
Indepth Analysis of SFM Nov 2018 Paper (New Course)

Dear Students,
CA Final Strategic Financial Management (SFM) Nov 2018 paper was a blend of past

year questions as well as new questions. A typical student should  have  attempted,

Question  No.  1,  2, 3 & 5 along with theory. This approach would have ensured

pocketing of 80 marks assuming theory question is perfectly answered and given full

marks. Question 4(b) is a completely new sum of Forex and 6(a) is a new sum on Bond

Analysis. Question 6(b) is a sum on early delivery which has never come in exam before.

All this concepts like early delivery have been done in class, so if a student has

diligently followed class notes again and again there would have been no problem in

doing the sums given the fact that students give more importance to past examination

sums of ICAI there could have been struggle in the part of students to do the same.

This is why the initial minutes of reading time is very important from a planning

perspective.  I  keep  on  focussing  on  the  same  in  class.  Please understand that

practical papers in Group 1 i.e. Financial Reporting and Strategic  Financial

Management  are  being  heavily  targeted  both  from question  setting  perspective  and

correction.  There  is  no  short-cut  to success  here.  Students  need  to  revise  the  entire

curriculum  cover-to- cover  and  page-by-page  multiple  times.  Also,  students  need  to

devote sufficient  time  in  preparing  for  theory  subjects  i.e.  Corporate  &  Allied Laws

and  Advanced  Auditing  &  Professional  Ethics.  This  is  how  their probability of

clearing Group I is enhanced. So, my advise to prospective students is to “practice,

practice and practice”

All the best.
Sanjay Saraf

I have always maintained the stance that it is not possible to game the exam. 
Thistime around i.e. Nov'18 SFM paper further proves that any sort of gaming 
fromstudents or teachers in SFM or other subjects is naive and fool hardy ‐ it may
 clickout of random luck in a particular instance but would usually be catastrophic.



Summary of Nov'18 SFM Paper -
Mapping of Question Paper with SSEI Study Mat (New)

Question
No. in
paper

Subject Volume No. Page No. Question
No.

1(a) BOND ANALYSIS Volume 2(new) 43 5

I(B) FOREX volume 3(new) 115 82

1(c) STARTUP
FINANCE

volume 5(new) 81

2(a) EQUITY
ANALYSIS

volume 2(new) 234 84

2(b) PORTFOLIO volume 1(new) 81 33

2(c) SECURITIZATION volume 5(new) 60

3(a) MUTUAL FUNDS volume 1 190 2

3(b) DERIVATIVES volume 4(new) 10 8

3(c) RISK
MANAGEMENT

volume 5(new) 206 7(e)

4(a) MERGER AND
ACQUISITION

volume 2(new) 364 53

4(b) FOREX New Sum

5(a) EQUITY
ANALYSIS

New Sum

5(b) INTEREST RATE
RISK

MANAGEMENT

volume 4(new) 75 6

5(c) ISLAMIC
FINANCE

volume 5(new) 44

6(a) BOND ANALYSIS New Sum

6(b) FOREX New Sum
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SFM  2018 PAPER ANALYSIS

BOND ANALYSIS

1.a.
Tangent Ltd. is considering  calling ` 3 crores of 30 years, `1,000 bond
issued  5 years  ago with a coupon interest rate of 14 per cent. The bonds
have a call price of ` 1,150 and had initially collected proceeds of ` 2.91
crores since  a discount of ` 30 per bond was offered.  The initial floating
cost was ` 3,90,000.  The Company intends  to sell ` 3 crores  of 12 per cent
coupon  rate, 25 years bonds  to raise  funds for retiring  the old bonds.  It
proposes to sell the new bonds  at their par value of ` 1,000. The  estimated
floatation  cost is ` 4,25,000.  The company  is paying 40% tax and its after
tax cost  of debt is 8 per cent. As the new bonds must first be sold and then
their proceeds  to be used to retire  the old bonds,  the company  expects a
two months  period  of overlapping  interest during which  interest must
be paid  on both  the old and  the new bonds. You are  required  to evaluate
the bond retiring decision. [PVIFA 8%, 25= 10.675]

Answer :

NPV for bond refunding
`

PV of annual cash flow savings (W.N..2)
(3,49,600 × PVIFA 8%,25) i.e. 10.675 37,31,980
Less : Initial investment (W.N. 1) 31,50,000
NPV 5,81,980

