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Abstract

The two main roles that insurers play in the economy are financial intermediation and risk-bearing
and risk-pooling. Insurers provide a way for people and companies that are at danger of losing their
lives, health, or property to transfer those risks to an insurer in exchange for a premium payment via
their risk-bearing and risk-pooling functions. By providing insurance on a large number of
policyholders (the risk pooling function), whose risk of loss is essentially statistically independent,
the insurer may diversify the majority of this risk (also referred to as underwriting risk). However,
underwriting risk cannot be completely eliminated by diversification, thus insurers must hedge this
risk. Financial intermediation is the other significant economic role that insurers play. Raising money
via the issuance of specific debt contracts and investing it in financial assets is known as financial
intermediation. Intermediaries get economic value by their expertise in certain financial transaction
types. Yield spreads, or paying less for the money they borrow than they make on the money they
lend or invest, are how intermediaries are usually paid for their services. Annuities, guaranteed
investment contracts (GICS), and cash value life insurance are just a few of the products that life
insurers use to generate money. In addition to investing in listed stocks and bonds, life insurance
plays a significant role in the markets for privately placed bonds and mortgages worldwide. Most
insurers' requirement for financial risk management stems from their role as intermediaries.
Keywords: Investment Contracts, Interest Rate, RBI, Banking, Regulation, Derivatives, Capital, Credit
Rates

INTRODUCTION

The allocation of capital on a financial institution's balance sheet against outstanding credit
derivatives contracts is the primary regulatory barrier that is impeding the expansion of the credit
derivatives market. Regulators establish guidelines that specify the amount of capital required for a
certain position, which is often based on the position's relative risk. If the position is very dangerous,
the company requires more money; if the assets are of better quality, it needs less. Different risk
categories have been identified under the European Union's capital adequacy regulation (CAD). The
risk categories of the position—market risk, counterparty risk, high single party exposure, and
foreign currency risk—are taken into account when determining capital costs. Although credit
derivatives often provide the opportunity to balance counterparty risk against market risk, they may
not be able to lower regulatory requirements for risk capital. For instance, a TRS may enable the
conversion of a credit exposure into a market exposure plus additional counterparty risk. According
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to current regulations, the institution must retain capital against both the loan and the offsetting
credit swap. There are a number of concerns that need to be resolved, such as: Do default puts result
in position risk charges? If so, what risk weightings are appropriate? For credit derivatives, what
kind of offsetting, if any, should be permitted? In relation to various credit derivatives transactions,
what proportion of notional amounts must be held? When and if regulators will accept companies’
own models for credit derivative valuation is another topic. The lack of generally recognized methods
for valuing credit derivatives exacerbates this issue.

Interest Rate Derivatives in India

The introduction of interest rate derivatives in India marked a significant step in the development of
the country’s financial markets. Under the guidelines issued by the Reserve Bank of India (RBI),
trading in interest rate derivatives was officially launched on June 24, 2003, on both the National
Stock Exchange (NSE) and the Bombay Stock Exchange (BSE). This regulatory reform provided a
structured mechanism for market participants to manage and hedge interest rate risks associated
with fluctuations in the yield of underlying government securities.

Initially, the RBI permitted Scheduled Commercial Banks (SCBs)—excluding Regional Rural Banks
(RRBs) and Local Area Banks (LABs)—along with Primary Dealers (PDs) and certain All India
Financial Institutions (AIFIs), to participate in these derivative markets. The primary objective was to
enable these institutions to hedge the interest rate risk inherent in their government securities
portfolios. By entering into futures transactions, these institutions could safeguard themselves
against adverse movements in interest rates by paying a relatively small premium, effectively insuring
themselves against unexpected future liabilities.

At the commencement of this regulatory initiative, trading was introduced in only two categories of
interest rate futures contracts, based on the following underlying securities:

¢ Notional Treasury Bills, and
e Notional 10-Year Government Bonds (both coupon-bearing and non-coupon-bearing).
Fair Value Accounting Treatment

The accounting treatment of interest rate derivatives is governed by the principles of fair value hedge
accounting, as prescribed under contemporary financial reporting standards. In such arrangements,
when an institution hedges an exposure associated with the price of an asset or liability, both the
hedged item and the derivative instrument must be marked-to-market, reflecting any change in value
attributable to the risk being hedged. The resultant gains or losses are recognized directly in the
current income statement, ensuring transparency and alignment between risk exposure and financial
reporting.

