
PAPER – 2 : STRATEGIC FINANCIAL MANAGEMENT 

Question No.1 is compulsory.  

Attempt any four out of the remaining five questions.  

Wherever appropriate, suitable assumptions should be made and indicated in the answer by the candidate. 

Working notes should form part of the answer. 

 

Answer 1 : 

a. i. The price of one Future Contract 

Let X be the Price of Future Contract. Accordingly,   

9,00,000
5

X

`

 

X (Price of One Future Contract) = ` 1,80,000 

 

ii. Current Future price of the index = 
1,80,000

= 2400 
75

`
 

Let Y be the current Nifty Index (on 1st February 2020) then   

 
Hence Nifty Index on 1st February 2020 shall be approximately 2376. 

 

iii. To  determine  whether  the  market  is  in  Contango/  Backwardation  first  we  shall compute 

Basis as follows: 

Basis = Spot Price – Future Price  

If Basis is negative the market is said to be in Contango and when it is positive  the market is said 

to be Backwardation.  

Since current Spot Price is 2400 and Nifty Index is 2376, the Basis is negative and hence there is 

Contango Market and maximum Contango shall be 24 (2400 – 2376).  

  

iv. Pay off on the Future transaction shall be [(2400-2100) x 375]             ` 112500 

The  Future  seller  gains  if  the  Spot  Price  is  less  than  Futures  Contract  price  as position  

shall  be  reversed  at  same  Spot  price.  Therefore,  Mr.  SG  has  gained  ` 1,12,500/- on the 

Short position taken. 

  

b.  

 

 

 

 

 

 

 

 

a. YTM for 6 months 

(I+((F-P)/N))/((F+P)/2) 

Where, I = 5.9 

F = 105 

P = 110 

N = 10 

Therefore, ytm for 6 months = 5% approx 

That is, Effective Annual Yield = (1.05)2 - 1 = 10.25% approx 
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Calculation of Macaulay's Duration 

Periods in 6 months 

Cash 

flows PV at 5% Wx 

1 5.9 5.619048 5.619048 

2 5.9 5.351474 10.70295 

3 5.9 5.096642 15.28993 

4 5.9 4.853945 19.41578 

5 5.9 4.622804 23.11402 

6 5.9 4.402671 26.41603 

7 5.9 4.19302 29.35114 

8 5.9 3.993352 31.94682 

9 5.9 3.803193 34.22873 

10 110.9 68.08298 680.8298 

55   110.0191 876.9142 

  

Duration 7.970562 Periods 

 3.985281 Years 

  

b. The duration calculated in Part a ( 3.985281 years) , is called Macaulay’s duration, which is the 

average waiting time of the cashflows from the bond. 

In order to find out the Price of the bond for a 1.5% increase in interest rate, we need the Modified 

Duration(MD) of the Bond. MD is the sensitivity of the change in Bond Price with a one percent 

change in change in interest rate. 

Calculation of MD  

MD = Macaulay’s Duration/(1+periodic yield) 

       = 3.985281/(1+0.05) 

       = 3.795506. 

Calculation of Price of the Bond given a 1.5% increase in interest rate 

Hence, If interest rate changes by 1%, the price of the bond will change by “3.795506%” in the 

Opposite direction, ignoring convexity. So, if interest rate increases by 1.5%, the Bond Price will 

decrease by 3.795506×1.5 = 5.693259% 

Hence, Price of the bond = 110×0.94306741 = Rs. 103.7374151. 

  

c. To determine the prevailing rate of interest for the similar type of Bonds we shall compute the YTM 

of this Bond using IRR method as follows: 

M   = ` 1000  

Interest  = ` 95 (0.095 x ` 1000)  

n   = 9 years  

V0   = ` 1125.75 (` 1,000 + ` 125.75)  

YTM can be determined from the following equation   

` 95 × PVIFA (YTM, 9) + ` 1000 × PVIF (YTM, 9) = ` 1125.75  

Let us discount the cash flows using two discount rates 8% and 10% as follows:   
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Now we use interpolation formula 

 

 
YTM = 7.553% say 7.55%  

Thus, prevailing interest rate on similar type of Bonds shall be approx.  7.55%. 

 

d. 

