidity 

would be provided for 7 days, 14 days and 28 days. This is also called as Term Repos. 

The limit fixed by RBI, is under this window, is 0.75% of NDTL of the banking system. 

Interested banks can avail funds under this route by quoting a rate which should be 
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equal to or above the Repo Rate. The bank which has quoted the highest yield stands 

a better chance of getting funds under this window.  

• RBI has also phased out the Export Credit Refinance facility. 

Payment and Settlement Systems 

Payment and settlement systems play a vital role in the development of financial markets. 

The important reforms relevant to treasury operations include the following: 

• Real Time Gross Settlement System (RTGS) has been fully activated by RBI from 

October 2004. RTGS is a paperless clearing system, where settlements are on gross 

basis, rather than day-end net settlement of cheques in a clearing house. All inter-

bank payments and customer remittances (currently minimum Rs. 2 lakhs) are 

settled instantly under the RTGS. Banks' accounts with all the branch offices of RBI 

are also integrated. Almost all the urban centres of public and private sector banks 

are already participating in the RTGS. 

• Negotiated Dealing System is an electronic platform for facilitating dealing in 

government securities and money market instruments. RBI had introduced the NDS 

in February 2002, in order to achieve a) automatic electronic reporting and 

settlement process b) auctions on electronic platform and c) a trading platform for 

trading in Government securities on a negotiated basis (telephone based trading), as 

well as quote-driven mechanism. The NDS membership is open to banks, primary 

dealers, mutual funds, financial institutions and insurance companies, who maintain 

SGL account with RBI, and also those who have constituent SGL accounts through 

banks/depository institutions. 

• FX Clear is a forex dealing system developed by CCIL for foreign exchange 

transactions (USD) INR as well as cross currencies). Currently CCIL is providing 

straight through processing (STP) for USD/INR, and CCIL as an intermediary settles 

inter-bank USD/Rupee as well as cross currency deals on net basis, so that individual 

banks need not exchange payments for each transaction. 

• Depository Institutions like NSDL (National Securities Depository Ltd.) and CSDL 

(Central Securities Depository Ltd.) provide delivery vs. payment (DVP) for 

secondary market deals in equity and debt paper. The securities and funds are 

cleared by their respective clearing houses. Since the funds transfer and securities 

transfer takes place between the buyer and seller on the electronic platform 

simultaneously, the settlement risk is eliminated. 

• NEFT and on-line Payments All inter-bank and intra-bank remittances can now be 

effected on the same day by electronic funds transfer using the National Electronic 

Funds transfer system introduced by RBI. RBI has developed Structured Financial 

Messaging System (SFMS) - similar to SWIFT adopted by banks for international 

funds transfer etc. - where interbank transfers are sorted out and cleared by 

National Clearing Cell of RBI. Banks which are fully computerized can access any 

file:///F:/91999/AppData/Roaming/Microsoft/Word/ambitiousbaba.com
file:///F:/91999/AppData/Roaming/Microsoft/Word/test.ambitiousbaba.com


ambitiousbaba.com                                                 Online Test Series 

J A I I B  C A I I B  M O C K  T E S T  &  S T U D Y  M A T E R I A S  P a g e  18 | 37 

account at any branch on line and debit/credit funds, instantly for inter-bank 

transfers, without using paper. 

 

Unit 4: Treasury Risk Management 

Supervision and Control Of Treasury 

Treasury Risk Management 

Treasury risk management assumes importance for two reasons:  

• The nature of treasury activity is such that profits are generated out of market 

opportunities and market risk is present at every step;  

• Treasury is also responsible for balance sheet management, i.e. market risk 

generated by other operation departments. We will deal with the first aspect a little 

more elaborately. 

Concern for Treasury Risks 

Bank management is highly sensitive to treasury risk, as the risk arises out of high 

leverage the treasury business enjoys. The risk of losing capital is much higher than, say, in 

the credit business. Bank's capacity to extend loans is limited by the resources at its 

command, that is, deposits and other borrowings. In case of a loan, the risk is limited to the 

principal and interest, which may be lost, fully or partly, over a period of time. Most of the 

loans are also secured by tangible assets. The risk is 'capped' by the amount invested in the 

loan asset. Potential loss in loan assets is known as credit risk. 

