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CA FINAL
STRATEGIC FINANCIAL MANAGEMENT

MOCK TEST PAPER

Maximum Marks - 100                                                 Time Allowed - 3 Hours

Topic cover in paper :  Forex  Derivative  IRRM  RM

Answer 1.

In this case, DM is at a premium against the Can$.

Premium = [(0.671 – 0.666) /0.666] x (12/3) x 100 = 3.00 per cent

Interest rate differential = 9.5% - 7.5% = 2 per cent.

Since the interest rate differential is smaller than the premium, it will be profitable to place

money in Deutschmarks the currency whose 3-months interest is lower.

The following operations are carried out:

i. Borrow Can$ 1000 at 9.5 per cent for 3- months;

ii. Change this sum into DM at the spot rate to obtain DM = (1000/0.666) = 1501.50

iii. Place DM 1501.50 in the money market for 3 months to obtain a sum of DM

Principal: 1501.50

Add: Interest @ 7.5% for 3 months = 28.15

Total 1529.65

iv. Sell DM at 3-months forward to obtain Can$= (1529.65x0.671) = 1026.40

v. Refund the debt taken in Can$ with the interest due on it, i.e.,

Can$

Principal: 1000.00

Add: Interest @ 9.5% for 3 months 23.75

Total 1023.75

Net arbitrage gain = 1026.40 – 1023.75 = Can$ 2.65

Note: The students may use any quantity of currency to arrive at the arbitrage gain since no specific
amount is mentioned in the question.
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Answer 2.

If foreign exchange risk is hedged

Decision: A Ltd. is advised to hedge its foreign currency exchange risk.

Answer 3.

Instead of selling the stock of Reliance Ltd., Ram must cover his Risk by buying or long position
in Put Option with appropriate strike price. Since Ram’s risk appetite is 5%, the most suitable
strike price in Put Option shall be ` 950 (` 1000 – 5% of ` 1000). If Ram does so, the overall
position will be as follows:

Thus, from the above, it can be seen that the value of holding of Ram shall never be less than `

942 as Put Option will compensate for loss below spot price of ` 950. However, this strategy

will involve a cost of ` 8.
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Answer 4.

i. Calculation of Overall Cost

Upfront Fee (GBP 10 M @ 1.20%) ` 1,20,000

Interest  Payment  (GBP 10 M x 3.55% x 3.4) ` 12,07,000

Hedging Cost  (GBP 10 M x 4% x 3.4) ` 13,60,000

Total ` 26,87,000

Or ` 2.687 million

Overall cost in % terms on Annual Basis =
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Overall cost in % terms on Annual Basis
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Overall Cost in Rupee terms@ GBP 1 = 10,000,000 X 7.90% X 90

= ` 71,100,000

OR
Calculation of overall cost

Interest  & Margin   (A) = 3.55%

Hedging cost         (B) = 4%

7.55%

Onetime fee = 1.20%

Average  loan maturity = 3.4 years

Per annum cost 1.2/3.4   (C) = 0.35%

Annual  overall  cost in % terms (A+B+C) = 7.9%

Overall  Cost in Rupee terms@ GBP 1 = 10,000,000 X 7.90% X 90

= ` 71,100,000
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ii. Cost of Hedging in terms of Rupees

` 13,60,000  x 90 = ` 12,24,00,000 = ` 12.24 crores in Total

OR

GBP10,000,000  X 90 X 4% = ` 3,60,00,000  on Annual Basis

iii. If K Ltd. pursues an aggressive approach then Gain/Loss in  INR  Depreciation/ Appreciation

shall be computed as follows:

a. If  INR depreciates by  10%

Re. loss per GBP = 90 x 10% = ` 9

Total Losses GBP10M = ` 90 Million

Less:  Cost of Hedging = ` 36 Million

Net Loss = ` 54 million

b. If  INR appreciates by  10%

` Gains per GBP = ` 90 x 10% = ` 9

Total Gain on Repayment of loan =   90 Million

Add:  Saving in Cost of Hedging =   36 Million

Net Gain = 126 Million

Answer 5.

