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Test Series: September, 2016 

MOCK TEST PAPER – 2 

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)  Gibralater Limited has imported 5000 bottles of shampoo at landed cost in Mumbai, 

of US $ 20 each. The company has the choice for paying for the goods immediately 

or in 3 months’ time. It has a clean overdraft limited where 14% p.a. rate of interest 

is charged. 

 Calculate which of the following method would be cheaper to Gibralter Limited.  

(i)  Pay in 3 months’ time with interest @ 10% and cover risk forward for 3 months.  

(ii)  Settle now at a current spot rate and pay interest of the overdraft for 3 months.  

 The rates are as follows: 

 Mumbai Rs. /$ spot                      : 60.25-60.55 

 3 months swap                            : 35/25                      (5 Marks) 

(b)  Calculate economic value added (EVA) with the help of the following information of 

Hypothetical Limited: 

 Financial leverage  : 1.4 times 

 Capital structure  : Equity Capital Rs. 170 lakhs 

      Reserves and surplus Rs. 130 lakhs 

      10% Debentures Rs. 400 lakhs 

 Cost of Equity   : 17.5%  

 Income Tax Rate 30%.              (5 Marks) 

(c)  Amal Ltd. has been maintaining a growth rate of 12% in dividends. The company 

has paid dividend @ Rs. 3 per share. The rate of return on market portfolio is 15% 

and the risk-free rate of return in the market has been observed as10%. The beta 

co-efficient of the company’s share is 1.2. 

You are required to calculate the expected rate of return on the company’s shares 

as per CAPM model and the equilibirium price per share by dividend growth model.  

(5 Marks) 
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(d)   X Ltd. earns Rs. 6 per share having a capitalization rate of 10 percent and has a 

return on investment of 20%. According to Walter's model, what should be the price 

of the share at 25% dividend payout?            (5 Marks) 

2.  (a)  New Projects Ltd. is evaluating 3 projects, P-I, P-II, P-III. Following information is 

available in respect of these projects: 

 P-I                            P-II                       P-III 

Cost                          Rs. 15,00,000                Rs. 11,00,000           Rs. 19,00,000 

Inflows-Year 1           6,00,000                        6,00,000  4,00,000 

Year 2 6,00,000                          4,00,000                      6,00,000 

Year 3                   6,00,000                         5,00,000                      8,00,000 

Year 4                  6,00,000                         2,00,000                    12,00,000 

Risk Index            1.80                             1.00                                0.60 

Minimum required rate of return of the firm is 15% and applicable tax rate is 40%. 

The risk free interest rate is 10%. 

Required: 

(i)  Find out the risk-adjusted discount rate (RADR) for these projects. 

(ii)  Which project is the best?            (8 Marks) 

(b)  Ms. Sunidhi is working with an MNC at Mumbai. She is well versant with the 

portfolio management techniques and wants to test one of the techniques on an 

equity fund she has constructed and compare the gains and losses from the 

technique with those from a passive buy and hold strategy. The fund cons ists of 

equities only and the ending NAVs of the fund he constructed for the last 10 months 

are given below: 

Month  Ending NAV (Rs./unit)   Month   Ending NAV (Rs./unit) 

December 2008 40.00   May 2009  37.00 

January 2009   25.00   June 2009   42.00 

February 2009   36.00  July 2009  43.00 

March 2009  32.00   August 2009   50.00 

April 2009   38.00  September 2009  52.00 

Assume Sunidhi had invested a notional amount of Rs. 2 lakhs equally in the equity 

fund and a conservative portfolio (of bonds) in the beginning of December 2008 and 

the total portfolio was being rebalanced each time the NAV of the fund increased or 

decreased by 15%. 
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You are required to determine the value of the portfolio for each level of NAV 

following the Constant Ratio Plan.     (8 Marks) 

3.  (a)   Simple Ltd. and Dimple Ltd. are planning to merge. The total value of the 

companies are dependent on the fluctuating business conditions. The following 

information is given for the total value (debt + equity) structure of each of the two 

companies. 

Business Condition Probability Simple Ltd. Rs. Lacs Dimple Ltd. Rs. Lacs 

High Growth 0.20 820 1050 

Medium Growth 0.60 550 825 

Slow Growth 0.20 410 590 

The current debt of Dimple Ltd. is Rs. 65 lacs and of Simple Ltd. is Rs. 460 lacs. 

Calculate the expected value of debt and equity separately for the merged entity.   