Recommendation: Refunding of bonds is recommended as NPV is positive.
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Working Notes:
1. Initial investment:

a. Call premium
Before tax (1,150 – 1,000) × 30,000 45,00,000
Less tax @ 40% 18,00,000
After tax cost of call prem. 27,00,000

b. Floatation cost 4,25,000

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 unamortized discount on
old bond 25/30 × 9,00,000 × 0.4 (3,00,000)

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

31,50,000

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 amortization of discount
9,00,000/30 × 0.4 (12,000)

iii. Tax  savings  from amortization of
floatation cost 3,90,000/30 × 0.4 (5,200)

Annual after tax cost payment under old Bond
(A) 25,02,800

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
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ii. Tax  savings  from amortization of  floatation cost
(0.4 × 4,00,000/25) (6,800)
Annual after tax payment under new Bond (B) 21,53,200
Annual Cash Flow Saving (A) – (B) 3,49,600

Sanjay Saraf Sir's Comments : This is past refunding sum on Refunding
callable bond. Done in class.

FOREX

1.b.
A dealer  in foreign exchange has the following position in Swiss Francs  on
31st January,  2018 :

(Swiss Francs)
Balance in the Nostro  A/c Credit 1,00,000
Opening  Position  Overbought 50,000
Purchased  a bill on Zurich 70,000
Sold forward TT 49,000
Forward purchase  contract cancelled 41,000
Remitted  by TT 75,000
Draft  on Zurich  cancelled 40,000
Examine  what  steps would  the dealer  take,  if he is required  to maintain
a credit balance  of Swiss Francs 30,000 in the Nostro A/c and keep as
overbought  position on Swiss  Francs 10,000 ?

Answer :

Exchange Position:
Particulars Purchase

Sw. Fcs.
Sale

Sw. Fcs.
Opening Balance Overbought 50,000
Bill on Zurich 70,000
Forward Sales – TT 49,000
Cancellation of Forward Contract 41,000
TT Sales 75,000
Draft on Zurich cancelled 40,000
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1,60,000 1,65,000
Closing Balance Oversold 5,000

1,65,000 1,65,000

Cash Position (Nostro A/c)
Opening balance credit 1,00,000 -
TT sales - 75,000

1,00,000 75,000
Closing balance (credit) - 25,000

1,00,000 1,00,000
The  Bank  has  to buy  spot  TT  Sw.  Fcs. 25,000  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.

Sanjay Saraf Sir's Comments : This is a past repeated sum on NOSTRO a/c.

STARTUP FINANCE

1.c. Explain Angel Investors.

Answer :

Despite    being    a country    of    many    cultures    and    communities
traditionally  inclined  to  business  and entrepreneurship, India still ranks
low  on  comparative  ratings  across entrepreneurship,  innovation  and
ease of  doing  business.  The  reasons  are  obvious.  These  include our  old
and outdated  draconian  rules  and  regulations  which  provides  a
hindrance  to our business environment for a long time. Other reasons are
redtapism, our time  consuming  procedures,  and  lack  of  general
support  for entrepreneurship. Off course, things are changing in recent
times.
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As    per    Investopedia,    Angel    investors    invest    in    small  startups
or entrepreneurs.  Often,  angel  investors are among an entrepreneur's
family and  friends.  The  capital  angel  investors  provide  may  be  a  one-
time investment    to    help    the    business    propel    or    an    ongoing
injection    of money    to    support    and    carry    the  company  through
its  difficult  early stages.

Angel  investors  provide  more  favorable  terms  compared  to  other
lenders, since they usually invest in the  entrepreneur  starting  the
business  rather than    the    viability    of    the    business.    Angel
investors    are  focused  on helping  startups  take  their  first  steps,  rather
than  the  possible  profit  they may  get  from  the  business.  Essentially,
angel  investors  are  the  opposite  of venture capitalists.

Angel    investors    are    also    called    informal    investors,    angel
funders, private  investors, seed  investors  or business  angels.  These  are
affluent individuals  who  inject  capital  for  startups  in  exchange for
ownership equity or  convertible  debt.  Some  angel  investors  invest
through crowd funding  platforms  online  or  build  angel  investor
networks  to  pool  in capital.