Treasury on the other hand, has a very low funding requirement, which we call as high 

leverage. For instance, treasury can buy and sell foreign exchange of value Rs. 100 crore 

without any direct investment of funds, except for allocation of risk capital as per capital 

adequacy requirement of RBI. At the same time, an adverse movement of the exchange rate 

by Re. 1 may result in a loss of over Rs. 1 crore to the bank - which is a straight loss of 

capital. 

Treasury risks are primarily managed by conventional control and supervisory measures, 

mostly in the nature of preventive steps, which may be divided into three parts: 

• Organisational Controls 

• Exposure Ceiling  

• Limits on trading positions and stop-loss limits 

Organisational Controls 

The organisational controls refer to the checks and balances within the system. Treasury is 

basically divided into three parts: the front office, back office and the Mid office. 
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Internal Controls 

The most important of the internal controls are position limits and stop loss limits. The limits 

are imposed on the dealers who trade in foreign exchange and securities. Trading is a high 

risk area, vulnerable to sudden market fluctuations and the limits imposed by management 

are preventive measures to avoid or contain losses in adverse market conditions. 

The trading limits in the context of foreign exchange are of three kinds:  

• limits on deal size  

•  limits on open positions and  

• stop-loss limits. All limits are expressed in absolute amounts. 

Exposure Ceiling Limits 

Exposure limits are kept in place to protect the bank from credit risk/counter-party risk. 

Credit risk in Treasury may be split into default risk and settlement risk. Default risk is 

typically when the bank lends in the money market (mainly to other banks), the borrowing 

bank may fail to repay the amount on due date. Similar risk is there in repo transactions 

also.  

Market Risk and Credit Risk 

While describing the conventional controls above, we have frequently referred to default by 

a counterparty and market movements. In that we are indirectly referring to two types of 

risks faced by the bank in a spheres of its activity. One is credit risk, or the risk of losing 

funds invested together with interest, fully or partly, on account of failure of the 

counterparty to honour its obligations. Then there is market risk where the price of a 

security, interest rates or exchange rates move in such a way that the value of an asset 

diminishes or the liability under an existing obligation increases. 

Thus market risk is a confluence of liquidity risk, interest rate risk, exchange rate risk, 

equity risk and commodity risk. Considering all these factors, the Bank for International 

Settlements (BIS) defines market risk as "the risk that the value of on- or off-balance sheet 

positions will be adversely affected by movements in equity and interest rate markets, 

currency exchange rates and commodity prices". The market risk is also known as price risk. 

The three main components of market risk are liquidity risk, interest rate risk and 

currency risk. 

Liquidity Risk: Liquidity risk refers to cash flow gaps which could not be bridged. Let us 

assume that the Treasurer has borrowed in call market and purchased a 5-year 

government security, assuming the bond prices would go up next day and he can sell the 

security with profit. Let us further assume that the bond market collapses next day and the 

Treasurer could not dispose off the security. Though the bank is solvent, the treasury has 

faced liquidity risk, as he needs to borrow funds in the market at whatever cost, if he has to 
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avoid default or delay in repayment of the call borrowings. Liquidity risk thus translates into 

interest rate risk.  

Interest Rate Risk: Interest rate risk refers to rise in interest costs (of a liability) or fall in 

interest earnings (from assets) eroding the business profits. 

Treasury deals in financial assets, value of which is highly sensitive to interest rate 

movements. A steep rise in interest rates may cause a crash of bond market, eroding the 

value of securities held by Treasury. If liquidity is not planned ahead, Treasury may need to 

borrow at a higher cost to meet its obligations. 

Currency Risk: Currency risk or exchange rate risk is also a manifestation of interest rate 

risk, although for the sake of clarity, it is identified as a component of market risk. Interest 

rates are influenced by factors like domestic money supply, rate of inflation, activity in debt 

and equity markets etc. which also influence exchange rates. However, exchange rates are 

influenced more by external trade, global interest rates and capital flows. As globalization 

progresses, exchange rates and interest rates are increasingly influenced by similar factors, 

most prominent being GDP growth rate, global interest rates and capital flows. 

Risk Measures: VaR and Duration 

The movement in currency prices or security prices cannot be accurately predicted and the 

uncertainty associated with their price movements gives rise to price risk. At the same 

time the treasurer should have some idea of the inherent risks and the way they would 

affect his positions. This quest for risk solutions, led to two important measures of risk, 

known as value at risk and duration. 

