
Test Series: August, 2016 
MOCK TEST PAPER – 1 

FINAL COURSE: GROUP – I  
PAPER – 2: STRATEGIC FINANCIAL MANAGEMENT 

SUGGESTED ANSWERS/HINTS 
1.  (a)  The arbitrageur can proceed as stated below to realize arbitrage gains. 

(i) Buy GBP from USD 1,000,000 At New York 1,000,000/ 1.3231    GBP 755,801 
(ii) Convert these GBP to Rs.  at London (755,801 x 95.80)   Rs.  72,405,736 
(iii) Convert Rs.  to USD at Mumbai Rs.  72,405,736/ 68.30        USD 1,060,113.26 
There is net gain of USD 1,060,113.26 less USD 10,000,000 i.e.     USD 60,113.26 

(b)  (i) Calculation of Maximum price  
   Bo = Rs. 11 × PVIFA (13%,3) + Rs. 100 × PVIF (13%,3) 
    = Rs. 11 × 2.361 + Rs. 100 × 0.693 = Rs. 25.97 + Rs. 69.30 = Rs. 95.27 

(ii)  Calculation of yield  
   At 12% the value = Rs.  11 × PVIFA (12%,3) + 100 × PVIF (12%,3) 

= Rs.  11×2.402 + Rs.  100×0.712 = Rs.  26.42 + Rs.  71.20 = Rs.  97.62 
 Since bond is selling at Rs.  97.60, the YTM of the bond shall be approximately 

12%. 
(c) (1 + 0.12) (1 + Risk Premium)   = (1 + 0.14) 

Or, 1 + Risk Premium  = 1.14/1.12 = 1.0179 
 Therefore, Risk adjusted dollar rate is = 1.0179 x 1.08 = 1.099 – 1 = 0.099 
 Calculation of NPV 

Year Cash flow (Million) 
US$ 

PV Factor at 9.9% P.V. 

1 2.00 0.910 1.820 
2 2.50 0.828 2.070 
3 3.00 0.753 2.259 
4 4.00 0.686 2.744 
5 5.00 0.624 _3.120 
   12.013 
  Less: Investment 11.000 
  NPV 1.013 
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Therefore, Rupee NPV of the project is  = Rs.  (68 x 1.013) Million 
        = Rs. 68.884 Million  

(d)  Walter Model is  
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Where: 
 Vc = Market value of the share 
 Ra = Return on Retained earnings 
 Rc = Capitalisation Rate 
 E = Earning per share 
 D = Dividend per share 
Hence, if Walter model is applied  
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 This is not the optimum payout ratio because Ra > Rc and therefore Vc can further 
go up if payout ratio is reduced. 

2. (a) (i)  From Lessee’s Point of View 
 Calculation of loan installment: 

  Rs. 10,00,000 / (1+ PVIFA 12%, 4) 
  Rs. 10,00,000 / (1 + 3.038) = Rs. 2,47,647     

Debt Alternative: Calculation of Present Value of Outflows 
    (Amount in Rs.) 

(1) (2) (3) (4) (5) (6) (7) (8) 
End of 
year 

Debt 
Payment 

Interest Dep. 
 

Tax Shield 
[(3)+(4)]x0.3 

Cash outflows 
(2) – (5) 

PV factors 
@ 10% 

PV 

0 2,47,647 0 0 0 2,47,647 1.000 2,47,647 
1 2,47,647 90,282 1,60,000 75,085 1,72,562 0.909 1,56,859 
2 2,47,647 71,398 1,60,000 69,419 1,78,228 0.826 1,47,216 
3 2,47,647 50,249 1,60,000 63,075 1,84,572 0.751 1,38,614 
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4 2,47,647 26,305* 1,60,000 55,892 1,91,755 0.683 1,30,969 
5 0 0 1,60,000 48,000 (48,000) 0.621 (29,808) 
 7,91,497 
Less: Salvage Value Rs.  2,00,000 x 0.621 1,24,200 
Total Present Value of Outflow 6,67,297 

 *balancing figure 
 Leasing Decision: Calculation of Present Value of Outflows 
 Yrs.   1-5   Rs. 2,40,000 x (1 - 0.30) x 3.790 = Rs. 6,36,720   
 Decision: Leasing option is viable.  