 

 
 

Answer 2 : 

a. Payable of ¥500 million after 3 months: 

Covering through forward market 

Rupee outflow  =  ¥500 million x Rs.0.4268/¥ =  Rs.213.40 million 
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Covering through money market: 

Borrow rupee, convert into yen spot and invest for 3 months. 

 
Rupee amount to be borrowed =  ¥499.500 million × Rs.0.4115/¥ =  Rs.205.5443 million 

Rupee amount repayable   = 
0.09

Rs.205.5443 1 million 
4

 
 

 
=  Rs.210.1690 million 

So, we see outflow through money market is lower than the forward market cover. So money market 

cover is preferable. 

Receivable of $10 million after 3 months:  

Covering through forward market:  

Rupee inflow = $10 million x Rs.46.90/$ = Rs.469 million   

Covering through money market:  

Borrow $, convert into rupee spot and invest for 3 months. 

 
Rupee inflow at spot  =  $9.84 million x Rs.46.65/$ =  Rs.459.036 million 

Rupee inflow after 3 months = 459.036
0.08

1 Rs.468.217 million 
4

 
  

 
 

So, forward cover is preferable. 

  

b. Pitch deck presentation is a short and brief presentation (not more than 20 minutes) to investors 

explaining  about  the  prospects  of  the  company  and  why  they  should  invest  into  the  startup 

business.  So,  pitch  deck  presentation  is  a  brief  presentation  basically  using  PowerPoint  to  

provide a quick overview of business plan and convincing the investors to put some money into the  

business.  Pitch  presentation  can  be  made  either  during  face  to  face  meetings  or  online meetings  

with  potential  investors,  customers,  partners,  and  co -founders.  Here,  some  of  the methods have 

been highlighted below as how to approach a pitch presentation:   

Introduction   

To start with, first step is to give a brief account of yourself i.e. who are you? What are you doing? 

But care should be taken to make it short and sweet.   

Team 

The next step is to introduce the audience the people behind the scenes. The reason is that the investors 

will want to know the people who are going to make the product or service successful.   

Problem 

Further, the promoter should be able to explain the problem he is going to solve and solutions emerging 

from it. Further the investors should be convinced that the newly introduced product or service will 

solve the problem convincingly.   

Solution 

It is very important to describe in the pitch presentation as to how the company is planning to solve 

the problem.   

 

 



PAPER – 2 : STRATEGIC FINANCIAL MANAGEMENT 

5 

Marketing/Sales 

This is  a very  important  part where  investors  will be  deeply  interested.  The  market  size  of  the 

product must be communicated to the investors. This can include profiles of target customers, but one 

should be prepared to answer questions about how the promoter is planning to attract the customers. 

Projections or Milestones 

It is true that it is difficult to make financial  projections for a startup concern. If an organization doesn’t  

have  a  long  financial  history,  an  educated  guess  can  be  made.  Projected  financial statements  

can  be  prepared  which  gives  an  organization  a  brief  idea  about  where  is  the business heading? 

It tells us that whether the business will be making profit or loss?  

Competition  

Every business organization has competition even if the product or service offered is new and unique. 

It is necessary to highlight in the pitch presentation as to how the products or services are different 

from their competitors.   

Business Model  

The  term business  model is  a  wide  term  denoting  core  aspects  of  a  business  including purpose, 

business process, target customers, offerings, strategies, infrastructure, organizational structures, 

sourcing, trading practices, and operational processes and policies including culture.   

Every investor wants to get his money back, so it's important to tell them in a pitch presentation as to 

how they should plan on generating revenue. It is better to show the investors a list of the various 

revenue streams for a business model and the timeline for each of them. 

Financing  

If a startup business firm has raised money, it is preferable to talk about how much money has already 

been raised, who invested money into the business and what they did about it.    

 OR 

 Stages of Venture Capital Funding 

1. Seed Money: Low level financing needed to prove a new idea. 

2. Start-up:  Early  stage  firms  that  need  funding  for  expenses  associated  with  marketing  and 

product development. 

3. First-Round: Early sales and manufacturing funds. 

4. Second-Round:  Working capital  for  early stage companies that  are selling  product, but  not yet 

turning in a profit. 

5. Third  Round:  Also  called  Mezzanine  financing,  this  is  expansion  money  for  a  newly  

profitable company. 