Value at Risk (VaR) 

VaR is a statistical measure indicating the worst possible movement of a market rate, over a 

given period of time, under normal market conditions, at a defined confidence level. For 

instance, an overnight VaR of 45 bps for USD/INR rate at 95% confidence level implies that 

there is only 5% chance of the rate worsening beyond 45 bps next day. If today's spot rate is 

Rs. 64.00, tomorrow the worst possible rate for exports can be assumed to be Rs. 63.55. 

With reasonable safety - there is only 5% chance of the rate being worse than Rs. 63.55. 

Similarly, if overnight VaR of 1-year G-Sec yield is 0.35%, current yield of 7.75% is expected 

to fall/ rise by not more than 0.35% by tomorrow. In the worst-case scenario, a prospective 

buyer of security may therefore expect the yields to fall to 7.75%-0.35% = 7.40% by next 

day, while a seller of security may expect rise in the yield to 7.75% +0.35% = 8.10% by next 

day. At 95% confidence level, there is only 5% possibility of adverse change being higher 

than 0.35% (at 99% confidence level, there is only 1% possibility of loss being higher than 

VaR). 
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There are a number of ways, with technical variations, to calculate the VaR. Three popular 

approaches to VaR are: 

• Parametric approach, based on sensitivity of various risk components. This approach 

is also called as Correlation approach or Variance-Co-Variance approach. For 

instance, say the price of a stock depends on its sensitivity to index changes, to 

interest rate changes and to changes in the exchange rates - all these components 

are built into a complex formula to arrive at the VaR of the stock. This approach can 

best be explained as follows. VaR is derived under this approach from a statistical 

formula based on volatility of the market. Volatility is the standard deviation from 

the mean of, say, USD/INR exchange rates (or any other asset prices) observed over 

a period. Volatility assumes a normal distribution curve and the no. of standard 

deviations from the mean denote the probability of reaching a target level. The 

volatility multiplied by the no. of standard deviations required for a given confidence 

level results in the VaR.  

• The second approach is based on Monte Carlo simulation, where a number of 

scenarios are generated at random and their impact on the subject (stock 

price/exchange rate etc.) is studied.  

• The third approach is to use historical data to arrive at the probable loss. The 

historical data may simply be time series of data prevailing over a period (e.g. daily 

USD/INR exchange rate for last 90 days), or an index of changes (e.g. change in price 

over previous day). Progressive weights may also be assigned to the data, as more 

recent information has greater impact on future price movements. 

Duration 

• Duration is a measure widely used in investment business, though the concept of 

duration is applicable to all assets and liabilities, where interest rate risk is present . 

To understand Duration, we need to be familiar with the concept of YTM or Yield to 

Maturity of a bond. 

• Treasury invests in government securities and non-government securities of various 

descriptions, viz. bills, bonds and debentures - hereafter referred to as bonds. The 

bonds carry a coupon rate of interest which is payable on 100% value of the bond 

(par value, as at the time of issue). However, the bonds may be traded at a discount 

(<Rs. 100) or at a premium (>Rs. 100), depending on the interest rate trends in the 

market. The traded price is based on the market rate of interest for residual period 

of the bond and is constantly changing in the market. 

Use of Derivatives In Risk Management 

Derivatives are financial contracts which derive their value based on an underlying market 

for a commodity or financial product. Derivatives are used to protect treasury transactions 

from market risk. Derivatives are also useful in managing balance sheet risk i.e. asset 
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liability management. For instance, if an asset is highly sensitive to interest rate changes, 

and if we have a view that the rates are likely to rise, we can swap fixed rate of interest into 

floating rate by entering into an interest rate swap. Similarly exchange rate risk can be 

avoided by entering into a forward rate contract or option contract. We will study 

derivatives in the next chapter in greater detail. 

Unit 5: Derivative Products 

Derivative Products 

A derivative is a financial contract, specifying an underlying which is a price or rate or an 

index related to a financial product or market, based on a notional amount and/or specific 

payment provisions, with clear settlement terms. By definition, derivatives always refer to a 

future price and the value of derivative depends on spot market. 

OTC and Exchange Traded Products 

Banks may structure a derivative product to suit the requirement of an individual client -- 

based on his risk appetite, size of transaction and maturity requirements. For instance, a 

bank may offer to a client a forward contract or option for sale of USD on a future date, for 

whatever period or amount desired by the client. The derivative products that can be 

directly negotiated and obtained from banks and investment institutions are known as 

Over-the-Counter (OTC) products. 