Angel  investors  typically  use  their  own  money,  unlike  venture
capitalists who take care of pooled money from many other investors and
place them in a strategically managed fund.

Though  angel  investors  usually  represent  individuals,  the  entity  that
actually  provides  the  fund  may  be  a  limited    liability    company,    a
business,  a  trust  or  an investment  fund,  among  many  other  kinds  of
vehicles.

Angel  investors  who  seed  startups  that  fail  during  their  early  stages
lose their investments completely. This is why professional angel investors
look for  opportunities  for  a  defined  exit  strategy,  acquisitions  or  initial
public offerings (IPOs).

Sanjay Saraf Sir's Comments : Typical new important theory – discussed in
class. This can be found in SSEI Study mat (Vol.5).
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EQUITY ANALYSIS

2.a.
Shares of Volga Ltd. are  being quoted at a price-earning  ratio of 8 times.
The company retains  50% of its Earnings Per  Share. The Company's  EPS
is ` 10.
You are required to determine  :
a. the cost of equity to the company  if the market  expects a growth rate of

15% p.a.
b. the indicative market price with the same cost of capital  and if the

anticipated  growth rate is l6% p.a.
c. the market  price per share  if the company's  cost  of capital  is 20%. p.a.

and the anticipated  growth rate is 18% p.a.

Answer :

1. Cost of capital
EPS (100%) ` 10 per share
Retained earnings (50%) ` 5 per share
Dividend (50%) ` 5 per share
P/E Ratio 8 times
Market Price ` 10 ×  8 = ` 80

Cost of equity capital

= 100 100 15 21 25Div Growth% % . %
Price
       
 

` 5
` 80

2. Market Price =
   

Dividend
Cost of Capital %  - Growth Rate %
 
 
 

=
 21 25 16. %

`5

= ` 95.23 per share

3. Market Price =
 20 18 %

`5 = ` 250.00 per share

Sanjay Saraf Sir's Comments : Past repeated ambiguous question from Equity
Valuation.
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PORTFOLIO

2.b.
Mr. Kapoor owns a portfolio with the following  characteristics  :

Security X Security Y Risk Free Security
Factor 1 sensitivity 0.75 1.50 0
Factor 2 sensitivity 0.60 1.10 0
Expected  Return 15% 20% 10%
It is assumed  that security returns are generated by a two factor  model.
i. If Mr. Kapoor  has ` 1,00,000  to invest  and sells  short ` 50,000 of

security  Y and purchases ` 1,50,000  of security X, what is the sensitivity
of Mr.  Kapoor's portfolio  to the two factors ?

ii. If Mr. Kapoor  borrows ` 1,00,000  at the risk  free rate  and invests the
amount  he borrows  along  with the original  amount of ` 1,00,000  in
security  X and Y in the  same  proportion as described in part (i), what
is the sensitivity  of the portfolio  to the two factors ?

iii.What  is the expected  return premium  of factor 2 ?

Answer :

i. Mr.  X’s  position  in  the  two  securities  are  +1.50  in  security  A  and -
0.5  in security B.
Hence the portfolio sensitivities to the two factors:-
b prop. 1 =1.50 x 0.75 + (-0.50 x 1.50) = 0.375
b prop. 2 = 1.50 x 0.60 + (-0.50 x 1.10) = 0.35

ii. Mr. X’s current position:-
Security A ` 3,00,000 / ` 1,00,000 = 3
Security B -` 1,00,000 / ` 1,00,000 = -1
Risk free asset -` 100000 / ` 100000 = -1
b prop. 1 = 3.0 x 0.75 + (-1 x 1.50) + (- 1 x 0) = 0.75
b prop. 2 = 3.0 x 0.60 + (-1 x 1.10) + (-1 x 0) = 0.70
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iii.Expected Return = Risk Free Rate of Return + Risk Premium
Let λ1 and λ2 are the Value Factor 1 and Factor 2 respectively.
Accordingly
15 = 10 + 0.75 λ1 + 0.60 λ2

20 = 10 + 1.50 λ1 + 1.10 λ2

On solving equation, the value of λ2 = 0, the expected  return premium
of factor 2 = 0.

Sanjay Saraf Sir's Comments : Past repeated question on Arbitrage Pricing
Theory.