This approach, known as fair value hedge accounting, is not applied automatically; it requires
adherence to specific qualifying criteria both at the inception of the hedge and on an ongoing basis.
Failure to meet these criteria at any point leads to the discontinuation of hedge accounting. In such
cases, while gains or losses on the derivative instrument continue to be recorded in the earnings, no
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further basis adjustments are made to the original hedged item.

Furthermore, reporting entities possess the discretion to de-designate fair value hedge relationships
at any time and subsequently re-designate them, provided that all relevant criteria remain satisfied.
This flexibility allows institutions to manage their hedging strategies dynamically in response to
evolving market conditions.

OBJECTIVES:

To analyze derivatives markets in general.

To analyze the total credit and interest rate effect on the derivatives market.
Methodology for Interest and Credit Rate Derivatives

A derivative is a sophisticated financial instrument whose value is contingent upon the performance
of an underlying asset, rate, or index. In the Indian financial landscape, the Reserve Bank of India
(RBI) has authorized notional Treasury Bills and notional ten-year government securities (both
coupon-bearing and non-coupon-bearing) as the underlying assets for trading in interest rate
derivatives. These instruments serve as vital tools for mitigating exposure to interest rate volatility in
the capital market.

In general, derivative instruments are categorized into spot and futures contracts. A spot contract
involves the immediate exchange of an asset at the prevailing market price, leading to instant
settlement. Conversely, a futures contract stipulates that the transaction will be settled at a
predetermined date in the future, while all financial terms—including price and quantity—are
established at the time of agreement.

For example, consider an investor who agrees to purchase 4,000 notional ten-year bonds, maturing
on 31st October 2003, at a price of X50 each. If, on the maturity date, the bond’s market price
appreciates to X60, the investor realizes a gain of 40,000, representing the difference between the
contract price and the market price. Conversely, a decline in the market price to X40 results in a loss
of X40,000. Such mechanisms are facilitated through cash settlement, a defining feature of the
interest rate derivatives market.

The futures market enables three fundamental types of transactions—speculation, arbitrage, and
hedging—each serving a distinct financial objective and risk profile. These are examined below.

1. Speculation

Speculation represents a deliberate assumption of market risk based on anticipated price movements
or interest rate trends. A speculator takes either a long or short position depending on their market
outlook. For instance, if a trader expects a decline in interest rates, they may purchase interest rate
futures to capitalize on the anticipated price increase of the underlying bonds. Should the interest
rates instead rise, the trader incurs a loss. Thus, speculation is inherently high-risk and contributes to
liquidity in the market while reflecting the collective expectations of participants regarding future
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rate movements.
2. Arbitrage

Arbitrage involves the simultaneous execution of transactions in two related markets—the spot and
the futures markets—to exploit temporary price discrepancies. By locking in a risk-free profit, the
arbitrageur ensures market efficiency through price alignment.

When the futures price (F) exceeds the spot price (S) adjusted for the prevailing interest rate, the
trader can engage in a cash-and-carry arbitrage strategy. This entails the purchase of a zero-coupon
bond with a longer maturity (for instance, 120 days) while simultaneously selling a shorter-dated
futures contract (such as a 90-day Treasury Bill maturing in 30 days). The relationship may be
expressed as:

F>S(1+ 7’30/365)30/365
where F represents the futures price, S the spot price, and r the interest rate.

Conversely, when the futures price is lower than the spot price adjusted for the interest rate, an
inverse relationship presents a reverse cash-and-carry arbitrage opportunity. In such a scenario, the
trader sells the longer-term bond in the spot market, invests the proceeds in shorter-term
instruments such as 30-day Treasury Bills, and takes a long position in futures.

However, the scope for reverse cash-and-carry arbitrage in India remains constrained due to the
absence of an established securities lending framework, limiting participation primarily to
institutional investors already holding longer-term bonds. Consequently, arbitrage remains an
essential yet moderately restricted mechanism in the Indian interest rate derivatives market.

3. Hedging

Hedging constitutes the most prudent application of derivatives, designed to mitigate potential losses
arising from adverse movements in interest rates. Unlike speculation, the primary objective of
hedging is risk containment rather than profit generation. It provides financial stability by offsetting
potential losses in the value of an asset or liability through a corresponding gain in a derivative
position.