6. Fourth-Round:  Also  called  bridge  financing,  it  is  intended  to  finance  the  "going   public" 

process. 

  

c. The steps  in securitization  mechanism:   

1. Creation of Pool of Assets:  The process of  securitization  begins with  creation of pool of  assets  

by  segregation  of  assets  backed  by  similar  type  of  mortgages  in  terms  of interest  rate,  risk,  

maturity  and concentration units.    

2. Transfer to SPV:  One assets  have been pooled, they are transferred  to Special Purpose Vehicle 

(SPV)  especially created for this  purpose.   
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3. Sale of Securitized Papers:  SPV  designs the instruments based on nature  of interest, risk,  tenure  

etc.  based  on  pool  of  assets.  T hese  instruments  can  be  Pass  Through Security  or Pay  T 

hrough Certificates,  (discussed later).    

4. Administration  of  assets:  T he  administration  of  assets  in  subcontracted  back  to originator  

which collects principal and interest  from underlying  assets  and transfer  it to SPV,  which works 

as a conduct. 

5. Recourse  to  Originator:  Performance  of  securitized  papers  depends  on  the performance of 

underlying  assets  and unless specified in case of  default  they  go back to originator  from SPV. 

6. Repayment of  funds:  SPV  will repay  the  funds  in  form  of  interest  and principal  that arises 

from the assets  pooled.   

7. Credit  Rating to  Instruments: Sometime  before  the  sale  of  securitized  instruments credit 

rating can be done to assess  the risk of the issuer.    

 OR 

 Difference between Pass Through Certificates (PTCs) and Pay Through Security (PTS)   

Pass Through Certificates (PTCs) 

As the title suggests originator (seller of eh  assets) transfers the entire receipt of cash in form of interest 

or principal repayment from the assets sold. Thus, these securities represent direct claim of the 

investors on all the assets that has been securitized through SPV.   

Since  all  cash  flows  are  transferred  the  investors  carry  proportional  beneficial  interest  in  the 

asset held in the trust by SPV.   

It should be noted that since it is a direct route any prepayment of principal is also proportionately 

distributed  among  the  securities  holders.  Further,  due  to  these  characteristics  on  completion  of 

securitization by the final payment of assets, all the securities are terminated simultaneously.      

Skewness of cash flows occurs in early stage if principals are repaid before the scheduled time.    

Pay Through Security (PTS) 

As  mentioned  earlier,  since,  in  PTCs  all  cash  flows  are  passed  to  the  performance  of  the 

securitized  assets.  To  overcome  this  limitation  and  limitation  to  single  mature  there  is  another 

structure i.e. PTS. 

In contrast to PTC in PTS, SPV debt securities backed by the assets and hence it can restructure 

different tranches from varying maturities of receivables.   

In  other  words,  this  structure  permits  desynchronization  of  servicing  of  securities  issued  from 

cash  flow  generating  from  the  asset.  Further,  this  structure  also  permits  the  SPV  to  reinvest 

surplus funds for short term as per their requirement.   

Since,  in  Pass  Through,  all  cash  flow  immediately  in  PTS  in  case  of  early  retirement  of 

receivables plus cash can be used for short term yield. This structure also provides the freedom to issue 

several debt trances with varying maturities. 

  

OR 
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 Pricing of the Securitized Instruments 

Pricing of securitized instruments in an important aspect of securitization. While pricing the 

instruments, it is important that it should be acceptable to both originators as well as to the investors. 

On the same basis pricing of securities can be divided into following two categories: 

From Originator’s Angle 

From originator’s point of view, the instruments can be priced at a rate at which originator has to incur 

an outflow and if that outflow can be amortized over a period of time by investing the amount raised 

through securitization. 

From Investor’s Angle 

From  an  investor’s angle security price can be determined by discounting best estimate of expected 

future cash flows using rate of yield to maturity of a security of comparable security with respect to 

credit quality and average life of the securities. This yield can also be estimated by referring  the yield 

curve available for  marketable  securities, though some adjustments  is needed on account of spread 

points, because of credit quality of the securitized instruments. 