SECURITIZATION

2.c. Discuss about the Primary Participants  in the process of Securitization.

Answer :

Primary Participants are main parties to this process. The primary
participants in the process of securitization are as follows:
a. Originator: It is the initiator of deal or can be termed as securitizer. It is

an entity  which  sells  the  assets  lying  in  its  books  and  receives  the
funds generated  through  the  sale  of  such  assets.  The  originator
transfers  both legal as well as beneficial interest to the Special Purpose
Vehicle (discussed later).

b. Special  Purpose  Vehicle: Also,  called  SPV  is  created  for  the
purpose  of executing the deal. Since  issuer  originator  transfers  all
rights  in  assets to  SPV,  it  holds  the  legal  title  of  these assets.  It  is
created  especially for  the  purpose  of  securitization only  and
normally  could  be  in form of a company, a firm, a society or a trust.
The main objective  of creating SPV to remove the  asset from the
Balance Sheet  of  Originator.  Since,  SPV  makes  an    upfront  payment
to  the originator,  it  holds  the    key position  in  the    overall  process
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of securitization.  Further,  it  also  issues  the  securities  (called  Asset
Based Securities or Mortgage Based Securities) to the investors.

c. The  Investors: Investors  are  the  buyers  of  securitized  papers  which
may be  an  individual, an  institutional  investor  such  as  mutual
funds, provident    funds,    insurance    companies,    mutual  funds,
Financial Institutions etc.
Since,    they    acquire    a    participating    in    the    total    pool    of
assets/receivable,    they    receive    their  money  back  in  the  form  of
interest and principal as per the terms agree.

Sanjay Saraf Sir's Comments : Typical new important theory – dictated in
class.

MUTUAL FUNDS

3.a.
A mutual fund  having 300  units has shown  its NAV of ` 8.75  and ` 9.45
at the beginning  and at the end of the year respectively. The Mutual fund
has given two  options to the investors :
i. Get dividend of ` 0.75 per unit  and capital  gain of ` 0.60  per unit, or
ii. These  distributions are  to be reinvested at an average NAV of ` 8.65 per

unit.
What difference would  it make in terms of returns  available  and which
option is preferable by the investors ?

Answer :

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
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Holding period reward: 2 05 100 23 43
8 75

. . %

.
 

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=

346.82units.

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.

Sanjay Saraf Sir's Comments : This is a copy paste repeated sum on Mutual
Fund from past papers.

DERIVATIVES

3.b.
The equity share  of SSC Ltd. is quoted at ` 310. A three month call option
is available  at a premium  of ` 8 per share  and a three month put option  is
available  at a premium  of ` 7 per share.
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Ascertain  the net payoffs to the option holder  of a call option and a put
option,  considering  that  :
i. the strike price  in both cases is ` 320; and
ii. the share price on the exercise day is ` 300, 310, 320, 330 and 340.
Also indicate  the price  range at which  the call and the put options  may
be gainfully exercised.

Answer :

Net payoff for the holder of the call option
`

Share price on exercise day 300 310 320 330 340
Option exercise No No No Yes Yes
Outflow (Strike price) Nil Nil Nil 320 320
Out flow (premium) 8 8 8 8 8
Total Outflow 8 8 8 328 328
Less inflow (Sales proceeds) - - - 330 340
Net payoff -8 -8 -8 2 12

Net payoff for the holder of the put option
`

Share price on exercise day 300 310 320 330 340
Option exercise Yes Yes No No No
Inflow (Strike price) 320 320 Nil Nil Nil
Less outflow (purchase price) 300 310 0 0 0
Less outflow (premium) 7 7 7 7 7
Net payoff 13 3 -7 -7 -7

The  loss  of  the  option  holder  is  restricted  to  the  amount  of premium
paid.  The  profit  (positive  payoff) depends on the difference between the
strike price and the share price on the exercise day.

Sanjay Saraf Sir's Comments : Past repeated sum on Payoff of call and put.



SANJAY SARAF EDUCATIONAL INSTITUTE PVT. LTD Page 12

RISK MANAGEMENT

3.c. How different stakeholders view the financial risk ?

