
ALTHOUGH I HAVE ALWAYS BELIVED THAT GAMING IS NOT POSSIBLE IN ANY EXAM, YETSTUDENTS CONTINUOUS DEMAND AND REQUEST FORCED ME TO CARRY OUT A TIMESERIES ANALYSIS OF THE PAST PAPERS AND COME OUT WITH AN EXHAOUTIVE LIST OFQUESTIONS (PRACTICE + THEORY) WHICH ARE RELEVANT AND RELATIVELY MOREIMPORTANT BOTH FOR MAY' 18 AS WELL AS NOV'18 EXAMS.THESE ARE SELECTED QUESTIONS FROM PRACTICE MANUAL, PAST PAPERS, MOCK PAPERSAND RTP. THEY COVER ALMOST ALL TOPICS. IF YOU PRACTICE THESE QUESTIONSPROPERLY, YOU WILL BE WELL PREPARED FOR THE EXAM. THESE ARE ONLY FOR THE OLD
SYLLABUS.

SANJAY SARAF

SFM EXAM CAPSULE
[OLD SYLLABUS]
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Future Contract

1. In order to hedge its position trader would go short on future at current future price of ` 18.50
per kg. This will help the trader to realize sure ` 18.50 after 6 months.

After  6  months  the  trader  would  cancel  its  position  in future  market  by  buying  a  future
contract  of  same  quantity  and  will  sell  wheat  in  spot  market  and  position  shall  be  as
follows.

Leasing

1. Working Notes:
(a) Calculation of Cost of Equity

Ungeared
ke= Rf + β(RM – Rf)
= 6% + 3(8% - 6%)
=6% + 6% = 12%
Geared
ΒL= βU[1+(1-T)D/L]
= 3(1+0.60x0.30) = 3(1.18) = 3.54
ke = 6% + 3.54(8% - 6%) = 13.08% say 13%.

(b) Calculation  of  Annual  Installment  and  Schedule  of  Debt  Repayment  under  Loan
Option
The loan amount is repayable together with the interest at the rate of 10% on loan amount
and is repayable in equal installments at the end of each year. The PVAF at the rate of 10%
for 4 years is 3.170, the amount payable will be

Annual Payment =  5,000,000 €1,577,287 rounded
3.170
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Schedule of Debt Repayment

* Balancing Figure
Now evaluation shall be made in three stages:

(i) Whether project is worthwhile or not by computing NPV of the machine using 12% as
discounting rate.

Since NPV of plant is positive it should be installed.
(ii) Should the plant be leased: The relevant discount rate shall be cost of equity (ungeared)

i.e. 12%. According the PV of cash flow under lease option shall be as follows:
Lease Rent €2,000,000
Tax Shield (€800,000)
Outflow €1,200,000

×      3.038
€3,645,600

(iii) Loan  Option:  When  company  will  go  for  loan  option,  company  shall  become
geared one cost of equity for discounting.

Schedule of Cash Outflows: Debt Alternative
(Amount in €)
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Total present value of Outflows = €2,913,178
Since PV of outflows is lower in the Borrowing option, BidTown should avail of the loan and
purchase the equipment.

2. Cost of Machine ` 150,00,000
Less: - PV of Salvage Value (W1) ` 5,19,400
Less: PV of Tax benefit on Depreciation (W2) ` 27,34,184
Less: PV of Tax Saving on STCL at the end of 5 year (W3) ` 6,80,478

` 110,65,938
PVIFA for 5 years @14% 3.433

After tax Break Even Lease Rental = 1,10,65,938 32,23,400
3.433



Before Tax BELR =
 
32,23,400 49,59,100

1 0.35




Working Notes
W1
Salvage Value = ` 10,00,000
PVF @14% =   0.5194
PV of Salvage Value = ` 5,19,400
W2
Table showing calculation of PV of Tax Benefit on Depreciation

Tax Benefit on Depreciation = ` 78,11,953 X 0.35 = ` 27,34,184
W3
PV of Tax benefit on Short Term Capital Loss (STCL)
WDV at beginning of 5 year as per above table 47,46,094
Less: Salvage Value 10,00,000
STCL 37,46,094
Tax Benefit 13,11,133
PVF at 14% 0.519
PV of Tax Benefit on STCL 6,80,478
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3.
(in lakhs)

Conclusion: Since Quote B implies lesser equated annual cash outflow, it is better.

4. Alternative I: Acquiring the asset by taking bank loan:

Total P.V of cash outflow = `731,540
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Alternative II: Acquire the asset on lease basis

Advice -By making Analysis of both the alternatives, it is observed that the present value of  the
cash  outflow  is  lower  in  alternative  II  by `20,755  (i.e. ` 7,31,540 – ` 7,10,785) Hence, it is
suggested to acquire the asset on lease basis.

5.
(1) Workings-

Tax benefits on Depreciation

Borrowing to buy evaluation

PV of Borrowing to Buy = ` 26,10,130
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Lease evaluation

PV of leasing Option = ` 24,86,880
Since outflow is less in case of leasing option the company should opt for the same.

(2)
(i) Interest  payable  every  six  months  means  that  the  bank  will  require  5%  every six

months  accordingly  equivalent  annual  percentage  rate  shall  be  calculated as follows:
[(1·05)2 – 1] x 100 = 10·25%

(ii) Amount of installment shall be calculated by using annuity tables as follows:
A = ` 32,00,000/7·722 = ` 4,14,400

6. Working Notes:
(i) Calculation of Tax Benefit on Depreciation/ Short Term Capital Loss

* Short Term Capital Loss
(ii) PV of cash outflow under Borrowing Option

(iii) PV of cash outflow under Leasing Option
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(a) Since PV of cash outflows is least in case of Borrowing option hence it shall be more
advantageous to go for the same.

(b)
(i) Sensitivity to Borrowing Rate can be calculated by determining the rate of

borrowing (post tax) at which PV of cash flows shall be equal under both options
i.e. IRR.
Let us discount the cash flow using discount rate of 10%.
PV of cash outflow under Borrowing Option

PV of cash outflow under Leasing Option

NPV @ 8.04% = 7,06,936 – 7,21,429 = -14,493
NPV @ 10% = 7,22,557 – 6,85,611 = 36,946
Using IRR Formula:

 144938.04 10 8.04
14493 36946


   
 

= 8.59%

Sensitivity of Borrowing Rate = 8.59 8.04 100 6.40%
8.59


 

(ii) Sensitivity of Residual Value
Let R be Residual Value at which PV of cash flow shall be equal under both
options.
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PV of cash outflow under Borrowing Option

Accordingly (7,37,416)+0.455R = (7,21,429)
R = 35,136

Sensitivity of Residual Value = 35,136 67,000 100 47.56%
67,000


 

(iii) Sensitivity of Initial Outlay
Let  Initial  Outlay  be  I  then  PV  of  Cash Outflow  under  borrowing  option
shall be:
= I – 2,93,064 and accordingly
I – 2,93,064 = 7,21,429
I = 10,14,493

Sensitivity of Initial Investment = 1014493 1000000 100 1.4493%
1000000


 

Thus  from  above  it  is  clear  that  among  above  sensitivity  of  Residual Value is
the most.

7. Cash outflow under borrow and buy option
Working Notes:
a. Calculation of Interest Amount



TOPIC WISE SOLUTIONS

Sanjay Saraf Educational Institute Pvt. Ltd. Page 9

b. Depreciation Schedule

c. Tax Benefit on Depreciation and Interest

PV of Cash Outflow in Borrow and Buying Option

Cash outflow under borrow and lease option
Cash  payment  to  Lessor/Tax  Benefits  on  Lease  Payment  (Annual  Lease  Rent  = `
1,00,000)

* ` 1,00,000 – ` 40,000 = ` 60,000
Cash payment to Bank/ Tax Benefits on Interest Payment
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PV of Cash Outflow in Borrow and Leasing Option

Since PV of cash outflow is least in case of borrow and buying option it should be opted for.

Portfolio Management

1. First we shall compute the β of Security X.

Risk Free Rate =
CouponPayment 7 5%

CurrentMarketPr ice 140
 

Assuming equilibrium return to be equal to CAPM return then:
15% = Rf + βX(Rm - Rf)
15%= 5% + βX(15% - 5%)
βX = 1
(i) Standard Deviation of Market Return

x,m
m 2 2

m m

Cov 225% 1β
σ σ
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(ii) Standard Deviation of Security Return
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2. Return of the stock under APT

3.
(a) The Betas of two stocks:

Aggressive stock - 40% - 4%/25% - 7% = 2
Defensive stock - 18% - 9%/25% - 7% = 0.50

(b) Expected returns of the two stocks:-
Aggressive stock - 0.5 x 4% + 0.5 x 40% = 22%
Defensive stock - 0.5 x 9% + 0.5 x 18% = 13.5%

(c) Expected return of market portfolio = 0.5 x 7% + 0.5% x 25% = 16%
Market risk prem. = 16% - 7.5% = 8.5%∴ SML is, required return = 7.5% + βi 8.5%

(d) Rs = α + βRm

Where
α = Alpha
β = Beta
Rm = Market Return
For Aggressive Stock
22% = αA + 2(16%)
αA = -10%
For Defensive Stock
13.5% = αD + 0.50(16%)
αD = 5.5%
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4.
(i) Computation of Beta of Portfolio

Return of the Port Folio 2,46,282 0.2238
11,00,500



Beta of Port Folio    1.46
Market Risk implicit
0.2238 = 0.11 + β× (0.19 – 0.11)
Or,  0.08 β + 0.11 = 0.2238

0.2238 0.11 1.42
0.08

β 
 

Market β implicit is 1.42 while the port folio β is 1.46. Thus the portfolio is marginally risky
compared to the market.

(ii) The  decision  regarding  change  of  composition  may  be  taken  by  comparing  the
dividend yield (given) and the expected return as per CAPM as follows:
Expected return Rs as per CAPM is:
Rs =  RF M RFI R I β 

For investment I Rs =  RF M RFI R I β 

= 0.11 + (0.19 - 0.11) 1.16
= 20.28%

For investment II, Rs = 0.11 + (0.19 - 0.11) 2.28 = 29.24%
For investment III, Rs = 0.11 + (0.19 - 0.11) 0.90

= 18.20%
For investment IV, Rs = 0.11 + (0.19 - 0.11) 1.50

= 23%
Comparison  of  dividend  yield  with  the  expected  return  Rs  shows  that  the  dividend
yields  of  investment  I,  II  and  III  are  less  than  the  corresponding  Rs,.  So,  these
investments are over-priced and should be sold by the investor. However, in case of
investment  IV,  the  dividend  yield  is  more  than  the  corresponding  Rs,  so,  XYZ  Ltd.
should increase its proportion.

5. First of we shall calculate expected return from share of Company X
(i) Average annual capital gain (%)

Let g = average annual capital gain, then:
` 203.51(1+g)¼ = `139
Then g = (203.51/139) ¼ -1 = 0.10 i.e. 10%
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(ii) Average annual dividend yield (%)

Average Yield = 0.265/5= 0.053 i.e. 5.3%
Thus with this data expected return of share of Company X can be given as follows:
E(rX) = Average Annual Capital Gain + Average Annual Dividend
= 10%  + 5.3% = 15.3%
Then we shall calculate expected return from market index as follows:
(i) Average annual capital gain (%)

1300 (1+g)¼ = 1768
Then g = (1768/1300) ¼ -1 = 0.08 i.e. 8%

(ii) Average annual dividend yield (%)
3% + 5% + 5.5% + 4.75% + 5.5%  = 23.75%/5 = 4.75%
Thus expected return on Market Index E(rM) = 8% + 4.75% = 12.75%
Average annual risk-free rate of return (Treasury Bond Return)
7% + 9% + 8% + 8% + 8%  = 40%/5 = 8%
Now with the above information we compute Beta (β) of share company X using
CAPM as follows:
E(rX) = rf + β[E(rM) - rf]
15.3% = 8% + β[12.75% - 8%]
β = 1.54
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6.
(i)

x MR 15 R 12 

(ii) x MR 15 R 12 

y = α + βx
15 = α + 0.505 × 12
Alpha (α)  = 15 – (0.505 × 12)

= 8.94%
Characteristic line for security X = α + β × RM

Where,
RM = Expected return on Market Index∴Characteristic line for security X = 8.94 + 0.505 RM

7. The value of Cost of Equity with the help of CAPM
Ke = Rf + β(Rm – Rf)
With the given data the Cost of Equity using CAPM will be:
Ke = 0.11 + 1.5(0.15 – 0.11)
Ke = 0.11 + 1.5(0.04) = 0.17 or 17%
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The value of share using the Growth Model:
 0

e

D 1 g
P

k g





 20 1 0.09
P

0.17 0.09





21.80P 272.50
0.08

 

However, if the decision of the Board of Directors is implemented, the beta factor is likely to
increase to 1.75.
Therefore,
Ke = 0.11 + 1.75(0.15 – 0.11)
Ke = 0.11 + 1.75(0.04) = 0.18 or 18%
The value of share using the Growth Model:

 0

e

D 1 g
P

k g





 20 1 0.09
P

0.18 0.09





21.80P 242.22
0.09

 

8. With 20% investment in each MF Portfolio Beta is the weighted average of the Betas of various
securities calculated as below:
(i)

(ii) With varied percentages of investments portfolio beta is calculated as follows:
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(iii) Expected return of the portfolio with pattern of investment as in case (i) = 12% × 1.22 i.e.
14.64%
Expected Return with pattern of investment as in case (ii) = 12% × 1.335 i.e., 16.02%.

9. First of we shall calculate expected return from share of Company X
(i) Average annual capital gain (%)

Let g = average annual capital gain, then:
`203.51(1+g)¼ = `147
Then g = (203.51/147) ¼ -1 = 0.10 i.e. 10%

(ii) Average annual dividend yield (%)

Average Yield = 0.265/5= 0.053 i.e. 5.3%
Thus with this data expected return of share of Company X can be given as follows:
E(rX) = Average Annual Capital Gain + Average Annual Dividend
= 10%  + 5.3% = 15.3%
Then we shall calculate expected return from market index as follows:
(i) Average annual capital gain (%)

1300 (1+g)¼ = 1768
Then g = (1768/1300) ¼ -1 = 0.08 i.e. 8%

(ii) Average annual dividend yield (%)
3% + 5% + 5.5% + 4.75% + 5.5%  = 23.75%/5 = 4.75%
Thus expected return on Market Index E(rM) = 8% + 4.75% = 12.75%
Average annual risk-free rate of return
7% + 9% + 8% + 8% + 8%  = 40%/5 = 8%
Now with the above information we compute Beta (β) of share company X using
CAPM as follows:
E(rX) = rf + β[E(rM) - rf]
15.3% = 8% + β[12.75% - 8%]
β = 1.54



TOPIC WISE SOLUTIONS

Sanjay Saraf Educational Institute Pvt. Ltd. Page 17

10.
(i)

x MR 15 R 12 

(ii) x MR 15 R 12 

y = α + βx
15 = α + 0.505 × 12
Alpha (α)  = 15 – (0.505 × 12)

= 8.94%
Characteristic line for security X = α + β × RM

Where,
RM = Expected return on Market Index∴Characteristic line for security X = 8.94 + 0.505 RM

11.
(i) Reduction of beta to 0.85

a. Reduction  in  beta  through  change  in  composition  of  securities  whose  beta  is zero
(β0)
βd    = W1 x βe + W2 x β0
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0.85 = W1 x 1.15 + (1 - W1) x 0
W1  = 0.85/1.15 = 0.739
So, W2 = 1 – 0.739 = 0.261
Thus, ` 3.695 crores (` 5 crores x 0.739) shall remain invested in portfolio and
remaining ` 1.305 crores shall be invested in risk free securities (say Treasury bills)

b. By using Index Futures
No. of Stock Index Futures to be short

= Existing Beta (β) x
Value of Spot Position to be hedged

Value of one Future Contract
1.305 crore1.15 1.15 4.14
21000 150

   


=      4.76 or say 5 contracts
Thus,  instead  of  swapping ` 1.305  crore  to  risk  free  securities,  the  portfolio
manager  Mr.  A  can  also  reduce  beta  to  0.85  by  selling  4.76  or  5  stock  index
futures.

(ii) Increasing beta to 1.45
a. β shall be increased by investing additional amount in equity shares.

βd = W1 x βe + W2 x β2
1.45 = W1 x β1 + W2 x β2
1.45 = W1 x 1.15 + (1 - W1) x 0
W1 = 1.45/1.15 = 1.26
This can be achieved by:
(i) Holding on `5 crore worth of shares
(ii) Selling short Risk Free Securities of `1.30 crores (0.26 X `5 crores) i.e. borrowing

`1.30  crores  and  using  proceeds  to  buy `1.30  crores  of additional shares.
b. Increasing  beta  by  using  Index  Futures  i.e.  buying  Index  futures  of `1.495 crores

(1.15 x `1.30 crores).
The number of contracts to be bought

1.495 crores 4.746 or say 5 contracts
21000 150

 


12.

Portfolio beta 1.108
(i) Required Beta 0.8

It should become (0.8 / 1.108) 72.2 % of present portfolio
If ` 12,00,000 is 72.20%, the total portfolio should be
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` 12,00,000 × 100/72.20 or ` 16,62,050
Additional investment in zero risk should be (` 16,62,050 – ` 12,00,000) = ` 4,62,050

Revised Portfolio will be
(ii) To increase Beta to 1.2

It should become 1.2 / 1.108 108.30% of present beta
If 1200000 is 108.30%, the total portfolio should be
1200000 × 100/108.30 or 1108033 say 1108030
Additional investment should be (-) 91967 i.e. Divest ` 91970 of Risk Free Asset

Revised Portfolio will be

13.

Alternative Answer
The variance of Security’s Return
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14.

15.
(i) Security A has a return of 8% for a risk of 4, whereas B and F have a higher risk for the

same return. Hence, among them A dominates.
For the same degree of risk 4, security D has only a return of 4%. Hence, D is also
dominated by A.
Securities  C  and  E  remain  in  reckoning  as  they  have  a  higher  return  though  with
higher degree of risk.
Hence, the ones to be selected are A, C & E.

(ii) The average values for A and C for a proportion of 3 : 1 will be :
   3 4 1 12

Risk 6%
4
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   3 8 1 12
Re turn 9%

4
  

 

Therefore: 75% A E
25% C _

Risk 6 5
Return 9% 9%
For the same 9% return the risk is lower in E. Hence, E will be preferable.

16. Sharpe Ratio S = (Rp – Rf)/σp
Treynor Ratio T = (Rp – Rf)/βp
Where,
Rp  =  Return on Fund
Rf  =  Risk-free rate
σp  =  Standard deviation of Fund
βp  =  Beta of Fund
Reward to Variability (Sharpe Ratio)

Reward to Volatility (Treynor Ratio)

Consumer Credit

1.
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Swap

1.
(a) The following swap arrangement s can be entered by Drilldip.

(i) Swap  a  US$  loan  today  at  an  agreed  rate  with  any  party  to  obtain  Indian
Rupees (Rs.) to make initial investment.

(ii) After  one  year  swap  back  the  Indian  Rupees  with US$  at  the  agreed  rate.  In
such case the company is exposed only on the profit earned from the project.

(b) With the swap

Net result is a net receipt of US$ 36.44 million.
Without the swap

Net result is a net receipt of US$ 29.04 million.
Decision: Since the net receipt is higher in swap option the company should opt for the
same.
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2.

(*) i.e. interest for two days.
Note: Alternatively, answer can also be calculated on the basis of 360 days in a year.

3.
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Alternative Solution
Cash Flows of A Inc
(i) At the time of exchange of principal amount

(ii) At the time of exchange of principal amount

A Inc. used $2,00,000 at the net cost of borrowing of $16,000 i.e. 8%. If it had not opted  for
swap  agreement  the  borrowing  cost  would  have  been  9%. Thus  there  is saving of 1%.
Cash Flows of B Inc
(i) At the time of exchange of principal amount



TOPIC WISE SOLUTIONS

Sanjay Saraf Educational Institute Pvt. Ltd. Page 25

(ii) At the time of exchange of principal amount

B Inc. used ¥240,00,000 at the net cost of borrowing of ¥16,80,000 i.e. 7%. If it had not opted for
swap agreement the borrowing cost would have been 8%. Thus there is saving of 1%.

4. Interest and Commission due from Sleepless = ` 50 crore (0.10+0.002) = ` 5.10 crore
Net Sum Due to Sleepless in each of Scenarios

Scenario 1

Scenario 2

Scenario 3

Decision:  Since  the  NPV  of  the  proposal  is  positive  in  Scenario  2  (Best  Case)  and
Scenario  3  (Most  likely  Case)  the  proposal  of  swap  can  be  accepted.  However,  if
management of NoBank is of strong opinion that PLR are likely to be more than 10% in the
years to come then it can reconsider its decision.
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Cap & Floor

1.
a. There is no payoff to the cap if the cap rate exceeds 3-month MIBOR. For Periods 2 and  3,

there  is  no  payoff  because  3-month  MIBOR  is  below  the  cap  rate.  For Periods 1 and 4,
there is a payoff and the payoff is determined by: ` 100 crore × (3- month MIBOR − Cap
Rate)/4
The payoffs are summarized below:

b. There  is  a  payoff  to  the  floor  if  3-month  MIBOR  is  less  than  the  floor  rate.  For
Periods  1  and  2, there  is  no  payoff  because  3-month  MIBOR  is  greater  than  the floor
rate. For Periods 3 and 4, there is a payoff and the payoff is determined by:
` 200 crore × (Floor Rate − 3-month MIBOR)/4
The payoffs are summarized below:

Financial Services

1. Working Notes:
(i) Present Trade receivables period = 365 x 3,500/21,300 = 60 days
(ii) Reduction in trade receivables under factoring arrangement
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Calculation of benefit of with-recourse offer
As the XYZ’s offer is with recourse, ABC will gain the benefit of bad debts reducing from 0·9%
of turnover to 0·6% of turnover.

Calculation of benefit of non-recourse offer
As the offer is without recourse, the bad debts of ABC will reduce to zero, as these will be
carried by the XYZ, and so the company will gain a further benefit of 0·6% of turnover.

The XYZ’s offer is financially acceptable on a with-recourse basis, giving a net benefit of `
13,497. On a non-recourse basis, the XYZ’s offer is not financially acceptable, giving a net loss of
` 93,003, if the elimination of bad debts is ignored.
The  difference  between  the  two  factor  fees  (` 106,500  or  0·5%  of  sales),  which represents
insurance against the risk of bad debts, is less than the remaining bad debts (` 127,800 or 0·6% of
sales), which will be eliminated under non-recourse factoring.
When this elimination of bad debts is considered, the non-recourse offer from the factor is
financially more attractive than the with-recourse offer.

2. Working Notes:
Total Annual Export Sales ` 50 crore
Cash Received in Advance (20%) ` 10 crore
Balance on 60 days credit (80%) ` 40 crore
Bad Debts 0.6% x ` 40 crore ` 0.24 crore

Average Export Debtors ` 40 crore 78
360
 ` 8.67 crore

Proposal I – Factoring Services
Due  to  non-recourse  factoring  agreement  there  will  be  saving  of  bad  debt.  A  Ltd.  can
choose one option out of these options:
a. Using Factoring Services (Debt Collection) only.
b. Using  Factoring  and  Finance  Services  i.e.  above  services  in combination  of  cash

advance.
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Since,  cash  advance  rate  is  lower  by  0.25%  (2.00% - 1.75%),  A  Ltd.  should  take advantage
of the same.

Proposal II – Insurance of Receivables

Since saving in Factoring is marginally higher it should be accepted.

3. Revision in equated Instalments
1. Determination of Unpaid principal
2. Re-Computation of EMI for revised period at revised rate

Determination of Remaining Principal

Determination of Revised Equated Monthly Installments
New Amount ` 8,73,387
New Period 4 years
New Rate (8% + 1%) 9%
PVAF 3.240
Installment ` 8,73,387 / 3.240 = ` 2,69,564
Bank shall revise installment from ` 2,75,530 to ` 2,69,564.

