
Test Series: August, 2016 

MOCK TEST PAPER – 1 

FINAL COURSE : GROUP – I 

PAPER – 2 : STRATEGIC FINANCIAL MANAGEMENT 

Question No. 1 is compulsory. Attempt any five questions from the remaining six questions. 
Working notes should form part of the answer. 

Time Allowed – 3 Hours Maximum Marks – 100 

1.  (a)  Followings are the spot exchange rates quoted at three different forex markets: 
USD/INR   68.30 in Mumbai 
GBP/INR   95.80 in London 
GBP/USD   1.3231 in New York 
The arbitrageur has USD1,000,000. Assuming that there are no transaction costs, 
explain whether there is any arbitrage gain possible from the quoted spot exchange 
rates.        (5 Marks) 

(b)  An investors is considering the purchase of the following Bond:  

Face value                           Rs.  100 
Coupon rate                            11% 
Maturity   3 years 

(i)  If he wants a yield of 13% what is the maximum price he should be ready to 
pay for? 

(ii)  If the Bond is selling for Rs.  97.60, what would be his yield?   (5 Marks) 
(c)  ABC Ltd. is considering a project in US, which will involve an initial investment of 

US $ 1,10,00,000. The project will have 5 years of life. Current spot exchange rate 
is Rs.  68 per US $. The risk free rate in US is 8% and the same in India is 12%. 
Cash inflow from the project is as follows: 

Year Cash inflow 
1 US $ 20,00,000 
2 US $ 25,00,000 
3 US $ 30,00,000 
4 US $ 40,00,000 
5 US $ 50,00,000 
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Calculate the NPV of the project using foreign currency approach. Required rate of 
return on this project is 14%.            (5 Marks) 

(d)   Sahu & Co. earns Rs.  6 per share having capitalisation rate of 10 per cent and has 
a return on investment at the rate of 20 per cent. According to Walter’s model, what 
should be the price per share at 30 per cent dividend payout ratio? Is this the 
optimum payout ratio as per Walter?    (5 Marks) 

2.  (a)  ABC Ltd. is contemplating have an access to a machine for a period of 5 years. The 
company can have use of the machine for the stipulated period through leasing 
arrangement or the requisite amount can be borrowed to buy the machine. In case 
of leasing, the company received a proposal to pay annual end of year rent of  
Rs. 2.4 lakhs for a period of 5 years. 
In case of purchase (which costs Rs. 10,00,000/-) the company would have a 12%, 
5 years loan to be paid in equated installments, each installment becoming due to 
the beginning of each years. It is estimated that the machine can be sold for Rs. 
2,00,000/- at the end of 5th year. The company uses straight line method of 
depreciation. Corporate tax rate is 30%. Post tax cost of capital of ABC Ltd. is 10%. 
You are required to advice 
(i) Whether the machine should be bought or taken on lease. 
(ii) Analyze the financial viability from the point of view of the lessor assuming its 

pre-tax cost of debt is 9% and Debt : Equity as 1 : 2. The lessor is unlisted 
entity and the proxy company is having Debt: Equity as 1:3 and beta of 1.3. 
Virtually the beta of debt is zero and risk free rate of return and market rate of 
return are 7% and 12.50% respectively. 

 PV of Rs. 1@10% for 5 years PV of Rs. 1 @ 12% for 5 years 
1 .909 .893 
2 .826 .797 
3 .751 .712 
4 .683 .636 
5 .621 .567 

             (10 Marks) 
(b)  A mutual fund that had a net asset value of Rs. 16 at the beginning of a month, 

made income and capital gain distribution of Rs. 0.04 and Rs. 0.03 respectively per 
unit during the month, and then ended the month with a net asset value of  
Rs. 16.08. Calculate monthly and annual rate of return.     (6 Marks) 
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3.  (a) ABC, a large business house is planning to acquire KLM another business entity in 
similar line of business. XYZ has expressed its interest in making a bid for KLM.  
XYZ expects that after acquisition the annual earning of KLM will increase by 10%. 
Following information, ignoring any potential synergistic benefits arising out of 
possible acquisitions, are available: 

 XYZ ABC Proxy entity for KLM 
& ABC in the same 
line of business 

Paid up Capital (Rs. Crore)  
Face Value of Share is 
Rs.10 

1025 106 -- 

Current share price  Rs. 129.60 Rs. 55 -- 
Debt: Equity at market 
values 

1 : 2 1 : 3 1 : 4 

Equity beta -- -- 1.1 

 Assuming debt beta to be zero and corporate tax rate as 30%, determine the beta of 
combined entity.  (8 Marks) 

(b)  Calculate the value of share from the following information:   

Profit after Tax (PAT) of the company € 2900 million 
Equity capital of company € 13,000 million 
Par value of share € 40 each 
Debt to Equity ratio of the company  1 : 3 
Debt to Equity ratio of the proxy company  1 : 2 
Beta of proxy company 0.20 
Long run growth rate of the company 8% 
Risk free interest rate 8.7% 
Market returns 10.3% 
Capital expenditure per share € 47 
Depreciation per share € 39 
Change in Working capital € 3.45 per share 

Assume corporate tax rate to be 30% and Beta of Debt as zero. (8 Marks) 
4.  (a)   A & Co. is contemplating whether to replace an existing machine or to spend money 

on overhauling it. A & Co. currently pays no taxes. The replacement machine costs 
Rs. 90,000 now and requires maintenance of Rs. 10,000 at the end of every year for 
eight years. At the end of eight years it would have a salvage value of Rs. 20,000 
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and would be sold. The existing machine requires increasing amounts of 
maintenance each year and its salvage value falls each year as follows: 

Year Maintenance 
(Rs.) 