OTC products are different from exchange traded products in the following respects: 

OTC Exchange Traded 

OTC products are offered by banks and 

financial institutions (need to be 

authorized banks in India) 

Futures contracts are traded only on 

organized futures exchanges 

Contract date, amount and terms as 

desired by the client 

Size of contract is standardized, with pre-

set settlement dates for specific terms (eg 

one month, $1000 contract settled last 

Wednesday of every month against INR) 
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Price is quoted by the Bank, adding a 

margin to market quote 

Transparent pricing, based on screen-

based order matching system 

Security (cash margin, charge on assets 

etc.), at bank's discretion, based on client 

status 

The Exchange collects daily cash margin 

based on MTM value of the contract 

Counter-party risk (bank risk is present 

but it is a remote risk.) 

No counter-party risk, as Exchange is the 

counter party which manages the risk by 

margining system 

Settlement is mostly by physical delivery 

(net settlement only in trading positions / 

cancellations) 

Mostly net settlement by cash (physical 

delivery may be insisted upon in 

commodity futures) 

Mostly used for hedging underlying risk Mostly used for trading and speculation. 

Bank Treasuries and corporate customers of the bank mostly use OTC products such as 

forward contracts, options and swaps. Only larger banks, which are market makers, cover 

their residual position in Futures traded in the exchanges. Where futures exchange is active, 

OTC derivative products largely reflect exchange traded prices, even though the volume of 

trade in OTC products is much larger than that of the Exchange Traded Products. 

Forwards, Options, Futures and Swaps 

In India, derivatives are used for hedging underlying currency, interest rate and 

commodity risks. Trading in currency and interest rate derivatives is restricted to authorized 

banks, except in futures market, where individuals , corporates and other entities can freely 

participate (subject to restrictions on non-resident entities). We shall confine this discussion 

to currency and interest rate derivatives only. 

Derivatives are basically of three kinds: 

• Forward contracts;  

•  Options, and  

•  Swaps 
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Futures are part of forwards, where execution of contract at a fixed rate is obligatory 

through an exchange We will study futures later in the section. 

Forward Contract 

• Forward contract is a contract to deliver foreign currency on a future date at a 

fixed exchange rate. This is an OTC product where the counterparty is always a bank. 

An exporter enters into a forward sale contract of his export proceeds denominated 

in USD  

Options  

• Options refer to contracts where the buyer of an option has a right but no 

obligation to exercise the contract. Options are either put options or call options. 

Call option gives a right to the holder to buy an underlying product 

(currency/bonds/commodities) at a prefixed rate on a specified future date.  

• Put option gives a similar right to the holder to sell the underlying at a prefixed rate 

on a specified future date or during a specified period. The prefixed rate is known as 

the strike price, which is decided by the customer (Option Holder). The specified 

time is known as expiry date. 

Some of the important features of options are: 

• The buyer of an option has the right (but no obligation) to exercise the option at 

strike price, irrespective of market price prevailing on the expiry date. Hence his 

profit potential is unlimited. The seller of the option is obliged to buy sell to the 

holder of the option at the strike price, irrespective of market price; the option-

seller's potential loss is therefore unlimited. 

• The option is based on an amount which is only notional, as only difference in rates 

is exchanged in net settlement. The price of an option is much smaller than the 

notional value; the traders and speculators therefore do not require large 

investments to trade in options (known as high leverage). 

•  The buyer of an option pays premium to the seller for purchase of the option. 

Option premium is the price of the option, payable to the option-seller upfront. The 

premium depends on the volatility of the underlying market, the expiry date 
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(maturity), interest rates and the strike price - the factors that determine the risk to 

the seller. Option premium increases with the volatility of the markets, maturity and 

intrinsic value of the option. 

•  Option premium or the price of option is higher or lower based on intrinsic value 

and time value of the option. In the money options are costlier than out-of-the 

money options. Time value is linked to residual maturity - longer the maturity, 

costlier is the option. 

• The option always has two legs. A put option on USD at USD/JPY strike (right to sell 

USD against JPY at rate X) is also a call option on JPY (right to buy JPY against USD 

payment at X rate). The option may thus be described as USD put or Yen call at, say, 

105. 

• In financial markets, the underlying product may relate to currency, bonds or equity. 

A call a bond gives the right to buy the bond at a prefixed price (strike price). Since 

the price of a risk-free bond reflects the prevailing interest rate, the bond option also 

becomes an interest rate option, the mechanics are similar to currency option. 