4. Present Interest Rate
For a loan of ` 1,89,540 annuity being ` 50,000, PVAF = 3.791 (` 1,89,540 / ` 50,000). From PVAF
table for 5 years, this corresponds to 10%.
New Interest Rate
For a similar loan, annuity being ` 36,408, PVAF = 5.206 (` 1,89,540 / ` 36,408). From PVAF table
for 7 years, this corresponds to 8%.
Interest Rate is prima facie beneficial.
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Additional Charges
(i)   Swap Charges ` 12,000
(ii)   Processing fee 3% on loan amount (3/100 × ` 1,89,540) ` 5,686
Let us compute the IRR as follows:

` 1,89,540 - ` 12,000 - ` 5,686 =
   1 7

36,408 36,408.................
1 IRR 1 IRR 

IRR = 10.947%
Since  interest  rate  on  existing  loan  is  10%  while  proposed  loan  is  10.947%  hence
proposed loan is more expensive and it is advisable not to swap.

5. The annual change in cash flows through entering into a factoring agreement is:

Therefore, the factoring agreement is worthwhile and should be undertaken.
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6. Expected Turnover = ` 4.80 crore + 25% i.e. ` 1.20 crore = ` 6.00 crore

Capital Budgeting

1. (1 + 0.12) (1 + Risk Premium)     = (1 + 0.14)
Or, 1 + Risk Premium = 1.14/1.12 = 1.0179
Therefore, Risk adjusted dollar rate is = 1.0179 x 1.08 = 1.099 – 1 = 0.099 i.e. 9.9%
Calculation of NPV

Therefore, Rupee NPV of the project is   = ` (48 x 1.013) Million
= `48.624 Million
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2. Here  the  given  cash flows  have  to  be  adjusted  for  inflation.    Alternatively,  the  discount
rate can be converted into nominal rate, as follows:-

With positive NPV, the project is financially viable.
Alternative Solution
Assumption: The cost of capital given in the question is “Real’.
Nominal cost of capital = (1.10)(1.05) -1 = 0.155 =15.50%
DCF Analysis of the project

The proposal may be accepted as the NPV is positive.

3. Statement showing NPV of the motor bike if operated 3 years
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Statement showing NPV of the motor bike if operated 2 years

Statement showing NPV of the motor bike if operated 1 year

Recommendation: Thus, from above it is clear that the preferable life of bike is 2 years.

4. The expected cash inflows of the project are as follows:

(i) NPV based on expected cash flows would be as follows:

(ii) For the worst case, the cash flows from the cash flow column farthest on the left are used
to calculate NPV

For the best case, the cash flows from the cash flow column farthest on the right are used
to calculated NPV



TOPIC WISE SOLUTIONS

Sanjay Saraf Educational Institute Pvt. Ltd. Page 33

(iii) If the cash flows are perfectly dependent, then the low cash flow in the first year will mean
a low cash flow in every year.  Thus the possibility of the worst case occurring is the
probability of getting ` 20,000 net cash flow in year 1is 10%.

Dividend Decision

1. MAYA Ltd.
(i) Walter’s model is given by –

  e

e

D E D /k
k
γ

ρ
 



Where,  p = Market price per share,
E = Earning per share – ` 5
D = Dividend per share – ` 3
γ = Return earned on investment – 15%
ke = Cost of equity capital – 12%

(ii) According to Walter’s model when the return on investment is more than the cost of
equity  capital,  the  price  per  share  increases  as  the  dividend  pay-out  ratio decreases.
Hence, the optimum dividend pay-out ratio in this case is Nil.  So, at a payout ratio of
zero, the market value of the company’s share will be:-

2. The formula for determining value of a share based on expected dividend is:
 
 
0

0

D 1 g
P

k g





Where
P0 = Price (or value) per share
D0 = Dividend per share
g = Growth rate expected in dividend
k = Expected rate of return
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Hence,

Price estimate before budget announcement:  
 0

2 1 0.05
P 42.00

0.10 0.05
 

 


Price estimate after budget announcement:  
 0

1.80 1.05
P 94.50

0.07 0.05


 


3. M/s XY Ltd.
(i) Walter’s model is given by

  e

e

D E D r /k
P

k
 



Where,
P  =  Market price per share.
E  =  Earnings per share = ` 5 (` 5,00,000/ 1,00,000)
D  =  Dividend per share = ` 3 (0.60 x ` 5)
r  =  Return earned on investment = 15%
Ke  =  Cost of equity capital = 12%

  0.15 0.153 5 3 3 2
0.12 0.12P 45.83

0.12 0.12

    
  

(ii) According to Walter’s model when the return on investment is more than the cost of
equity  capital,  the  price  per  share  increases  as  the  dividend  pay-out  ratio decreases.
Hence, the optimum dividend pay-out ratio in this case is nil.
So, at a pay-out ratio of zero, the market value of the company’s share will be:

  0.150 5 0
0.12 52.08

0.12
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4. Modigliani and Miller (M-M) – Dividend Irrelevancy Model:
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5.

Since NPV is positive we should accept the project.
(b) By right issue new number of equity shares to be issued shall be:

50 crore (Existing) + 10 crore(Right Issue) = 60 crore
Market Value of Company = PV of existing earnings + PV of earnings from Expansion

= ` 1060 crore + ` 170 crore = ` 1230 crore
Price Per Share = ` 1230 crore / 60 crore = ` 20.50

(c) Let  n  be  the  number  of  new  equity  shares  to  be  issued  then  such  shares  are  to  be
issued at such price that new shareholders should not suffer any immediate loss after
subscribing shares. Accordingly,
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(d) Benefit from expansion

Mergers and Acquisition

1. Compute Value of Equity
Simple Ltd.
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Since the Company has limited liability the value of equity cannot be negative therefore the
value  of  equity  under  slow  growth  will  be  taken  as  zero  because  of  insolvency risk and
the  value  of debt is  taken at  410 lacs.    The  expected value  of  debt and  equity can then be
calculated as:

Simple Ltd.

Dimple Ltd.

Expected Values

2.
(i) SWAP ratio based on current market prices:

EPS before acquisition:
Mani Ltd. : ` 2,000 lakhs / 200 lakhs: ` 10
Ratnam Ltd.: ` 4,000 lakhs / 1,000 lakhs: ` 4
Market price before acquisition:
Mani Ltd.: ` 10 × 10 ` 100
Ratnam Ltd.: ` 4 ` 20
SWAP ratio: 20/100 or i.e. 0.20

(ii) EPS after acquisition:
 
 

2,000 4,000
200 200



` 15.00

(iii) Market Price after acquisition:
EPS after acquisition: ` 15.00
P/E ratio after acquisition 10 × 0.9 9
Market price of share (` 15 X 9) ` 135.00
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(iv) Market value of the merged Co.:
` 135 × 400 lakhs shares ` 540.00 Crores

Or ` 54,000 Lakhs
(v) Gain/loss per share:

` Crore

3. Working Notes:

Value of C plc =
e

Residual Cash Flow 4,000,000 £35,555,556
k g 0.1125 0

 
 

Value of per share of C plc = 35,555,556 £7.11
5,000,000



Book Value of per share of C plc = 29,750,000 £5.95
5,000,000



Value of M plc =
e

Residual Cash Flow 6,000,000 £48,000,000
k g 0.125 0

 
 

Value of Combined Entity = 12,000,000 £100,000,000
0.12 0




Value of Synergy =  Value of Combined Entity – Individual Value of M plc and C plc
Value of Synergy =  £100,000,000 – (£48,000,000 + £35,555,556) = £16,444,444

4.
a. Existing share price of Hanky Ltd.

g = r x b
r = 15%
b = 20%
g = 0.15 x 0.2

= 0.03

Ex dividend market value
e

Next year'sdividend
k g




6,50,00,000 0.8 1.03 29,75,55,556
0.21 0.03

 
 



Value of one share = 29,75,55,556 59.51
5000000

 per share

Existing share price Shanky
g = r x b

= 0.15 x 0.8 = 0.12
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Ex dividend market value =
e

Next year's dividend
k g

2,40,00,000 0.2 1.12 4,48,00,000
0.24 0.12

 
 



Value of one share = 4,48,00,000 29.87
1500000

 per share

b. Value of Hanky Ltd. after the takeover
Care must be taken in calculating next year’s dividend and the subsequent growth rate.
Next year’s earnings are already determined, because both companies have already
reinvested their retained earnings at the current rate of return.  In addition, they will get cost
savings of ` 85,00,000.
The dividend actually paid out at the end of next year will be determined by the new 35%
retention and the future growth rate will take into account the increased return on new
investment.
Growth rate for combined firm, g = 0.17 x 0.35 = 0.06
New cost of equity = 20%
Next year’s earnings = ` 6,50,00,000 x 1.03 + ` 2,40,00,000 x 1.12 + ` 85,00,000
= ` 10,23,30,000
Next year’s dividend = ` 10,23,30,000 x 0.65

= ` 6,65,14,500

Market value = 6,65,14,500 47,51,03,571
0.20 0.06




c. Maximum Hanky Ltd. should pay for Shanky Ltd.
Combined value = ` 47,51,03,571
Present Value of Hanky Ltd. = ` 29,75,55,556

= ` 17,75,48,015

5.

Since  the  combined  liquidity  of  merged  company  shall  remain  comfortable,  it  shall  be
feasible to pay cash for acquiring the T Ltd. against tentative price of ` 65,00,000.
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6. The following table demonstrates the potential impact of the three possible schemes, on each set
of shareholders:-

Thus from above it is clear that except case of exchange ratio of 20000 shares, in remaining cases
the value of shares will increase  for both companies.
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7.

Projected Cash Flows:
Present value of Projected Cash Flows:

Residual Value - 2419.20/0.15 = 16,128
Present value of Residual value  =  16128/(1.15)3

=  16128/1.521 = 10603.55
Total shareholders’ value =  10,603.55 – 1,961.79 =   8,641.76
Pre strategy value =  1,400 / 0.15 = 9,333.33∴ Value of strategy =  8,641.76 – 9,333.33 = - 691.57
Conclusion: The strategy is not financially viable

8.
a. Existing share price of Hanky Ltd.

g = r x b
r = 15%
b = 20%
g = 0.15 x 0.2

= 0.03

Ex dividend market value
e

Next year'sdividend
k g
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6,50,00,000 0.8 1.03 29,75,55,556
0.21 0.03

 
 



Value of one share = 29,75,55,556 59.51
5000000

 per share

Existing share price Shanky
g = r x b

= 0.15 x 0.8 = 0.12

Ex dividend market value =
e

Next year's dividend
k g

2,40,00,000 0.2 1.12 4,48,00,000
0.24 0.12

 
 



Value of one share = 4,48,00,000 29.87
1500000

 per share

b. Value of Hanky Ltd. after the takeover
Care must be taken in calculating next year’s dividend and the subsequent growth rate.
Next year’s earnings are already determined, because both companies have already
reinvested their retained earnings at the current rate of return.  In addition, they will get cost
savings of ` 85,00,000.
The dividend actually paid out at the end of next year will be determined by the new 35%
retention and the future growth rate will take into account the increased return on new
investment.
Growth rate for combined firm, g = 0.17 x 0.35 = 0.06
New cost of equity = 20%
Next year’s earnings = ` 6,50,00,000 x 1.03 + ` 2,40,00,000 x 1.12 + ` 85,00,000
= ` 10,23,30,000
Next year’s dividend = ` 10,23,30,000 x 0.65

= ` 6,65,14,500

Market value = 6,65,14,500 47,51,03,571
0.20 0.06




c. Maximum Hanky Ltd. should pay for Shanky Ltd.
Combined value = ` 47,51,03,571
Present Value of Hanky Ltd. = ` 29,75,55,556

= ` 17,75,48,015
9.
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Since  the  combined  liquidity  of  merged company  shall  remain  comfortable,  it  shall  be
feasible to pay cash for acquiring the T Ltd. against tentative price of ` 65,00,000.

10.
(i) Working Notes:

Present Value of Cash Flows (CF) upto 5 years

PV of Cash Flows of Yes Ltd. after the forecast period
   5

5
e

CF 1 g 350 1 0.05 367.50TV 3675 lakhs
K g 0.15 0.05 0.10
 

   
 

PV of TV5 = `3675 lakhs x 0.497 = `1826.475 lakhs
PV of Cash Flows of Merged Entity after the forecast period

   5
5

e

CF 1 g 620 1 0.06 657.20TV 7302.22 lakhs
K g 0.15 0.06 0.09
 

   
 

PV of TV5 = `7302.22 lakhs x 0.497 = `3629.20 lakhs
i. Value of Yes Ltd.

ii. Value of Acquisition
= Value of Merged Entity – Value of Yes Ltd.
= `5308.47 lakhs – `2708.915 lakhs = `2599.555 lakhs

iii. Gain to Shareholders of Yes Ltd.

Share of Yes Ltd. in merged entity = `5308.47 lakhs x 1
1.5

= `3538.98 lakhs

Gain to shareholder   = Share of Yes Ltd. in merged entity – Value of Yes Ltd. before
merger

= `3538.98 lakhs - `2708.915 = `830.065 lakhs
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11. Impact of Financial Restructuring
(i) Benefits to Grape Fruit Ltd.

(ii) Amount of `911 lakhs utilized to write off losses, fictious assets and over- valued assets.

(iii) Balance sheet of Grape Fruit Ltd as at 31st March 2011 (after re-construction)
(` in lakhs)

*Opening Balance of `130/- lakhs + Sale proceeds from issue of new equity shares `150/-
lakhs.

12. To  decide  whether  the  XY  Ltd.  should  go  for  the  option  of  demerger  i.e.  floating  two
companies  for  Furniture  Manufacturing  business  and  Real  Estate  we  should  compare their
values.
Working Notes:

(i) Calculation of Discounting Rates
(a) For Furniture Manufacturing

Market Value of Debt (Secured Loan) ` 600.00 crore
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Market Value of Equity  (Rs.118.40 x 50 crore x 55%) ` 3256.00 crore
Total ` 3856.00 crore
Gearing Levels
Equity Debt
3256.00 84.44%
3856.00


600.00 15.56%
3856.00



Since this level of gearing differs from the gearing level of industry to find out the
beta  we  must  re-gear  the  asset  beta  taking  into  account  the  current structure.
Assuming Debt to be risk free let us de-gear the beta as follows:

 
L

u 1 1 T D /E
ββ 

    
Accordingly,

 u
1.30 1.00

1 1 0.30 30 /70
β  

    
Re-gearing
βL =  βU [1+ (1 – T) D / E]
βL =  1.00  [1+ (1 – 0.30) 15.56/ 84.44] = 1.129
Cost of Equity using CAPM
Ke = 5.50% + 1.129(14% - 5.50%) =15.10%
Cost of Debt using Short Cut Method

   

d

100 131
13 1 0.30

15k 0.0609100 31
2


 

 


i.e. 6.09%

WACC of Furniture Manufacturing Division
15.10% x 84.44% + 6.09% x 15.56% = 13.70%

Real WACC =
 
 

 
 

1 Nomin al Rate 1 0.1370
1 1 10.39

1 Inflation Rate 1 0.03
 

   
 

say 10%

(b) For Real Estate
Market Value of Debt (Secured Loan) ` 655.00 crore
Market Value of Equity (Rs.118.40 x 50 crore x 45%) ` 2,664.00 crore
Total ` 3,319.00 crore
Gearing Levels
Equity Debt
2,664.00 80.27%
3,319.00


655.00 19.73%

3,319.00


Since this level of gearing is almost equal to the gearing level of industry the beta of
industry  shall  be  the  beta  of  Real  Estate  Division  and  Cost  of  Equity using
CAPM will be:
Ke = 5.50% + 0.90(14% - 5.50%) =13.15%
WACC of Real Estate Division
13.15% x 80.27% + 6.09% x 19.73% = 11.76%
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Real WACC =  
 

 
 

1 Nomin alRate 1 0.1176
1 1 0.085say 8.5%

1 InflationRate 1 0.03
 

   
 

(ii) Calculation of Value of Both Division
a. Furniture Manufacturing

Terminal Value 402 0.621 2496.42
0.10
  

Total Value of Furniture Manufacturing Division (Infinite Period)=`3681.80 crore
Total Value of Furniture Manufacturing Division (15 years)
= `1185.38 crore + `402 crore x 3.815 = `2719.01 crore
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b. Real Estate Business

Terminal value 323 0.665 2527.00
0.085
  

Total Value of Furniture Manufacturing Division (Infinite Period) = ` 3457.79 crore
Total Value of Furniture Manufacturing Division (15 years)
= `930.79 crore + `323 crore x 4.364 = `2340.36 crore
Summary
Total of two divisions (Infinite Period)
= ` 3681.80 crore + ` 3457.79 crore – ` 1255.00 crore =` 5884.59crore
Total of two divisions (15 years horizon)
= ` 2719.01 crore + ` 2340.36 crore – ` 1255.00 crore =` 3804.37crore
Current Market Value of Equity
= Rs.118.40 x 50 crore = ` 5920.00crore
Decision: Since the total of the two separate divisions with both time horizons (Infinite
and 15 years) is less than the Current Value of Equity demerger is not advisable.

13.
a. Expected Return using CAPM

(i) Before Merger

(ii) After Merger
Beta of merged company shall be weighed average of beta of both companies as
follows:
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2 11.50 0.60 1.20
3 3
   

Thus, expected return shall be:
8% + 1.20 (13% - 8%) = 14%

b. Impact of merger on Mr. X
After merger his % holding in merged company shall be:
2 1 14% 2% 3 %
3 3 3
   

The value of Mr. X’s holdings before merger was:

To  compute  the  value  of  holding  of  Mr.  X,  after  merger  first  we  have  to  compute
the value of merged entity as follows:

Market Capitalization of Merged Entity
217 crore 1550 crore

0.14
 

Value of Mr. X’s holding = ` 51.67 crore. (` 1550 crore x 13 %
3

)

14. β  ungreared for the proxy company = 1.1 × 4 / [ 4 + (1 – 0.3) ] = 0.9362

 Geared of XYZ0.9362 2 / 2 1 0.3β      

Geared of XYZ 1.264β 

 Geared of ABC0.9362 3 / 3 1 0.3β      

Geared of ABC 1.155β 
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Portfolio Beta after Merger =
17464.341 crore 1.26

13867 crore
 

15. Calculation of Maximum Price to be paid for the acquisition of Nishana Ltd.
(` Crore)

Thus, the maximum price to be paid for acquisition of Nishana Ltd. ` 60.984 crore.

16.
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Security Valuation

1.
(i) Conversion Value of Debenture

= Market Price of one Equity Share X Conversion Ratio
= ` 25 X 30 = ` 750

(ii) Market Conversion Price
Market Pr ice of Convertible Debenture 900 30

Conversion Ratio 30
  

(iii) Conversion Premium per share
Market Conversion Price – Market Price of Equity Share
= ` 30 – ` 25 = ` 5

(iv) Ratio of Conversion Premium
Conversion premium per share 5 20%

Market price of equity share 25
 

(v) Premium over Straight Value of Debenture
Market Price of Convertible Bond 9001 1 28.6%

Straight Value of Bond 700
   

(vi) Favourable income differential per share
Coupon Interest from Debenture Conversion Ratio Dividend Per Share

Conversion Ratio
 

85 30 1 1.833
30
 



(vii) Premium pay back period
Conversion premium per share 5 2.73 years

Favourable Income Differntial Per Share 1.833
 

2.
(i) Calculation of theoretical Post-rights (ex-right) price per share:

MN SREx right value
N R
     

Where,
M = Market price,
N = Number of old shares for a right share
S = Subscription price
R = Right share offer

   24 4 16 1
22.40

4 1
    
   

(ii) Calculation of theoretical value of the rights alone:
=  Ex-right price – Cost of rights share
= ` 22.40 – ` 16 = ` 6.40
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(iii) Calculation  of  effect  of  the  rights  issue  on  the  wealth  of  a  shareholder  who  has
1,000 shares assuming he sells the entire rights:

There is no change in the wealth of the shareholder if he does not take any action and
ignores the issue.

(iv) Calculation  of  effect  if  the  shareholder  does  not  take  any  action  and  ignores  the
issue:

3.
(i) Number of shares to be issued : 5,00,000

Subscription price ` 20,00,000 / 5,00,000 = ` 4

Ex-right  Pr ice 1,30,00,000 20,00,000 10
15,00,000


 

Value of right = 10 4 3
2



(ii) Subscription price ` 20,00,000 / 2,50,000 = ` 8

Ex-right  Pr ice = 1,30,00,000 20,00,000 12
12,50,000




Value of right 12 8 1
4



(iii) Calculation of effect of right issue on wealth of Shareholder’s wealth who is holding, say
100 shares.
(a) When firm offers one share for two shares held.

Value of Shares after right issue  (150 x ` 10) ` 1,500
Less: Amount paid to acquire right shares  (50 x` 4) ` 200

` 1,300
(b) When firm offers one share for every four shares held.

Value of Shares after right issue  (125 x ` 12) ` 1,500
Less: Amount paid to acquire right shares  (25 x ` 8) ` 200

` 1,300
(c) Wealth of Shareholders before Right Issue ` 1,300
Thus, there will be no change in the wealth of shareholders from (i) and (ii).
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4.
a. Calculation of initial outlay:- ` (million)

a. Face value 300
Add:-Call premium 12
Cost of calling old bonds 312

b. Gross proceed of new issue 300
Less: Issue costs 6
Net proceeds of new issue 294

c. Tax savings on call premium
and unamortized cost 0.30 (12 + 9) 6.3∴ Initial outlay = ` 312 million – ` 294 million – ` 6.3 million = ` 11.7 million

b. Calculation of net present value of refunding the bond:-
Saving in annual interest expenses ` (million)
[300 x (0.12 – 0.10)] 6.00
Less:- Tax saving on interest and amortization
0.30 x [6 + (9-6)/6] 1.95
Annual net cash saving 4.05
PVIFA (7%, 6 years) 4.766∴Present value of net annual cash saving 19.30
Less:- Initial outlay 11.70
Net present  value of refunding the bond 7.60
Decision: The bonds should be refunded

5. First we shall find the Conversion Value of Bond
CV = C (1+g)nx R
Where:
C = Current Market Price
g = Growth Rate of Price
R = Conversion Ratio
n = No. of years
Accordingly, CV shall be
= ` 33.50 x 1.054 x 25 = ` 33.50 x 1.2155 x 25 = ` 1017.98
Value of Bond if Conversion is opted  = ` 100 x PVAF (11%, 4) + ` 1017.98 PVF (11%,4)

= ` 100 x 3.102 + ` 1017.98 x 0.659
= ` 310.20 + ` 670.85 = ` 981.05

Since above value of Bond is based on the expectation of growth in market price which may or
may not as per expectations. In such circumstances the redemption at premium still shall be
guaranteed and bond may be purchased at its floor value computed as follows:
Value of Bond if Redemption is opted = ` 100 x PVAF (11%, 4) + ` 1050 PVF (11%,4)

= ` 100 x 3.102 + ` 1050 x 0.659
= ` 310.20 + ` 691.95 = ` 1002.15
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6.
(i) Conversion Value of Debenture

= Market Price of one Equity Share X Conversion Ratio
= ` 25 X 30 = ` 750

(ii) Market Conversion Price
Market Pr ice of Convertible Debenture 900 30

Conversion Ratio 30
  

(iii) Conversion Premium per share
Market Conversion Price – Market Price of Equity Share
= ` 30 – ` 25 = ` 5

*
900 30
30
  
 

(iv) Ratio of Conversion Premium
Conversion premium per share 5 20%

Market price of equity share 25
 

(v) Premium over Straight Value of Debenture
Market Price of Convertible Bond 9001 1 28.6%

Straight Value of Bond 700
   

(vi) Favourable income differential per share
Coupon Interest from Debenture Conversion Ratio Dividend Per Share

Conversion Ratio
 

85 30 1 1.833
30
 



(vii) Premium pay back period
Conversion premium per share 5 2.73 years

Favourable Income Differntial Per Share 1.833
 

7. No. of Shares =
1,300 crores 32.5 crores

40 crores


PATEPS
No. of shares


290 croresEPS 8.923
32.5 crores
 

FCFE = Net income – [(1-b) (capex – dep) + (1-b) ( ΔWC )]
FCFE = 8.923 – [(1-0.27) (47-39) + (1-0.27) (3.45)]
= 8.923 – [5.84 + 2.5185]
= 0.5645
Cost of Equity = Rf + ß (Rm – Rf)

= 8.7 + 0.1 (10.3 – 8.7)
= 8.86%

   
0

e

FCFE 1 g 0.5645 1.08 0.60966P 70.89
k g 0.0886 .08 0.0086
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8.
(i) Implicit rates for year 2 and year 3

For year 2  22
2

1

1 r
f 1

1 r


 


 
 

21.1125
1 12%

1.1050
  

For year 3  
  

3
3

3
1 2

1 r
f 1

1 r 1 f


 
 

 
  

31.12 1.4049281 1 13.52%
1.1050 1.12 1.2376

    

(ii) If  fairly  priced  at ` 1000  and  rate  of  interest  increases  to  12.5%  the  percentage
charge will be as follows:

 
 

5

5

1000 1.12 1762.34168Pr ice
1.80201.125

 

= 977.99 or ` 987

% charge = 1000 978 22100 100
1000 1000


  

= 2.2%

9. NPV for bond refunding

Recommendation: Refunding of bonds is recommended as NPV is positive.