Salvage 
(Rs.) 

Present 0 40,000 
1 10,000 25,000 
2 20,000 15,000 
3 30,000 10,000 
4 40,000 0 

The opportunity cost of capital for A & Co. is 15%. 
Required: 
When should the company replace the machine? 
(Notes: Present value of an annuity of Re. 1 per period for 8 years at interest rate of 
15% : 4.4873; present value of Re. 1 to be received after 8 years at interest rate of 
15% : 0.3269).          (8 Marks) 

(b)  Trupti Co. Ltd. promoted by a Multinational group “INTERNATIONAL INC” is listed 
on stock exchange holding 84% i.e. 63 lakhs shares. 
Profit after Tax is Rs.  4.80 crores. 
Free Float Market Capitalisation is Rs.  19.20 crores. 
As per the SEBI guidelines promoters have to restrict their holding to 75% to avoid 
delisting from the stock exchange. Board of Directors has decided not to delist the 
share but to comply with the SEBI guidelines by issuing Bonus shares to minority 
shareholders while maintaining the same P/E ratio. 
Calculate 
(i) P/E Ratio 
(ii) Bonus Ratio 
(iii) Market price of share before and after the issue of bonus shares 
(iv) Free Float Market capitalization of the company after the bonus shares.  

(8 Marks) 
5.  (a)  The Easygoing Company Limited is considering a new project with initial 

investment, for a product “Survival”. It is estimated that IRR of the project is 16% 
having an estimated life of 5 years. 
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Financial Manager has studied that project with sensitivity analysis and informed 
that annual fixed cost sensitivity is 7.8416%, whereas cost of capital (discount rate) 
sensitivity is 60%. 
Other information available are: 
 Profit Volume Ratio (P/V) is 70%, 
 Variable cost Rs.  60/- per unit 
 Annual Cash Flow Rs.  57,500/- 
Ignore Depreciation on initial investment and impact of taxation. 
Calculate 
(i) Initial Investment of the Project 
(ii) Net Present Value of the Project 
(iii) Annual Fixed Cost 
(iv) Estimated annual unit of sales 
(v) Break Even Units 
Cumulative Discounting Factor for 5 years 

8% 9% 10% 11% 12% 13% 14% 15% 16% 17% 18% 
3.993 3.890 3.791 3.696 3.605 3.517 3.433 3.352 3.274 3.199 3.127 

              (8 Marks) 
(b)  Mr. FedUp wants to invest an amount of Rs. 520 lakhs and had approached his 

Portfolio Manager. The Portfolio Manager had advised Mr. FedUp to invest in the 
following manner: 

Security Moderate  Better  Good Very Good Best 
Amount (in Rs. Lakhs) 60 80 100 120 160 
Beta 0.5 1.00 0.80 1.20 1.50 

You are required to advise Mr. FedUp in regard to the following, using Capital Asset 
Pricing Methodology: 
(i)  Expected return on the portfolio, if the Government Securities are at 8% and 

the NIFTY is yielding 10%. 
(ii)   Advisability of replacing Security 'Better' with NIFTY.             (8 Marks) 

6.  (a)  Nitrogen Ltd, a UK company is in the process of negotiating an order amounting to 
€4 million with a large German retailer on 6 months credit. If successful, this will be 
the first time that Nitrogen Ltd has exported goods into the highly competitive 
German market. The following three alternatives are being considered for managing 
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the transaction risk before the order is finalized. 
(i)  Invoice the German firm in Sterling using the current exchange rate to 

calculate the invoice amount. 
(ii)  Alternative of invoicing the German firm in € and using a forward foreign 

exchange contract to hedge the transaction risk. 
(iii)  Invoice the German first in € and use sufficient 6 months sterling future 

contracts (to the nearly whole number) to hedge the transaction risk. 
 Following data is available: 

 Spot Rate   € 1.1750 - €1.1770/£ 

 6 months forward premium   0.60-0.55 Euro Cents 
 6 months further contract is currently trading at   €1.1760/£ 
 6 months future contract size is  £62500 
 Spot rate and 6 months future rate  €1.1785/£ 
Required: 
(i)  Calculate to the nearest £ the receipt for Nitrogen Ltd, under each of the three 

proposals.  
(ii)  In your opinion, which alternative would you consider to be the most 

appropriate and the reason thereof.        (8 Marks) 
(b)   Using the chop-shop approach (or Break-up value approach), assign a value for 

Cranberry Ltd. whose stock is currently trading at a total market price of €4 million. 
For Cranberry Ltd, the accounting data set forth three business segments: 
consumer wholesale, retail and general centers. Data for the firm’s three segments 
are as follows: 

Business Segment Segment 
Sales 

Segment 
Assets 

Segment Operating 
Income 

Wholesale €225,000 €600,000 €75,000 
Retail €720,000 €500,000 €150,000 
General € 2,500,000 €4,000,000 €700,000 

Industry data for “pure-play” firms have been compiled and are summarized as 
follows: 

Business Segment Capitalization/
Sales 

Capitalization/
Assets 

Capitalization/Operating 
Income 

Wholesale 0.85 0.7 9 
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Retail 1.2 0.7 8 
General 0.8 0.7 4 

             (8 Marks) 
7. Write short notes on any of four of the following:  

(a) Linkage of Financial Policy with Strategic Management 
(b) Depository Participant 
(c) Elliot Wave Theory 
(d) Meaning and Advantages of Netting 
(e) Difference between Equity Curve Out and Spin Off  (4 ×4 = 16 Marks) 
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