On 28th February 2019 bank would purchase form the exporter US$ 200000 at the agreed rate

i.e. ` 71.50/$. However, bank will charge for this early delivery consisting of Swap Difference

and Interest on outlay of funds.

i. Swap Difference

Bank sells at ` 71.20

It buys at ` 71.35

Swap loss per US$ ` 0.15

Swap loss for $ 200000 is ` 30,000

ii. Interest on Outlay of funds

On February Bank sell $ in Market ` 71.20

Bank buys from customer ` 71.50

Outlay per US $ ` 0.30

Outlay of funds for US$ 200000 ` 60,000
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Interest of outlay of funds on ` 60,000 for 31 days (1st March 2019 to 31st March 2019) at

15% p.a. i.e. ` 764

iii. Charges for early delivery

Swap Loss ` 30,000

Interest on Outlay of Funds ` 764

` 30,764

iv. Net Inflow to Global Ltd.

Proceed of US $ 200000@` 71.50 ` 1,43,00,000

Less:  Charges for early delivery ` 30,764

Net Inflow ` 1,42,69,236

Answer 6.

Net Issue Size = $10 million

10 10 2041
0 98
million

Gross Issue $ . million
.

 
`

Issue Price per GDR in ` (250 x 2 x 96%) ` 480

Issue Price per GDR in $ (` 480/ ` 64) $7.50

Dividend Per GDR (D1) = ` 15 x 2 = ` 30

Net Proceeds Per GDR = ` 480 x 0.98 = ` 470.40

i. Number of GDR to be issued

10 2041 1 360547
7 50

$ . million
. million

$ .


ii. Cost of GDR to Omega Ltd.

30 0 12 18 378
470 40eK . . %

.
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Answer 7.

Since the market price at the end of 3 months falls to ` 360 which is below the exercise price

under the call option, the call option will not be exercised.  Only put option becomes viable.

`

The gain will be:
Gain per share (`460 – ` 360) 100
Total gain per 100 shares 10,000
Cost or premium paid (` 40 x 100) + (` 10 x 100) 5,000
Net gain 5,000

Answer 8.

i. Forward contract:

Rupees needed in 90 days = $5,00,000 x ` 73 = ` 3,65,00,000

ii. Money market hedge:

Amount in $ to be invested = 5,00,000/1.0250  = ` 4,87,805

Amount of ` needed to convert into $ = 4,87,805  x 71 = ` 3,46,34,155

Interest and principal on ` loan after 90 days

= ` 3,46,34,155  x 1.06 = ` 3,67,12,204

iii. Call option:

Expected

Spot  rate

(1)

Prem./unit

(2)

Exercise

Option (3)

Total

price

per unit

(4)

Total  price

for $5,00,000

x (4)

= (5)

Prob.  Pi

(6)

Pixi  (5) x

(6)

(7)

72.50 0.10 No 72.60 3,63,00,000 0.25 90,75,000

73.00 0.10 No 73.10 3,65,50,000 0.50 1,82,75,000

74.50 0.10 Yes 74.10* 3,70,50,000 0.25 92,62,500

3,66,12,500

Add:  Interest  on Premium  @ 6%  (50,000  x 6% ) 3,000

3,66,15,500

* (` 74 + ` 0.10)
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iv. No hedge option:

Expected Future spot rate ` needed Xi Prob.  Pi Pi xi

72.50 3,62,50,000 0.25 90,62,500

73.00 3,65,00,000 0.50 1,82,50,000

74.50 3,72,50,000 0.25 93,12,500

3,66,25,000

Decision: Forward Contract Strategy is most preferable strategy because it requires the least

amount to arrange $5,00,000.

Answer 9.

In  semi-strong  form  of  stock market,  the  share  price  should  accurately  reflect  new

relevant  information  when  it  is  made  publicly  available  including  Implant  Inc.  expansion

scheme and redemption of the term loan.

Answer 10.

i. If  company borrows in $ then  outflow would be as follows:
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ii.

(b) Let ‘id’ be the interest rate of $ borrowing after 3 months to make indifference
between 3 months borrowings and 6 months borrowings. Then,

Answer 11.

