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.

Question 1.
a.
i.

Calculation of NAV of the Fund

ii.

NAV of the Fund Per Unit
NAV of the Fund ` 415.665 crore
Number of Units 4.20 crore
NAV Per Unit (` 415.665 crore/ 4.20 crore) ` 98.97
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iii.

b.

Net Return

1st Leg:
The amount received by ABC bank on sale @ 104(250/100)
Interest for the broken period of 45 days
(From 12.10.2000 to 25.11.2000) @12% on 250 cr.
Total amount received in the 1st leg

= Rs.260.00 crore
= Rs. 3.70 crore
= Rs.263.70 crore

2nd Leg:
Amount repayable by ABC to XYZ
Repo interest @6% for 4 days on Rs.260 crore
Total amount paid in the 2nd leg of the Repo

= Rs.263.70 crore
= Rs. 0.1710 crore
= Rs.263.871 crore

Refer Youtube link: https://youtu.be/oBvi3TgKKeY
c.

It is the Citi Bank who pioneered the concept of securitization in India by bundling of auto
loans in 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 Se
curitization and Reconstruction of Financial Assets and Enforcement of Security Interest
(SARFAESI) Act, 2002, to tackle menace of Non-Performing Assets (NPAs) without
approaching to Court.
With growing sophistication of financial products
securitization has occupied an important place.
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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.
As per a report of CRISIL, securitization transactions in India scored to the highest
level of approximately Rs. 70000 crores, in Financial Year 2016. (Business Line, 15th
June, 2016)
In order to further enhance the investor base in securitized debts, SEBI allowed FPIs
to invest in securitized debt of unlisted companies upto a certain limit.
Answer 2.
a.
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b.

The XYZ Bank shall choose those CTD (Cheapest-to-Deliver) Bonds from the basket of
deliverable Bonds which gives maximum profit computed as follows:
Profit = Future Settlement Price x Conversion Factor – Quoted Spot Price of Deliverable Bond
Accordingly, the profit of each bond shall be computed as follows:

Since maximum profit to the Bank is in case of 6.80 GOI 2029, same should be opted for.
c.

The given statement is true to a certain extent in reference to Mutual Funds where the
concept of Quant Fund is becoming popular day by day.
Quant Fund follows a data-driven approach for stock selection or investment decisions based
on a pre-determined rules or parameters using statistics or mathematics based models.
Contrary to an active fund Manager who selects the quantum and timing of investments i.e.
entry or exit, this fund completely rely on an automated programme for making decision for
quantum of investment as well as its timings.
It does not mean that there is no human intervention at all, the Fund Manager usually foc
uses on the robustness of the Models in use and also monitors their performance or some
modification is required.
Sometime a Quant Fund manager is confused with Index Fund Manager but it is not
so as the Index Fund Manager may entirely hands off the investment decision purely based
on Index, while Quant Fund Manager often designs and monitors models that throw up the
choices.
The main advantage of Quant Fund is that it eliminates the human biasness and
subjectivity. Further using model based approach also ensures consistency in strategy
across the market conditions.
Also since the Quant Fund normally follows passive strategy, the exposure ratio tends
to be lower.
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Since Quant Fund uses highly sophisticated strategies investors who well understand
Stock Valuation methods, different stock picking styles, the market sentiments and
derivatives etc. should invest in the same. Further since Quant Fund are tested on the
basis of historical data and past trends though cannot altogether be ignore but also
cannot be used blindly as good indicators.
Thus, overall it can be said that whether it is human or a machine it is not easy to
beat the market.
Answer 3.
a.

b.
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c.