Forward Contract 

 

Option Contract 

The contract must be executed at 

contracted rate on the expiry date. 

 

The holder has a right to exercise the 

option, but has no obligation. 

 

The rate is fixed at current market quote. 

 

Holder may choose strike price (contracted 

rates) or market rate whichever is better 

for him. 

 

There is no fee payable, the quoted rate 

includes bank margin. 

Option premium is payable front-end.  

 

Forward premium is the interest rate 

differential of two currencies involved. 

 

Option premium is determined by several 

factors, including strike price, volatility of 

exchange rates and interest rates. 
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Forward contract is a simple contract for 

purchase or sale of currency - there are no 

variations. 

Various types of options are available, and 

simple to complex structures, with varying 

elements of risk, are possible by combining 

purchased and written options. 

 

Buyers and sellers have only counter-party 

risk, and there is no market risk to either of 

them, so long as the market is liquid. 

 

(1) The writer of an option (option seller) 

has unlimited risk, while the buyer of an 

option has full upside benefit, with no risk 

in a plain vanilla option. 

 

(2) There is no market risk in plain vanilla 

options; however structured products may 

expose the holder to huge risks, which he 

may or may not be aware of. 

 

 

Futures 

• Futures are forward contracts traded in a futures exchange. Under a futures 

contract, the seller agrees to deliver to the buyer a specified security/currency or 

commodity on a specified date, at a fixed price, Futures relating to exchange rates 

(currency futures), Interest rates (bond futures) and equity prices (stock/index 

futures) are known as financial futures, as distinct from commodity futures 

(oil/metal/agro-products etc.).  

• Futures contracts are of standard sizes with prefixed settlement dates, as explained 

in the earlier part of this section. 

Interest Rate and Currency Swaps 

Interest Rate Swaps 

• A swap is an exchange of cash flow. An interest rate swap is an exchange of 

interest flows on an underlying asset or liability, the value of which is the notional 
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amount of the swap. In a swap, basis for calculation of interest is charged according 

to the requirement of the borrower (or, lender). 

• An interest rate swap is shifting of basis of interest rate calculation, from fixed rate 

to floating rate, floating rate to fixed rate or floating rate to floating rate (based on a 

different benchmark rate). The cash flows representing the interest payments during 

the swap period are exchanged accordingly. 

Currency Swap 

• A Currency Swap is an exchange of cash flow in one currency, with that of another 

currency. The cash flow may relate to repayment of principal and/or interest under a 

loan obligation where the lender or the borrower intends to eliminate currency risk. 

• If only currency is hedged, it will be Principal Only Swap (POS); if only interest rate is 

hedged, it would be Coupon Only Swap (COS). It is left to the discretion of the client 

to hedge currency and interest rate risks together, or separately. 

Operationally, the three variants of currency swap function as under: 

• Principal Only Swap (POS): The borrower continues to pay interest in USD terms, 

but has the benefit of using the principal amount in home currency, without 

exchange risk. The repayment takes place in domestic currency, at a fixed rate of 

exchange, hence there is no exchange risk. 

•  Coupon Only Swap (COS): The USD loan is utilized in the same currency, but 

interest on USD loan is swapped into Rupee interest - the borrower has to pay 

interest in Rupees at swap rate, principal repayment is as per original loan terms. 

Such strategy is useful, if principal amount is hedged by using other derivative 

instruments (e.g. options), or if the borrower prefers to leave the position open, in 

anticipation of appreciation of paying currency (If Rupee appreciates, USD borrows 

will effectively pay fewer Rupees to settle the debt).  
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Bank A  

Loan USD 100 mn @ 6m L 

+ 200 bps Bullet Payment 

after 5 years 

 

Customer Bank B 

Customer Bank B 

Phase 1: Initial Exchange (Principal Amount) 

 

USD 100 mm 

 

INR 4,400 mn 

100 mm 

 
Phase 2: Interim Exchange Half Yearly Interest Payment 

 

 

Phase 3: Final Exchange 

 

INR 4,400 mn + Fixed Interest Rate 

 

@ 6.50% pa for last half year 

 

6mL + 200 bps on USD 100 mn 

USD 100 mn + 6m L + 200 bps for 

last half year 

 

Figure: Fixed Rate 6.50% pa on INR 4,400 mm 
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P+I swap: 

• Without initial exchange - where the borrower has eliminated the currency risk and 

interest rate risk completely (zero risk) and will pay principal and interest in domestic 

currency (Rupees) to settle the foreign currency borrowing. The swap cost is 

included in the rupee interest rate. 