 (ii)  From Lessor’s Point of View  
 First of all we shall calculate Weighted Average Cost of Capital (WACC) of the 

lessor and to calculate the same we require cost of equity which shall be 
computed as follows: 

 β  ungreared for the proxy company = 1.3 X 3 / [ 3 + (1 – 0.3) ] = 1.054 

 1.054 = β equity greared X 2/ [ 2 + (1 - 0.3)] 

 β  equity geared   = 1.423  

 Cost of equity   = 0.07 + 1.423 X (0.125 – 0.07) = 14.83% 

 WACC = 14.83×
3
2 + 9%(1- 0.30)×

3
1  

 = 9.89% + 2.10% = 11.99% say 12.00% 
Computation of NPV 

  (Rs.) 
Cost of Machine  (-) 10,00,000 
PV of Post tax lease Rental (Rs. 2,40,000 x 0.7 x 3.605) 6,05,640  
PV of Depreciation tax shield (Rs. 1,60,000 x 0.3 x 3.605) 1,73,040  
PV of salvage value (Rs. 2,00,000 x 0.567) 1,13,400      8,92,080 
NPV  (-)    1,07,920 

  Decision – Leasing proposal is not viable.    
  Note: Student can also solve the above calculation using 11.99% preciously.  
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(b)   Calculation of monthly return on the mutual funds: 
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         0.009375=16
0.07+0.08

= or, r = 0.9375% or 11.25% p.a. 

3. (a)  β  ungreared for the proxy company = 1.1 × 4 / [ 4 + (1 – 0.3) ] = 0.9362 

 0.9362 = β  Geared of XYZ × 2/ [ 2 + (1 - 0.3)] 

 β  Geared of XYZ  = 1.264 

0.9362 = β  Geared of ABC × 3/ [ 3 + (1 - 0.3)] 

 β  Geared of ABC  = 1.155 

 XYZ ABC Total 
No. of Share (1) 

Rs.10
crore Rs.1025  

 =102.50 crore 
Rs.10

crore Rs.106  

= 10.60 crore 

-- 

Current share 
price (2) 

Rs. 129.60 Rs. 55 -- 

Market Values 
(3) = (1) × (2) 

Rs. 13284 crore Rs. 583 crore Rs. 13867 crore 

Equity beta (4) 1.264 1.155  
Market Values × 
Equity beta 

Rs. 16790.976 crore Rs. 673.365 crore Rs. 17464.341 crore 

 Portfolio Beta after Merger = 
crore 13867

crore 17464.341
`

` = 1.26 

(b)  No. of Shares = 
€40

million 13000 €  = 325 million  

EPS = 
shares No.of

PAT    

EPS =
million325

million €2900  = € 8.923        

FCFE = Net income – [(1-b) (capex – dep) + (1-b) (ΔWC )]   
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FCFE = 8.923 – [(1-0.25) (€47- €39) + (1 - 0.25) (€3.45)]    
          = €8.923 – [€6.00 + €2.5875] = €0.3355 

β  ungreared for the proxy company = 0.20 X 2 / [ 2 + (1 – 0.30) ] = 0.148 

0.148 = β equity greared X 3/ [ 3 + (1 - 0.3)] 

 β  equity geared = 0.1825 

Cost of Equity = Rf + ß (Rm – Rf)      
= 8.7 + 0.1825 (10.3 – 8.7) = 8.992% 

Po = 
gK

g)FCFE(1
e −

+  = 
0.00992
0.36234

0.080.08992
8)0.3355(1.0

=
−

 = € 36.53 

4. (a)       A & Co. 
Equivalent cost of (EAC) of new machine 

  Rs.  
(i) Cost of new machine now  90,000 
 Add: PV of annual repairs @ Rs.  10,000 per annum for 8 years  

(Rs.  10,000 × 4.4873) 
44,873 

  1,34,873 
 Less: PV of salvage value at the end of 8 years       6,538 
      (Rs. 20,000×0.3269)  
  1,28,335 
 Equivalent annual cost (EAC) (Rs.  1,28,335/4.4873)   28,600 

PV of cost of replacing the old machine in each of 4 years with new machine 

Scenario Year Cash Flow PV @ 15% PV 
  (Rs.)  (Rs.) 
Replace Immediately 0 (28,600) 1.00 (28,600) 
  40,000 1.00 40,000 
    11,400 
Replace in one year 1 (28,600) 0.870 (24,882) 
 1 (10,000) 0.870 (8,700) 
 1 25,000 0.870 21,750 
    (11,832) 
Replace in two years 1 (10,000) 0.870 (8,700) 
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 2 (28,600) 0.756 (21,622) 
 2 (20,000) 0.756 (15,120) 
 2 15,000 0.756 11,340 
    (34,102) 
Replace in three years 1 (10,000) 0.870 (8,700) 
 2 (20,000) 0.756 (15,120) 
 3 (28,600) 0.658 (18,819) 
 3 (30,000) 0.658 (19,740) 
 3 10,000 0.658     6,580 
    (55,799) 
Replace in four years 1 (10,000) 0.870 (8,700) 
 2 (20,000) 0.756 (15,120) 
 3 (30,000) 0.658 (19,740) 
 4 (28,600) 0.572 (16,359) 
 4 (40,000) 0.572 (22,880) 
    (82,799) 

 Advice: The company should replace the old machine immediately because the PV 
of cost of replacing the old machine with new machine is least. 