Answer :

The financial risk can be evaluated from different point of views as
follows:
a. From  stakeholder’s  point  of  view: Major  stakeholders  of  a

business are  equity  shareholders and they view financial gearing i.e.
ratio of debt in  capital  structure  of  company  as  risk  since  in  event
of  winding  up  of  a company they will be least prioritized. Even    for
a    lender,    existing    gearing    is    also    a    risk    since    company
having    high    gearing    faces  more  risk  in  default of  payment  of
interest and principal repayment.

b. From  Company’s  point  of  view: From  company’s  point of  view  if
a company    borrows  excessively  or  lend  to  someone  who  defaults,
then  it can be forced to go into liquidation.

c. From Government’s point of view: From Government’s point of view,
the financial  risk  can  be  viewed   as    failure of   any   bank   or
(like    Lehman Brothers)  down  grading  of  any  financial institution
leading  to  spread of    distrust    among    society    at    large.    Even
this risk    also    includes willful defaulters.  This can also be extended to
sovereign debt crisis.

Sanjay Saraf Sir's Comments : Typical new important theory – dictated in
class.
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MERGER AND ACQUISITION

4.a.
TK Ltd. and SK Ltd. are both in the same industry. The former is in
negotiation  for acquisition of the latter. Information  about the two
companies  as per their latest  financial  statements are given  below  :

TK Ltd. SK Ltd.
` 10 Equity  shares  outstanding 24 Lakhs 12 Lakhs
Debt :
10% Debentures (` Lakhs) 1160 -
12.5% Institutional  Loan  ( ` Lakhs) - 480
Earnings before  interest, depreciation and  tax
(EBIDAT)  (` Lakhs)

800.00 230.00

Market Price/Share (`) 220.00 110.00

TK Ltd. plans to offer a price for SK Ltd. business,  as a whole, which will
be 7 times of EBIDAT  as reduced by outstanding  debt  and  to be
discharged  by own shares at market price.
SK Ltd.  is planning to seek one share in TK Ltd.  for every  2 shares  in SK
Ltd. based on the market  price. Tax  rate for the two companies may be
assumed as 30%.
Calculate  and show  the following under both  alternatives - TK Ltd.'s
offer  and SK Ltd.'s plan :
i. Net consideration Payable
ii. No. of shares to be issued by TK Ltd.
iii.EPS of TK Ltd. after acquisition.
iv. Expected market price  per share  of TK Ltd. after acquisition.
v. State  briefly  the advantages to TK Ltd. from the acquisition.
Calculations  may be rounded off to two decimals points.
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Answer :

As per T Ltd.’s Offer
` in lakhs

i. Net Consideration Payable
7 times EBIDAT, i.e. 7 x ` 230 lakh 1610.00
Less: Debt 480.00

1130.00
ii. No. of shares to be issued by T Ltd

` 1130 lakh/` 220 (rounded off) (Nos.) 5,13,636

iii.EPS of T Ltd after acquisition
Total EBIDT (` 800 lakh + ` 230 lakh) 1030.00
Less: Interest (` 116 lakh + ` 60 lakh) 176.00

854.00
Less: 30% Tax 256.20
Total earnings (NPAT) 597.80
Total no. of shares outstanding (24 lakh + 5.14 lakh)
EPS (` 597.80 lakh/ 29.14 lakh)

29.14 lakh
` 20.51

iv. Expected Market Price:
` in lakhs

Pre-acquisition P/E multiple:
EBIDAT 800.00

Less: Interest 10
100

  
  116.00

684.00
Less: 30% Tax 205.20

478.80
No. of shares (lakhs) 24
EPS ` 19.95

Hence, PE multiple 220
19 95.

11.03

Expected market price after acquisition (` 20.51 x 11.03) ` 226.23
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As per E  Ltd’s Plan
i. Net consideration payable 12 lakhs shares x ` 110 1320.00
ii. No. of shares to be issued by T Ltd ` 1320 lakhs ÷ ` 220 6 lakh
iii.EPS of T Ltd after Acquisition

NPAT (as per earlier calculations) 597.80
Total no. of shares outstanding (24 lakhs + 6 lakhs) 30 lakh
Earning Per Share (EPS) ` 597.80 lakh/30 lakh ` 19.93

iv. Expected Market Price (` 19.93 x 11.03) 219.83

v. Advantages of Acquisition to T Ltd
Since  the  two  companies  are  in  the  same  industry,  the  following
advantages could accrue:
- Synergy, cost reduction and operating efficiency.
- Better market share.
- Avoidance of competition.

