For the benefit of candidates of Risk management of CAIIB  & DTIRM

CURRENCY FUTURES

Persons resident in India have a menu of over-the-counter (OTC) products, such as currency forwards, swaps and options for hedging their currency risk. In the context of liberalisation of the capital accounts, as also continued development of the financial markets, wider hedging opportunities could enhance the flexibility for the residents to manage their currency risk dynamically. International experiences have also established that the exchange traded currency futures contracts facilitate efficient price discovery, enable better counterparty credit risk management, wider participation, trading of standardized product, reduce transaction costs, etc. Accordingly, as a part of further developing the derivatives market in India and adding to the existing menu of foreign exchange hedging tools available to the residents RBI  has introduced currency futures in recognized stock exchanges or new exchanges recognized by the Securities and Exchange Board of India (SEBI) in the country.  Persons resident in India are permitted to participate in the currency futures market in India subject to directions contained in the Currency Futures (Reserve Bank) Directions, 2008 

“Currency Futures”  means  a  standardised foreign exchange derivative contract traded on a recognized stock exchange to buy or sell one currency against another on a specified future date, at a price specified on the date of contract, but does not include a forward contract. 

Currency futures are permitted in US Dollar - Indian Rupee or any other currency pairs, as may be approved by the Reserve Bank from time to time. 

Features of currency futures 
Standardized currency futures shall have the following features:

a. Only USD-INR contracts are allowed to be traded.
b. The size of each contract shall be USD 1000.
c. The contracts shall be quoted and settled in Indian Rupees.
d. The maturity of the contracts shall not exceed 12 months. 
e. The settlement price shall be the Reserve Bank’s Reference Rate on the last trading day.

Banks authorized by the R B of I under section 10 of the F E M Act, 1999 as ‘AD Category - I bank’ are permitted to become trading and clearing members of the currency futures market of the recognized stock exchanges, on their own account and on behalf of their clients, subject to fulfilling the following minimum prudential requirements: 

a) Min. net worth of Rs. 500 crores.
b) Min. CRAR of 10 per cent.
c) Net NPA not exceeding  3%. 

d) Made net profit for last 3 years.

The trading of currency futures shall be subject to maintaining initial, extreme loss and calendar spread margins and the Clearing Corporations / Clearing Houses of the exchanges should ensure maintenance of such margins by the participants on the basis of the guidelines issued by the SEBI from time to time. 
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Interest rate Futures
The Reserve Bank of India has recently permitted the use of interest rate futures by the residents. The salient features of the directions for dealing in Interest Rate Futures. Are as under:

“Interest Rate Futures “ means a standardised interest rate derivative contract traded on a recognized stock exchange to buy or sell a notional security or any other interest bearing instrument or an index of such instruments or interest rates at a specified future date, at a price determined at the time of the contract. 

Eligibility Rules

 i ) Interest Rate Futures are permitted on instruments approved by the Reserve Bank from time to time. Currently it is 10-year notional coupon bearing Government of India security. 
(ii) Persons resident in India may purchase or sell Interest Rate Futures to hedge an exposure to interest rate risk or otherwise. Foreign Institutional Investors, registered with Securities and Exchange Board of India, may purchase or sell Interest Rate Futures subject to the condition that the total gross long (bought) position in cash and Interest Rate Futures markets taken together does not exceed their individual permissible limit for investment in government securities and the total gross short (sold) position, for the purpose of hedging only, does not exceed their long position in the government securities  and in Interest Rate Futures at any point in time. 

(iii) Banks are not permitted to participate in the Interest Rate Futures market without the permission from the Reserve Bank. Similarly all organisations which are  falling under the regulatory purview of any other regulator established by law need the permission from the corresponding regulator for participating in this product.

Features of Interest Rate Futures
Standardized Interest Rate Futures contract shall have the following features:

a. The contract shall be on 10-year notional coupon bearing Government of India security.

b. The notional coupon shall be 7% per annum with semi-annual compounding. 
c. The contract shall be settled by physical delivery of deliverable grade securities using the electronic book entry system of the existing Depositories, namely, N SD L. and C DS L. and P D O of the Reserve Bank. 

d. Deliverable grade securities shall comprise GoI securities maturing at least 7.5 years but not more than 15 years from the first day of the delivery month with a minimum total outstanding stock of Rs 10,000 crore. 