 Note: Students can also solve the question by adopting another approach with 
same conclusion.  

(b) 1. P/E Ratio:   

 % of holding No. of Shares 
Promoter’s Holding  84% 63 Lacs 
Minority Holding  16% 12 Lacs 
Total Shares 100% 75 Lacs 

 Free Float Market Capitalization      = Rs.  19.20 crores 

 Hence Market price  
lacs 12.00
crores 19.20 Rs.     = Rs. 160 per share  

 EPS (PAT/No. of Shares)  (Rs.  4.80 crores /75 lac) = Rs. 6.40 per share 
 P/E Ratio (Rs.  160/ Rs.  6.40)      = 25 
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2. No. of Bonus Shares to be issued: 
 Promoters holding 84%,      = 63 lacs shares 
 Shares remains the same, but holding % to be taken as 75% 

 Hence Total shares = 75%
lacs 63

    = 84 lacs  

 Shares of Minority       = 84 lacs – 63 lacs = 21 lacs 
 Bonus 9 lacs for 12 lacs i.e. 3 bonus for 4 held  

 3. Market price before & after Bonus: 
 Before Bonus         = Rs. 160 per share 
 After Bonus 

 New EPS  
4.80 crores
84 lacs

` 
       =  Rs.  5.71 

 New Market Price  (25 x  Rs.  5.71)   = Rs.  142.75 
4. Free Float Capitalization is  

Rs.  142.75 x 21 lacs       =  Rs. 29.9775 crores  
5. (a)  (i) Initial Investment 

IRR = 16% (Given) 
At IRR, NPV shall be zero, therefore 
Initial Cost of Investment  = PVAF (16%,5) x Cash Flow (Annual) 

       = 3.274 x Rs.  57,500 
       = Rs.  1,88,255 

(ii)  Net Present Value (NPV) 

 Let Cost of Capital be X, then  
-16 X =60%

X  

X = 10%        
 Thus NPV of the project 
 = Annual Cash Flow x PVAF (10%, 5) – Initial Investment 
 = Rs.  57,500 x 3.791 – Rs.  1,88,255 
 = Rs.  2,17,982.50 – Rs.  1,88,255 = Rs.  29,727.50 
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(iii)  Annual Fixed Cost 
 Let change in the Fixed Cost which makes NPV zero is X. Then, 
 Rs.  29,727.50 – 3.791X = 0 
 Thus X = Rs.  7,841.60  
 Let original Fixed Cost be Y then, 
 Y × 7.8416% = Rs.  7,841.60 
 Y = Rs.  1,00,000 
 Thus Fixed Cost is equal to Rs.  1,00,000         
(iv)  Estimated Annual Units of Sales  

 
Rs. 60Selling Price per unit = = Rs. 200

100% - 70%
 

      

 
Annual Cash Flow + Fixed Cost

=Sales Value
P/V Ratio  

 
Rs. 57,500 + Rs.1,00,000 =Rs. 2,25,000

0.70
 

   

 Sales in Units = 
Rs. 2,25,000 =1,125 units

Rs. 200
 

(v)  Break Even Units  

Fixed Cost 1,00,000
=

ContributionPer Unit 140
 = 714.285 units 

(b)  (i) Computation of Expected Return from Portfolio 

Security Beta 
(β) 

Expected Return (r) as per 
CAPM 

Amount 
(Rs. 
Lakhs) 

Weights 
(w) 

wr 

Moderate 0.50 8%+0.50(10% - 8%) = 9% 60 0.115 1.035 
Better 1.00 8%+1.00(10% - 8%) = 10% 80 0.154 1.540 
Good 0.80 8%+0.80(10% - 8%) = 9.60% 100 0.192 1.843 
Very Good 1.20 8%+1.20(10% - 8%) = 10.40% 120 0.231 2.402 
Best 1.50 8%+1.50(10% - 8%) = 11% 160 0.308 3.388   
Total    520        1 10.208 
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 Thus Expected Return from Portfolio 10.208% say 10.21%. 
(ii) As computed above the expected return from Better is 10% same as from 

Nifty, hence there will be no difference even if the replacement of security is 
made. The main logic behind this neutrality is that the beta of security ‘Better’ 
is 1 which clearly indicates that this security shall yield same return as market 
return. 