Although the statement “a company with no commercial operation can launch an IPO”
appears to be absurd but this is a fact that even if company does not have any business, it can
float an IPO. In recent time the concept of Special Purpose Acquisition Companies (SPACs)
has come into existence wherein an entity is set up with the objective to raise funds
through an IPO to finance a merger or acquisition of an unidentified target within a specific
time period. It is commonly known as a blank cheque company.
The main objective of SPAC is to raise money, despite having any operations or
revenues. The money raised from the public is kept in an escrow account, which can be
accessed while making the acquisition. However, in case the acquisition is not made
within stipulated period of time of the IPO, the SPAC is delisted and t he money is
returned to the investors. Shareholders have the option to redeem their shares if they are not
interested in participating in the proposed merger. Finally, if the merger is approved by
shareholders, it is executed, and the target private company or companies become
public entities. Once a formal merger agreement has been executed the SPAC target is usually
publicly announced.
New investment opportunities in Indian companies have resurfaced and have set up new
platform for SPAC transactions. The implementation of SPACs might face certain
challenges since India does not have a specific regulatory framework guarding these
transactions.
The current regulatory framework in India does not support the SPAC transactions.
Further as per the Companies Act, 2013, the Registrar of Companies is authorized to
strike-off the name of companies that do not commence operation within one year of
incorporation. SPACs generally take 2 to 3 years to identify a target and performing due
diligence and before it could get operationalized its name can be stricken off and hence
enabling provisions relating to SPAC need to be inserted in the Companies Act in order to
make it functional in India.
Though, SPACs do not find acceptance under the Securities and Exchange Board of
India (SEBI) Act as it does not meet the eligibility criteria for public listing however SEBI is
planning to come out with a framework for SPACs.
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The International Financial Services Centres Authority (IFSCA), being the regulatory
authority for development and regulation of financial services, financial products and
financial institutions in the Gujarat International Finance Tec -City, has recently released a
consultation paper defining critical parameters such as offer size to public, compulsory
sponsor holding, minimum application size, minimum subscription of the offer size, etc.
SPAC approach offers several advantages over traditional IPO, such as providing
companies access to capital, even when market volatility and other conditions limit
liquidity. SPACs help to lower the transaction fees as well as expedite the timeline in
becoming a public company. Raising money through a SPAC is easier as compared to
traditional IPO since the SPAC has already raised money through an IPO. This implies
the company in question only has to negotiate with a single entity, as opposed to
thousands of individual investors. This makes the process of fundraising a lot easier and
quicker than through an IPO. The involvement of skilled professionals in identifying the
target makes the investment a well thought and a well governed process.
However, the merger of a SPAC with a target company presents several challenges,
such as complex accounting and financial reporting/registration requirements , to meet a
public company readiness timeline and being ready to operate as a public company
within a period of three to five months of signing a letter of intent.
It is typically more expensive for a company to raise money through a SPAC than an
IPO. Investors’ money invested in a SPAC trust to earn a suitable return for up to two
years, could be put to better use elsewhere.
Answer 4.
a.

The XYZ Bank shall choose those CTD (Cheapest-to-Deliver) Bonds from the basket of
deliverable Bonds which gives maximum profit computed as follows:
Profit = Future Settlement Price x Conversion Factor – Quoted Spot Price of Deliverable Bond
Accordingly, the profit of each bond shall be computed as follows:

Since maximum profit to the Bank is in case of 6.80 GOI 2029, same should be opted for.
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b.

(iii) Floor value of per share of S Ltd shall be ` 3.20 (current market price) and it shall not play
any role in decision for the acquisition of S Ltd. as it is lower than its current book value.
c.

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.
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6. Fourth-Round: Also called bridge financing, it is intended to finance the "going
public" process.
Answer 5.
a.

b.
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c.

An interest rate swaption is simply an option on an interest rate swap. It gives the holder the
right but not the obligation to enter into an interest rate swap at a specific date in
the future, at a particular fixed rate and for a specified term.
There are two types of swaption contracts: 

A fixed rate payer swaption gives the owner of the swaption the right but not the
obligation to enter into a swap where they pay the fixed leg and receive the floating leg.



A fixed rate receiver swaption gives the owner of the swaption the right but not
the obligation to enter into a swap in which they will receive the fixed leg, and pay the
floating leg.
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Uses of Swaptions
i.

Swaptions can be applied in a variety of ways for both active traders as well as
for corporate treasurers.

ii.

Swap traders can use them for speculation purposes or to hedge a portion of
their swap books.

iii.

Swaptions have become useful tools for hedging embedded optionality which is
common to the natural course of many businesses.

iv.

Swaptions are useful to borrowers targeting an acceptable borrowing rate.

v.

Swaptions are also useful to those businesses tendering for contracts.

vi.

Swaptions also provide protection on callable/puttable bond issues.

Answer 6.
a.
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b.
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c.

Random Walk Theory
Random Walk hypothesis states that the behaviour of stock market prices is unpredictable
and that there is no relationship between the present prices of the shares and their
future prices. Basic premises of the theory are as follows:


Prices of shares in stock market can never be predicted. The reason is that the price trends
are not the result of any underlying factors, but that they represent a statistical
expression of past data.



There may be periodical ups or downs in share prices, but no connection can be
established between two successive peaks (high price of stocks) and troughs (low price of
stocks).
OR

There are four asset allocation strategies:
i.

Integrated Asset Allocation: Under this strategy, capital market conditions and
investor objectives and constraints are examined and the allocation that best
serves the investor’s needs while incorporating the capital market forecast is
determined.

ii.

Strategic Asset Allocation: Under this strategy, optimal portfolio mixes based on
returns, risk, and co-variances is generated using historical information and adjusted
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periodically to restore target allocation within the context of the investor’s objectives
and constraints.
iii.

Tactical Asset Allocation: Under this strategy, investor’s risk tolerance is assumed
constant and the asset allocation is changed based on expectations about capital market
conditions.

iv.

Insured Asset Allocation: Under this strategy, risk exposure for changing portfolio
values (wealth) is adjusted; more value means more ability to take risk.
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