  

Answer 3 : 

a. i. Since the Trader has planned to sell 22000kg of rice, 3 months from now, he is afraid of the Price 

of rice ( per kg) falling, from the current price of Rs.60/kg in 3 months. Therefore, he has a Long 

Position in Cash Market of Spot Market 

ii. Since  the  trader  is  in  Long  Position  in  Cash  Market,  he  can  mitigate  its  risk  of reduced 

profit by hedging his position by selling Rice Futures i.e. Short Position in Future Market. 

iii. The gain on futures contract  = (` 59 – ` 58) x 22,000 kg. = ` 22,000        

Revenue from the sale of Rice = 22,000 x ` 57 = ` 12,54,000  

Total Cash Flow = ` 12,54,000 + ` 22,000 = ` 12,76,000 

 
  

b. a. No, while Citi Bank’s quote is a Direct Quote for JPY (i.e. for Japan)  the Hong Kong Bank quote 

is a Direct Quote for USD (i.e. for USA).   

b. Since Citi Bank quote imply USD/ JPY 0.0094 - 0.0095 and both rates exceed those offered by 

Hong Kong Bank, there is an arbitrage opportunity.    

Alternatively,  it  can  also  be  said  that  Hong  Kong  Bank  quote  imply  JPY/  USD 107.53  –  

111.11  and  both  rates  exceed  quote  by  Citi  Bank,  there  is  an  arbitrag e opportunity.   

c. Let us how arbitrage profit can be made.   

i. Covert US$ 1,000 into JPY by buying from Hong Kong Bank         JPY 1,07,530 

Sell these JPY to Citi Bank at JPY/ USD 106.50   

and convert in US$                             US$ 1009.67  

Thus, arbitrage gain (US$ 1009.67 - US$ 1000.00)                  US$ 9.67  

ii. Covert JPY 1,00,000 into USD by buying from   

Citi Bank at JPY/ USD 106.50                      US$ 938.97 
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Sell these US$ to Hong Kong Bank at   

JPY/ USD 107.53 and convert in US$             JPY 100967.44 

Thus, arbitrage gain (JPY 1,00,967.44  - JPY 1,00,000)            JPY 967.44 

 

c. XYZ plc shall be ready to undertake this swap arrangement only if it receives the interest on the surplus 

funds if invested on individual basis as follows: 

 

 

Swap to Sterling 

 

Thus, the minimum rate that should be offered is 4.023%. 

  

Answer 4 : 

a. a. The appropriate strategy for the speculator should be buy a butterfly spread using call options, 

since the strategy gives profit if the exchange rate remains close to the spot price i.e. large price 

movements are unlikely and require a small initial investment. 

b. Long butterfly strategy 

Buy one call at 46.40  

Sell two call at 46.70  

Buy one call at 47.00  

Initial investment  =  (0.10 + 0.55) – 2 x 0.25  

   =  0.15 = Maximum loss  
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Maximum profit = 0.15   

Break-even exchange rates are 46.55 and 46.85.   

 

c.   

 

  

b. Securitization in India 

It is the Citi Bank who pioneered the concept of securitization in India by bundling of auto loans into 

securitized instruments. 

Thereafter many organizations securitized their receivables. Although started with securitization of 

auto loans it moved to other types of receivables such as sales tax deferrals, aircraft receivable etc. 

In order to encourage securitization, the Government has come out with Securitization and 

Reconstruction of Financial Assets and Enforcement of Security Interest (SARFAESI) Act, 2002, to 

tackle menace of Non Performing Assets (NPAs) without approaching the Court. 

With growing sophistication of financial products in Indian Capital Market, securitization has occupied 

an important place. 

As mentioned above, though, initially started with auto loan receivables, it has become an important 

source of funding for micro finance companies and NBFCs and even now  a  days commercial 

mortgage backed securities are also emerging. 

The important highlight of the scenario of securitization in Indian Market is that it is dominated by a 

few players e.g. ICICI Bank, HDFC Bank, NHB etc. 
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As per a  report of CRISIL, securitization transactions in India scored to the highest level of 

approximately ` 70000 crores, in Financial Year 2016. (Business Line, 15th June, 2016) 

In order to further enhance the investor base in securitized debts, SEBI has allowed FPIs to invest in 

securitized debt of unlisted companies upto a certain limit. 

 OR 

 Asset and Liability Management (ALM) 

Asset-Liability Management (ALM) is one of the important tools of risk management in commercial 

banks of India. Indian banking industry is exposed to a number of risks prevailing in the market such 

as market risk, financial risk,  interest  rate risk etc. The net income of the banks is very sensitive to 

these factors or risks. For this purpose, Reserve bank of India (RBI), regulator of Indian banking 

industry evolved the tool known as ALM. 