• If we look closely we find that the currency swap only combines the currency 

forward rates and interest swap rates for the relevant period, in a structure easily 

understood by the buyer of the swap. 

 (A chart describing the cash flows in a currency & interest rate swap is attached for 

reference. Figure) 

Developments In Indian Markets, and RBI Guidelines On 

Risk Exposure 

The interest rate swaps (IRS) and forward rate agreements (FRA) were first allowed by RBI 

in 1999. Indian banks are permitted by RBI to enter into only plain vanilla type interest 

rate swaps, i.e. without any exotic structures. Corporate clients of bank can use IRS only for 

hedging purpose. Banks, Primary Dealers, Financial Institutions and Mutual funds can use 

IRS for hedging, as also for their balance sheet management and market making. RBI has 

issued detailed guidelines for capital adequacy requirement for derivatives. 

While introducing IRS, RBI has taken some bold steps to encourage the derivative market, 

including  

• Banks have been allowed to use the IRS not only for hedging, but also for trading 

(market making) purpose - which provision has boosted the treasury activity.  

• RBI had earlier restricted benchmarks only to domestic markets - where only O/N 

MIBOR was widely used. Upon representation from banks, RBI allowed MIFOR as a 

benchmark for interest rate swaps, but later restricted the use of MIFOR only for 

inter-bank dealings. MIFOR combines LIBOR and forward premium (in short interest 

rate differential), and is based on active forex market dealings.  
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• RBI has permitted banks under ISDA Agreement, to opt for dual jurisdiction, i.e. 

under Indian as well as common law jurisdiction. This provision is important for 

global banks to engage with Indian banks.  

Comprehensive Guidelines on Derivatives, in April 2007, which were subsequently modified 

in 2011 RBI in particular stipulated that 

• Derivative products can be offered only to those corporates who have clearly laid 

down risk management policy approved at the Board level, and  

• Banks must have a suitability & appropriateness policy so that they would avoid mis-

selling of derivative products. 

The key features of the new contracts are: 

• Market Participants, i.e., residents and foreign portfolio investors, are allowed to 

take positions in the cross currency contracts without having to establish underlying 

exposure subject to the position limits as prescribed by the exchanges. 

• Authorised Dealer Category-I bank trading members may undertake trading in all 

permitted exchange traded currency derivatives within their Net Open Position Limit 

(NOPL) subject to limits stipulated by the exchanges (for the purpose of risk 

management and preserving market integrity) provided that any synthetic USD-INR 

position created using a combination of exchange traded FCY-INR and cross-currency 

contracts shall have to be within the position limit prescribed by the exchange for 

the USD-INR contract. 

Financial Benchmarks India Pvt Ltd (FBIL)  

In order to overcome the possible conflicts of interest in the benchmark setting process 

arising out of the governance structure of the Fixed Income Money Market and Derivative 

Association of India (FIMMDA and Foreign Exchange Dealers' Association of India (FEDAI) 

an independent body was to be formed, either separately or jointly, by the FIMMDA and the 

FEDAI for administration of the benchmarks. 

FBIL, an independent company, is a three-way joint venture between Fixed Income, Money 

Market and Derivatives Association of India, Foreign Exchange Dealers Association of India 

and Indian Banks Association. It was formed in December 2014 as a private limited company 
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under the Companies Act 2013. Its aim is to develop and administer benchmarks relating to 

money market, government securities and foreign exchange in India.  

FBIL also announces the benchmark rates/matrix of 

• Term MIBOR for three tenors of 14-day, 1-month and 3-month  

• FC-Rupee Options Volatilities for five tenors of 1-week, 1-month, 3-month, 6-month 

and 12-month  

• Certificates of Deposit (FBIL-CD), and  

• Treasury Bills (FBIL-TBILL) 

on a daily basis except Saturday, Sundays and public holidays.  

Unit 6: Treasury and Asset- liability Management 

Meaning Of Asset-Liability Management  

The risks arise out of mismatch of assets and liabilities of the bank and asset-liability 

management is managing such balance sheet risks. The risks, if not controlled, may result in 

negative spreads or in erosion of net worth. ALM is therefore defined as protection of net 

worth of the bank. 