Working Notes:
(1) Initial investment:

(a) Call premium
Before tax (1,140 – 1,000) × 30,000 42,00,000
Less tax @ 40% 16,80,000
After tax cost of call prem. 25,20,000

(b) Floatation cost 4,00,000
(c) Overlapping interest

Before tax (0.14 × 2/12 × 3 crores) 7,00,000
Less tax @ 40% 2,80,000 4,20,000

(d) Tax saving on unamortised discount on
old bond 25/30 × 9,00,000 × 0.4 (3,00,000)

(e) Tax savings from unamortised floatation
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Cost of old bond 25/30 × 3,60,000 × 0.4 (1,20,000)
29,20,000

(2) Annual cash flow savings:
a. Old bond

(i) Interest cost (0.14 × 3 crores) 42,00,000
Less tax @ 40% 16,80,000 25,20,000

(ii) Tax savings from amortisation of discount
9,00,000/30 × 0.4 (12,000)

(iii) Tax  savings  from  amortisation  of
floatation cost 3,60,000/30 × 0.4 (4,800)

Annual after tax cost payment under old Bond (A) 25,03,200

b. New bond
(i)   Interest cost before tax (0.12 × 3 crores) 36,00,000

Less tax @ 40% 14,40,000
After tax interest 21,60,000

(ii) Tax  savings  from  amortisation  of  floatation
cost (0.4 × 4,00,000/25) (6,400)

Annual after tax payment under new Bond (B) 21,53,600
Annual Cash Flow Saving (A) – (B) 3,49,600

Mutual Funds

1. Personal earnings of Mr. A = R1

Mutual Fund earnings = R2

   2 1
1R R Re curring expenses %

1 Initial expenses %
 


1 16% 1.5%
1 0.055
  


= 18.43%
Mutual Fund earnings = 18.43%

2.
(i) Returns for the year

(All changes on a Per -Unit Basis)
Change in Price: ` 9.45 – ` 8.75 = ` 0.70
Dividends received: ` 0.75
Capital gains distribution ` 0.60
Total reward ` 2.05

Holding period reward: 2.05 100 23.43%
8.75
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(ii) When  all  dividends  and  capital  gains  distributions  are re-invested  into  additional
units of the fund @ (` 8.65/unit)
Dividend + Capital Gains per unit = ` 0.75 + ` 0.60 = ` 1.35
Total received from 300 units = ` 1.35 x 300 = ` 405/-
Additional Units Acquired = ` 405/` 8.65 = 46.82 units
Total No.of Units = 300 units + 46.82 units = 346.82 units.
Value of 346.82 units held at the end of the year
= 346.82 units × ` 9.45 = ` 3277.45
Price Paid for 300 Units at the beginning of the year
= 300 units x ` 8.75 = ` 2,625.00
Holding Period Reward
` (3277.45 – 2625.00) = ` 652.45

Holding Period Reward = 652.45 100 24.86%
2625.00

 

Conclusion: Since  the  holding  period  reward  is  more  in  terms  of  percentage  in
option-two i.e., reinvestment of distributions at an average NAV of ` 8.65 per unit, this
option is preferable.

3.
(i) Returns for the year

(All changes on a Per -Unit Basis)
Change in Price: ` 48 – ` 45 = ` 3.00
Dividends received: ` 1.00
Capital gains distribution ` 2.00
Total reward ` 6.00

Holding period reward: 6.00 100 13.33%
45
 

(ii) When  all  dividends  and  capital  gains  distributions  are  re-invested  into  additional
units of the fund @ (` 46/unit)
Dividend + Capital Gains per unit = ` 1.00 + ` 2.00 = ` 3.00
Total received from 200 units = ` 3.00 x 200 = ` 600/-
Additional Units Acquired = ` 600/` 46  = 13.04 Units
Total No. of Units = 200 units + 13.04 units = 213.04 units
Value of 213.04 units held at the end of the year

= 213.04 units x ` 48 = ` 10225.92
Price Paid for 200 Units at the beginning of the year = 200 units x ` 45 = ` 9000.00
Holding Period Reward ` (10225.92 – 9000.00) = ` 1225.92

Holding Period Reward 1225.92 100 13.62%
9000
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4. In  order  to  find  out  the  NAV,  the  cash  balance  at  the  end  of  the  year  is  calculated  as
follows-

Calculation of NAV, if dividend of ` 0.80 is paid –
Net Assets (` 1,15,51,000 – ` 8,00,000) ` 1,07,51,000
No. of Units 10,00,000
NAV per unit ` 10.75

5.
(i) NAV of the Fund

4,00,000 93,72,000 72,24,000 3,03,06,000
6,00,000

  


4,73,02,000 78.8366
6,00,000

  rounded to ` 78.84

(ii) The revised position of fund shall be as follows:
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No. of units of fund = 6,00,000 + 30,00,000 6,38,053
78.8366



(iii) On 2nd February 2012, the NAV of fund will be as follows:

NAV as on 2nd February 2012 = 5,24,86,800 82.26
6,38,053

 per unit

6.

Rate of Earning (Per Unit)
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7.

8. Working Notes:
(i)   Calculation of Interest Accrued

Note: Interests on two remaining securities shall not be considered as last interest was paid on
30.06.2016
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(ii)   Valuation of Securities

Calculation of NAV

Indian Capital Market

1. Let the probability of attaining the maximum price be p
(500 - 420) х p+(400 - 420) х (1-p) = 420 х (e0.02 - 1)
or, 80p - 20(1 - p) = 420 х 0.0202
or, 80p – 20 + 20p = 8.48
or, 100p = 28.48
p= 0.2848

The value of Call Option in `  0.2848 500 450 0.2848 50 13.96
1.0202 1.0202
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2. Initial Margin = µ + 3 σ
Where µ = Daily Absolute Change

σ = Standard Deviation
Accordingly, Initial Margin = ` 10,000 + ` 6,000 = ` 16,000
Maintenance margin = ` 16,000 x 0.75 = ` 12,000

3.

(i) Current future price of the index = 5000 + 5000 (0.09-0.06) 4
12

= 5000+ 50= 5,050∴ Price of the future contract = ` 50 х 5,050 = ` 2,52,500

(ii) Hedge ratio = 1010000 1.5 6 contracts
252500

 

Index after there months turns out to be 4500

Future price will be = 4500 + 4500 (0.09-0.06) 1 4,511.25
12
 

Therefore, Gain from the short futures position is = 6 х (5050 – 4511.25) х 50
= ` 1,61,625

Note: Alternatively we can also use daily compounding (exponential) formula.

4.
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(*) i.e. interest for two days.
Note: Alternatively, answer can also be calculated on the basis of 360 days in a year.

5.
1. 3 Months Interest rate is 4.50% & 6 Months Interest rate is 5% p.a.

Future  Value  6  Months  from  now  is  a  product  of  Future  Value  3  Months  now  &  3
Months
Future Value from after 3 Months.
(1+0.05*6/12) =(1+0.045*3/12) x (1+i3,6 *3/12)
i3,6 = [(1+0.05* 6/12) /(1+0.045 *3/12) – 1] *12/3
i.e. 5.44% p.a.

2. 6 Months Interest rate is 5% p.a. & 12 Month interest rate is 6.5% p.a.
Future  value  12  month  from  now  is  a  product  of  Future  value  6  Months  from  now
and 6
Months Future value from after 6 Months.
(1+0.065) = (1+0.05*6/12) x (1+i6,6 *6/12)
i6,6 = [(1+0.065/1.025) – 1] *12/6
6 Months forward 6 month rate is 7.80% p.a.
The Bank is quoting 6/12 USD FRA at 6.50 – 6.75%
Therefore  there  is  an  arbitrage  Opportunity  of  earning  interest  @  7.80%  p.a.  & Paying
@ 6.75%
Borrow for 6 months, buy an FRA & invest for 12 months
To get $ 1.065 at the end of 12 months for $ 1 invested today
To pay $ 1.060# at the end of 12 months for every $ 1 Borrowed today
Net gain $ 0.005 i.e. risk less profit for every $ borrowed

# (1+0.05/2) (1+.0675/2) = (1.05959) say 1.060

6.
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Value of business

Capitalisation factor 33.60
0.15

 224

Less: Long Term Debts 30
194

Value per share 1,94,00,000
10,00,000

` 19.40

7. The optional hedge ratio to minimize the variance of Hedger’s position is given by:
SH
F
σρ
σ



Where
σS= Standard deviation of ΔS
σF=Standard deviation of ΔF
ρ= coefficient of correlation between ΔS and ΔF
H= Hedge Ratio
ΔS = change in Spot price.
ΔF= change in Future price.
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Accordingly
0.04H 0.75 0.5
0.06

  

No. of contract to be short = 10 x 0.5 = 5
Amount = 5000 x ` 474 = ` 23,70,000

8. Value of Portfolio of Miss. K (` 2,738.70X10,000) ` 2,73,87,000

Number of index future to be sold by Miss. K is: 1.2 2738.70 10000 108
6,086 50
 




contract

(i) Justification of the answer if index is zoomed by 1%:
Gain in the value of the portfolio ` 2,73,87,000X1%X1.2 ` 3,28,644
Loss by short covering of index future is 0.01X6,086X50X108 ` 3,28,644
This justifies the result.

(ii) Justification of the answer if index is plummets by 2%:
Loss in the value of the portfolio ` 2,73,87,000X2%X1.2 ` 6,57,288
Gain by short covering of index future is 0.02X6,086X50X108 ` 6,57,288
This justifies the result.

9.
a. Let P be the buyback price decided by Abhishek Ltd.

Market Capitalisation After Buyback:
1.1 P (Original Shares – Shares Bought back)

30% of 90 lakhs1.1P 10 lakhs
P

   
 

= 11 Lakhs x P – 27 lakhs x 1.1
= 11 lakhs x P – 29.7 lakhs
Market capitalization rate after buyback is 200 lakhs.
Thus, we have:
11 Lakhs x P – 29.7 lakhs = `200 lakhs
or 11P = 200 + 29.7

229.7or P 20.88
11

 

b. Number of shares to be bought back:

 27 lakhs 1.29 lakhs Approximaely
20.88

 

c. New Equity Shares
= (10 – 1.29) lakhs   =  8.71 lakhs

3 10 lakhs 30LEPS Rs. 3.44
8.71 lakhs 8.71L


  

Thus EPS of Abhishek Ltd., increases to `3.44
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10. Number of index future to be sold by the Fund Manager is:
1.1 90,00,00,000 4,605

4,300 50





Justification of the answer:
Loss in the value of the portfolio if the index falls by 10% is

 10 1.10 1190 crore 90 crore
100 100

   

= ` 9.90 Crore.

Gain by short covering of index future is: 0.1 4,300 50 4,605 9.90 Crore
1,00,00,000
  



This justifies the answer cash is not part of the portfolio.

11. The duration of future contract is 4 months.  The average yield during this period will be:
3% 3%4% 3% 3.25%

4
 



As per Cost to Carry model the future price will be
 fr D tF Se 

Where S = Spot Price
rf = Risk Free interest
D = Dividend Yield
t = Time Period

Accordingly, future price will be
= ` 2,200  e(0.08- 0.0325)×4/12 = ` 2,200 e0.01583
= ` 2,200 х 1.01593 = ` 2235.05

12. Consider one-year Treasury bill.

 1

1,00,00091,500
1 r




1
100,0001 r 1.092896
91,500

  

r1 = 0.0929 or 0.093 say 9.30%
Consider two-year Government Security

 2

10,000 1,10,00098,500
1.093 1.093 1 r

 


 2

1,10,00098500 9149.131
1.093 1 r

 


2

100640.489350.87
1 r

 


21 r 1.126351  

2r 0.12635 

2r 0.1263 say 12.63% 
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Consider three-year Government Securities:

 3

10,500 10,500 1,10,50099,000
1.093 1.093 1.1263 1.093 1.1263 1 r

  
  

3

89,761.0799,000 9,606.587 8,529.33
1 r

   


3

89,761.0780,864.083
1 r

 


31 r 1.1100240  

3r 0.1100240 say 11.002% 

13. First of all we shall calculate premium payable to bank as follows:

 
 

 
t

rp rpP A or A
PVAF 3.5%,411 i

i 1 i

  
 
  

   
Where
P = Premium
A = Principal Amount
rp = Rate of Premium
i = Fixed Rate of Interest
t = Time

   
4

0.01 0.01£15,000,000 or £15,000,000
1 0.966 0.933 0.901 0.8711 0.035

0.035 1.035

  
      

 

0.01 £150,000£15,000,000 or £40,861
1 3.67128.5714

0.04016

  
   

Please note above solution has  been  worked  out on  the  basis of  four  decimal points at each
stage.
Now we see the net payment received from bank

Thus, from above it can be seen that interest rate risk amount of £ 337,500 reduced by £ 214,917
by using of Cap option.
Note: It may be possible that student may compute upto three decimal points or may use
different basis. In such case their answer is likely to be different.
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14.
(i) Semi-annual fixed payment

= (N) (AIC) (Period)
Where N = Notional Principal amount = `5,00,000
AIC   = All-in-cost = 8% = 0.08

1805,00,000 0.08
360
    
 

= 5,00,000 × 0.08 (0.5)
= 5,00,000 × 0.04  = `20,000/-

(ii) Floating Rate Payment

  dtN LIBOR
360
   
 

1815,00,000 0.06
360

  

= 5,00,000 × 0.06 (0.503) or 5,00,000 × 0.06 (0.502777)
= 5,00,000 × 0.03018 or 0.30166 = `15,090 or 15,083
Both are correct

(iii) Net Amount
= (i) – (ii)
= `20,000 – `15,090 = `4,910
or  = `20,000 – `15,083 = `4,917

15.
(i) Current portfolio

Current Beta for share = 1.6
Beta for cash = 0
Current portfolio beta = 0.85 x 1.6 + 0 x 0.15 = 1.36

(ii) Portfolio beta after 3 months:

Beta for portfolio of shares =
 

Change in value of portfolio of share
Change in value of market portfolio Index

 
0.0321.6

Change in value of market portfolio Index


Change in value of market portfolio (Index) = (0.032 / 1.6) x 100 = 2%
Position taken on 100 lakh Nifty futures  :     Long
Value of index after 3 months = ` 100 lakh x (100 - 0.02)

= ` 98 lakh
Mark-to-market paid = ` 2 lakh
Cash balance after payment of mark-to-market = ` 13 lakh
Value of portfolio after 3 months = `85 lakh x (1 - 0.032) + `13 lakh

= `95.28 lakh

Change in value of portfolio
100 lakh 95.28 lakh 4.72%

100 lakh


 

Portfolio beta = 0.0472/0.02 = 2.36
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16. The appropriate value of the 3 months futures contract is –
Fo = ` 300 (1.008)3 = ` 307.26
Since the futures price exceeds its appropriate value it pays to do the following:

Such an action would produce a risk less profit of ` 4.74.

17.
rte dp

u d





ert = e0.036

d = 411/421 = 0.976
u = 592/421 = 1.406

0.036e 0.976 1.037 0.976 0.061p 0.1418
1.406 0.976 0.43 0.43

 
   


Thus probability of rise in price 0.1418

Foreign Exchange Risk Management

1. Exchange Position/Currency Position:
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The Bank has to buy spot TT Sw. Fcs. 5,000 to increase the balance in Nostro account to Sw. Fcs.
30,000.
This would bring down the oversold position on Sw. Fcs. as Nil.
Since the bank requires an overbought position of Sw. Fcs. 10,000, it has to buy forward Sw. Fcs.
10,000.

2.
(i) According to Purchasing Power Parity forward rate is

tr

r
1 HSpot rate
1 F
 
  

So spot rate after one year
t1 0.06543.40

1 0.03
    

= ` 43.40 (1.03399)
= ` 44.8751
After 3 years

31 0.06543.40
1 0.03
    

= ` 43.40 (1.03398)³
= ` 43.40 (1.10544)
= ` 47.9761

(ii) As per interest rate parity

1 0
1 in AS S
1 in B
 

   

 
 1

31 0.075 12S £0.7570 31 0.035 12

  
 
   

1.01875£0.7570
1.00875
    

= £0.7570 × 1.0099 = £0.7645
= UK £0.7645 / US$

3. Receipts using a forward contract = 1,00,000/0.02127 = ` 47,01,457
Receipts using currency futures
The number of contracts needed is (1,00,000/0.02118)/4,72,000 = 10
Initial margin payable is 10 x ` 15,000 = ` 1,50,000
On September 1 Close at 0.02133
Receipts = US$1,00,000/0.02133 = 46,88,233
Variation Margin = [(0.02134 – 0.02118) x 10 x 472000/-]/0.02133
OR (0.00016x10x472000)/.02133 = 755.2/0.02133 35,406

47,23,639



TOPIC WISE SOLUTIONS

Sanjay Saraf Educational Institute Pvt. Ltd. Page 71

Less: Interest Cost – 1,50,000 x 0.08 x 3/12 ` 3,000
Net Receipts ` 47,20,639
Receipts under different methods of hedging
Forward contract ` 47,01,457
Futures ` 47,20,639
No hedge
US$ 1,00,000/0.02133 ` 46,88,233
The most advantageous option would have been to hedge with futures.

4. If foreign exchange risk is hedged

If foreign exchange risk is not hedged

AKC Ltd. Is advised to hedge its foreign currency exchange risk.

5.
(1)  Workings-

Option I (To finance the purchases by availing loan at 18% per annum):

Option II (To accept the offer from foreign branch):
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Payment at the end of 180 days:
Cost 3400.00 lakhs yen
Interest at 2% p.a. [3400 × 2/100 × 180/365] 33.53 lakhs yen

3433.53 lakhs yen
Conversion at `100 = 345 yen [3433.53 / 345 × 100] (B) = `995.23 lakhs
Total Cost: (A) + (B) = 1006.13 lakhs
Advise: Option 2 is cheaper by (1090.00 – 1006.13) lakh or 83.87 lakh. Hence, the offer may be
accepted.

6.
(i) The  contract  is  to  be  cancelled  on  31-10-2014  at  the  spot  selling  rate  of  US$  1

= ` 61.5200
Add: Margin Money 0.20% = ` 0.1230

=  61.6430 or ` 61.64
US$ 20,000 @ ` 61.64 = ` 12,32,800
US$ 20,000 @ ` 62.32 = ` 12,46,400
The difference in favour of the Customer = ` 13,600

(ii) The Rate of New Forward Contract
Spot Selling Rate US$ 1 = ` 61.5000

Less: Discount @ 0.93% = ` 0.5720
= ` 60.9280

Less: Margin Money 0.45% = ` 0.2742
= ` 60.6538 or ` 60.65

7. £ Exposure
Since Columbus has a £ receipt (£ 138,000) and payment of (£ 480,000) maturing at the same time
i.e. 3 months,  it  can match them  against  each  other  leaving  a  net  liability  of  £ 342,000 to be
hedged.
(i) Forward market hedge

Buy 3 months' forward contract accordingly, amount payable after 3 months will be
£ 342,000 / 0.9520     = US$ 359,244

(ii) Money market hedge
To pay £ after 3 months' Columbus shall requires to borrow in US$ and translate to £ and
then deposit in £.
For  payment  of  £  342,000  in  3  months  (@2.5%  interest)  amount  required  to  be
deposited now
(£ 342.000  1.025) = £ 333,658
With spot rate of 0.9830 the US$ loan needed will be = US$ 339,429.
Loan repayable after 3 months @3.25% interest
[$339,429 (1+0.0325)] will = US$ 350,460.
In this case the money market hedge is a cheaper option.

€ Receipt
Amount to be hedged = € 590,000
Now we Convert exchange rates to home currency
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4 months forward 1.9510 – 1.9540
(i) Forward market hedge

Sell  4  months'  forward  contract  accordingly,  amount  receivable  after  4  months  will be
(€590,000 × 1.9510) = US$ 1,151,090

(ii) Money market hedge
For money market hedge Columbus shall borrow in € and then translate to US$ and deposit
in US$
For  receipt  of €  590,000  in  4  months  (@  5.33%  interest)  amount  required  to  be
borrowed now
(€590,000 ÷ 1.0533) = € 560,144
With spot rate of 0.5294 the US$ deposit will be = US$ 1,058,073
deposit amount will increase over 3 months (@3.83% interest) will be [$1058073 X
1.0383] = US$ 1,098,597
In this case, more will be received in US$ under the forward hedge.

8.

Since the amount of Indian Rupees to be Received is less than the amount repaid in both cases
there is no scope for covered interest arbitrage by borrowing in Indian Rupees.

9. The company can proceed in the following ways to realise arbitrage gain:
a. Buy Rupees from US$ at Mumbai: ` 64.10 x US$ 2,00,00,000 = ` 128,20,00,000
b. Convert Rupees from US$ at London: ` 128,20,00,000/99.10 = GBP 1,29,36,427.85
c. Convert  GBP  into  US$  at  New  York  =  GBP  1,29,36,427.85  x  1.5530  = US$

2,00,90,272.45
There is a Net Gain of = US$ 2,00,90,272.45 - US$ 2,00,00,000 = US$ 90,272.45

10. On January 28, 2010 the importer customer requested to remit SGD 25 lakhs.
To consider sell rate for the bank:

US $ = ` 45.90
Pound 1 =  US$ 1.7850
Pound 1 =   SGD 3.1575

Therefore, SGD 1
45.90 * 1.7850
SGD 3.1575
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SGD 1 = ` 25.9482
Add: Exchange margin (0.125%) ` 0.0324

` 25.9806
On February 4, 2010 the rates are
US $ = ` 45.97
Pound 1 =  US$ 1.7775
Pound 1 =   SGD 3.1380

Therefore, SGD 1
45.97 * 1.7775
SGD 3.1380



SGD 1 = ` 26.0394
Add: Exchange margin (0.125%) ` 0.0325

` 26.0719
Hence, loss to the importer
= SGD 25,00,000 (`26.0719 – `25.9806) = ` 2,28,250

11. The amount of EURO bought by selling US$
US$ 10,00,000 * EURO 1.4400 =  EURO  14,40,000
The amount of EURO sold for
Buying USD 10,00,000 * 1.4350 =  EURO  14,35,000
Net Gain in the Transaction =   EURO 5,000
To sell EURO 5,000 in the market @
a. USD 1 = EURO 1.4350 &
b. USD1 = INR 61.4300
Cross Currency buying rate of EUR/INR is ` 61.4300 / 1.4350 i.e. ` 42.8084
Gain in the Transaction ` 42.8084 * 5000   = ` 2,14,042.00

12. The arbitrageur can proceed as stated below to realize arbitrage gains.
(i) Buy GBP at New York for USD USD 1,00,00,000

GBP/USD 1.72
Add: Exchange Margin @ 0.125% 0.002

1.722
Accordingly, GBP acquired in exchange of USD1,00,00,000 is GBP 58,07,200

(ii) Sell these GBP at London Market and get INR
GBP/INR 102.50
Less: Exchange Margin@ 0.125% 0.13

102.37
INR on conversion of GBP (58,07,200 X 102.37)    INR 59,44,83,064

(iii) Acquire USD by selling INR at Mumbai
USD/INR 59.35
Add: Exchange Margin @ 0.125% 0.07

59.42

Accordingly, USD acquired in exchange of INR 59,44,83,064
59.42

is USD 1,00,04,763

Net Gain (USD 1,00,04,763 - USD 1,00,00,000) USD 4,763



TOPIC WISE SOLUTIONS

Sanjay Saraf Educational Institute Pvt. Ltd. Page 75

13.
(i) Receipt under three proposals

a. Invoicing in Sterling

Invoicing in £ will produce =
€ 4 million £3398471

1.1770


b. Use of Forward Contract
Forward Rate  = €1.1770+0.0055 = 1.1825

Using Forward Market hedge Sterling receipt would be
€ 4 million £3382664

1.1825


c. Use of Future Contract
The  equivalent  sterling  of  the  order  placed  based  on  future  price  (€1.1760)

€4.00 million £3401360
1.1760

 

Number of Contracts = £3401360 54
62,500

 Contracts (to the nearest whole number)

Thus, € amount hedged by future contract will be = 54 × £62,500 = £3375000
Buy Future at €1.1760
Sell Future at €1.1785

€0.0025
Total profit on Future Contracts = 54 × £62,500 × €0.0025 =€8438
After 6 months
Amount Received € 4000000
Add: Profit on Future Contracts €       8438

€ 4008438
Sterling Receipts

On sale of € at spot €4008438 €3401305
1.1785

 

(ii) Proposal  of  option  (c)  is preferable  because  the  option  (a)  &  (b)  produces  least
receipts.