6. (a)  (i) Receipt under three proposals 
(a)  Invoicing in Sterling 

 Invoicing in £ will produce =  1770.1
million4 €

 = £3398471 

(b) Use of Forward Contract 
Forward Rate  =    €1.1770+0.0055 = 1.1825 
Using Forward Market hedge Sterling receipt would be  

   1825.1
million4€

= £ 3382664 

(c) Use of Future Contract 
 The equivalent sterling of the order placed based on future price 

(€1.1760) = 1760.1
million00.4€

 = £ 3401360  

Number of Contracts = 
500,62

4013603£
 = 54 Contracts (to the nearest whole 

number) 
Thus, € amount hedged by future contract will be = 54×£62,500  
              = £3375000 
 Buy Future at        €1.1760 
 Sell Future at       €1.1785 

  €0.0025 
 Total profit on Future Contracts = 54×£62,500×€0.0025 =  €8438 
 After 6 months 
 Amount Received   €4000000 
 Add: Profit on Future Contracts  €       8438 
   € 4008438 
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 Sterling Receipts 

 On sale of € at spot = 3401305€=1785.1
4008438€

 

(ii) Proposal of option (c) is preferable because the option (a) & (b) produces least 
receipts.  

Alternative solution:   
 Assuming that 6 month forward premium is considered as discount, because 

generally premium is mentioned in ascending order and discount is mentioned in 
descending order. 
(i) Receipt under three proposals 

(a)  Invoicing in Sterling 

Invoicing in £ will produce =  1770.1
million4 €

 = £3398471 

(b) Use of Forward Contract 
Forward Rate =    €1.1770-0.0055 = 1.1715 

Using Forward Market hedge Sterling receipt would be 1715.1
million4€

 

          = £ 3414426 
(c) Use of Future Contract 
 The equivalent sterling of the order placed based on future price 

(€1.1760) = 1760.1
million00.4€

 = £ 3401360  

 Number of Contracts = 
500,62

4013603£
 = 54 Contracts (to the nearest whole 

number) 
 Thus, € amount hedged by future contract will be = 54×£62,500  
           = £3375000 
 Buy Future at     €1.1760 
 Sell Future at   €1.1785  
  €0.0025 
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 Total profit on Future Contracts = 54×£62,500×€0.0025 =  €8438 
 After 6 months 
 Amount Received   € 4000000 
 Add: Profit on Future Contracts  €      8438 
   € 4008438 
 Sterling Receipts 

 On sale of € at spot = 3401305€=1785.1
4008438€

 

(ii) Proposal of option (b) is preferable because the option (a) & (c) produces least 
receipts. 

(b)  

Business Segment Capital-to-Sales Segment Sales Theoretical Values 
Wholesale 0.85 €225000 €191250 
Retail 1.2 €720000 €864000 
General 0.8 €2500000 €2000000 
Total value   €3055250 

 

Business Segment Capital-to-Assets Segment Assets Theoretical Values 
Wholesale 0.7 €600000 €420000 
Retail 0.7 €500000 €350000 
General 0.7 €4000000 €2800000 
Total value   €3570000 

 

Business 
Segment 

Capital-to- 
Operating Income 

Operating Income Theoretical Values 

Wholesale 9 €75000 €675000 
Retail 8 €150000 €1200000 
General 4 €700000 €2800000 
Total  value   €4675000 

3055250 3570000 4675000Average  theoretical  value  3766750
3

+ +
= =  

Average theoretical value of Cranberry Ltd. = €3766750 
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7.  (a)  The success of any business is measured in financial terms.  Maximising value to 
the shareholders is the ultimate objective.  For this to happen, at every stage of its 
operations including policy-making, the firm should be taking strategic steps with 
value-maximization objective.  This is the basis of financial policy being linked to 
strategic management.  

 The linkage can be clearly seen in respect of many business decisions.  For 
example : 
(i) Manner of raising capital as source of finance and capital structure are the 

most important dimensions of strategic plan.  
(ii) Cut-off rate (opportunity cost of capital) for acceptance of investment 

decisions. 
(iii) Investment and fund allocation is another important dimension of interface of 

strategic management and financial policy. 
(iv) Foreign Exchange exposure and risk management. 
(v) Liquidity management 
(vi) A dividend policy decision deals with the extent of earnings to be distributed 

and a close interface is needed to frame the policy so that the policy should be 
beneficial for all. 