Sanjay Saraf Sir's Comments : Past repeated challenging sum on M&A.

FOREX

4.b.
An Indian  company  obtains the following  quotes  (`/$)
Spot : 35.90/36.10
3-Months  forward  rate : 36.00/36.25
6-Months  forward rate  : 36.10/36.40
The company needs $ funds for six months. Determine  whether  the
company  should borrow in $ or `. Interest rates are :
3-Months interest rate : ` : 12%, $ : 6%

6-Months  interest rate : ` : 11.5%, $ : 5.5%

Also determine  what should be the rate of interest after 3-months  to make
the company  indifferent  between  3-months  borrowing  and 6-months
borrowing  in the case of :
i. Rupee borrowing
ii. Dollar  borrowing
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Note : For the purpose of calculation you can take the units of dollar and
rupee  as 100 each.

Answer :

Determining whether co. should borrow $ or ` Dollar
Alt 1 : Dollar borrowing

Step 1 : Borrow $100 at 5.5% p.a. for 6 months∴ Amount payable after 6 months = $100 0551 102 75
2

. $ .   
 

Alt 2 : Rupee Borrowing

Step 1 : Borrow that amount of ` which can be used to buy $ 100 today i.e.
Amount borrowed = 100  36.10 = 3610

Step 2 : Amount payable after 6  month = 0 1153610 1
2

.  
 

= 3817.575

Conclusion : The company should borrow Dollar as $ outflow after 6
month is less than that of ` borrowing.
The rate of interest after 3 month to make company indifferent between 3
month borrowing and 6 month borrowing.
i. Rupee borrowing

0 1151 122 1 100 10 680 12 31
4

.

. %.

    
     

  
  

Step 2 : Forward cover i.e. buy $102.75 6 month @ ` 36.40
` Outflow after 6 month = 102.75  36.40 = 3740.10
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ii. Dollar borrowing
0551 122 1 100 4 9306 31
4

.

. %.

    
     

  
  

Sanjay Saraf Sir's Comments : New sum on choice of currency of borrowing
and on determination of Forward Interest rate from spot rate.

EQUITY ANALYSIS

5.a.
Following details are available  for X Ltd.

Income  Statement  for the year  ended 31st March, 2018
Particulars Amount

Sales 40,000
Gross Profit 12,000
Administrative  Expenses 6,000
Profit  Before  tax 6,000
Tax  @ 30% 1,800
Profit  After Tax 4,2W

Balance sheet  as on 31st  March, 2018
Particulars Amount

Fixed  Assets 10,000
Current  Assets 6,000
Total Assets 16,000
Equity  Share Capital 15,000
Sundry Creditors 1,000
Total Liabilities 16,000

The company  is contemplating  for new sales strategy as follows :
i. Sales  to grow at 30% per year for next four years.
ii. Assets  turnover ratio, net profit  ratio and tax rate will remain the same.
iii.Depreciation  will be 15% of value  of net fixed assets at the beginning

of the year.
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iv. Required rate of return  for the company  is 15%?
Evaluate the viability of new strategy.

Answer :

Stage 1 :EXPLICIT FORECAST PERIOD(FIRST 4 YEARS)
Projected Balance Sheet

Particulars Year
1

Year 2 Year 3 Year 4

Fixed Asset(25%  of Sales) 13000 16900 21970 28561
Net Working Capital(12.5% of Sales) 6500 8450 10985 14281
Equity Share Capital(Capital
Employed)

19500 25350 32955 42842

Projected Cashflow
Particulars Year 1 Year 2 Year 3 Year 4

Sales 52000 67600 87880 114244

PBT(15% of Sales) 7800 10140 13182 17137

PAT(@70%) 5460 7098 9227.4 11996

Depreciation 1500 1950 2535 3296

Addition to Fixed Asset 4500 5850 7605 9887

Increase in Net Working Capital 1500 1950 2535 3296

FCFF(PAT+DEP- 960 1248 1622.4 2109.12

DF @ 15% 0.8696 0.7561 0.6575 0.5718

PV 835 944 1067 1206

VALUE OF THE EXPLICIT
FORECAST PERIOD(Stage 1)= 4051
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STAGE 2: HORIZON PERIOD(BEYOND 4 YEARS)
Horizon value i.e.V4=NOPAT4/kc

11996
15.