14. Cash Balances:
Acting independently

Cash Balances:
Immediate Cash pooling

`(‘000)
India -5,00,000

12.50 millionU.S. 5,81,395
0.0215
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6.00 millionU.K. 4,02,685
0.0149



4,84,080
Immediate cash pooling is preferable as it maximizes interest earnings.

15. In  the  given  case,  the  exchange  rates  are  indirect.  These  can  be  converted  into  direct
rates as follows:
Spot rate

GBP = 1
USD 1.5617

to
1

USD 1.5673
USD = GBP 0.64033 - GBP 0.63804
6 months’ forward rate

GBP = 1
USD 1.5455

to
1

USD 1.5609
USD = GBP 0.64704 - GBP 0.64066
Payoff in 3 alternatives
i. Forward Cover

Amount payable USD 3,64,897
Forward rate GBP 0.64704
Payable in GBP GBP 2,36,103

ii. Money market Cover

iii. Currency options
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Thus total payment in:
(i) Forward Cover 2,36,103 GBP
(ii) Money Market 2,36,511 GBP
(iii)  Currency Option 2,27,870 GBP
The company should take currency option for hedging the risk.

16.
(i) (98,000) (`55) = `53,90,000
(ii) (100,000) (`56) = `56,00,000

Differences = `56,00,000 – `53,90,000 = `2,10,000
(iii) Time value of money = (100,000 – 98,000) (` 56) = `1,12,000

Protection from devaluation = (98,000) (`56 – `55) = `98,000

17.
(i) If investment is made at London

Convert US$ 5,00,000 at Spot Rate (5,00,000/1.5390) = £ 3,24,886
Add: £ Interest for 3 months on £ 324,886 @ 5% = £      4,061

= £ 3,28,947
Less: Amount Invested $ 5,00,000
Interest accrued thereon $      5,000 = $ 5,05,000
Equivalent amount of  £ required to pay the
above sum ($ 5,05,000/1.5430) = £ 3,27,285
Arbitrage Profit = £      1,662

(ii) If investment is made at New York
Gain $ 5,00,000 (8% - 4%) x 3/12 = $      5,000
Equivalent amount in £ 3 months ($ 5,000/ 1.5475) £      3,231

(iii) If investment is made at Frankfurt
Convert US$ 500,000 at Spot Rate (Cross Rate) 1.8260/1.5390 = €    1.1865
Euro equivalent US$ 500,000 = € 5,93,250
Add: Interest for 3 months @ 3% = €      4,449

= € 5,97,699
3 month Forward Rate of selling € (1/1.8150) = £    0.5510
Sell € in Forward Market € 5,97,699 x £ 0.5510 = £ 3,29,332
Less: Amounted invested and interest thereon = £ 3,27,285
Arbitrage Profit = £      2,047
Since out of three options the maximum profit is in case investment is made in New York.
Hence it should be opted.
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Sensitivity Analysis

1. Calculation of NPV
= - ` 50,00,000 + [2,00,000 (` 30 – ` 16.50) – ` 10,00,000] PVIAF(12%,5)
= - ` 50,00,000 + [2,00,000 (` 13.50) – ` 10,00,000] 3.605
= - ` 50,00,000 + [` 27,00,000 – ` 10,00,000] 3.605
= ` 50,00,000 + ` 61,28,500 = ` 11,28,500
Measurement of Sensitivity Analysis
(a) Sales Price:-

Let the sale price/Unit be S so that the project would break even with 0 NPV.∴ ` 50,00,000 = [2,00,000 (S – ` 16.50) – ` 10,00,000] PVIAF(12%,5)
` 50,00,000 = [2,00,000S – ` 33,00,000 – ` 10,00,000] 3.605
` 50,00,000 = [2,00,000S – ` 43,00,000] 3.605
` 13,86,963 = 2,00,000S – ` 43,00,000
` 56,86,963 = 2,00,000S
S = ` 28.43 which represents a fall of (30 - 28.43)/30 or 0.0523 or 5.23%

(b) Sales volume:-
Let V be the sale volume so that the project would break even with 0 NPV.∴ ` 50,00,000 = [V (` 30 – ` 16.50) – ` 10,00,000] PVIAF(12%,5)
` 50,00,000 = [V (` 13.50) – ` 10,00,000] PVIAF(12%,5)
` 50,00,000 = [` 13.50V – ` 10,00,000] 3.605
` 13,86,963 = ` 13.50V – ` 10,00,000
` 23,86,963  = ` 13.50V
V = 1,76,812 which represents a fall of (2,00,000 - 1,76,812)/2,00,000 or 0.1159 or 11.59%

(c) Variable Cost:-
Let the variable cost be V so that the project would break even with 0 NPV.∴ ` 50,00,000 = [2,00,000(` 30 – V) – ` 10,00,000] PVIAF(12%,5)
` 50,00,000 = [` 60,00,000 – 2,00,000 V – ` 10,00,000] 3.605
` 50,00,000 = [` 50,00,000 – 2,00,000 V] 3.605
` 13,86,963 = ` 50,00,000 – 2,00,000 V
` 36,13,037 = 2,00,000V
V = ` 18.07 which represents a fall of (18.07 – 16.50)/16.50 or 0.0951 or 9.51%

(d) Value of expected sales volume
( 1,75,000 X 0.30) + ( 2,00,000 X 0.60) + ( 2,25,000 X 0.10) = ` 1,95,000
NPV = [195000 × ` 13.50 – ` 10,00,000] 3.605 – ` 50,00,000 = ` 8,85,163
Since, the expected NPV is positive project can be accepted.
Further NPV in worst and best cases will be as follows:
Worst Case:
[1,75,000 × ` 13.50 – ` 10,00,000] 3.605 – ` 50,00,000 = - ` 88,188
Best Case:
[2,25,000 × ` 13.50 – ` 10,00,000] 3.605 – ` 50,00,000 = ` 23,45,188
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Thus there are 30% chances that the rise will be a negative NPV and 70% chances of  positive
NPV. Since  acceptable level  of risk  of  Unnat Ltd.  is  20%  and there  are 30% chances of
negative NPV hence project should not be accepted.

Management Buy - out

1. Working Notes
Calculation of Interest Payment on 9% Debentures
PVAF (9%,6) = 4.486

Annual Installment =
22.50 crore 5.0156 crore

4.486


Statement showing Value of Equity

*Figures have been rounded off.
In the beginning of 2013-14 equity was ` 82.5000 crore which has been grown to ` 194.7795 over
a period of 4 years. In such case the compounded growth rate shall be as follows:
(194.7795/82.5000)¼ - 1 = 23.96%
This growth rate is slightly higher than 20% as projected by Mr. Smith.
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If the condition of VenCap for 18 shares is accepted the expected share holding after 4 years
shall be as follows:

Thus, it is likely that Mr. Smith may not accept this condition of VenCap as this may result in
losing their majority ownership and control to VenCap. Mr. Smith may accept their condition if
management has further opportunity to increase their ownership through other forms.

Bond Valuation

1. To calculate duration of bond we need YTM, which shall be calculated as follows:
Let us try NPV @ 5%

         1 2 3 4 5
600 600 600 600 10,600 10,796.80

1.05 1.05 1.05 1.05 1.05
     

= ` 571.43 + ` 544.22 + ` 518.30 + ` 493.62 + ` 8,305.38 – ` 10,796.80 = – ` 363.85
Let us now try NPV @ 4%

         1 2 3 4 5
600 600 600 600 10,600 10,796.80

1.04 1.04 1.04 1.04 1.04
     

= ` 576.92 + ` 554.73 + ` 533.40 + ` 512.88 +` 8,712.43 – ` 10,796.80 = ` 93.56
Let us now interpolation formula

   93.564% 5% 4%
93.56 363.85

   
 

93.564%
93.56 363.85

 


93.564% 4.20%
457.41

  

Duration of X Ltd.’ s Bond

Duration of the Bond is 4.4878 years say 4.9 years.
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Duration of Y Ltd.’s Bond

Duration of the Bond is 4.6280 years say 4.63 years.
Decision: Since  the  duration  of  Bond  of  Y  Ltd.  is  lower  hence  it  should  be  preferred.
However difference between the duration of bond is not much higher and with higher coupon
rate of X Ltd.’s bond, Mr. A should go for X Ltd.’s bond.

Interest Rate Collars

1.
a. The pay-off of each leg shall be computed as follows:

Cap Receipt
Max {0, [Notional principal x (LIBOR on Reset date – Cap Strike Rate) x
Number of days in the settlement period

365
Floor Pay-off
Max {0, [Notional principal x (Floor Strike Rate – LIBOR on Reset date) x
Number of days in the settlement period

365
Statement showing effective interest on each re-set date

b. Average Annual Effective Interest Rate shall be computed as follows:
15,99,999 365 100 5.33%

1,00,00,000 1095
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Forward Rate Agreement

1.
a. By  entering  into  an  FRA,  firm  shall  effectively  lock  in  interest  rate  for  a  specified

future  in  the  given  it  is  6  months.  Since,  the  period  of  6  months  is  starting  in  3
months, the firm shall opt for 3 × 9 FRA locking borrowing rate at 5.94%.
In the given scenarios, the net outcome shall be as follows:

Thus, by entering into FRA, the firm has committed itself to a rate of 5.94% as follows:
€1,485,000 12100 5.94%

€50,000,000 6
  

b. Since firm is a borrower it will like to off-set interest cost by profit on Future Contract.
Accordingly, if interest rate rises it will gain hence it should sell interest rate futures.

No. of Contracts =
Amount of Borrowing Duration of Loan

Contract Size 3 months


€50,000,000 6 2000 contracts
€50,000 3

  

The final outcome in the given two scenarios shall be as follows:

Thus, the firm locked itself in interest rate €1,462,500 12100 5.85%
€50,000,000 6
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Valuation of Company

1. Cost of capital by applying Free Cash Flow to Firm (FCFF) Model is as follows:-

Value of Firm = 1
0

e n

FCFFV
K g




Where -
FCFF1 = Expected FCFF in the year 1
Kc = Cost of capital
Gn = Growth rate forever
Thus, ` 500 lakhs = ` 20 lakhs /(Kc-g)
Since g = 5%, then Kc = 9%
Now, let X be the weight of debt then with given cost of equity = 12% and cost of debt = 6%,
12% (1 – X) + 6% X = 9%
X= 0.50
Hence, X = 0.50, so book value weight for debt taken was 50%∴ Correct weight should be 75% of equity and 25% of debt.∴ The Cost of capital should be = Kc = 12% (0.75) + 6% (0.25) = 10.50%
and correct firm’s value = ` 20 lakhs/(0.105 – 0.05) = ` 363.64 lakhs.

Money Market

1. Calculation of Investment Amount
Amount required for making payment on 30th January, 2010 = ` 80,00,000
Investment in Certificates of Deposit (CDs) on 31st October, 2009
Rate of interest = 8% p.a.
No. of days to maturity = 91 days
Interest on ` 1 of 91 days
(` 1 × 0.08 × 91/365) = 0. 0199452
Amount to be received for Re. 1
(` 1.00 + ` 0.0199452) = 1. 0199452
Calculation of amount to be invested now to get ` 80 lakhs after 91 days:

80,00,000 78,43,558.65
1.0199452
 

or, ` 78,43,600 or ` 78,44,000 approximately.

2.
a. Dirty Price

= Clean Price + Interest Accrued
12 29299.42 100
100 360

   

= 109.1533
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b. First Leg (Start Proceed)
Dirty Price 100 Initial Marg inNomin al Value

100 100


  

109.1533 100 25,00,00,000
100 100


  

= ` 5,34,85,117 say ` 5,34,85,000
c. Second Leg (Repayment at Maturity)

No. of daysStart Proceed 1 Repo rate
360

     
 

145,34,85,000 1 0.0525 5,35,94,199
360

      
 

3. Case (i) Required yield rate = 5%

Case (ii) Required yield rate = 5.1%

Case (iii) Required yield rate = 10%

Case (iv) Required yield rate = 10.1%



TOPIC WISE SOLUTIONS

Sanjay Saraf Educational Institute Pvt. Ltd. Page 85

4.

Cost of Funds =  2,10,833 1 0.30 12 100 9.54%
46,39,167 4


  

5.
(i) Pre-tax Income required on investment of ` 20,00,000

Let  the  period  of  Investment  be  ‘P’  and  return  required  on  investment ` 1,00,000  (`
20,00,000 x 5%)
Accordingly,

9 P20,00,000 50,000 1,00,000
100 12

     
 
P = 10 months

(ii) Break-Even its investment expenditure
9 P20,00,000 50,000 0

100 12
     
 
P = 3.33 months

Lease Financing

1. Borrowing option:
Annual Instalment = ` 5,00,000/- / 5 = ` 1,00,000/-
Annual depreciation = ` 5,00,000/- / 5 = ` 1,00,000/-
Computation of net cash outflow:
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Calculation of lease rentals:
Therefore, Required Annual after tax outflow   = 3,43,812/3.993  = ` 86,104/-.
Therefore, Annual lease rental = 86,104/0.70 = ` 1,23,006/-

Replacement Decision

1.
A & Co. Equivalent cost of (EAC) of new machine

PV of cost of replacing the old machine in each of 4 years with new machine
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Advice: The  company  should  replace  the  old  machine  immediately  because  the  PV  of
cost of replacing the old machine with new machine is least.

2. In this question the effect of increasing running cost and decreasing resale value have to be
weighted upto against the purchase cost of bike.  For this purpose we shall compute Equivalent
Annual  Cost  (EAC)  of  replacement  in  different  years  shall  be  computed  and compared.

Computation of EACs

Thus, from above table it is clear that EAC is least in case of 2 years, hence bike should be
replaced every two years.
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Index Futures

1. Let the number of contract in Index future be y and Beta of X Inc. be x. Then,
100,000 22x 50,000 40 2 y *

1,000
   

 

* Negative (-) sign indicates the sale (short) position
2,200,000x – 4,000,000 = -1,000y

Cash Outlay (Outflow)

* Negative (-) sign indicates the indicates inflow due to sale (short) position

Cash Inflow

* Negative (-) sign indicates the indicates outflow due to purchase (long) position

Position on Close Out
(200,000 -1,000 y) – (96,000 - 985y) = 114,500
y=-700
Thus number of future contract short is 700
Beta of X Inc. can be calculated as follows:
2,200,000x – 4,000,000 = -1000 × 700
2,200,000x = 3,300,000
x = 1.5
Thus Beta of X Inc. shall be 1.5

2.

(a) The Forward Price shall be =  n r y
0S e 

Where
S0 = Spot price
n = period
r = risk free rate of interest
y = dividend yield
Accordingly,
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Forward Price = 2290  90/365 0.0416 0.0175e 

0.0059422290 e

= 2290 (1.005960)
= 2303.65

(b) Gain/loss on Long Position after 28 days
 28/365 0.0416 0.01752450 2290 e  

0.0018492450 2290 e 

= 2450 – 2290(1.001851)
= 2450 - 2294.24
= 155.76

(c) Gain/loss on Long Position at maturity
= Sn – S0en(r – y)

= 2470.00 – 2303.65 = 166.35

3. Initial Margin = µ + 3 σ
Where  µ = Daily Absolute Change

σ = Standard Deviation
Accordingly
Initial Margin = ` 10,000 + ` 6,000 = ` 16,000
Maintenance margin = ` 16,000 x 0.75 = ` 12,000

4.

(i) Current future price of the index = 5000 + 5000 (0.09-0.06) 4
12

= 5000+ 50= 5,050

Price of the future contract = ` 50 х 5,050 = ` 2,52,500

(ii) Hedge ratio = 10,10,000 1.5
2,52,500

  6 contracts

Index after there months turns out to be 4500

Future price will be = 4500 + 4500 (0.09-0.06) 1
12

= 4,511.25
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Therefore, Gain from the short futures position is = 6 х (5050 – 4511.25) х 50 = ` 1,61,625
(iii) To  use  CAPM  we  require  risk-free  rate  of  return,  beta  of  portfolio  and  Market

Return.  Since  risk-free  rate  of  return  and  beta  of  portfolio  is  given  first  we  shall
calculate market return as follows:
Change in Index Value = 4500-5000 = -500

Return from Index = 500 100= -10% for 3 months
50000




Dividend yield on index p.a. = 6% and for 3 months shall be 1.5%.
Thus return to investor for investment in index for three months= -10%+1.5% = -8.5%
Now we can use CAPM to compute expected return for 3 months:
Expected Return = Rf +β (Rm – Rf)

= 2.25% + 1.50(- 8.5 - 2.25%)
= 2.25% + 1.50 (-10.75%)
= -13.875%

The expected value of portfolio (without hedging) after 3 months will be:
` 10,10,000[1+(-0.13875)]= `8,69,862.25
The expected value of portfolio with hedging after 3 months will be:
= Expected Value of portfolio (without hedging) + Gain from the future Index
= `8,69,862.25 + `1,61,625 = `10,31,487.25

5. The fair price of the index future contract can calculated as follows:

FC = 13,800 + [(13,800 × 0.12 6
12
  13,800 × 4.8% × 0.50)]

= 13,800 + [828 – 331.20]  = ` 14,296.80
Since presently index is trading at ` 14,340, hence it is overpriced.
To earn an abnormal rate of return, Mr. X shall take following steps:
1. Mr. X shall buy a portfolio which comprising of shares as index consisted of.
2. Mr. X shall go for short position on index future contract.
Now we shall calculate return to Mr. X under two given situations:
(i) Return of Mr. X, if index closes at ` 10,200

(ii) Return of Mr. X if index closes at ` 15,600
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6 months Return 871.20 100 6.31%
13,800



Annualised Return = 6.31 × 2 = 12.63%

Capital Rationing

1.
(a) Hard Capital Rationing is a situation is due to factors external to the orgnaisation. In other

words It implies a situation where in an entity could not raise funds beyond a certain  point
due  to  external  circumstances.  On  the  contrary,  when  an  entity  is unable  to  raise
funds  beyond  a  certain  limits  due  to  reasons  internal  to  the organization is the case of
Soft Capital Rationing. These limitations may be due to any reason such as budgetary
ceiling, difficulty in planning and control etc. Since in the given case the limitation of loan
upto ` 30 crore is due to unwillingness to take loan at expensive rate, it will be a case of Soft
Capital Rationing.

(b)
Computation of Equivalent Annuities

Since  equivalent  cash  inflow  is  maximum  in  case  of  Project  Y,  same  should  be
accepted.

(c) If the projects are not repeated in the future it shall be decided on the basis of NPV as
follows:

Thus combination XZ should be accepted as it results in maximum NPV.
Now  let  us  consider  the  aspect  of  Government  support  to  evaluate  the  project  Y
using Adjusted Present Value (APV) approach as follows:
 Base NPV = ` 7.20 Crore + ` 7 crore = ` 14.20 crore
 Present value of side effect of financing
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1. Grant of Cash Subsidy ` 7.00 crore
2. Subsidized Loan 50% (` 38 crore - ` 7 crore) = ` 15.50 crore
Present Value of Side Effect of Financing

APV = Base NPV + Present Value of Side Effect of Financing
= ` 14.20 crore  + ` 3.1423 crore = ` 17.3423 crore

Since  APV  of  Project  Y  is  more  than  combination  XZ  same  should  be accepted.

International Capital Budgeting

1.
Calculation of NPV

NPV of 3 years = -55110 (` ‘000)



TOPIC WISE SOLUTIONS

Sanjay Saraf Educational Institute Pvt. Ltd. Page 93

2. Financial  Analysis  whether  to  set  up  the  manufacturing  units  in  India  or  not  may  be
carried using NPV technique as follows:
I. Incremental Cash Outflows

II. Incremental Cash Inflow after Tax (CFAT)
(a) Generated by investment in India for 5 years

(b) Cash generation by exports

(c) Additional CFAT attributable to Foreign Investment

III. Determination of NPV
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Since NPV is positive the proposal should be accepted.

Economic Value Added

1. First necessary adjustment of the data as reported by historical accounting system shall be made
as follows:

Invested Capital (as per replacement cost) is ` 84 crore.
Accordingly,
EVA = Operating Profit – (Invested Capital x Cost of Capital)

= ` 22,20,00,000 – ` 84 crore x 11%
= ` 22.2 crore – ` 9.24 crore
= ` 12.96 crore

2.
(a) WACCP = [14.0%(1 - 0.35)](0.80) + 26.0%(0.20) = 12.48%

WACCQ = [12.0%(1 - 0.35)](0.50) + 22.0%(0.50) = 14.90%
WACCR = [10.0%(1 - 0.35)](0.20) + 20.0%(0.80) = 17.30%

(b) EVA = EBIT(1 - T) - (WACC x Invested capital)
EVAP = €25,000(1 - 0.35) - (0.1248 x €100,000)

= €16,250 - €12,480
= €3,770

EVAQ = €25,000(1 - 0.35) - (0.1490 x €100,000)
= €16,250 - €14,900
= €1,350

EVAR = €25,000(1 - 0.35) - (0.1730 x €100,000)
= €16,250 - €17,300
= -€1,050

(c) EVAP > EVAQ > EVAR; Thus, P Ltd. would be considered the best investment. The result
should  have  been  obvious,  given  that  the  firms  have  the  same  EBIT,  but WACCP <
WACCQ < WACCR.

(d) P Ltd.  Q Ltd.  R Ltd.
EBIT €25,000 €25,000 €25,000
Interesta (11,200) ( 6,000) ( 2,000)
Taxable income 13,800 19,000 23,000
Tax (35%) ( 4,830) ( 6,650) ( 8,050)
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Net income € 8,970 €12,350 €14,950
Shares 6,100 8,300 10,000
EPS €1.470 €1.488 €1.495
Stock price: P/E = 15x €22.05 €22.32 €22.43
a InterestP = €100,000(0.80) x 0.14 = €11,200

InterestQ = €100,000(0.50) x 0.12 = € 6,000
InterestR = €100,000(0.20) x 0.10 = € 2,000

(e) Given  the  three  firms  have  substantially  different  capital  structures,  we  would expect
that  they  also  have  different  degrees  of  financial  risk.  Therefore,  we  might want to
adjust the P/E ratios to account for the risk differences.

Equity Beta

1.

1) E D
company equity debt

0 0

V VB
V V

β β   

Note:  Since  βdebt is  not  given  it  is  assumed  that  company  debt  capital  is  virtually
riskless.
If company’s debt capital is riskless than above relationship become:

E
company equity debt

0

V as B 0
V

β β  

Here βequity = 1.5;
VE = ` 60 lakhs.
VD = ` 40 lakhs.
V0 = ` 100 lakhs.

company
60 lakhs1.5
100 lakhs

β  

= 0.9
2) Company’s cost of equity = Rf + βA × Risk premium

Where Rf = Risk free rate of return
βA = Beta of company assets

Therefore,  company’s  cost  of  equity  =  8%  +  0.9  ×  10  = 17%  and  overall  cost  of
capital shall be

60,00,000 40,00,00017% 8%
100,00,000 100,00,000

   

= 10.20% + 3.20% = 13.40%
Alternatively it can also be computed as follows:
Cost of Equity = 8% + 1.5 x 10 = 23%
Cost of Debt = 8%

WACC (Cost of Capital) 60,00,000 40,00,00023% 8% 17%
1,00,00,000 1,00,00,000
   

In case of expansion of the company’s present business, the same rate of return i.e. 13.40%
will be used. However, in case of diversification into new business the risk profile  of  new
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business  is  likely  to  be  different.  Therefore,  different  discount  factor has to be worked
out for such business.