Liquidity Risk and Interest Rate Risk 

Liquidity 

• As we have seen earlier, liquidity and interest rate are two sides of the same coin, 

as the liquidity risk translates into interest rate risk, when the bank has to recycle 

the deposit funds or rollover a credit on market determined terms. However, banks 

are extra sensitive to liquidity risks, as they cannot afford to default or delay meeting 

their obligations to depositors and other lenders.  

• Even suspicion of pressure over a bank's liquidity may prompt a run on the bank, or 

indeed, threaten the very survival of the bank. Hence special attention is paid to 

liquidity, in particular short-term liquidity (intra-day to one month) to ensure funds 

are promptly made available when they are needed. 

 Interest Rate 

Interest rate risk arises when interest earnings are not adequate to set off interest 

payments due in a given period, even if the book value of the asset equals that of the 

liability, owing to a change in market rates of interest. Net interest income (NII) of the 

bank is the difference between interest earnings and interest payments in a given 
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accounting period. Hence interest rate risk may be defined as the risk of erosion of NII 

account of interest rate movements in the market. 

Experience of ALM in Indian Scenario: 

• Depositors are always comfortable with fixed rate of interest. Bank like SBI and IDBI 

in the past introduced deposit schemes linked to floating rate interest, but it had not 

found the flavour of the depositors. Hence, these products were withdrawn. 

• Under the circumstances, in case, the deposit rate goes up subsequent to placement 

of deposit by the depositors, the depositor would come for premature extension of 

the deposit and get the enhanced interest rate. Banks also do not charge any penalty 

for such extension. In case, the deposit rate fall down, the deposit would continue 

with the deposit at the contracted rate of interest. Hence, the depositors are 

comfortable in fixed rate interest regime in our country and in the process effectively 

pass on the interest rate risk to the bank.  

•  But in the advances side, RBI has introduced the MCLR system from 1s April, 2016, 

which is a floating rate of interest. Hence, under the interest rate falling scenario, the 

banks' NIM would be come down since the deposits are at fixed rate and advances 

are at floating rate. In case, interest rate goes up, the banks may not actually get the 

full benefit of interest rate hike, as most of the depositors would come premature 

extension of the deposit. By this, the interest rate going up is nullified and the risk is 

passed on to the banks.  

• In the above scenario, it is difficult to hedge the entire interest rate risk since most of 

the players i.e., Banks are on one side of the market. 

Role Of Treasury In ALM 

As stated earlier, the core function of Treasury is fund management. It automatically engulfs 

liquidity and interest rate risks, as the treasury maintains the pool of bank's funds. We may 

briefly explain the relationship between Treasury and ALM as under: 

• As we have illustrated above, the balance sheet of a bank carries enormous market 

risk (in addition to credit risk), but the banking operation itself is confined to 

accepting deposits, and extending credit to needy borrowers, besides miscellaneous 

payment services. It is Treasury which operates in financial markets directly, 

establishing a link between core banking functions and market operations. Hence 

the market risk is identified and monitored through Treasury.  

•  The asset-liability mismatches cannot be ironed out as the assets or liabilities cannot 

be physically moved across the time bands. It may also be noted that bank earns 

profits out of mismatches and it is not really advisable to remove the mismatches 

completely from the balance sheet. Treasury uses derivatives and other means, 

including new product structures to bridge the liquidity and rate sensitivity gaps.  
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• Treasury, while taking trading positions in forex and securities markets, is also 

exposed to market risk on its own creation. Sometimes the risks are compensatory in 

nature and help bridge the mismatches on banking side. The Treasury may therefore 

hedge only residual risk. 

• As the markets develop, many credit products are being substituted by treasury 

products. For instance, bank may subscribe to commercial purpose, instead of 

extending working capital to an entity. Treasury are marketable and hence liquidity 

can be infused in times of need. Treasury also monitors exchange rate and interest 

rate movements in the markets, and hence it is much easier to administer such risks 

through treasury operations. 

Use of Derivatives In ALM 

• Derivative instruments are useful in managing the liquidity and interest rate risks, 

as also in structuring new products which help overcome market risk to a large 

extent. Derivatives replicate market movements, and hence can be used to counter 

the risks inherent in regular transactions. For instance, if we are buying a stock which 

is highly sensitive to market movements, we can sell index futures as an 

insurance/hedge against fall in stock prices. The advantage in derivatives is that the 

requirement of capital is very small, and largely there is no deployment of funds 

(except in case of exchange traded instruments, where there is a margin 

requirement - but it is only a fraction of notional amount). 