(vii) Issue of bonus share is another dimension involving the strategic decision. 
 Thus from above discussions it can be said that financial policy of a company 

cannot be worked out in isolation to other functional policies. It has a wider appeal 
and closer link with the overall organizational performance and direction of growth. 

(b) Under this system, the securities (shares, debentures, bonds, Government 
Securities, MF units etc.) are held in electronic form just like cash in a bank 
account. To speed up the transfer mechanism of securities from sale, purchase, 
transmission, SEBI introduced Depository Services also known as Dematerialization 
of listed securities. It is the process by which certificates held by investors in 
physical form are converted to an equivalent number of securities in electronic form. 
The securities are credited to the investor’s account maintained through an 
intermediary called Depository Participant (DP). Shares/Securities once 
dematerialized lose their independent identities. Separate numbers are allotted for 
such dematerialized securities. Organization holding securities of investors in 
electronic form and which renders services related to transactions in securities is 
called a Depository. A depository holds securities in an account, transfers securities 
from one account holder to another without the investors having to handle these in 
their physical form. The depository is a safe keeper of securities for and on behalf of 
the investors. All corporate benefits such as Dividends, Bonus, Rights etc. are 
issued to security holders as were used to be issued in case of physical form. 

© The Institute of Chartered Accountants of India



13 

(c)  Inspired by the Dow Theory and by observations found throughout nature, Ralph 
Elliot formulated Elliot Wave Theory in 1934. This theory was based on analysis of 
75 years stock price movements and charts. From his studies, he defined price 
movements in terms of waves. Accordingly, this theory was named Elliot Wave 
Theory. Elliot found that the markets exhibited certain repeated patterns or waves. 
As per this theory wave is a movement of the market price from one change in the 
direction to the next change in the same direction. These waves are resulted from 
buying and selling impulses emerging from the demand and supply pressures on 
the market. Depending on the demand and supply pressures, waves are generated 
in the prices. 

 As per this theory, waves can be classified into two parts:- 
• Impulsive patterns 
• Corrective patters 
Let us discuss each of these patterns. 
(i)  Impulsive Patterns-(Basic Waves) - In this pattern there will be 3 or 5 waves 

in a given direction (going upward or downward). These waves shall move in 
the direction of the basic movement. This movement can indicate bull phase or 
bear phase. 

(ii)  Corrective Patterns- (Reaction Waves) - These 3 waves are against the 
basic direction of the basic movement. Correction involves correcting the 
earlier rise in case of bull market and fall in case of bear market. 

 As shown in the following diagram waves 1, 3 and 5 are directional movements, 
which are separated or corrected by wave 2 & 4, termed as corrective movements. 

 
Source: http://elliotwave.net/ 

 Complete Cycle - As shown in following figure five-wave impulses is following by a 
three-wave correction (a,b & c) to form a complete cycle of eight waves. 
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Source: http://elliotwave.net/ 

 One complete cycle consists of waves made up of two distinct phases, bullish and 
bearish. On completion of full one cycle i.e. termination of 8 waves movement, the 
fresh cycle starts with similar impulses arising out of market trading. 

(d)  It is a technique of optimising cash flow movements with the combined efforts of the 
subsidiaries thereby reducing administrative and transaction costs resulting from 
currency conversion. There is a co-ordinated international interchange of materials, 
finished products and parts among the different units of MNC with many 
subsidiaries buying /selling from/to each other. Netting helps in minimising the total 
volume of inter-company fund flow. 

 Advantages derived from netting system includes: 
(1)  Reduces the number of cross-border transactions between subsidiaries 

thereby decreasing the overall administrative costs of such cash transfers 
(2)  Reduces the need for foreign exchange conversion and hence decreases 

transaction costs associated with foreign exchange conversion. 
(3)  Improves cash flow forecasting since net cash transfers are made at the end of 

each period 
(4)  Gives an accurate report and settles accounts through co-ordinated efforts 

among all subsidiaries. 
(e)  Equity Curve out can be defined as partial spin off in which a company creates its 

own new subsidiary and subsequently bring out its IPO. It should be however noted 
that parent company retains its control and only a part of new shares are issued to 
public. 

 On the other hand in Spin off parent company does not receive any cash as shares 
of subsidiary company are issued to existing shareholder in the form of dividend. 
Thus, shareholders in new company remain the same but not in case of Equity 
curve out. 
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