Venture Capital Financing

1. Impact of Financial Restructuring
(i) First we shall find out the probability the venture capital project survives to the end of six

years.

Thus, probability of project will fail = 1 – 0.255 = 0.745

(ii) Next using CAPM we shall compute the cost of equity to compute the Present Value of
Cash Flows
Ke = Rf +β (Rm – Rf)
= 6% +7 (8% – 6%) = 20%

(iii) Now we shall compute the net present value of the project
The present value of cash inflow after 6 years
(`600 Crore ×PVIF 20%) ` 201 Crore
Less:- Present value of Cash outflow ` 45 Crore

`156 Crore
Net Present Value of project if it fails (` 45 Crores)
Hence, expected NPV = (0.255)(156) + (0.745)(-45) `6.255 Crores
Since expected NPV of the project is positive it should be accepted.
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Risk Analysis in Capital Budgeting

1. Decision tree diagram is given below:

Evaluation
At Decision Point C: The choice is between investing ` 20 lacs for a perpetual benefit of ` 4  lacs
and  not  to  invest.  We  shall  determine  the  PV  of  Benefits  in  perpetuity (Capitalised Value)
as follows:

4 lac 40 lac
0.10
 

Net Benefit = ` 40 lac - ` 20 lac = ` 20 lac
The  preferred  choice  is  to  invest,  since  the  capitalized  value  yields  a  net  benefit  of ` 20
lacs.
At Decision Point D: The choice is between investing ` 12 lacs, for a similar perpetual benefit of
` 1 lac, and not to invest shall be based on net benefit as computed above.

1 lac 10 lac
0.10
 

Net Benefit = ` 10 lac - ` 12 lac = - ` 2 lac
Since, there is a negative benefit of ` 2 lacs. Therefore, it would not be prudent to invest at this
point.
At Outcome Point B: Evaluation of EMV is as under (` in lacs).

EMV at B is, therefore, ` 10 lacs.
At  Decision  Point  A:  Decision  is  to  be  taken  based  on  preferences  between  two
alternatives. The first is to test, by investing ` 2,40,000 and reap a benefit of ` 10 lacs. The second
is not to test, and thereby losing the opportunity of a possible gain.
The  preferred  choice  is,  therefore,  investing  a  sum  of ` 2,40,000  and  undertaking  the test.
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2. Computation of Annual Cash Flow
(i) Inflation adjusted Revenues

(ii) Inflation adjusted Costs

(iii) Tax Benefit on Depreciation = ` 2,00,000 x 0.60 = ` 1,20,000
(iv) Net Profit after Tax

(v) Present Value of Cash Inflows

NPV = ` 9,06,738 – ` 8,00,000  = ` 1,06,738
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3. Decision Tree showing pay off

First of all we shall calculate probability of high demand (P) using risk neutral method as
follows:
8% = p x 30% + (1-p) x (-40%)
0.08 = 0.30 p - 0.40 + 0.40p

0.48p 0.686
0.70
 

The value of abandonment option will be computed as follows:
Expected Payoff at Year 1
= p x 0 + [(1-p) x 20]
= 0.686 x 0 + [0.314 x 20]
= ` 6.28 crore
Since expected pay off at year 1 is 6.28 crore. Present value of expected pay off will be:
6.28 5.81 crore
1.08



Thus the value of abandonment option (Put Option) is ` 5.80 crore.

Security Analysis

1. Workings:
Asset turnover ratio = 1.1
Total Assets = ` 600
Turnover ` 600 lakhs × 11 = ` 660 lakhs

Effective interest rate Interest 8%
Libilities
 

Liabilities = ` 125 lakhs + 50 lakhs = 175 lakh
Interest = ` 175 lakhs × 0.08 = ` 14 lakh
Operating Margin = 10%
Hence operating cost = (1 - 0.10) ` 660 lakhs = ` 594 lakh
Dividend Payout = 16.67%
Tax rate = 40%
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I. Income statement

II. SGR = G = ROE (1-b)
PATROE and NW 100 lakh 300 lakh 400 lakh
NW
   

312 lakhsROE 100 7.8%
400 lakhs
  

SGR = 0.078(1 - 0.1667) = 6.5%
III. Calculation of fair price of share using dividend discount model

 0
0

e

D 1 g
P

k g





5.2 lakhsDividends 0.52
10 lakhs
 

Growth Rate = 6.5%
 

0

0.52 1 0.065 0.5538Hence P 6.51
0.15 0.065 0.085


  


IV. Since the current market price of share is ` 14, the share is overvalued. Hence the investor

should not invest in the company.

2. To calculate the duration first the we shall calculate Market price of bond as follows:
160 (PVIFA 17%,6) + 1,000 (PVIF 17%,6)
= 160 (3.589) + 1,000 (0.390)
= 574.24 + 390
= 964.24
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1. Duration

Duration of the Bond is 4.243 years
2. Volatility

 
Duration 4.243Volatility of the bonds 3.63%
1 YTM 1.17

  


3. Computation of current value of G’s portfolio
(i) 100 Nos. Bond A, ` 1,000 par value, 9% Bonds maturity 3 years:

`
Current value of interest on bond A
1-3 years: ` 9000 × Cumulative P.V. @ 12% (1-3 years) 21,618

= ` 9000 × 2.402
Add: Current value of amount received on maturity of Bond A
End of 3rd year: ` 1,000 × 100 × P.V. @ 12% (3rd year) 71,200

= ` 1,00,000 × 0.712
92,818

(ii) 100 Nos. Bond B, ` 1,000 par value, 10% Bonds maturity 5 years:
Current value of interest on bond B
1-5 years: ` 10,000 × Cumulative P.V. @ 12% (1-5 years)

= ` 10,000 × 3.605 36,050
Add: Current value of amount received on maturity of Bond B
End of 5th year: ` 1,000 × 100 × P.V. @ 12% (5th year) 56,700

= ` 1,00,000 × 0.567 92,750
(iii) 100 Preference shares C, ` 1,000 par value, 11% coupon

11% 1000 Nos. 100 11,000
13% 0.13

 
 84,615

(iv) 100 Preference shares D, ` 1,000 par value, 12% coupon
12% 1000 Nos. 100 12,000

13% 0.13
 

 92,308

Total current value of his portfolio [(i) + (ii) + (iii) + (iv)] 3,62,491
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4.
(a) Calculation of Profit after tax (PAT)

Calculation of Interest and Fixed Dividend Coverage
PAT Debenture interest

Debenture interest Preference dividend





15,80,000 7,68,000 23,48,800 2.16 times
7,68,000 3,20,000 10,88,000


   



(b) Calculation of Capital Gearing Ratio

Capital Gearing Ratio =
Fixed interest bearing funds
Equity shareholder's funds

Preference Share Capital Debentures 40,00,000 64,00,000
Equity Share Capital Reserves 80,00,000 32,00,000

 
 

 

1,04,00,000 0.93
1,12,00,000
 

(c) Calculation of Yield on Equity Shares:
Yield  on  equity  shares  is  calculated  at  50%  of  profits  distributed  and  5%  on
undistributed profits:
50% on distributed profits (` 6,40,000 × 50/100) 3,20,000
5% on undistributed profits (` 6,20,800 × 5/100) 31,040
Yield on equity shares 3,51,040

Yield on equity shares %
Yield on shares 100

Equity share capital
 

3,51,040 100 4.39% or, 4.388%
80,00,000
  

Calculation of Expected Yield on Equity shares
Note: There is a scope for assumptions regarding the rates (in terms of percentage for every
one time of difference between Sun Ltd. and Industry Average) of risk premium involved
with  respect  to  Interest  and  Fixed  Dividend  Coverage and  Capital  Gearing Ratio. The
below solution has been worked out by assuming the risk premium as:
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(i) 1% for every one time of difference for Interest and Fixed Dividend Coverage.
(ii) 2% for every one time of difference for Capital Gearing Ratio.

a. Interest and  fixed  dividend  coverage  of  Sun  Ltd.  is  2.16  times  but  the
industry average is 3 times. Therefore, risk premium is added to Sun Ltd. Shares @
1% for every 1 time of difference.
Risk Premium  = 3.00 – 2.16 (1%) = 0.84 (1%) = 0.84%

b. Capital Gearing ratio of Sun Ltd. is 0.93 but the industry average is 0.75 times.
Therefore,  risk  premium  is  added  to  Sun  Ltd.  shares  @  2%  for every 1 time of
difference.

Risk Premium  = (0.75 – 0.93) (2%)
= 0.18 (2%) = 0.36%

(%)
Normal return expected 9.60
Add: Risk premium for low interest and fixed dividend coverage 0.84
Add: Risk premium for high interest gearing ratio 0.36

10.80
Value of Equity Share

Actual yield 4.39Paid up value of share 100 40.65
Expected yield 10.80
     

5.
(i) Straight Value of Bond

= ` 85 x 0.9132 + ` 85 x 0.8340 + ` 1085 x 0.7617 = ` 974.96
(ii) Conversion Value

= Conversion Ration x Market Price of Equity Share
= ` 45 x 25 = ` 1,125

(iii) Conversion Premium
Conversion Premium = Market Conversion Price - Market Price of Equity Share

1,175 45 2
25

  

(iv) Percentage of Downside Risk
1,175 974.96 100 20.52%

974.96


  

(v) Conversion Parity Price
Bond Price 1,175 47

No. of share on Conversion 25
  



TOPIC WISE SOLUTIONS

Sanjay Saraf Educational Institute Pvt. Ltd. Page 104

6.

Conclusion – The market is bullish. The market is likely to remain bullish for short term to
medium term if other factors remain the same. On the basis of this indicator (EMA) the
investors/brokers can take long position.

7.
a. First of all we shall compute Cost of Capital (Ke) of these  companies using CAPM as

follows:
Ke(A) = 7.00% + (13% -7%)0.95

= 7.00% + 5.70% = 12.7%
Ke(B) = 7.00% + (13% -7%)1.42

= 7.00% + 8.52% = 15.52%
 

A

3.50 1.08 3.78P 80.43
0.127 0.08 0.047
  



 
B

3.50 1.08 3.78P 50.27
0.1552 0.08 0.0752
  


b. The valuation of share of B Ltd. is higher because if systematic risk is higher though both

have same growth rate.
c. If  the  price  of  share  of  A  Ltd.  is `74,  the  share  is  undervalued  and  it  should  be

bought. If price of share of B Ltd. is `55, it is overvalued and should not be bought.

8.
i. Stock value or conversion value of bond

12 × 20 = ` 240
ii. Percentage of the downside risk

265 235 0.1277 or 12.77%
235




This  ratio  gives  the  percentage  price  decline  experienced  by  the  bond  if  the  stock
becomes worthless.

iii. Conversion Premium
Market Pr ice Conversion Value 100

Conversion Value
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265 240 100 10.42%
240


 

iv. Conversion Parity Price
Bond Price

No. of shares on Conversion
265 13.25
20


This indicates that if the price of shares rises to ` 13.25 from ` 12 the investor will neither
gain  nor  lose  on  buying  the  bond  and  exercising  it.  Observe that ` 1.25  (` 13.25 – `
12.00) is 10.42% of ` 12, the Conversion Premium.

9.
i. Taxable income = Net Income /(1 – 0.40)

or, Taxable income = ` 15,00,000/(1 – 0.40) = ` 25,00,000
Again, taxable income = EBIT – Interest
or, EBIT   = Taxable Income + Interest
= 25,00,000 + ` 15,00,000 = ` 40,00,000

ii. EVA = EBIT (1 – T) – (WACC × Invested capital)
= ` 40,00,000 (1 – 0.40) – (0.126 ×` 1,00,00,000)
= ` 24,00,000 – ` 12,60,000 = ` 11,40,000

iii. EVA Dividend = ` 11,40,000/2,50,000 = ` 4.56
If  Delta  Ltd.  does  not  pay  a  dividend,  we  would  expect  the  value  of  the  firm  to
increase because it will achieve higher growth, hence a higher level of EBIT. If EBIT is
higher, then all else equal, the value of the firm will increase.

10.
a. Conversion Value of Debenture

= Market Price of one Equity Share X Conversion Ratio
= ` 25 X 30 = ` 750

b. Market Conversion Price
Market price of convertible debenture 900 30

Conversion Ratio 30
  

c. Conversion Premium per share
Market Conversion Price – Market Price of Equity Share
= ` 30 – ` 25 = ` 5

d. Ratio of Conversion Premium
Conversion premium per share 5 20%

Market price of equity share 25
  

e. Premium over Straight Value of Debenture
Market Pr ice of Convertible Bond 9001 1 28.6%

Straight Value of Bond 700
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f. Favourable income differential per share
Coupon Interest from Debenture Conversion Ratio Dividend Per Share

Conversion Ratio
 

85 30 1 1.833
30
 



g. Premium pay back period
Conversion premium per share 5 2.73 years

Favourable Income Differential Per Share 1.833
 

11.
(i) Stock value or conversion value of bond

12 × 20 = ` 240
(ii) Percentage of the downside risk

265 235 0.1277 or 12.77%
235




265 235or 0.1132 or 11.32%
265




This  ratio gives  the percentage  price  decline experienced by  the bond  if the stock
becomes worthless.

(iii) Conversion Premium
Market Pr ice Conversion Value 100

Conversion Value




265 240 100 10.42%
240


 

(iv) Conversion Parity Price
BondPr ice

No. of shares on Conversion
265 13.25
20


This indicates that if the price of shares rises to ` 13.25 from ` 12 the investor will neither
gain nor  lose  on  buying  the  bond  and  exercising  it.  Observe  that ` 1.25  (` 13.25 – `
12.00) is 10.42% of ` 12, the Conversion Premium.

12.
(i) Let P be the buyback price decided by Rahul Ltd.

Market Capitalisation after Buyback
1.1P (Original Shares – Shares Bought Back)

27% of 100 lakhs1.1P 10 lakhs
P

   
 

= 11 lakhs × P – 27 lakhs × 1.1 = 11 lakhs P – 29.7 lakhs
Again, 11 lakhs P – 29.7 lakhs
or 11 lakhs P = 210 lakhs + 29.7 lakhs
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239.7or P 21.79 per share
11

 

(ii) Number of Shares to be Bought Back :-
27 lakhs 1.24

21.79
 lakhs (Approx.) or 123910 share

(iii) New Equity Shares :-
10 lakhs – 1.24 lakhs = 8.76 lakhs or 1000000 – 123910 = 876090 shares

3 10 lakhsEPS 3.43
8.76 lakhs


  

Thus, EPS of Rahul Ltd., increases to ` 3.43.

Portfolio Theory

1.
(i) Market Risk Premium Rm – Rf = 13% - 5% = 8%
(ii) β is the weighted average of investing in portfolios consisting of market (β = 1) and beta of

treasury bills (β = 0)

2. Computation of Beta Value
Calculation of Returns

 1 1 0

0

D P P
Re turns 100

P
 

 

Year Returns

2002 – 2003  25 279 242
100 25.62%

242
 

 

2003 – 2004  30 305 279
100 20.07%

279
 

 

2004 – 2005  35 322 305
100 17.05%

305
 

 

Calculation of Returns from market Index
Year % of Index Appreciation

Yield %
Dividend
Return %

Total

2002 2003 1950 1812 100 7.62%
1812


 
5% 12.62%

2003 2004 2258 1950 100 15.79%
1950


 
6% 21.79%
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2004 2005  2220 2258 100 1.68%
2258


  
7% 5.32%

Computation of Beta

62.74 39.73X 20.91, Y 13.24
3 3

   

2 2

XY nXY
Y nY

β








  
 2

851.39 3 20.91 13.24
662.36 3 13.24





851.36 830.55 20.81 0.15
662.36 525.89 136.47


  



3. The  co-efficient  of  determination  (r2)  gives  the  percentage  of  the  variation  in  the
security’s  return  that  is  explained  by  the  variation  of  the  market  index  return.  In  the  X
company stock return, 18 per cent of variation is explained by the variation of the index and 82
per cent is not explained by the index.
According  to  Sharpe,  the  variance  explained  by  the  index  is  the  systematic  risk.  The
unexplained variance or the residual variance is the unsystematic risk.
Company X:
Systematic risk 2

iβ  Variance of market index

 20.71 2.25 1.134  

Unsystematic risk  2
i = Total variance of security return - Systematic risk

= 6.3 – 1.134
= 5.166
or
= Variance of Security Return (1 - r2)
= 6.3 X (1 - 0.18) = 6.3 X 0.82 = 5.166

Total risk 2 2 2
1 m 1β σ 

= 1.134 + 5.166 = 6.3
Company Y:
Systematic risk 2 2

i mβ σ
= (0.685)2 x 2.25 = 1.056

Unsystematic risk = Total variance of the security return - systematic risk.
= 5.86 - 1.056 = 4.804
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2N N
2 2 2 2

p i i m i i
i 1 i 1

X Xσ β σ
 

      
        
       
 

= [(0.5 x 0.71 + 0.5 x 0.685)2 2.25] + [(0.5)2(5.166)+(0.5)2(4.804)]
= [(0.355 + 0.3425)2 2.25] + [(1.292 + 1.201)] = 1.0946 + 2.493 = 3.5876

4.
(i) Sensitivity of each stock with market is given by its beta.

Standard deviation of market Index = 15%
Variance of market Index = 0.0225
Beta of stocks = σi r/ σ m
A = 20 × 0.60/15 = 0.80
B = 18 × 0.95/15 = 1.14
C = 12 × 0.75/15 = 0.60

(ii) Covariance between any 2 stocks 2
1 2 mβ β σ

Covariance matrix

(iii) Total  risk  of  the  equally  weighted  portfolio  (Variance)  =  400(1/3)2 +  324(1/3)2 +
144(1/3)2 + 2(205.20)(1/3)2 + 2(108.0)(1/3)2 + 2(153.900) (1/3)2 = 200.244

(iv) β of equally weighted portfolio p i
0.80 1.14 0.60/N 0.8467

3
β β  
   

(v) Systematic Risk 2 2p m
β σ    2 20.8467 15 161.302 

Unsystematic Risk = Total Risk – Systematic Risk
= 200.244 - 161.302 = 38.942

5. Expected Return on stock A = E (A) = **********
(G,S&R, denotes Growth, Stagnation and Recession )
(0.40)(25) + 0.30(10) + 0.30(-5) = 11.5%
Expected Return on ‘B’
(0.40 × 20) + (0.30 ×15) + 0.30 × (-8) = 10.1%
Expected Return on Market index
(0.40 × 18) + (0.30 ×13) + 0.30× (-3) = 10.2%
Variance of Market index
(18-10.2)2 (0.40) + (13-10.2)2 (0.30) + (-3-10.2)2 (0.30)
= 24.34 + 2.35 + 52.27 = 78.96%
Covariance of stock A and Market Index M
**********
(25 -11.5) (18 - 10.2)(0.40) + (10 - 11.5) (13 - 10.2) (0.30) + (-5-11.5) (-3-10.2) (0.30)
= 42.12 + (-1.26) + 65.34 =106.20
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Covariance of stock B and Market index M
(20-10.1) (18-10.2)(0.40)+(15-10.1)(13-10.2)(0.30) + (-8-10.1)(-3-10.2)(0.30)= 30.89 + 4.12 +
71.67=106.68

Beta for stock A  
 

CoV AM 106.20 1.345
VAR M 78.96

  

Beta for Stock B =  
 

CoV BM 106.68 1.351
VAR M 78.96

  

Required Return for A
R (A) = Rf+ β (M–Rf)
11% + 1.345(10.2 – 11) % = 9.924%
Required Return for B
11% + 1.351 (10.2 – 11) % = 9.92%
Alpha for Stock A
E (A) – R (A) i.e. 11.5 % – 9.924% = 1.576%
Alpha for Stock B
E (B) – R (B) i.e. 10.1% - 9.92% = 0.18%
Since  stock  A  and  B both  have  positive  Alpha,  therefore,  they  are  UNDERPRICED.  The
investor should make fresh investment in them.

International Financial Management

1. Working Notes:
1. Calculation of Cost of Capital (GDR)

Current Dividend (D0) 2.50
Expected Dividend (D1) 2.75
Net Proceeds (200 – 1% of 200) 198.00
Growth Rate 10.00%

e
2.75k 0.10 0.1139 i.e. 11.39%
198
  

2. Calculation of Expected Exchange Rate as per Interest Rate Parity

3. Realization on the disposal of Land net of Tax
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4. Realization on the disposal of Office Complex

5. Computation of Annual Cash Inflows

a) Computation of NPV of the project in CN¥ (CN¥)
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b) Evaluation of Project from Opus Point of View
(i) Assuming that inflow funds are transferred in the year in which same are

generated i.e. first year and second year.

(ii) Assuming  that  inflow  funds  are  transferred  at  the  end  of  the  project  i.e.
second year.

Though  in  terms  of  CN¥  the  NPV  of  the  project  is  negative  but  in ` it  has positive
NPV due  to  weakening  of ` in  comparison  of  CN¥.  Thus  Opus  can accept the
project.

2. Net Issue Size = $15 million

Gross Issue = $15 million $15.306 million
0.98



Issue Price per GDR in ` (300 x 3 x 90%) ` 810
Issue Price per GDR in $ (` 810/ ` 60) $13.50
Dividend Per GDR (D1) = ` 2* x 3 = ` 6
* Assumed to be on based on Face Value of ` 10 each share.
Net Proceeds Per GDR = ` 810 x 0.98 = ` 793.80
a. Number of GDR to be issued

$15.306 million 1.1338 million
$13.50



b. Cost of GDR to Odessa Ltd.

e
6.00k 0.20 20.76%

793.80
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Capital Budgeting with Risk

1. Evaluation of project utilizes of Project A and Project B

Project B should be selected as its expected utility is more

2.
A & Co.

Equivalent cost of (EAC) of new machine
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PV of cost of replacing the old machine in each of 4 years with new machine

Advice: The  company  should  replace  the  old  machine  immediately  because  the  PV  of
cost of replacing the old machine with new machine is least.

3.
(i) Expected NPV

(` in lakhs)
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(ii) Possible deviation in the expected value
Year I

Year II

Year III

3 71.86 8.48σ  

Standard deviation about the expected value:

     2 4 6
55.20 84.04 71.86 12.6574
1.07 1.07 1.07
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Foreign Exchange Management

1. £ Exposure
Since Columbus has a £ receipt (£ 138,000) and payment of (£ 480,000) maturing at the same time
i.e. 3 months, it can match them against each other leaving a net liability of £ 342,000 to be
hedged.
(i) Forward market hedge

Buy 3 months' forward contract accordingly, amount payable after 3 months will be £
342,000 / 0.9520 = US$ 359,244

(ii) Money market hedge
To pay £ after 3 months' Columbus shall requires to borrow in US$ and translate to £ and
then deposit in £.
For  payment  of  £  342,000  in  3  months  (@2.5%  interest)  amount  required  to  be
deposited now
(£ 342,000 ÷ 1.025) = £ 333,658
With spot rate of 0.9830 the US$ loan needed  will be = US$ 339,429.
Loan repayable after 3 months (@3.25% interest)  will be = US$ 350,460.
In this case the money market hedge is a cheaper option.

€ Receipt
Amount to be hedged = € 590,000
Now we Convert exchange rates to home currency
€ / US$
Spot 0.5285 – 0.5294
4 months forward 0.5118 – 0.5126
(i) Forward market hedge

Sell 4 months' forward contract accordingly, amount receivable after 4 months will be
(€ 590,000 / 0.5126) = US$ 1,150,995

(ii) Money market hedge
For  money  market  hedge  Columbus  shall  borrow  in €  and  then  translate to US$ and
deposit in US$
For receipt of € 590,000 in 4 months (@ 5.33% interest) amount required to be borrowed
now
(€590,000 ÷ 1.0533) = € 560,144
With spot rate of 0.5294 the US$ deposit will be = US$ 1,058,073
deposit amount will increase over 3 months (@3.83% interest) will be = US$ 1,098,597
In this case, more will be received in US$ under the forward hedge.