= 79973

Post Strategy Value=Stage 1+Stage 2 = 84024
Prestartegy Value=NOPAT/KC =
4200
0 15.

= 28000

Value of new strategy=Post Strategy Value-Prestartegy Value = 56024
Since the value of the strategy is positive, the strategy is viable

Sanjay Saraf Sir's Comments : Repeated sum on Alcar Model- Value of a new
strategy.

INTEREST RATE RISK MANAGEMENT

5.b.
A dealer quotes 'All-in-cost'  for a generic  swap  at 6% against six month
LIBOR flat. If the notional  principal amount  of swap is ` 9,00,000  :
i. Calculate  semi-annual fixed  payment.
ii. Find  the first  floating rate  payment  for (i) above if the six month

period  from the effective  date  of swap to the settlement date comprises
181 days  and that the corresponding  LIBOR was 5% on the effective
date of swap.

iii.In (ii) above,  if the settlement  is on 'Net' basis,  how much the fixed rate
payer would  pay to the floating  rate payer ? Generic swap is based  on
30/360 days basis.
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Answer :

(i) Semi-annual fixed payment
= (N) (AIC) (Period)
Where N = Notional Principal amount = `5,00,000
AIC = All-in-cost = 6% = 0.06

= 5,00,000 × 0.06 180
360
 
 
 

= 5,00,000 × 0.06 (0.5)
= 15,000

(ii) Floating Rate Payment

=  
360
dtN LIBOR  
 
 

= 5,00,000 × 0.05 × 181
360

= 5,00,000 × 0.05 (0.503) or 5,00,000 × 0.05 (0.502777)
= `12,575 or 12,569
Both are correct

(iii) Net Amount
= (i) – (ii)
= `15,000 – `12,575 = `2,425
or  = `15,000 – `12,659 = `2,341

Sanjay Saraf Sir's Comments : Past repeated sum on Financial Swap.

ISLAMIC FINANCE

5.c. Explain the concept of Riba in Islamic Finance.
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Answer :

In Islamic Finance, the meaning of Riba is interest or usury. As mentioned
earlier in Islamic Finance money is considered as medium of exchange,
store of value or unit  of  measurement  only,  hence  Riba  is  considered
haram  i.e.  unfair  reward  to the  provider  of  capital  for  little  or  no
effort  or  risk  undertaken.  Due  to  this reason,  Islamic  finance  models
are  based  on  risks  and  profit/loss  sharing contract (as clear from the
financial products discussed above).

Riba    is    equated    with    wrongful    appropriation of    property
belonging to others    and    hence    Muslims    are  asked  to  accept
principal  only  and  forego principal even, if borrower is unable to repay
the same.

In    this    backdrop    in    Islamic    banking    a    link    must    be
established    between money    and profit    as    an  alternative  to  interest.
This  is  in  sharp  contrast  of conventional banking which is simply based
on lender borrower’s relationship.

Since,  interest  is  not  allowed  in  Islamic  Finance,  depositors  are
rewarded  by  a share in the profit from the underlying business (after
deduction of management fees) in which the funds of depositors have been
channeled.
Thus, it can be said that money has no intrinsic value i.e. time value of
money.
The relationship between depositor and banker can be viewed as:
a. Agent and Principal or
b. Depositor and Custodian
c. Investor and Entrepreneur
d. Fellow joint partners
As mentioned above Islamic finance products are based on profit sharing
coming section shall discuss the various Islamic finance products.

Sanjay Saraf Sir's Comments : Typical new important theory – dictated in
class.
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BOND ANALYSIS

6.a.
The following  data  are available for three bonds  A, B and  C. These bonds
are used  by a bond portfolio manager  to fund an outflow scheduled  in 6
years. Current  yield is 9%. All bonds  have face value of ( 100 each  and
will be redeemed  at par. Interest is payable annually.