ALM is a comprehensive and dynamic framework for measuring, monitoring and managing the 

market risk of a bank. It is the management of structure of balance sheet (liabilities and assets) in such 

a way that the net earnings from interest are maximized within the overall risk  preference (present 

and future) of  the institutions. The ALM functions extend to liquidly risk management, management 

of market risk, trading risk management, funding and capital planning and profit planning and growth 

projection.   

The concept of ALM is of recent origin in India. It has been introduced in Indian Banking industry 

w.e.f. 1st April, 1999. ALM is concerned with risk management and provides a comprehensive and 

dynamic framework for measuring, monitoring and managing liquidity, interest rate, foreign 

exchange and equity and commodity price risks of a bank that needs to be closely integrated with the 

bank’s business strategy. Asset-liability management basically refers to the process by which an 

institution manages its balance sheet in order to allow for alternative interest rate and liquidity 

scenarios.   

Banks and other financial institutions provide services which expose them to various kinds of risks 

like credit risk, interest risk, and liquidity risk. Asset liability management is an approach that 

provides institutions with protection  that makes such risk acceptable. Asset-liability management 

models enable institutions to measure and monitor risk, and provide suitable strategies for their 

management.   

It is therefore appropriate for institutions  (banks, finance companies, leasing companies, insurance 

companies, and others) to focus on asset-liability management when they face financial risks of 

different types. Asset-liability management includes not only a formalization of this understanding, 

but also a way to quantify and manage these risks. Further, even in the absence of a formal asset-

liability management program, the understanding of these concepts is of value to an institution as it 

provides a truer picture of the risk/reward trade-off in which the institution is engaged.   

Asset-liability management is a first step in the long-term strategic planning process.  Therefore, it 

can be considered as a planning function for an intermediate term. In a sense,  the various aspects of 

balance sheet management deal with planning as well as direction and control of the levels, changes 

and mixes of assets, liabilities, and capital. 
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Answer 5 : 

a. Determination of forecasted Free Cash Flow of the Firm (FCFF) 

                                                  (` in crores) 

 

*Excluding Depreciation.  

Present Value (PV) of FCFF during the explicit forecast period is: 

 

PV of the terminal, value is: 

 

The value of the firm is : 

` 3676.44 Crores + ` 25174.08 Crores = ` 28,850.52 Crores 

  

b. 
a. Fair price of the futures contract 

 

So, we see that the futures contract is overvalued 

b. An arbitrageur can exploit the situation by going short on the index futures contract and buying a 

portfolio which is identical to the sensex. 

Suppose, index closes at 4200 on the expiration date. 
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Answer 6 : 

a. a. Call option contract expiring on 25.04.2002 

  
Therefore, estimated utility    

=  0.03 × 0 + 0.07 × 0 + 0.10 × 0 + 0.2 × 0.1 + 0.45 × 0.6 + 0.15 × 0.7  =  0.395 

 

 b. Put option contract expiring on 30.05.2002 

  

Therefore estimated utility  

=  0.00 × 0.1 + 0.05 × 0.6 + 0.1 × 0.7 + 0.15 × 0.7 + 0.3 × 0.7 + 0.4 × 0.7  =  0.695. 

 c. Buying now 1,200 Satyam Shares and selling on 30.5.2002 

 

Expected utility = 0.00 × 0 + 0.05 × 0.1 + 0.1 × 0.6 + 0.15 × 0.7 + 0.3 × 0.8 + 0.4 × 1.0 = 0.81 

Therefore, the expected utility of Mr. Sarkar is maximum under third alternative. 
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b. a.   

 
 

 
 b.   

 

c. From the results available from (b) above we find J.M. Mutual Fund and First India Mutual Fund 

managers have shown superior selection skill in comparison to other two. Further, J.M. Mutual 

Fund is best performer as return obtained over and above diversifiable risk (net selectivity) is 

highest. 

c. 
The interface of strategic management and financial policy will be clearly understood if we appreciate 

the fact that the starting point of an organization is money and the end point of that organization is also 

money. No organization can run an existing busine ss and promote a new expansion project without a 

suitable internally mobilized financial base or both i.e. internally and externally mobilized financial 

base. 