Interest Rate Futures contracts can be traded on the Currency Derivative Segment of a recognized Stock Exchange. The members registered with SEBI for trading in Currency /Equity Derivative Segment shall also be eligible to trade in IRF. Membership for both trading and clearing, in the Interest Rate Futures segment shall be subject to the guidelines issued by the SEBI.

Position limits

i. The position limits for various classes of participants in the Interest Rate Futures market shall be subject to the guidelines issued by the SEBI

ii. All regulated entities shall operate within the prudential limits set by the regulator concerned.

Risk Management measures 

The trading of Interest Rate Futures contracts are subject to maintaining initial, extreme loss and calendar spread margins and the Clearing Corporations / Clearing Houses of the exchanges should ensure maintenance of such margins by the participants on the basis of the guidelines issued by the SEBI from time to time. 

The surveillance and disclosures of transactions in the Interest Rate Futures market shall be carried out in accordance with the guidelines issued by the SEBI.
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This is mainly for the benefit of candidates appearing for Risk Management paper of CAIIB 

Retail Issue of Subordinated Debt for Raising Tier II Capital

At present, banks are permitted to raise lower Tier II subordinated bonds without special features such as Call and Step up options. RBI had recently permitted banks to issue subordinated debt as Tier II capital with call and step-up options. 
Rupee subordinated debt
Foreign banks operating in India are not permitted to raise Rupee Tier II subordinated debt in India. 

1.  Terms of issue of bond
To be eligible for inclusion in Tier – II Capital, terms of issue of the bonds as subordinated debt instruments should be in conformity with the following :
(a)   Amount
The amount of subordinated debt to be raised may be decided by the Board of Directors of the bank. 

(b)   Maturity period
(i)  Subordinated debt instruments with an initial maturity period of less than 5 years, or with a remaining maturity of one year are not to be included as part of Tier-II Capital. They should be subjected to progressive discount as they approach maturity at the existing rates.
	
	

	
	

	
	

	
	

	
	

	
	


 (ii)   The bonds should have a minimum maturity of 5 years. However if the bonds are issued in the last quarter of the year i.e. from 1st January to 31st March, they should have a minimum tenure of sixty three months.

(c)  Rate of interest
The coupon rate would be decided by the Board of Directors of banks but should not be linked to the deposit rate of the issuing bank. 

(d) Call Option 
Subordinated debt instruments shall not be issued with a 'put option'. However banks may issue the instruments with a call option subject to strict compliance with each of the following conditions:
(i) Call option may be exercised after the instrument has run for at least five years; and
(ii) Call option shall be exercised only with the prior approval of RBI (DBOD) which  takes into consideration the bank's CRAR position both at the time of exercise of the call option and after exercise of the call option.

(e) Step-up Option 
The issuing bank may have a step-up option which may be exercised only once during the whole life of the instrument, in conjunction with the call option, after the lapse of five years from the date of issue. The step-up shall not be more than 50 bps. The limits on step-up apply to the all-in cost of the debt to the issuing banks

(f) Other conditions
(i)  The instruments should be fully paid-up, unsecured, subordinated to the claims of other creditors, free of restrictive clauses and should not be redeemable at the initiative of the holder or without the consent of the Reserve Bank of India. 
(ii)   Necessary permission from Exchange Control Department should be obtained for issuing the instruments to NRIs/OCBs/FIIs.

(iii)  Banks should comply with the terms and conditions, if any, set by SEBI/other regulatory authorities in regard to issue of the instruments.

 2. Grant of advances against bonds 
Banks should not grant advances against the security of their own bonds. 

3. Compliance with Reserve Requirements 
The total amount of Subordinated Debt raised by the bank has to be reckoned as liability for the calculation of net demand and time liabilities for the purpose of reserve requirements and, as such, will attract CRR/SLR requirements. 

4.  Subordinated Debt in foreign currency raised by Indian banks 

Banks may also subordinated debt in foreign currencies after  taking approval of RBI on a case-by-case basis. 
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