2. Here  Canara  Bank  shall  buy  US$  and  credit ` to  Vostro  account  of  ABN-Amro  Bank.
Canara  Bank’s  buying  rate  will  be  based  on  the  Inter-bank  Buying  Rate  (as  this  is  the
rate at which Canara Bank can sell US$ in the Interbank market)
Accordingly, the Interbank Buying Rate of US$ will be ` 51.3625 (lower of two)
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Equivalent of US$ for `15 million at this rate will be
15,000,000 US$2,92,041.86

51.3625
 

Commodity Futures

1. The optional hedge ratio to minimize the variance of Hedger’s position is given by:
SH
F
σρ
σ



Where
σS= Standard deviation of ΔS
σF=Standard deviation of ΔF
ρ= coefficient of correlation between ΔS and ΔF
H= Hedge Ratio
ΔS = change in Spot price.
ΔF= change in Future price.
Accordingly

0.04H 0.75 0.5
0.06

  

No. of contract to be short = 10 x 0.5 = 5
Amount = 5000 x ` 474 = ` 23,70,000

Interest Rate Guarantee

1.
(i) DEF Bank will fix interest rate for 2V3 FRA after 2 years as follows:

XYZ Ltd.
(1+r) (1+0.0420)2 =  (1+0.0448)3

(1+r) (1.0420)2 =  (1.0448)3

r =  5.04%
Bank will quote 5.04% for a 2V3 FRA.
ABC Ltd.
(1+r) (1+0.0548)2 =  (1+0.0578)3

(1+r) (1.0548)2 =  (1.0578)3

r      =  6.38%
Bank will quote 6.38% for a 2V3 FRA.

(ii)
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Bond Refunding

1. NPV for bond refunding

* 12.00(1 - 0.40)
Recommendation: Refunding of bonds is recommended as NPV is positive.
Working Notes:
1. Initial investment:

(a) Call premium
Before tax (1,015 – 1,000) × 30,000 4,50,000
Less: tax @ 40% 1,80,000
After tax cost of call prem. 2,70,000

(b) Floatation cost 2,00,000
(c) Overlapping interest

Before tax (0.14 × 2/12 × 3 crores) 7,00,000
Less: tax @ 40% 2,80,000
After tax cost of Overlapping interest 4,20,000

(d) Tax saving on unamortised discount on
old bond 5/10 × 9,00,000 × 0.4 (1,80,000)

(e) Tax savings from unamortised floatation
Cost of old bond 5/10 × 3,60,000 × 0.4 (72,000)

6,38,000
2. Annual cash flow savings:

(a) Old bond
i. Interest cost (0.14 × 3 crores) 42,00,000

Less tax @ 40% 16,80,000 25,20,000
ii. Tax savings from amortisation of discount

9,00,000/10 × 0.4 (36,000)
iii. Tax  savings  from  amortisation  of floatation cost

3, 60,000/10 × 0.4 (14,400)
Annual after tax payment under old bond (A) 24,69,600

(b) New bond
i. Interest cost before tax (0.12 × 3 crores) 36,00,000

Less tax @ 40% 14,40,000 21,60,000
ii. Tax savings from amortisation of floatation cost

(0.4 × 2,00,000/5) (16,000)
Annual after tax payment under new bond (B) 21,44,000
Annual cash flow savings [(A) – (B)] 3,25,600
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Right Issue

1.
i. Calculation of theoretical Post-rights (ex-right) price per share:

Ex-right value MN SR
N R
    

Where,
M = Market price,
N = Number of old shares for a right share
S = Subscription price
R = Right share offer

   24 4 16 1
22.40

4 1
    
   

ii. Calculation of theoretical value of the rights alone:
=  Ex-right price – Cost of rights share
= ` 22.40 – ` 16 = ` 6.40

iii. Calculation  of  effect  of  the  rights  issue  on  the  wealth  of  a  shareholder  who  has 1,000
shares assuming he sells half of his rights & exercises remaining 50%:

There will be no impact on the wealth of the shareholder.
iv. Calculation  of  effect  if  the  shareholder  does  not  take  any  action  and  ignores the

issue:
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Business Valuation

1. Cost of capital by applying Free Cash Flow to Firm (FCFF) Model is as follows:-

Value of Firm = 1
0

c n

FCFFV
K g




Where -
FCFF1 = Expected FCFF in the year 1
Kc = Cost of capital
gn = Growth rate forever
Thus, ` 525 lakhs = ` 20 lakhs(1+0.05) /(Kc-g)
Since g = 5%, then Kc = 9%
Now, let X be the weight of debt and given cost of equity = 12% and cost of debt = 6%,  then 12%
(1 – X) + 6% X = 9%
Hence, X = 0.50, so book value weight for debt was 50%∴ Correct weight should be 75% of equity and 25% of debt.∴ Cost of capital = Kc = 12% (0.75) + 6% (0.25) = 10.50%
and correct firm’s value = ` 21 lakhs/(0.105 – 0.05) = ` 381.82 lakhs.

Valuation

1.
(i) ` 50 crore x 9 = ` 450 crore

(ii) 0.8050 crore 666.70
0.06
   
 

(iii)
a. Ke = 6% + 1.2 (11% - 6%)  = 12%

Value of Firm = 40 crore 1.04 520 crore
0.12 0.04





b. ` 225 crore
c. ` 225 crore + ` 100 crore – ` 25 crore = 300 crore



THEORY - SOLUTIONS

Sanjay Saraf Educational Institute Pvt. Ltd. Page 121

THEORY PART - SOLUTIONS

1. Strategies  at  different  levels  are  the  outcomes  of  different  planning  needs.  There are
basically three types of strategies:
(i) Corporate  Strategy: At  the  corporate  level  planners  decide  about  the objective  or

objectives  of  the  firm  along  with  their  priorities  and  based  on objectives, decisions are
taken on participation of the firm in different product fields.  Basically  a  corporate
strategy  provides  with  a  framework  for  attaining the  corporate  objectives  under
values  and  resource  constraints,  and  internal and external realities. It is the corporate
strategy that describes the interest in and  competitive  emphasis  to  be  given  to  different
businesses  of  the  firm.  It indicates  the overall  planning  mode  and  propensity  to  take
risk in  the face of environmental uncertainties.

(ii) Business  Strategy: It  is  the  managerial  plan  for  achieving  the  goal  of  the business
unit. However, it should be consistent with the corporate strategy of the firm and should be
drawn within the framework provided by the corporate planners. Given the overall
competitive emphasis, business strategy specifies the product market power i.e. the way of
competing in that particular business activity. It also addresses coordination and alignment
issues covering internal functional  activities.  The  two  most  important  internal  aspects
of  a  business strategy  are  the identification  of  critical  resources  and  the  development
of distinctive competence for translation into competitive advantage.

(iii) Functional Strategy: It is the low level plan to carry out principal activities of a business.  In
this  sense,  functional  strategy  must  be  consistent  with  the business strategy, which in
turn must be consistent with the corporate strategy. Thus  strategic  plans  come  down  in
a  cascade  fashion  from  the  top  to  the bottom  level  of  planning  pyramid  and
performances  of  functional  strategies trickle  up  the line to give shape  to the  business
performance and  then  to the corporate performance.

2. It  is  increasingly  realised  that  commercial  evaluation  of  projects  is  not  enough  to justify
commitment  of  funds  to  a  project  especially  when  the  project  belongs  to public  utility
and  irrespective  of  its  financial  viability  it  needs  to  be  implemented  in the interest of the
society  as  a  whole.  Huge amount of funds  are committed  every year  to  various  public
projects  of  all  types–industrial,  commercial  and  those providing basic infrastructure
facilities. Analysis of such projects has to be done with reference to the social costs and benefits
since they cannot be expected to yield an adequate commercial rate of return on the funds
employed at least during the short period.  A  social  rate  of  return  is  more  important.  The
actual  costs  or  revenues  do not  necessarily  reflect  the  monetary  measurement of  costs  or
benefits  to  the society.  This  is  because  the  market  price  of  goods  and  services  are  often
grossly distorted due to various artificial restrictions and controls from authorities, hence a
different  yardstick  has  to  be  adopted  for  evaluating  a  particular  project  of  social
importance  and  its  costs  and  benefits  are  valued  at  'opportunity  cost'  or  shadow prices to
judge the real impact of their burden as costs to the society. Thus, social cost  benefit  analysis
conducts  a  monetary  assessment  of  the  total  cost  and revenues or benefits of a project,
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paying particular attention to the social costs and benefits which do not normally feature in
conventional costing.
United  Nations  Industrial  Development Organisation  (UNIDO)  and  Organisation  of
Economic  Cooperation and Development  (OECD) have done much  work  on  Social Cost
Benefit  analysis.  A  great  deal  of  importance  is  attached  to  the  social desirability of projects
like employment generation potential, value addition, foreign exchange benefit, living standard
improvement etc. UNIDO and OECD approaches need a serious consideration in the calculation
of benefits and costs to the society. This  technique  has  got  more  relevance  in the  developing
countries  where  public capital needs precedence over private capital.

3. Book building is a technique used for marketing a public offer of equity shares of a company. It
is a way of raising more funds from the market. After accepting the free pricing mechanism  by
the  SEBI, the  book building  process  has acquired  too much significance and has opened a
new lead in development of capital market.
A  company  can  use  the  process  of  book  building  to  fine  tune  its  price  of issue. When a
company employs book building mechanism, it does not pre-determine the issue  price  (in  case
of  equity  shares)  or  interest  rate  (in  case  of  debentures)  and invite  subscription  to  the
issue.  Instead  it  starts  with  an  indicative  price  band  (or interest  band)  which  is
determined  through  consultative  process  with  its  merchant banker  and  asks  its  merchant
banker  to  invite  bids  from  prospective  investors  at different  prices  (or  different  rates).
Those  who  bid  are  required  to  pay  the  full amount. Based on the response received from
investors the final price is selected. The  merchant  banker  (called  in  this  case  Book  Runner)
has  to  manage  the  entire book  building  process.  Investors  who  have  bid  a  price  equal  to
or  more  than  the final price selected are given allotment at the final price selected. Those who
have bid for a lower price will get their money refunded.
In  India,  there  are  two  options  for  book building  process.  One,  25  per  cent  of  the issue
has  to  be  sold  at  fixed  price  and  75  per  cent  is  through  book  building.  The other option
is to split 25 per cent of offer to the public (small investors) into a fixed price portion of 10 per
cent and a reservation in the book built portion amounting to 15  per  cent  of  the  issue  size.
The  rest  of  the  book-built  portion  is  open  to  any investor.
The greatest advantage of the book building process is that this allows for price and demand
discovery.  Secondly,  the  cost  of  issue  is  much  less  than  the  other traditional  methods  of
raising  capital.  In  book  building,  the  demand  for  shares  is known before the issue closes. In
fact, if there is not much demand the issue may be deferred and can be rescheduled after having
realised the temper of the market.

4. Credit  rating  is  a  very  important  indicator  for  prudence  but  it  suffers  from  certain
limitations. Some of the limitations are:
(i) Conflict of Interest – The  rating  agency collects  fees  from  the  entity  it rates leading  to

a  conflict  of  interest.  Since  the  rating  market  is  very  competitive, there is a distant
possibility of such conflict entering into the rating system.

(ii) Industry Specific rather than Company Specific – Downgrades are linked to industry
rather than company performance. Agencies give importance to macro aspects  and  not
to  micro  ones;  overreact  to  existing  conditions  which  come from  optimistic  /
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pessimistic  views  arising  out  of  up  /  down  turns.  At  times, value judgments are not
ruled out.

(iii) Rating Changes – Ratings given to instruments can change over a period of time. They
have  to  be  kept  under constant  watch.  Downgrading  of  an  instrument  may not be
timely enough to keep investors educated over such matters.

(iv) Corporate Governance Issues – Special attention is paid to:
a. Rating  agencies  getting  more  of  their  revenues  from  a  single  service  or group.
b. Rating agencies enjoying a dominant market position. They may engage in  aggressive

competitive  practices  by  refusing  to  rate  a  collateralized  / securitized instrument
or compel an issuer to pay for services rendered

c. Greater  transparency  in  the  rating  process  viz.  in  the  disclosure  of assumptions
leading to a specific public rating.

(v) Basis of Rating – Ratings are based on ‘point of time’ concept rather than on ‘period of
time’ concept and thus do not provide a dynamic assessment.

(vi) Cost  Benefit  Analysis – Since  rating  is mandatory,  it  becomes  essential  for entities to
get themselves rated without carrying out cost benefit analysis.

5. The Inter Bank Participation Certificates are short term instruments to even out the short  term
liquidity  within  the  Banking  system particularly  when  there  are imbalances affecting the
maturity mix of assets in Banking Book.
The primary objective is to provide some degree of flexibility in the credit portfolio of banks. It
can be issued by schedule commercial bank and can be subscribed by any commercial bank.
The  IBPC  is  issued  against  an  underlying  advance,  classified  standard  and  the aggregate
amount of participation in any account time issue. During the currency of the  participation,  the
aggregate  amount  of  participation  should  be  covered  by  the outstanding balance in
account.
There are two types of participation certificates, with risk to the lender and without risk  to  the
lender.  Under  ‘with  risk  participation’,  the  issuing  bank  will  reduce the amount  of
participation  from  the  advances  outstanding  and  participating  bank  will show  the
participation  as  part  of  its  advances.  Banks  are  permitted  to  issue  IBPC under  ‘with  risk’
nomenclature  classified  under  Health  Code-I  status  and  the aggregate  amount  of  such
participation  in  any  account  should  not  exceed  40%  of outstanding  amount  at  the  time  of
issue.  The  interest  rate  on  IBPC  is  freely determined in  the  market.  The certificates are
neither  transferable  nor prematurely redeemable by the issuing bank.
Under  without  risk  participation,  the  issuing  bank  will  show  the  participation  as
borrowing from banks and participating bank will show it as advances to bank.
The  scheme  is  beneficial  both  to  the  issuing  and  participating  banks.  The  issuing bank
can  secure  funds  against  advances  without  actually  diluting  its  asset-mix.  A bank having
the highest loans to total asset ratio and liquidity bind can square the situation  by  issuing
IBPCs.  To  the  lender,  it  provides  an  opportunity  to  deploy  the short-term surplus funds in
a secured and profitable manner. The IBPC with risk can also be used for capital adequacy
management.
This is simple system as compared to consortium tie up.
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6. Leading  means  advancing  a  payment  i.e.  making  a  payment  before  it  is  due. Lagging
involves postponing a payment i.e. delaying payment beyond its due date.
In forex market Leading and lagging are used for two purposes:-
(1) Hedging foreign exchange risk: A company can lead payments required to be made in a

currency that is likely to appreciate. For example, a company has to pay $100000 after one
month from today. The company apprehends the USD to  appreciate. It can  make the
payment  now.  Leading  involves  a finance  cost i.e. one month’s interest cost of money
used for purchasing $100000.
A company may lag the payment that it needs to make in a currency that it is likely  to
depreciate,  provided the  receiving  party  agrees  for  this  proposition. The receiving
party may demand interest for this delay and that would be the cost of lagging. Decision
regarding leading and lagging should be made after considering  (i)  likely  movement  in
exchange  rate  (ii)  interest  cost  and  (iii) discount (if any).

(2) Shifting the liquidity by modifying the credit terms between inter-group entities: For
example, A Holding Company sells goods to its 100% Subsidiary. Normal credit term is 90
days. Suppose cost of funds is 12% for Holding and 15% for Subsidiary.  In  this  case  the
Holding  may  grant  credit  for  longer  period  to Subsidiary to get the best advantage for
the group as a whole. If cost of funds is  15%  for  Holding  and  12%  for  Subsidiary, the
Subsidiary  may  lead  the payment  for  the  best  advantage  of  the  group  as  a  whole.
The  decision regarding leading and lagging should be taken on the basis of cost of funds to
both  paying  entity  and  receiving  entity.  If  paying  and receiving  entities  have
different  home  currencies,  likely  movements  in  exchange  rate  should  also  be
considered.

7. It  is  increasingly  realised  that  commercial  evaluation  of  projects  is  not  enough  to justify
commitment  of  funds  to  a  project  especially  when  the  project  belongs  to public  utility
and  irrespective  of  its  financial  viability  it  needs  to  be  implemented  in the  interest  of the
society  as  a  whole.  Huge  amount  of  funds  are  committed  every year  to  various  public
projects  of  all  types–industrial,  commercial  and  those providing basic infrastructure
facilities. Analysis of such projects has to be done with reference to the social costs and benefits
since they cannot be expected to yield an adequate commercial rate of return on the funds
employed at least during the short period.  A  social  rate  of  return  is  more  important.  The
actual  costs  or  revenues  do not  necessarily  reflect  the  monetary  measurement  of  costs  or
benefits  to  the society.  This  is  because  the  market  price  of  goods  and  services  are  often
grossly distorted due to various artificial restrictions and controls from authorities, hence a
different  yardstick  has  to  be  adopted  for  evaluating  a  particular  project  of  social
importance  and  its  costs  and  benefits  are  valued  at  'opportunity  cost'  or  shadow prices to
judge the real impact of their burden as costs to the society. Thus, social cost  benefit  analysis
conducts  a monetary  assessment  of  the  total  cost  and revenues or benefits of a project,
paying particular attention to the social costs and benefits which do not normally feature in
conventional costing.
United  Nations  Industrial  Development  Organisation  (UNIDO)  and  Organisation  of
Economic Cooperation and Development (OECD) have done much work on Social Cost  Benefit
analysis.  A  great  deal  of  importance  is  attached  to  the  social desirability of projects like
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employment generation potential, value addition, foreign exchange benefit, living standard
improvement etc. UNIDO and OECD approaches need a serious consideration in the calculation
of benefits and costs to the society. This  technique  has  got  more  relevance  in  the  developing
countries  where  public capital needs precedence over private capital.

8. Many  factors  determine  the  dividend  policy  of  a  company.  Some  of  the  factors
determining the dividend policy are:
(i) Dividend  Payout  ratio: A  certain  share  of  earnings  to  be  distributed  as dividend

has  to  be  worked  out.  This  involves  the  decision  to  pay  out  or  to retain.  The
payment  of  dividends  results  in  the  reduction  of  cash  and, therefore, depletion of
assets. In order to maintain the desired level of assets as well as to finance the investment
opportunities, the company has to decide upon the payout ratio. D/P ratio should be
determined with two bold objectives – maximising the wealth of the firms’ owners and
providing sufficient funds to finance growth.

(ii) Stability  of  Dividends: Generally  investors  favour  a  stable  dividend  policy. The
policy  should  be  consistent  and  there  should  be  a  certain  minimum dividend that
should be paid regularly. The liability can take any form, namely, constant dividend per
share; stable D/P ratio and constant dividend per share plus  something  extra.  Because
this  entails – the  investor’s  desire  for  current income,  it  contains  the  information
content  about  the  profitability  or  efficient working of the company; creating interest for
institutional investor’s etc.

(iii) Legal,  Contractual  and  Internal  Constraints  and  Restriction: Legal  and Contractual
requirements have to be followed. All requirements of Companies Act,  SEBI  guidelines,
capital  impairment  guidelines,  net  profit  and  insolvency etc., have to be kept in mind
while declaring dividend. For example, insolvent firm  is  prohibited  from  paying
dividends;  before  paying  dividend  accumulated losses have to be set off, however, the
dividends can be paid out of current or previous years’ profit. Also there may be some
contractual requirements which are  to  be  honoured.  Maintenance  of  certain  debt
equity  ratio  may  be such requirements.  In  addition,  there  may  be  certain  internal
constraints  which  are unique  to  the  firm  concerned.  There  may  be  growth  prospects,
financial requirements, availability of funds, earning stability and control etc.

(iv) Owner’s Considerations: This  may  include  the  tax  status  of  shareholders, their
opportunities for investment dilution of ownership etc.

(v) Capital Market Conditions and Inflation: Capital market conditions and rate of  inflation
also  play  a  dominant  role in  determining  the  dividend  policy.  The extent  to  which
a  firm  has  access  to  capital  market,  also  affects  the  dividend policy. A firm having
easy access to capital market will follow a liberal dividend policy as compared to the firm
having limited access. Sometime dividends are paid  to  keep  the  firms  ‘eligible’  for
certain  things  in  the  capital  market.  In inflation, rising prices eat into the value  of
money of  investors which they  are receiving  as  dividends.  Good  companies  will  try
to  compensate  for  rate  of inflation  by  paying  higher  dividends.  Replacement  decision
of  the  companies also affects the dividend policy.
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9. The  underlying  may  be  a  share,  a  commodity  or  any  other  asset  which  has a marketable
value which is subject to market risks. The importance of underlying in derivative instruments
is as follows:
 All derivative instruments are dependent on an underlying to have value.
 The  change  in  value  in  a  forward  contract  is  broadly  equal  to  the  change  in value in

the underlying.
 In  the  absence  of  a  valuable  underlying  asset  the  derivative  instrument  will have no

value.
 On maturity, the position of profit/loss is determined by the price of underlying

instruments.  If the price of the underlying is higher than the contract price the buyer makes
a profit. If the price is lower, the buyer suffers a loss.

10. As  name  indicates  these  bonds  do  not  pay  interest  during  the  life  of  the  bonds. Instead,
zero coupon bonds are issued at discounted price to their face value, which is  the  amount  a
bond  will  be  worth  when  it  matures  or  comes  due.  When  a  zero coupon bond matures,
the investor will receive one lump sum (face value) equal to the initial investment plus interest
that has been accrued on the investment made. The  maturity  dates  on  zero  coupon  bonds
are  usually  long  term.  These  maturity dates  allow  an  investor  for  a  long  range  planning.
Zero  coupon  bonds  issued  by banks,  government  and  private  sector  companies.  However,
bonds  issued  by corporate sector carry a potentially higher degree of risk, depending on the
financial strength  of  the  issuer  and  longer  maturity  period,  but  they  also  provide  an
opportunity to achieve a higher return.

11. Unlike  the  CAPM  which  is  a  single  factor  model,  the  APT  is  a  multi  factor  model
having  a  whole  set  of  Beta  Values – one  for  each  factor.  Arbitrage  Pricing  Theory states
that  the  expected  return  on  an  investment  is  dependent  upon  how  that investment reacts
to a set of individual macro-economic factors (degree of reaction measured by the Betas) and the
risk premium associated with each of those macro – economic  factors.  The  APT  developed
by  Ross  (1976)  holds  that  there  are  four factors which explain the risk premium relationship
of a particular security. Several factors  being  identified  e.g.  inflation  and  money  supply,
interest  rate,  industrial production and personal consumption have aspects of being inter-
related.
According to CAPM, E (Ri) = Rf + λβ

Where,  λ is the average risk premium [E (Rm) – Rf]
In APT, E  i f 1 i1 2 i2 3 i3 4 i4R R λ β λ β λ β λ β    

Where, 1 2 3 4, , ,λ λ λ λ are average risk premium for each of the four factors in the model and

1 2 3 4i i i , i, ,β β β β are measures of sensitivity of the particular security i to each of the four factors.

12. Such  mergers  involve  firms  engaged  in  unrelated  type  of  business  operations.  In other
words, the business activities of acquirer and the target are neither related to each  other
horizontally  (i.e.,  producing  the  same  or  competiting  products)  nor vertically (having
relationship of buyer and supplier).In a pure conglomerate merger, there  are  no  important
common  factors  between  the  companies  in  production, marketing, research and
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development and technology. There may however be some degree of overlapping in one or
more of these common factors. Such mergers are in fact,  unification  of  different  kinds  of
businesses  under  one  flagship  company.  The purpose of merger remains utilization of
financial resources, enlarged debt capacity and also synergy of managerial functions.

13. Normally acquisitions are made friendly, however when the process of acquisition is unfriendly
(i.e.,  hostile)  such  acquisition  is  referred  to  as  ‘takeover’).  Hostile takeover  arises  when
the Board  of  Directors  of  the  acquiring  company  decide  to approach  the  shareholders  of
the  target  company  directly  through  a  Public Announcement (Tender Offer) to buy their
shares consequent to the rejection of the offer made to the Board of Directors of the target
company.
Take Over Strategies: Other than Tender Offer the acquiring company can also use the following
techniques:
 Street  Sweep:  This  refers  to  the  technique  where  the  acquiring  company accumulates

larger number of shares in a target before making an open offer. The advantage is that the
target company is left with no choice but to agree to the proposal of acquirer for takeover.