For instance, consider a financial institution holding government securities valued at X100 crore,
with an average duration of eleven years. A one basis point (0.01%) upward movement in the yield
curve may increase its liability by approximately 311 lakh. To hedge against this potential loss, the
institution may adopt a short position in interest rate futures worth X110 crore, thereby ensuring
that a one basis point rise in yields results in a gain of X11 lakh on the futures position. This gain
offsets the decline in the value of the underlying portfolio, effectively neutralizing the interest rate
risk.

Such practices are essential for Scheduled Commercial Banks (SCBs) and Primary Dealers (PDs) that
maintain substantial government securities portfolios, enabling them to safeguard balance sheets
from fluctuations in market yields.

TRADING INTEREST RATE DERIVATIVES-PROCEDURE
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Contract Period

Interest rate Future contracts have a one-year maturity term, with continuous contracts for the first
three months and fixed quarterly contracts for the rest of the year. New contracts are launched on the
trading day after the next month's contract expires. A contract entered in June 2003 may expire on
the final Thursday of July, August, September, December 2003, or March 2004.

Expiration Date Interest Rate Future contracts expire on the final Thursday of the expiring month. If
the final Thursday is a trading holiday, contracts will expire on the preceding trading day.

Interest and credit derivatives in the banking paradigm

1. Banks are key actors in the credit market and hence subject to credit risk. The credit market is
deemed inefficient. Banks and financial organizations often hold more loans than bonds. Their
competitive pricing and back-office skills lead to higher loan returns. Mutual funds, insurance firms,
pension funds, and hedge funds often own bonds and have limited access to loans due to insufficient
back office skills for processing, monitoring, and supervising them. As a result, they are deprived of
the high profits on their loan portfolio.

2. Historically, the market failed to provide banks and financial institutions with enough credit risk
protection.

It did not provide mutual funds, insurance firms, pension funds, or hedge funds access to the loan
market for risk diversification and higher returns. Certain banks and financial organizations have
concentrated portfolios due to geography or client-specific business obligations. As a consequence,
credit was not properly distributed across financial institutions and investors.

3. Credit derivatives were created to address the credit market's inefficiencies.

Credit derivatives enable banks worldwide to mitigate credit risk. In India, banks and financial
institutions have yet to formalize the usage of credit derivatives.

A Working Group was formed in the Department of Banking Operations and Development to explore
the concept, products, and types of credit derivatives, as well as regulatory issues related to their use
by banks and financial institutions in India.

Recent Experience with Credit Derivatives:

The Enron and WorldCom credit default swaps paid off without incident. There was a dispute with
Rail Track. Rail Track, a UK rail services supplier, has gone into receivership. Nomura offered
convertible bonds, but Credit Swiss First Boston preferred ordinary bonds. The International Swaps
and Derivatives Association (ISDA) addressed this in November 2001, although it occurred prior to
that date. Knowing what is and is not deliverable is critical for obtaining definitions. In conclusion,
credit will remain a key concern. CDOs, both financed and synthetic, may boost yields. We need to
better grasp the hazards in some of these investing sectors. Many corporations purchased A-rated
securities without considering the potential consequences of a similar scenario to 2001 and 2002. We
can't just do cash-flow tests based on interest rate risk. We need to create models that account for the
many contingencies in these agreement arrangements.
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CONCLUSION

Another reason for increasing investments in insurance policies is the fact that consumers are better
educated and informed nowadays, enabling them to “make their money work” by investing it. Their
knowledge makes it possible to demand better services from the insurance companies. But not only
the insurance’s performance has to be improved; the products themselves have to be adapted to the
new standards set by the market and by the customers. Whereas products-innovation will largely
depend upon the type of investment instruments available in market. Please refer to Appendix 3
showing a comprehensive list of derivative products available in India. From capital market
perspective both insurance regulator and securities (Banks) regulator should take active role in
promoting more and more trades in these products to develop an efficient liquid market in India.
There will be serious impact on Indian financial system if financial institutions are not allowed to
trade in various instruments when compared to their counterparts in other developed countries. I
hope this will not another story of missed opportunities. A controlled investment climate with
plethora of investment instruments will lead to globalization of Indian insurance industry.
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