Sources of finance and capital structure are the most important dimensions of a strategic plan. The 

need for fund mobilization to support the expansion activity of firm is very vital for any organization. 

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 and debenture 

to raise borrowed capital.   

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.  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 

divided into three groups. One type of proposal will be for addition of a new product, increasing the 

level of operation of an existing product and cost red uction and efficient utilization of resources 

through a new approach and or closer monitoring of the different critical activities. Dividend policy is 

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 organization. 
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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.  As a result preference and  patronage for  the 

company  depends significantly  on  the  financial  policy  framework. 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. 

 OR 

 The concept  of  sustainable  growth  can  be  helpful  for  planning  healthy  corporate  growth.  This 

concept forces  managers  to  consider the  financial consequences of  sales  increases  and  to  set sales 

growth goals that  are consistent with the operating and financial policies of the firm. Often,  a conflict  

can  arise  if  growth  objectives  are  not  consistent  with  the  value  of  the  organization's sustainable  

growth.  Question concerning right distribution  of resources may  take  a difficult shape if  we  take  

into  consideration  the  rightness  not  for  the  current  stakeholders  but  for  the  future stakeholders  

also.  To take  an illustration,  let us  refer  to fuel  industry  where resources  are limited in quantity  

and a judicial use  of resources  is needed to cater  to the  need of the  future  customers along with  the  

need of  the  present  customers.  One may  have  noticed the  save  fuel  campaign, a demarketing  

campaign  that  deviates  from  the  usual  approach  of  sales  growth  strategy  and preaches  for  

conservation  of  fuel  for  their  use  across  generation.  This is  an  example of  stable growth strategy  

adopted by  the oil industry  as a whole under resource constraints and the long run objective  of  

survival  over  years.  Incremental  growth  strategy,  profit  strategy  and  pause  strategy are other 

variants  of stable  growth strategy. 

Sustainable  growth is important  to enterprise  long-term development.  Too fast  or too  slow growth 

will  go  against  enterprise  growth  and  development,  so  financial  should  play  important  role  in 

enterprise  development,  adopt  suitable  financial policy  initiative  to  make sure  enterprise  growth 

speed close to sustainable growth  ratio and have sustainable  healthy  development. 

The sustainable  growth rate  (SGR),  concept by  Robert  C.  Higgins, of  a firm is  the  maximum rate 

of growth  in sales  that  can be achieved,  given  the firm's  profitability,  asset  utilization,  and desired 

dividend  payout  and debt (financial leverage)  ratios.   The sustainable  growth rate  is a measure of 

how much a firm  can grow  without  borrowing more money.  After  the firm  has passed  this  rate,  

it must borrow funds from another source to facilitate growth. Variables  typically  include the net 

profit margin on new and existing revenues;  the asset turnover  ratio, which is the ratio of sales 

revenues to total assets;  the assets to beginning of period equity  ratio; and the retention rate, which is 

defined as the fraction of earnings retained  in the business. 

SGR = ROE x (1- Dividend payment  ratio) 

Sustainable  growth  models  assume  that  the  business  wants  to:  1)  maintain  a  target  capital 

structure  without  issuing new equity;  2) maintain a target  dividend  payment  ratio;  and 3) increase 

sales  as rapidly  as  market conditions allow.  Since the  asset  to  beginning of period  equity  ratio  is 

constant  and  the  firm's  only  source  of  new equity  is retained  earnings,  sales  and  assets  cannot 

grow any  faster  than the retained  earnings plus the additional debt that  the  retained earnings can 

support.  The  sustainable  growth  rate  is  consistent  with  the  observed  evidence  that  most 

corporations  are  reluctant  to  issue  new  equity.  If,  however,  the  firm  is  willing to  issue  additional 

equity,  there is in principle no financial constraint  on its  growth rate.      

 OR 
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 The financial risk  can be viewed  by  different  stakeholders  as follows: 

i. From shareholder’s and lender’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 the event of winding up of a company they will be least be given  

priority.    

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.   

ii. 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.   

iii. From Government’s point of view: From Government’s point of view, the financial risk    can  

be  viewed  as  failure  of  any bank (like Lehman Brothers) or 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. 

 

 

 

 