 Bear Hug: When the acquirer threatens the target to make an open offer, the board of target
company agrees to a settlement with the acquirer for change of control.

 Strategic  Alliance:  This  involves  disarming  the  acquirer  by  offering  a partnership
rather  than  a  buyout.  The  acquirer  should  assert  control  from within and takeover the
target company.

 Brand  Power:  This  refers  to  entering  into  an  alliance  with  powerful  brands  to displace
the target’s brands and as a result, buyout the weakened company.

14. Factors affecting Investment Decisions in Portfolio Management
(i) Objectives of investment portfolio: There can be many objectives of making an investment.

The manager of a provident fund portfolio has to look for security (low  risk)  and  may  be
satisfied  with  none  too  higher  return.  An  aggressive investment company  may,
however,  be  willing  to  take  a  high  risk  in  order  to have high capital appreciation.

(ii) Selection of investment
a. What  types  of  securities  to  buy  or  invest  in?  There  is  a  wide  variety  of

investments  opportunities available  i.e.  debentures,  convertible  bonds, preference
shares, equity shares, government securities and bonds, income units, capital units etc.

b. What  should  be  the  proportion  of  investment  in  fixed  interest/dividend securities
and variable interest/dividend bearing securities?

c. In  case  investments  are  to  be  made  in  the  shares  or  debentures  of companies,
which particular industries show potential of growth?

d. Once industries with high growth potential have been identified, the next step is  to
select  the  particular  companies,  in  whose  shares  or  securities investments are to be
made.

(iii) Timing  of  purchase:  At  what  price  the  share  is  acquired  for  the  portfolio depends
entirely  on  the  timing  decision.  It  is  obvious  if  a  person  wishes  to make any gains, he
should “buy cheap and sell dear” i.e. buy when the shares are selling at a low price and sell
when they are at a high price.
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15. The investment banker's work involved in a private placement is quite similar to sell- side M&A
representation. The bankers attempt to find a buyer by writing the private Placement
Memorandum (PPM) and then contacting potential strategic or financial buyers of the client.
Because  private  placements  involve  selling  equity  and  debt to  a  single  buyer,  the investor
and  the  seller  (the  company)  typically  negotiate  the  terms  of  the  deal. Investment  bankers
function  as  negotiators  for  the  company,  helping  to  convince the investor of the value of the
firm. Fees involved in private placements work like those  in  public  offerings.  Usually  they
are  a  fixed  percentage  of  the  size  of  the transaction.

16. Following are some of factors that affect bond's duration:
(1) Time to maturity: Consider two bonds that each cost ` 1,000 and yield 7%. A bond  that

matures  in  one  year  would  more  quickly  repay  its  true  cost  than  a bond  that  matures
in  10  years.  As  a  result,  the  shorter-maturity  bond  would have a lower duration and
less price risk. The longer the maturity, the higher the duration.

(2) Coupon  rate: Coupon  payment  is  a  key  factor  in  calculation  of  duration  of bonds.  If
two identical bonds pay different  coupons,  the  bond  with  the higher coupon will pay
back its original cost quicker than the lower-yielding bond. The higher the coupon, the lower
is the duration.

17. Portfolio management is a process and broadly it involves following five phases and each  phase
is  an  integral  part  of  the  whole  process  and  the  success  of portfolio management depends
upon the efficiency in carrying out each of these phases.
1) Security  Analysis:  Security  analysis  constitutes  the  initial  phase  of  the portfolio

formation  process  and  consists  in  examining  the  risk-return characteristics of individual
securities and also the correlation among them. A simple  strategy  in  securities
investment  is  to  buy  underpriced  securities  and sell overpriced securities. But the basic
problem is how to identify underpriced and overpriced securities and this is what security
analysis is all about. There are  two  alternative  approaches  to  analyse  any  security  viz.
fundamental analysis  and  technical  analysis.  They  are  based  on  different  premises
and follow different techniques.

2) Portfolio  Analysis: Once  the  securities  for  investment  have  been  identified, the  next
step  is  to  combine  these  to  form  a  suitable  portfolio.  Each  such portfolio has its own
specific risk and return characteristics which are not just the aggregates of the
characteristics of the individual securities constituting it. The  return  and  risk  of  each
portfolio  can  be  computed  mathematically  based on  the  risk-return  profiles  for  the
constituent  securities  and  the  pair-wise correlations among them.

3) Portfolio Selection: The goal of a rational investor is to identify the Efficient Portfolios out
of the whole set of Feasible Portfolios mentioned above and then to  zero  in  on  the
Optimal  Portfolio  suiting  his  risk appetite.    An  Efficient Portfolio has the highest return
among all Feasible Portfolios having identical Risk  and  has  the  lowest  Risk  among  all
Feasible  Portfolios  having  identical Return.

4) Portfolio  Revision: Once  an  optimal  portfolio  has  been  constructed,  it becomes
necessary  for  the  investor  to  constantly  monitor  the  portfolio  to ensure that it does not
lose it optimality. In light of various developments in the market,  the  investor  now  has
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to  revise  his  portfolio. This  revision  leads  to addition (purchase) of some new securities
and deletion (sale) of some of the existing  securities  from  the  portfolio.  The  nature  of
securities  and  their proportion in the portfolio changes as a result of the revision.

5) Portfolio  Evaluation: This  process  is  concerned  with  assessing  the performance  of  the
portfolio over  a selected  period of  time in  terms  of  return and risk and it involves
quantitative measurement of actual return realized and the risk borne by the portfolio over
the period of investment. Various types of alternative measures of performance evaluation
have been developed for use by investors and portfolio managers.

18. Benefits of International Portfolio Investment are as follows:
a. Reduce Risk:  International investment  aids to  diversify risk  as the gains from

diversification within a country are therefore very much limited, because macro economic
factors of different countries vary widely and do not follow the same phases  of  business
cycles,  different  countries  have  securities  of  different industries  in  their  market
portfolio  leading  to  correlation  of  expected  returns from investment in different countries
being lower than in a single country.

b. Raise Return through better Risk – Return Trade off : International Investment aids  to  raise
the  return  with  a  given  risk  and/or  aids  to  lower  the  risk  with  a given rate of return.
This is possible due to profitable investment opportunities being  available  in  an enlarged
situation  and  at  the  same  time  inter  country dissimilarities reduce the quantum of risk.

19. Benefits of Debit cards are as follows:
1. Obtaining a debit card is often easier than obtaining a credit card.
2. Using  a  debit  card  instead  of  writing  cheques  saves  one  from  showing identification

or giving his personal information at the time of the transaction.
3. Using a debit card frees him from carrying cash or a cheque book.
4. Using a debit card means he no longer has to stock up on traveller’s cheques or cash when

he travels
5. Debit  cards  may  be  more  readily  accepted  by  merchants  than  cheques,  in other states

or countries wherever the card brand is accepted.
6. The debit card is a quick, “pay now” product, giving one no grace period.
7. Using a debit card may mean one has less protection than with a credit card purchase  for

items  which  are  never  delivered,  are  defective,  or misrepresented.  But,  as  with  credit
cards,  one  may  dispute  unauthorized charges or other mistakes within 60 days. One
should contact the card issuer if a problem cannot be resolved with the merchant.

8. Returning goods  or canceling services purchased  with  a  debit card is  treated as if the
purchase were made with cash or a cheque.

20. Factors affects the selection of Mutual Funds is as follows:
1) Past  Performance – The  Net  Asset  Value  is  the  yardstick  for  evaluating  a Mutual

Fund. The higher the NAV, the better it is. Performance is based on the growth  of  NAV
during  the  referral  period  after  taking  into  consideration Dividend paid.

Growth = (NAV1 – NAV0 ) + D1 / NAV0.
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2) Timing – The timing when the mutual fund is raising money from the market is vital. In a
bullish market, investment in mutual fund falls significantly in value whereas  in  a  bearish
market,  it  is  the  other  way  round  where  it  registers growth. The turns in the market
need to be observed.

3) Size of Fund – Managing a small sized fund and managing a large sized fund is  not  the
same  as  it  is  not  dependent  on  the  product  of  numbers.  Purchase through  large  sized
fund  may  by  itself  push  prices  up  while  sale  may  push prices down, as large funds get
squeezed both ways. So it is better to remain with medium sized funds.

4) Age of Fund – Longevity of the fund in business needs to be determined and its
performance  in  rising,  falling  and  steady  markets  have  to  be  checked. Pedigree  does
not  always  matter  as  also  success  strategies  in  foreign markets.

5) Largest Holding – It is important to note where the largest holdings in mutual fund have
been invested.

6) Fund  Manager – One  should  have  an  idea  of  the  person  handling  the  fund
management. A person of repute gives confidence to the investors.

7) Expense  Ratio – SEBI  has  laid  down  the  upper  ceiling  for  Expense  Ratio.  A lower
Expense Ratio will give a higher return which is better for an investor.

8) PE  Ratio – The  ratio  indicates  the  weighted  average  PE  Ratio  of  the  stocks that
constitute the fund portfolio with weights being given to the market value of  holdings.  It
helps  to  identify  the  risk  levels  in  which  the  mutual  fund operates.

9) Portfolio Turnover – The fund manager decides as to when he should enter or quit  the
market.  A  very low  portfolio  turnover  indicates  that  he  is  neither entering  nor
quitting  the  market  very  frequently.  A  high  ratio,  on  the  other hand,  may  suggest
that  too  frequent  moves  have  lead  the  fund  manager  to miss out on the next big wave
of investments. A simple average of the portfolio turnover  ratio  of  peer  group  updated
by  mutual  fund  tracking  agencies  may serve as a benchmark. The ratio is lower of annual
purchase plus annual sale to average value of the portfolio.

21. The classic study of the actual dividend behavior was done by John Lintner in 1956. The study
was conducted in two stages. First, he conducted a series of interviews with businessmen to
form a view of how they went about their dividends decisions. He then formed a model on the
basis of those interviews which could be tested on a larger data. His formula is
D1 = D0 + [(EPS X Target Payout) – D0] X AF

Where
D1 = Dividend in year 1
D0 = Dividend in year 0
EPS  = Earning Per Share
AF = Adjustment Factor
Lintner model has two parameters:
1. The target pay-out ratio and
2. The spread at which current dividends adjust to the target.
From  the  interviews  he  conducted,  it  emerged  that  investment  needs  were  not  a major
consideration  in  the  determination  of  dividend  policy,  rather  the  decision  to change  the
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dividend  was  usually  a  response  to  a  significant  change  in  earnings which  had  disturbed
the  existing  relationship  between  earnings and  dividends. Lintner concluded that
(1) Companies tend to set long run target dividends-to-earning ratios according to the amount

of positive net present value (NPV) project that are available.
(2) Earning  increases  are  not  always  sustainable.  As  a  result,  dividend  policy  is not

changed until managers can see that new earnings level are sustainable.

22. The  following  attributes  are  considered  crucial  for  qualifying  for  the  derivatives trade:
(1) a commodity should be durable and it should be possible to store it;
(2) units must be homogeneous;
(3) the  commodity  must  be  subject  to  frequent  price  fluctuations  with  wide amplitude;

supply and demand must be large;
(4) supply  must  flow  naturally  to  market  and  there  must  be  breakdowns in  an existing

pattern of forward contracting.
The  first  attribute,  durability  and  storability,  has  received  considerable  attention  in
commodity  finance,  since  one  of  the  economic  functions  often  attributed  to commodity
derivatives markets is the temporal allocation of stocks.
Since  commodity  derivatives  contracts  are  standardized  contracts,  the  second attribute,
requires the underlying product to be homogeneous, so that the underlying commodity  as
defined  in  the  commodity derivatives  contract  corresponds  with  the commodity  traded  in
the  cash  market.  This  allows  for  actual  delivery  in  the commodity derivatives market.
The  third  attribute,  a  fluctuating  price,  is  of  great  importance,  since  firms will  feel little
incentive to insure themselves against price risk if price changes are small. A broad cash market
is important because a large supply of the commodity will make it difficult to establish
dominance in the market place and a broad cash market will tend to provide for a continuous
and orderly meeting of supply and demand forces.
The  last  crucial  attribute,  breakdowns  in  an  existing  pattern  of  forward  trading, indicates
that cash market risk will have to be present for a commodity derivatives market to come into
existence. Should all parties decide to eliminate each and every price  fluctuation  by  using
cash  forward  contracts  for  example,  a  commodity derivatives market would be of little
interest.

23. No organization can run an existing business and promote a new expansion project without a
suitable internally mobilized financial base or both internally and externally mobilized financial
base.
Sources  of  finance  and  capital  structure  are  the  most  important  dimensions of  a strategic
plan.  The  generation  of  funds  may  arise  out  of  ownership  capital  and  or borrowed
capital.  A  company  may  issue  equity  shares  and  /  or  preference  shares for mobilizing
ownership capital.
Along  with  the  mobilization of  funds,  policy  makers  should  decide  on  the  capital
structure  to  indicate  the  desired  mix  of  equity  capital  and  debt  capital.  There  are some
norms  for  debt  equity  ratio.  However  this  ratio  in  its  ideal  form  varies  from industry to
industry. It also depends on the planning mode of the organization under study.
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Another important dimension of strategic management and financial policy interface is the
investment and fund allocation decisions. A planner has to frame policies for regulating
investments  in  fixed  assets  and  for  restraining  of  current  assets. Investment proposals
mooted by different business units may be addition of a new product, increasing the level of
operation of an existing product and cost reduction and efficient utilization of resources through
a new approach and closer monitoring of the different critical activities.
Now,  given  these  three  types  of  proposals  a  planner  should  evaluate  each  one  of them
by making within group comparison in the light of capital budgeting exercise.
Dividend  policy  is  yet  another  area  for  making  financial  policy  decisions  affecting the
strategic performance of the company. A close interface is needed to frame the policy  to  be
beneficial  for all.  Dividend  policy  decision  deals  with  the  extent  of earnings to be
distributed as dividend and the extent of earnings to be retained for future expansion scheme of
the firm.
It  may  be  noted  from  the  above  discussions  that  financial  policy  of  a  company cannot be
worked out in isolation of other functional policies. It has a wider appeal and closer link with
the overall organizational performance and direction of growth. These  policies  related  to
external  awareness  about  the  firm,  specially  the awareness  of  the  investors  about  the
firm,  in  respect  of  its  internal  performance. There is always a process of evaluation active in
the minds of the current and future stake  holders  of  the  company.  As  a  result,  preference
and  patronage  for  the company  depends  significantly  on  the  financial  policy  framework.
And  hence attention  of  the  corporate  planners  must  be  drawn  while  framing  the  financial
policies not at a later stage but during the stage of corporate planning itself.

24. Reits typically offer the following benefits:
 For the Investors: REITs as an investment class provide the common man an opportunity  to

invest  in  fixed  income  securities  which  also  provide  long  term capital  appreciation
and  a  natural  inflation  hedge.  It  also  opens  to  small investors an arena (i.e. rent
generating real estate assets) which was hitherto the monopoly of large investors.

 For the Industry: Reits assist in streamlining the real estate sector by creating a  new  and
transparent  source  of  raising  finance  in  the  real  estate  sector. Further,  Reits  can
provide  developers  with  institutional  capital  to  sell  their assets  and  use  funds  to
repay  banks  and/or  utilize  the  funds  for  more development.

25. This  approach  attempts  to  identify  multi-industry  companies  that  are  undervalued and
would have more value if separated from each other. In other words as per this approach  an
attempt  is  made  to  buy  assets  below their  replacement  value.  This approach involves
following three steps:
Step  1: Identify  the  firm’s  various  business  segments  and  calculate  the  average
capitalization ratios for firms in those industries.
Step  2: Calculate  a  “theoretical” market  value  based  upon  each  of  the  average
capitalization ratios.
Step 3: Average the “theoretical” market values to determine the “chop-shop” value of the firm.
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26. The success  of  any  business  is  measured  in  financial  terms.    Maximising value  to the
shareholders is the ultimate objective.  For this to happen, at every stage of its operations
including  policy-making,  the  firm  should  be  taking  strategic  steps  with value-
maximization  objective.    This  is  the  basis  of  financial  policy  being  linked  to strategic
management.
The  linkage  can  be  clearly  seen  in  respect  of  many  business  decisions.    For example:
(i) Manner  of  raising  capital  as  source  of  finance  and  capital  structure  are  the most

important dimensions of strategic plan.
(ii) Cut-off  rate  (opportunity  cost  of  capital)  for  acceptance  of  investment decisions.
(iii) Investment  and  fund  allocation  is  another  important  dimension  of  interface  of

strategic management and financial policy.
(iv) Foreign Exchange exposure and risk management.
(v) Liquidity management
(vi) A  dividend  policy  decision  deals  with  the  extent  of  earnings  to  be  distributed and a

close interface is needed to frame the policy so that the policy should be beneficial for all.
(vii) Issue of bonus share is another dimension involving the strategic decision.
Thus  from  above  discussions  it  can  be  said  that  financial  policy  of  a  company cannot be
worked out in isolation to other functional policies. It has a wider appeal and closer link with
the overall organizational performance and direction of growth.

27. Zero  Date  of  a  Project  means  a  date  is  fixed  from  which  implementation  of  the project
begins. It is a starting point of incurring cost. The project completion period is  counted  from
the  zero  date.  Pre-project  activities  should  be  completed  before zero date. The pre-project
activities should be completed before zero date. The pre- project activities are:
a. Identification of project/product
b. Determination of plant capacity
c. Selection of technical help/collaboration
d. Selection of site.
e. Selection of survey of soil/plot etc.
f. Manpower planning and recruiting key personnel
g. Cost and finance scheduling.

28. Cross-border leasing is a leasing agreement where lessor and lessee are situated in different
countries. This raises significant additional issues relating to tax avoidance and tax shelters. It
has been widely used in some European countries, to arbitrage the difference in the tax laws of
different countries.
Cross-border  leasing  have  been  in  practice  as  a  means  of  financing  infrastructure
development  in  emerging  nations.  Cross-border  leasing  may  have  significant applications
in  financing  infrastructure  development  in  emerging  nations - such  as rail  and  air
transport  equipment,  telephone  and  telecommunications,  equipment, and  assets
incorporated  into  power  generation  and  distribution  systems  and  other projects that have
predictable revenue streams.
A  major  objective  of  cross-border  leases  is  to  reduce  the  overall  cost  of  financing through
utilization by the lessor of tax depreciation allowances to reduce its taxable income,  The  tax
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savings  are  passed  through  to  the  lessee  as  a  lower  cost  of finance. The basic prerequisites
are relatively high tax rates in the lessor's country, liberal depreciation rules and either very
flexible or very formalistic rules governing tax ownership.

29. Offer for sale is also known as bought out deal (BOD). It is a new method of offering equity
shares,  debentures  etc.,  to  the  public.  In  this  method,  instead  of  dealing directly with the
public, a company offers the shares/debentures through a sponsor. The  sponsor  may  be  a
commercial  bank,  merchant  banker,  an  institution  or  an individual.  It  is  a  type  of
wholesale  of  equities  by  a  company.  A  company  allots shares  to  a  sponsor  at  an  agreed
price  between  the  company  and  sponsor.  The sponsor then passes the consideration money
to the company and in turn gets the shares  duly  transferred  to  him.  After  a  specified  period
as  agreed  between  the company  and  sponsor,  the  shares  are  issued  to  the  public  by  the
sponsor  with  a premium. After the public offering, the sponsor gets the shares listed in one or
more stock  exchanges.  The  holding  cost  of  such  shares  by  the  sponsor  may  be reimbursed
by the company or the sponsor may get the profit by issue of shares to the public at premium.
Thus,  it  enables  the  company  to  raise  the  funds  easily  and  immediately.  As  per SEBI
guidelines, no listed company can go for BOD. A privately held company or an unlisted
company  can  only  go  for  BOD.  A  small  or  medium  size  company  which needs money
urgently chooses to BOD. It is a low cost method of raising funds. The cost  of  public  issue  is
around  8%  in  India.  But  this  method  lacks  transparency. There  will  be  scope  for  misuse
also.  Besides  this,  it  is  expensive  like  the public issue  method.  One  of  the  most  serious
short  coming  of  this  method  is  that  the securities  are  sold  to  the  investing  public  usually
at  a  premium.  The  margin  thus between the amount received by the company and the price
paid by the public does not  become  additional  funds  of  the  company,  but  it  is  pocketed  by
the  issuing houses or the existing shareholders.

30. ECB include bank loans, supplier credit, securitised instruments, credit from export credit
agencies  and borrowings  from  multilateral  financial  institutions.  These securitised
instruments  may  be  FRNs,  FRBs  etc.  Indian  corporate  sector  is permitted  to  raise  finance
through  ECBs  within  the  framework  of  the  policies  and procedures prescribed by the
Central Government. Multilateral financial institutions like  IFC,  ADB,  AFIC,  CDC  are
providing  such  facilities  while  the  ECB  policy provides  flexibility in  borrowing consistent
with maintenance  of  prudential  limits for total  external  borrowings,  its  guiding  principles
are  to  keep  borrowing  maturities long, costs low and encourage infrastructure/core and
export sector financing which are crucial for overall growth of the economy. The government of
India, from time to time changes the guidelines and limits for which the ECB alternative as a
source of finance is pursued by the corporate sector. During past decade the government has
streamlined the ECB policy and procedure to enable the Indian companies to have their better
access to the international financial markets.
The government permits the ECB route for variety of purposes namely expansion of existing
capacity  as  well  as  for  fresh  investment.  But  ECB  can  be  raised  through internationally
recognized sources.  There  are  caps  and  ceilings  on  ECBs  so  that macro economy goals are
better achieved. Units in SEZ are permitted to use ECBs under a special window.
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31. After the globalization of the Indian economy, accessibility to vast amount of resources was
available to the domestic corporate sector. One such accessibility was in terms of raising
financial resources abroad by internationally prudent companies. Among others, GDRs  were
the  most  important  source  of  finance  from  abroad  at  competitive  cost. Global  depository
receipts  are  basically  negotiable  certificates  denominated  in  US dollars,  that  represent  a
non- US  company’s  publicly  traded  local  currency  (Indian rupee) equity shares. Companies
in India, through the issue of depository receipts, have been able to tap global equity market to
raise foreign currency funds by way of equity.
Since  the  inception  of  GDRs,  a  remarkable  change  in  Indian  capital  market  has been
observed. Some of the changes are as follows:
(i) Indian  capital  market  to  some  extent  is  shifting  from  Bombay  to  Luxemburg and

other foreign financial centres.
(ii) There is arbitrage possibility in GDR issues. Since many Indian companies are actively

trading  on  the  London  and  the  New  York  Exchanges  and  due  to  the existence of
time differences, market news, sentiments etc. at times the prices of  the  depository
receipts  are  traded  at  discounts  or  premiums  to  the underlying  stock.  This  presents
an  arbitrage  opportunity wherein  the  receipts can be bought abroad and sold in India at
a higher price.

(iii) Indian capital market is no longer independent from the rest of the world. This puts
additional strain on the investors as they now need to keep updated with worldwide
economic events.

(iv) Indian  retail  investors  are  completely  sidelined.  Due  to  the  placements  of GDRs  with
Foreign  Institutional  Investor’s  on  the  basis  free  pricing,  the  retail investors  can  now
no  longer  expect  to  make  easy  money  on heavily discounted right/public issues.

(v) A  considerable  amount  of  foreign  investment  has  found  its  way  in  the  Indian
market which has improved liquidity in the capital market.

(vi) Indian  capital  market  has  started  to  reverberate  by  world  economic  changes, good or
bad.

(vii) Indian capital market has not only been widened but deepened as well.
(viii) It  has  now  become  necessary  for  Indian  capital  market  to  adopt  international

practices in its working including financial innovations.