• Derivatives can be used to hedge high value individual transactions, or aggregate 

risks as reflected the asset-liability mismatches. In the latter case, a dynamic 

management of hedge is necessary as the composition of assets and liabilities is 

always changing. The following illustrations show how derivatives be used to 

manage ALM risks. 

Credit Risk and Credit Derivatives 

Treasury and Credit Risk 

• As we have seen, Treasury is mostly concerned with market risk. Credit risk in 

treasury business is only with respect to counterparty dealings, contained by 

exposure limits and risk management norms. In normal course, treasury operations 

are untouched by the credit risk present in bank's lending business.  

• Credit derivatives (CD) help the issuer diversify the credit risk and use the capital 

more efficiently. The CD is a transferable instrument, though the market for CDs is 

not very liquid. The CD products are still emerging and various covenants related to 

the transaction are incorporated in the ISDA Master Agreement for Credit 

Derivatives. 

The eligible entities under market-makers and users categories are as under: 

file:///F:/91999/AppData/Roaming/Microsoft/Word/ambitiousbaba.com
file:///F:/91999/AppData/Roaming/Microsoft/Word/test.ambitiousbaba.com


ambitiousbaba.com                                                 Online Test Series 

J A I I B  C A I I B  M O C K  T E S T  &  S T U D Y  M A T E R I A S  P a g e  34 | 37 

• Market makers: Commercial Banks, standalone Primary Dealers (PDs), Non-Banking 

Financial Companies (NBFCs) having sound financials and good track record in 

providing credit facilities and any other institution specifically permitted by the 

Reserve Bank. Insurance companies and Mutual Funds would be permitted if 

permitted by their regulators. 

• Users: Commercial Banks, PDs, NBFCs, Mutual Funds, Insurance Companies, Housing 

Finance Companies, Provident Funds, Listed Corporates, All India Financial 

Institutions namely, Export Import Bank of India (EXIM), National Bank for 

Agriculture and Rural Development (NABARD), National Housing Bank (NHB) and 

Small Industries Development Bank of India (SIDBI), Foreign Institutional Investors 

(FIIS) and any other institution specifically permitted by the Reserve Bank. 

• RBI has prescribed eligibility norms for market makers and has also prescribed 

detailed operational guidelines and capital adequacy norms for Credit Default Swaps. 

Transfer Pricing 

• Transfer pricing is an integral function of asset-liability management and is in the 

domain of bank's treasury. Transfer pricing refers to fixing the cost of resources and 

return on assets of the bank in a rational manner.  

• The treasury notionally buys and sells the deposits and loans of the bank, and the 

price at which the treasury buys and sells forms the basis for assessing profitability of 

banking activity. The treasury determines the buy/sell prices on the basis of market 

rates of interest, the cost of hedging market risk and the cost of maintaining reserve 

assets of the bank.  

Policy Environment 

The asset-liability management will be effective, only if there is a strong policy 

foundation. Though in general we describe it as ALM Policy, the policy should aim at 

aggregate risk of the bank and should achieve coordination between different departments 

of the bank and treasury. An Integrated Risk Management Policy, bearing upon Market 

Risk of the Bank, should ideally have the following components: 

• ALM Policy prescribes the composition of Asset Liability Management Committee 

(ALCO) and operational aspects of ALM, including risk measures, monitoring of risks, 

risk neutralization, product pricing, management information systems and more 

importantly how to improve and/or maintain the existing NIM, etc. 

• Liquidity Policy prescribes minimum liquidity to be maintained, funding of reserve 

assets, limits on exposure to money market, contingent funding, inter-bank 

committed credit lines etc. 

• Derivatives Policy prescribes norms for use of derivatives, capital allocation, 

restrictions on derivative trading, valuation norms, exposure limits etc.  
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•  Investment Policy prescribes the permissible investments, norms re-credit rating 

and listing, SLR and Non-SLR investments, private placement, trading in securities 

and repos, classification and valuation of investments, accounting policy etc. 

• Composite Risk Policy for Foreign Exchange and Treasury prescribes norms for 

merchant and trading positions, securities trading, exposure limits, limits on intra-

day and overnight positions, stop-loss limits, periodical valuation of trading positions 

etc.  

• Transfer Pricing Policy prescribes the methodology, spreads to be retained by 

treasury, segregation of administrative costs and hedging costs, allocation of costs to 

branches/other departments of the bank etc. 
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