Volatility (standard deviation) of the daily change in the investment in each share in terms of
rupees-

1% of ` 200 lakh = ` 2 lakh

The variance of the portfolio’s daily change –

V = 22 + 22 + 2 x 0.3 x 2 x 2 = 10.4 lakh

Standard Deviation of the portfolio’s daily change = √10.4 = ` 3.2249 lakhs

The standard deviation of the 10-day change

= ` 3.2249  lakhs x √10 = ` 10.1981 lakhs

Therefore, the 10-days 99% VAR = 2.33 × ` 10.1981 lakhs = ` 23.7616 lakhs

Sanjay Saraf Educational Institute Pvt. Ltd. Page | 8

ii.

(b) Let ‘id’ be the interest rate of $ borrowing after 3 months to make indifference
between 3 months borrowings and 6 months borrowings. Then,

Answer 11.

Volatility (standard deviation) of the daily change in the investment in each share in terms of
rupees-

1% of ` 200 lakh = ` 2 lakh

The variance of the portfolio’s daily change –

V = 22 + 22 + 2 x 0.3 x 2 x 2 = 10.4 lakh

Standard Deviation of the portfolio’s daily change = √10.4 = ` 3.2249 lakhs

The standard deviation of the 10-day change

= ` 3.2249  lakhs x √10 = ` 10.1981 lakhs

Therefore, the 10-days 99% VAR = 2.33 × ` 10.1981 lakhs = ` 23.7616 lakhs

Sanjay Saraf Educational Institute Pvt. Ltd. Page | 8

ii.

(b) Let ‘id’ be the interest rate of $ borrowing after 3 months to make indifference
between 3 months borrowings and 6 months borrowings. Then,

Answer 11.

Volatility (standard deviation) of the daily change in the investment in each share in terms of
rupees-

1% of ` 200 lakh = ` 2 lakh

The variance of the portfolio’s daily change –

V = 22 + 22 + 2 x 0.3 x 2 x 2 = 10.4 lakh

Standard Deviation of the portfolio’s daily change = √10.4 = ` 3.2249 lakhs

The standard deviation of the 10-day change

= ` 3.2249  lakhs x √10 = ` 10.1981 lakhs

Therefore, the 10-days 99% VAR = 2.33 × ` 10.1981 lakhs = ` 23.7616 lakhs



Sanjay Saraf Educational Institute Pvt. Ltd. Page | 9

Answer 12.

Answer 13.

a. Some of the parameters  to identity  the currency risk are as follows:

i. Government Action: The Government  action of  any  country  has visual  impact in  its
currency.  For  example,  the  UK  Govt.  decision to  divorce  from European Union i.e.
Brexit  brought the  pound to its  lowest since 1980’s.

ii. Nominal Interest Rate: As  per interest  rate parity  (IRP)  the currency exchange rate
depends on the nominal interest  of that  country.

iii. Inflation Rate: Purchasing power parity  theory  impact the value  of currency.

iv. Natural Calamities: Any  natural calamity can have  negative  impact.

v. War,  Coup, Rebellion etc.: All  these  actions can have  far  reaching impact on currency’s
exchange rates.

vi. Change of  Government: The change of  government  and  its  attitude  towards foreign
investment  also helps to identify the currency risk.

b. 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.
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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.

c. Although  the  Gap  Report  is  very  useful  for  analysis  of  Risk  but  it  also  suffers  from
following limitations:

 The  Gap  report quantifies  only  the  time  difference  between  re-pricing  dates  of  assets
and liabilities but fails to measure the impact of basis and embedded option risks.

 The  Gap  report  also  fails  to  measure  the  entire  impact  of  a  change  in  interest  rate
(Gap report assumes that all assets and liabilities are matured or re-priced simultaneously)
within a given time-band and effect of changes in interest rates on the economic or market
value of assets, liabilities and off-balance sheet position.

 It also does not take into account any differences in the timing of payments that might occur
as a result of changes in interest rate environment.

 Further,  the  assumption  of  parallel  shift  in  yield  curves  seldom  happen  in  the
financial market.

 The  Gap  report  also  fails  to  capture  variability  in  non-interest  revenue  and  expenses,
a potentially important source of risk to current income.