32. A  firm dealing  with  foreign  exchange  may  be  exposed  to  foreign  currency exposures.
The  exposure  is  the  result  of  possession  of  assets  and  liabilities  and transactions
denominated  in  foreign  currency.  When  exchange  rate  fluctuates, assets, liabilities,
revenues, expenses that have been expressed in foreign currency will  result  in  either  foreign
exchange  gain  or  loss.  A  firm  dealing  with  foreign exchange may be exposed to the
following types of risks:
(i) Transaction Exposure: A  firm  may  have  some  contractually  fixed  payments and

receipts in foreign currency, such as, import payables, export receivables, interest payable
on foreign currency loans etc. All such items are to be settled in  a  foreign  currency.
Unexpected  fluctuation  in  exchange  rate  will  have favourable or adverse impact on its
cash flows. Such exposures are termed as transactions exposures.
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(ii) Translation  Exposure: The  translation  exposure  is  also  called  accounting exposure or
balance sheet exposure. It is basically the exposure on the assets and  liabilities  shown  in
the  balance  sheet  and  which  are  not  going  to  be liquidated in the near future. It refers
to the probability of loss that the firm may have  to  face  because  of  decrease  in  value  of
assets  due  to  devaluation  of  a foreign  currency  despite  the  fact  that  there  was  no
foreign  exchange transaction during the year.

(iii) Economic  Exposure: Economic  exposure  measures  the  probability  that fluctuations  in
foreign  exchange  rate  will  affect  the  value  of  the  firm.  The intrinsic  value  of  a  firm
is  calculated  by  discounting  the  expected  future  cash flows  with  appropriate
discounting  rate.  The  risk  involved  in  economic exposure  requires measurement  of
the  effect  of fluctuations  in  exchange rate on different future cash flows.

33. Constraints on paying Divided ends
(i) Legal: Under Section 205(1) of the Companies Act 1956, dividend is to be paid out of

current profits or past profits after depreciation. The Central Government can allow a
company to pay dividend for any financial year out of profits of the company  without
providing  for  depreciation  if  it  is  in  the  public  interest. Dividend is to be paid in cash
but a company is allowed to capitalise profits or reserves (retained earnings) for issuing
fully paid bonus shares. Capital profit may also be distributed as dividends if articles
permit.

(ii) Liquidity: Payment of dividends means outflow of cash. Ability to pay dividends depends
on cash and liquidity position of the firm. A mature company does not have  much
investment  opportunities,  nor  are  funds  tied  up  in  permanent working  capital  and,
therefore  has  a  sound  cash  position.  For  a  growth oriented  company  in  spite  of
good  profits,  it  will  need  funds  for  expanding activities and permanent working
capital and therefore it is not in a position to declare dividends.

(iii) Access  to  the  Capital  Market:  By  paying  large  dividends,  cash position  is affected.  If
new  shares  have  to  be  issued  to  raise  funds  for  financing investment programmes
and if the existing shareholders cannot buy additional shares, control is diluted. Payment
of dividends may be withheld and earnings areutilised for financing firm’s investment
opportunities.

(iv) Investment  Opportunities:  If  investment  opportunities  are  inadequate,  it  is better to
pay dividends and raise external funds whenever necessary for such opportunities.

34. Depending  upon  the features  built  into  the  factoring  arrangement  to  cater  to  the varying
needs of trade/citizens, there can be different kinds of factoring:

Recourse and Non-recourse Factoring: Under a recourse factoring arrangement, the factor has
recourse to the client (firm) if the debt purchased/receivable factored turns out to be
irrecoverable. In other words, the factor does not assume credit risks associated  with  the
receivables.  The  factor  does  not  have  the  right  to  recourse  in the case of non-recourse
factoring. The loss arising out of irrecoverable receivables is borne by him, as a compensation
for which he charges a higher commission.
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Advance  and Maturity  factoring: The factor  paid  a  pre specified  portion,  ranging between
three-fourths  to  nine  tenths,  of  the  factored  receivables  in  advance,  the balance  being  paid
upon  collection/on  the  guaranteed  payment  date.  A  drawing limit, as a pre- payment, is
made available by the factor to the client as soon as the factored  debts  are  approved/the
invoices  are  accounted  for.  The  client  has  to  pay interest  (discount)  on  the
advance/repayment  between  the  date  of  such  payment and  the  date  of  actual  collection
from  the  customers/or  the  guaranteed payment date,  determined  on  the  basis  of  the
prevailing  short-term  rate,  the  financial standing of the client and the volume of the turnover.

Full  factoring: This  is  the  most  comprehensive  form  of  factoring  combining  the features
of  all  the  factoring  services  specially  those  of  non-recourse  and  advance factoring. It is also
known as old line factoring.

Disclosed  and  undisclosed  Factoring: In  disclosed  factoring,  the  name  of  the factor  is
disclosed  in  the  invoice  by  the  supplier-manufacturer  of  the  goods  asking the buyer to
make payment to the factor, the name of the factor is not disclosed in the invoice in undisclosed
factoring although the factor maintains the sales ledger of the supplier-manufacturer. The entire
realization of the business transaction is done in the name of the supplier company but all
control remains with the factor.

Domestic  and  export/Cross  Border  Factoring: If  the  three  parties  involved, namely,
customer (buyer), client, (seller-supplier) and factor (financial intermediary) are domiciled in the
same country then it is known as domestic factoring. There are usually four parties involved to
a cross border factoring transaction. They are :
1. Exporter (client)
2. Importer (customer)
3. Export factor
4. Import Factor
It is also known as two-factor system.

35. Treasury bills are short-term debt instruments of the Central Government, maturing in a period
of less than one year. Treasury bills are issued by RBI on behalf of the Government of India for
periods ranging from 14 days to 364 days through regular auctions.  They  are  highly  liquid
instruments  and  issued  to  tide  over  short-term liquidity shortfalls.
Treasury  bills  are  sold  through  an  auction  process  according  to  a fixed  auction calendar
announced by the RBI. Banks and primary dealers are the major bidders in the  competitive
auction  process.  Provident  Funds  and  other  investors  can  make non-competitive  bids.  RBI
makes  allocation  to  non-competitive  bidders  at  a weighted  average  yield  arrived  at  on
the  basis  of  the  yields  quoted  by  accepted competitive  bids.  These  days  the  treasury  bills
are  becoming  very  popular  on account  of  falling  interest  rates.  Treasury  bills  are issued
at  a  discount  and redeemed at par. Hence, the implicit yield on a treasury bill is a function of
the size of  the  discount  and  the  period  of  maturity.  Now,  these  bills  are  becoming  part
of debt market. In India, the largest holders of the treasury bills are commercial banks, trust,
mutual funds and provident funds. Although the degree of liquidity of treasury bills  are
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greater  than  trade  bills,  they  are  not  self  liquidating  as  the  genuine  trade bills are. T-bills
are claim against the government and do not require any grading or further endorsement or
acceptance.

36. In  interbank  transactions,  foreign  exchange  is  transferred  from  one  account  to another
account  and  from  one  centre  to  another  centre.  Therefore,  the  banks maintain three types
of current accounts in order to facilitate quick transfer of funds in  different  currencies.  These
accounts  are  Nostro,  Vostro  and  Loro  accounts meaning “our”, “your” and “their”. A bank’s
foreign currency account maintained by the bank in a foreign country and in the home currency
of that country is known as Nostro  Account  or  “our  account  with  you”.  For  example,  An
Indian  bank’s  Swiss franc  account  with  a  bank  in  Switzerland.  Vostro  account  is  the  local
currency account  maintained  by  a  foreign  bank/branch.  It  is  also  called  “your  account
with us”. For example, Indian rupee account maintained by a bank in Switzerland with a bank
in  India.  The  Loro  account  is  an  account  wherein  a  bank  remits  funds  in foreign currency
to another bank for credit to an account of a third bank.

37. Salient features of Financial Lease
(i) It is an intermediate term to long-term arrangement.
(ii) During the primary lease period, the lease cannot be cancelled.
(iii) The lease is more or less fully amortized during the primary lease period.
(iv) The  costs  of  maintenance,  taxes,  insurance  etc.,  are  to  be  incurred  by  the lessee unless

the contract provides otherwise.
(v) The lessee is required to take the risk of obsolescence.
(vi) The lessor is only the Financier and is not interested in the asset.

38. It  implies  the  process  of  recording  the  investments  in  traded  securities  (shares, debt-
instruments,  etc.)  at  a  value,  which  reflects  the  market value  of  securities  on the
reporting  date.  In  the  context  of  derivatives  trading,  the  futures  contracts  are marked to
market on periodic (or daily) basis. Marking to market essentially means that  at  the  end  of  a
trading  session,  all outstanding  contracts  are  re priced  at  the settlement  price  of  that
session.  Unlike  the  forward  contracts,  the  future  contracts are re priced every day. Any loss
or profit resulting from re pricing would be debited or credited to the margin account of the
broker. It, therefore, provides an opportunity to  calculate  the  extent  of  liability  on  the  basis
of  re pricing.  Thus,  the  futures contracts  provide  better  risk  management  measure  as
compared  to  forward contracts.
Suppose on 1st day we take a long position, say at a price of ` 100 to be matured on 7th day.
Now on 2nd day if the price goes up to ` 105, the contract will be repriced at ` 105  at  the  end
of  the  trading  session  and  profit  of ` 5  will  be  credited  to  the account  of  the  buyer.  This
profit  of ` 5  may  be  drawn  and  thus  cash  flow  also increases.  This  marking  to  market
will  result  in  three  things – one,  you  will  get  a cash  profit  of ` 5;  second,  the  existing
contract  at  a  price  of ` 100  would  stand cancelled; and third you will receive a new futures
contract at ` 105. In essence, the marking to market feature implies that the value of the futures
contract is set to zero at the end of each trading day.
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39. Relevant Assumptions of CAPM
(i) The investor’s objective is to maximize the utility of terminal wealth;
(ii) Investors make choices on the basis of risk and return;
(iii) Investors have identical time horizon;
(iv) Investors have homogeneous expectations of risk and return;
(v) Information is freely and simultaneously available to investors;
(vi) There is risk-free asset, and  investor can borrow  and  lend  unlimited  amounts at the

risk-free rate;
(vii) There  are  no  taxes,  transaction  costs,  restrictions  on  short  rates  or  other market

imperfections;
(viii) Total asset quantity is fixed, and all assets are marketable and divisible.

40. Exchange Traded Funds (ETFs) were introduced in US in 1993 and came to India around 2002.
ETF is a hybrid product that combines the features of an index mutual fund and stock and
hence, is also called index shares. These funds are listed on the stock exchanges and their prices
are linked to the underlying index. The authorized participants act as market makers for ETFs.
ETF can be bought and sold like any other stock on stock exchange. In other words, they  can  be
bought  or  sold  any  time  during  the  market  hours  at  prices  that  are expected to be closer
to the NAV at the end of the day. NAV of an ETF is the value of  the  underlying  component  of
the  benchmark  index  held  by  the  ETF  plus  all accrued dividends less accrued management
fees.
There is no paper work involved for investing in an ETF. These can be bought like any other
stock by just placing an order with a broker.
Some other important features of ETF are as follows:
1. It  gives  an investor  the  benefit  of  investing  in a  commodity  without  physically

purchasing the commodity like gold, silver, sugar etc.
2. It is launched by an asset management company or other entity.
3. The investor does not need to physically store the commodity or bear the costs of upkeep

which is part of the administrative costs of the fund.
4. An  ETF  combines  the  valuation  feature  of  a  mutual  fund  or  unit  investment trust,

which  can  be  bought  or  sold  at  the  end  of  each  trading  day  for  its  net asset  value,
with  the  tradability  feature  of  a  closed-end  fund,  which  trades throughout the trading
day at prices that may be more or less than its net asset value.

41. Under conditions of inflation, the project cost estimates that are relevant for a future date  will
suffer  escalation.  Inflationary  conditions  will  tend  to  initiate  the measurement  of  future
cash  flows.  Either  of  the  following  two  approaches  may be used while appraising projects
under such conditions:
(i) Adjust  each  year's  cash  flows  to  an  inflation  index,  recognising  selling  price increases

and cost increases annually; or
(ii) Adjust  the  'Acceptance  Rate'  (cut-off)  suitably  retaining cash  flow  projections at

current price levels.
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An example of approach (ii) above can be as follows:
Normal Acceptance Rate : 15.0%
Expected Annual Inflation : 5.0%
Adjusted Discount Rate : 15.0 × 1.05 or 15.75%
It must be noted that measurement of inflation has no standard approach nor is easy. This
makes the job of appraisal a difficult one under such conditions.

42. It  is  a new method  of  offering  equity  shares,  debentures  etc.,  to  the  public.  In  this
method,  instead  of  dealing  directly  with  the  public,  a  company  offers  the
shares/debentures  through  a  sponsor.  The  sponsor  may  be  a  commercial  bank, merchant
banker, an institution or an individual. It is a type of wholesale of equities by  a  company.  A
company  allots  shares  to  a  sponsor  at  an  agreed  price  between the company and sponsor.
The sponsor then passes the consideration money to the company and in turn gets the shares
duly transferred to him. After a specified period as agreed between the  company and  sponsor,
the shares are  issued  to  the public by  the  sponsor  with  a  premium.  After  the  public
offering,  the  sponsor  gets  the shares listed in one or more stock exchanges. The holding cost of
such shares by the sponsor may  be  reimbursed by  the company  or  the sponsor may  get  the
profit by issue of shares to the public at premium.
Thus,  it  enables  the  company  to  raise  the  funds  easily  and  immediately.  As  per SEBI
guidelines, no listed company can go for BOD. A privately held company or an unlisted
company  can  only  go  for  BOD.  A  small  or  medium  size  company  which needs money
urgently chooses to BOD. It is a low cost method of raising funds. The cost  of  public  issue  is
around  8%  in  India. But  this  method  lacks  transparency. There  will  be  scope  for  misuse
also.  Besides  this,  it  is  expensive  like  the  public issue  method.  One  of  the  most  serious
short  coming  of  this  method  is  that  the securities  are  sold  to the  investing  public  usually
at  a  premium.  The  margin  thus between the amount received by the company and the price
paid by the public does not  become  additional  funds  of  the  company,  but  it  is  pocketed  by
the  issuing houses or the existing shareholders.

43. “Financial  Engineering”  involves  the  design,  development  and  implementation  of
innovative  financial  instruments  and  processes  and  the  formulation  of  creative solutions
and  problems  in  finance.  Financial  engineering  lies  in  innovation  and creativity to promote
market efficiency. In involves construction of innovative asset- liability  structures  using  a
combination  of  basic  instruments  so  as  to  obtain  hybrid instruments which may either
provide a risk-return configuration otherwise unviable or result in gain by heading efficiently,
possibly by creating an arbitrage opportunity. It  is  of  great  help  in  corporate  finance,
investment  management,  trading  activities and risk management.
Over  the  years,  Financial  managers  have  been  coping  up  with  the  challenges  of changing
situations. Different new techniques of financial analysis and new financial instruments  have
been  developed.  The  process  that  seeks  to  adopt  existing financial  instruments  and
develop  new  ones  so  as  to  enable  financial  market participants to cope more effectively
with changing conditions is known as financial engineering.
In  recent  years,  the  rapidity  with  which  corporate  finance  and  investment  finance have
changed  in  practice  has  given  birth  to  new  area  of  study  known  as  financial engineering.
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It  involves  use  of  complex  mathematical  modelling  and  high  speed computer  solutions.
Financial  engineering  includes  all  this.  It  also  involves  any moral  twist  to  an  existing  idea
and  is  not  limited  to  corporate  finance.  It  has  been practiced by commercial banks in
offering new and tailor made products to different types of customers. Financial engineering
has been used in schemes of merger and acquisitions.
The term financial engineering is often used to refer to risk management.

44. The  Call  Money  is  a  part  of  the  money  market  where,  day  to  day  surplus  funds, mostly
of  banks,  are  traded.  Moreover,  the  call  money  market  is  most  liquid  of  all short-term
money market segments.
The maturity period of call loans vary from 1 to 14 days. The money that is lent for one day in
call money market is also known as ‘overnight money’. The interest paid on call loans are
known as the call rates. The call rate is expected to freely reflect the day-to-day lack of funds.
These rates vary from day-to-day and within the day, often from hour-to-hour. High rates
indicate the tightness of liquidity in the financial system while low rates indicate an easy
liquidity position in the market.
In India, call money is lent mainly to even out the short-term mismatches of assets and
liabilities  and  to  meet  CRR  requirement  of  banks.  The  short-term  mismatches arise  due  to
variation  in  maturities  i.e.  the  deposits  mobilized  are  deployed  by  the bank  at  a  longer
maturity  to  earn  more  returns  and  duration of  withdrawal  of deposits  by  customers  vary.
Thus,  the  banks  borrow  from  call  money  markets  to meet short-term maturity mismatches.
Moreover,  the  banks  borrow  from  call  money  market  to  meet  the  cash  Reserve Ratio
(CRR) requirements that they should maintain with RBI every fortnight and is computed as a
percentage of Net Demand and Time Liabilities (NDTL).

45. In  interbank  transactions,  foreign  exchange  is  transferred  from  one  account  to another
account  and  from  one  centre  to  another  centre.  Therefore,  the  banks maintain three types
of current accounts in order to facilitate quick transfer of funds in  different  currencies.  These
accounts  are  Nostro,  Vostro  and  Loro  accounts meaning “our”, “your” and “their”. A bank’s
foreign currency account maintained by the bank in a foreign country and in the home currency
of that country is known as Nostro  Account  or  “our  account  with  you”.  For  example,  An
Indian  bank’s  Swiss franc  account  with  a  bank in  Switzerland.  Vostro  account  is  the  local
currency account  maintained  by  a  foreign  bank/branch.  It  is  also  called  “your  account
with us”. For example, Indian rupee account maintained by a bank in Switzerland with a bank
in  India.  The  Loro  account  is  an  account  wherein  a  bank  remits  funds  in foreign currency
to another bank for credit to an account of a third bank.

46. Project Appraisal normally involves feasibility evaluation from technical, commercial, economic
and  financial  aspects.  It  is  generally  an  exercise  in  measurement  and analysis  of  cash
flows  expected  to  occur  over  the  life  of  the  project.  The  project cash outflows usually
occur initially and inflows come in the future.

During  inflationary conditions,  the  project  cost  increases  on  all  heads  viz.  labour, raw
material,  fixed  assets  such  as  equipments,  plant  and  machinery,  building material,
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remuneration  of  technicians  and  managerial  personnel  etc.  Beside  this, inflationary
conditions erode purchasing power of consumers and affect the demand pattern.  Thus,  not
only  cost  of  production  but  also  the  projected  statement  of profitability  and  cash  flows
are  affected  by  the  change  in  demand  pattern. Even financial institutions and banks may
revise their lending rates resulting in escalation in  financing  cost  during  inflationary
conditions.  Under  such  circumstances,  project appraisal  has  to  be  done  generally  keeping
in  view  the  following  guidelines  which are usually followed by government agencies, banks
and financial institutions.
(i) It  is  always  advisable  to  make  provisions  for  cost  escalation  on  all  heads  of cost,

keeping in view the rate of inflation during likely period of delay in project
implementation.

(ii) The various sources of finance should be carefully scruitinised with reference to probable
revision in the rate of interest by the lenders and the revision which could  be  effected  in
the  interest  bearing  securities  to  be  issued.  All  these factors will push up the cost of
funds for the organization.

(iii) Adjustments should be made  in profitability  and cash flow  projections  to  take care of
the inflationary pressures affecting future projections.

(iv) It  is  also advisable  to  examine  the  financial  viability  of  the  project  at  the revised
rates and assess the same with reference to economic justification of the  project.  The
appropriate  measure  for  this  aspect  is  the  economic  rate  of return  for  the  project
which  will  equate  the  present  value  of  capital expenditures to net cash flows over the
life of the projects. The rate of return should  be  acceptable  which  also  accommodates
the  rate  of  inflation  per annum.

(v) In  an  inflationary  situation,  projects  having  early  payback  periods  should  be
preferred because projects with long payback period are more risky.

Under conditions of inflation, the project cost estimates that are relevant for a future date  will
suffer  escalation.  Inflationary  conditions  will  tend  to  initiate  the measurement of future
cash  flows.  Either  of  the  following  two  approaches may  be used while appraising projects
under such conditions:
(i) Adjust  each  year's  cash  flows  to  an  inflation  index,  recognising  selling  price

increases and cost increases annually; or
(ii) Adjust  the  'Acceptance  Rate'  (cut-off)  suitably  retaining  cash  flow  projections at

current price levels.
An example of approach (ii) above can be as follows:

Normal Acceptance Rate : 15.0%
Expected Annual Inflation : 5.0%
Adjusted Discount Rate : 15.0 × 1.05 or 15.75%

It  must  be  noted  that  measurement  of  inflation  has  no  standard  approach  nor  is easy.
This makes the job of appraisal a difficult one under such conditions.

47.
(i) The lease term is significantly less than the economic life of the equipment.
(ii) It can be cancelled by the lessee prior to its expiration date.
(iii) The  lease  rental  is  generally  not  sufficient  to  fully  amortize  the  cost  of  the asset.
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(iv) The cost of maintenance, taxes, insurance are the responsibility of the lessor.
(v) The lessee is protected against the risk of obsolescence.
(vi) The lessor has the option to recover the cost of the asset from another party on cancellation

of the lease by leasing out the asset.

48. This  approach  takes  into  consideration  the  tax  aspects  on  dividend  i.e.  the corporate  tax
and  the  personal  tax.  Also  it  considers  the  fact that  tax  on  dividend and capital gains are
taxed as different rate. The approach is based on one premise that if tax on dividend is higher
than tax on capital gains, the share of the company will be attractive if the company is offering
capital gain. Similarly, if tax on dividend is  less  than  the  tax  on  capital  gains,  i.e.  company
offering  dividend  rather  than capital gains, will be priced better.

49. Synergy May be defined as follows:
V (AB) > V(A) + V (B).

In  other  words  the  combined value  of  two  firms  or  companies  shall  be  more  than their
individual  value.  This  may  be  result  of  complimentary  services  economics  of scale or both.
A  good  example  of  complimentary  activities  can  a  company  may  have  a  good
networking  of  branches  and  other  company  may  have  efficient  production  system. Thus
the merged companies will be more efficient than individual companies.
On  Similar  lines,  economics  of  large  scale  is  also  one  of  the  reason  for  synergy benefits.
The  main  reason  is  that,  the  large  scale  production  results  in  lower average cost of
production e.g. reduction in overhead costs on account of sharing of central  services  such  as
accounting  and  finances,  Office  executives,  top  level management, legal, sales promotion
and advertisement etc.
These  economics  can  be  “real”  arising  out  of  reduction  in  factor  input  per  unit  of output,
whereas  pecuniary  economics  are  realized  from  paying  lower  prices  for factor inputs to
bulk transactions.

50. The following are, briefly, a summary of investment banking functions:
- Underwriting:  The  underwriting  function  within  corporate  finance  involves

shepherding  the  process  of  raising  capital  for  a  company.  In the  investment banking
world,  capital  can  be  raised  by  selling  either  stocks  or  bonds  to  the investors.

- Managing an IPO (Initial Public Offering): This includes hiring managers to the issue, due
diligence and marketing the issue.

- Issue  of debt:  When  a  company  requires  capital,  it  sometimes  chooses  to issue public
debt instead of equity.

- Follow-on  hiring  of  stock:  A  company  that  is  already  publicly  traded  will sometimes
sell stock to the public again. This type of offering is called a follow- on offering, or a
secondary offering.

- Mergers  and  Acquisitions:  Acting  as  intermediary  between  Acquirer  and  target
company

- Sales  and  Trading:  This  includes  calling  high  networth  individuals  and institutions to
suggest trading ideas (on a caveat emptor basis), taking orders and facilitating the buying
and selling of stock, bonds or other securities such as currencies.



THEORY - SOLUTIONS

Sanjay Saraf Educational Institute Pvt. Ltd. Page 144

- Research  Analysis:  Research  analysts  study  stocks  and  bonds  and  make
recommendations on whether to buy, sell, or hold those securities.

- Private Placement: A private placement differs little from a public offering aside from the
fact that a private placement involves a firm selling stock or equity to private investors
rather than to public investors.

- Financial  Restructuring:  When  a  company cannot pay its cash obligations - it goes
bankrupt.  In  this  situation,  a  company  can,  of  course,  choose  to  simply shut down
operations and walk away or, it can also restructure and remain in business.
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