Bond Maturity (Years) Coupon  rate
A
B
C

10
8
5

10%
11%
9%

i. Calculate  the duration  of each  bond.
ii. The bond portfolio manager has been asked  to keep 45% of the

portfolio money in Bond A. Calculate  the percentage  amount to be
invested  in bonds B and  C that need  to be purchased  to immunise
the portfolio.

iii.After  the portfolio has been formulated,  an interest' rate  change
occurs,  increasing the yield to 11%. The  new duration  of these bonds
are : Bond  A = 7.15 Years, Bond  B = 6.03 Years and Bond C = 4.27
years.
Is the portfolio  still  immunized ? Why or why not ?

iv. Determine  the new percentage of B and  C bonds that  are needed to
immunize  the portfolio.  Bond A remaining  at 45% of the portfolio.
Present values  be used as follows  :
Present
Values

t1 t2 t3 t4 t5

PVIF0.09 t 0.917 0.842 0.772 0.708 0.650

Present
Values

t6 t7 t8 t9 t10

PVIF0.09 t 0.596 0.547 0.502 0.460 0.4224
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Answer :

(i) Calculation of duration of bond A
Yrs(X) CF DF PV(W) WX

1 10 0.917431193 9.174312 9.174312

2 10 0.841679993 8.4168 16.8336

3 10 0.77218348 7.721835 23.1655

4 10 0.708425211 7.084252 28.33701

5 10 0.649931386 6.499314 32.49657

6 10 0.596267327 5.962673 35.77604

7 10 0.547034245 5.470342 38.2924

8 10 0.50186628 5.018663 40.1493

9 10 0.46042778 4.604278 41.4385

10 110 0.422410807 46.46519 464.6519

106.4177 730.3151

Duration =
WX
W




= 6.86

Though we doubt that duration of bond will calculated in this method. We
are assuming that it has been calculated by using the shortcut formula
given by institute.

 
 

11
1 1t

YTM t C YTMYTM
YTM C YTM YTM

  

    

Bond Maturity
(Years)

Coupon
Rate

Price YTM Current
Yield

Duration

A 10 10 106.40 0.09 0.094 6.94
B 8 11 111.074 0.09 0.099 5.94
C 5 9 100.001 0.09 0.090 4.24
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ii. Let weight of bond B be WB∴Weight of Bond C = 0.55 - WB

0.45 WB  5.94 + (0.55 - WB ) 4.24 = 6
= 3.123 + 5.94WB + 2.33 - 4.24 WB = 6
1.7 WB + 5.453 = 6
1.7WB = 0.545/1.7 = 0.32
WA = 0.45
WB = 0.32
WC = 0.55 - WB = 0.55 - 0.32 = 0.23

iii. New weighted Duration = 0.45  7.15 + 0.32  6.03 + 0.23  4.27
= 3.2175 + 1.9296 + 0.9821
= 6.1293.
= 6.13 years (approx)

The portfolio is not immunized because as interest rate changes, duration
changes and the immunizing portfolio need to be rebalanced.

Sanjay Saraf Sir's Comments : This is a new sum- a good conceptual one on
the concept of immunization i.e Duration of assets = Duration of Liabilities.

FOREX

6.b.
On 19th January, Bank  A entered  into forward  contract  with a customer
for a forward sale  of US $ 7,000,  delivery 20th March  at ` 46.67. on the
same  day, it covered  its position by buying forward from the market due
19th March,  at the rate of ` 46.655.  on 19th February, the customer
approaches  the bank  and requests  for early delivery  of US $.
Rates  prevailing  in the interbank  markets  on that date are as under  :
Spot  (` / $) 46.5725/5800
March 46.3550/3650
Interest on outflow of funds is 16% and on inflow of funds  is 12%. Flat
charges for early  delivery  are ` 100.
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What is the amount that would  be recovered from the customer  on the
transaction?
Note : Calculation should be made on months basis than on days basis.

Answer :

1. Swap loss : (46.5800 - 46.3550)  7000 = 1575

2. Net inflow on 19th Feb.
(46.67 - 46.58)  7000 = 630.
Bank will pay interest for 1 month @ 12% to the client

= 630  12%  1
12

= 6.30

Amount to be recovered from customer on transaction

7000  46.67 = 326690
Swap loss = 1575
- Interest on cash difference (6.30)
+   Early delivery charge 100

328358.70

Sanjay Saraf Sir's Comments : After waiting for 20 long years , I finally get a
sum on Early delivery. We have done it in class – but I doubt how many
students would have seen it and done it correctly.


	INDEPTH NOV' 18 SFM ANALYSIS.pdf
	SFM  2018  PAPER ANALYSIS NEW.pdf