(8 Marks) 

(b)  Rahul Ltd. has surplus cash of Rs. 100 lakhs and wants to distribute 27% of it to the 

shareholders. The company decides to buy back shares. The Finance Manager of 

the company estimates that its share price after re-purchase is likely to be 10% 

above the buyback price-if the buyback route is taken. The number of shares 

outstanding at present is 10 lakhs and the current EPS is Rs. 3. 

You are required to determine: 

(i)  The price at which the shares can be re-purchased, if the market capitalization 

of the company should be Rs. 210 lakhs after buyback, 

(ii) The number of shares that can be re-purchased, and 

(iii) The impact of share re-purchase on the EPS, assuming that net income is the 

same.              (8 Marks) 

4.  (a)   P Ltd. has decided to acquire a machine costing Rs. 50 lakhs through leasing. 

Quotations from 2 leasing companies have been obtained which are summarised 

below: 

 Quote A Quote B 

Lease term 3 years 4 years 

Initial lease rent (Rs. lakhs) 5.00 1.00 

Annual lease rent (payable in arrears) (Rs. lakhs) 21.06 19.66 

P Ltd. evaluates investment proposals at 10% cost of capital and its effective tax 

rate is 30%. Terminal payment in both cases is negligible and may be ignored. 
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Make calculations and show which quote is beneficial to P Ltd. Present value 

factors at 10% rate for years 1-4 are respectively 0.91, 0.83, 0.75 and 0.68.  

Calculations may be rounded off to 2 decimals in lakhs.          (8 Marks) 

(b)  Electraspace is consumer electronics wholesaler. The business of the firm is highly 

seasonal in nature. In 6 months of a year, firm has a huge cash deposits and 

especially near Christmas time and other 6 months firm cash crunch, leading to 

borrowing of money to cover up its exposures for running the business.  

It is expected that firm shall borrow a sum of €50 million for the entire period of 

slack season in about 3 months. 

A Bank has given the following quotations: 

Spot                  5.50% - 5.75% 

3 × 6 FRA          5.59% - 5.82% 

3 × 9 FRA          5.64% - 5.94% 

3 month €50,000 future contract maturing in a period of 3 months is quoted at 94.15 

(5.85%). 

You are required to determine: 

(a) How a FRA, shall be useful if the actual interest rate after 3 months turnout  to 

be: 

(i) 4.5%                      

(ii)   6.5%  

(b) How 3 moths Future contract shall be useful for company if interest rate turns 

out as mentioned in part (a) above.                      (8 Marks) 

5.  (a)  Trouble Free Solutions (TFS) is an authorized service center of a reputed domestic 

air conditioner manufacturing company. All complaints/ service related matters of 

Air conditioner are attended by this service center.  The service center employs a 

large number of mechanics, each of whom is provided with a motor bike to attend 

the complaints.  Each mechanic travels approximately 40000 kms per annuam.  TFS 

decides to continue its present policy of always buying a new bike for its mechanics 

but wonders whether the present policy of replacing the bike every three year is 

optimal or not.  It is of believe that as  new models are entering into market on 

yearly basis, it wishes to consider whether a replacement of either one year or two 

years would be better option than present three year period.  The fleet of bike is due 

for replacement shortly in near future. 
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The purchase price of latest model bike is Rs. 55,000.  Resale value of used bike at 

current prices in market is as follows: 

Period         Rs.  

1 Year old   35,000 

2 Year old   21,000 

3 Year old     9,000 

Running and Maintenance expenses (excluding depreciation) are as follows: 

Year Road Taxes Insurance etc.  

(Rs.) 

Petrol Repair Maintenance etc. 
(Rs.) 

1 3,000 30,000 

2 3,000 35,000 

3 3,000 43,000 

Using opportunity cost of capital as 10% you are required to determine optimal 

replacement period of bike.              (8 Marks) 

(b)  An investor has decided to invest to invest Rs. 1,00,000 in the shares of two 

companies, namely, ABC and XYZ. The projections of returns from the shares of the 

two companies along with their probabilities are as follows: 

Probability    ABC(%)    XYZ(%) 

.20     12    16 

.25     14    10 

.25     -7    28 

.30     28    -2 

You are required to  

(i)  Comment on return and risk of investment in individual shares.  

(ii)  Compare the risk and return of these two shares with a Port folio of these 

shares in equal proportions. 

(iii)  Find out the proportion of each of the above shares to formulate a minimum 

risk portfolio.             (8 Marks) 

6. (a)  An importer requests his bank to extend the forward contract for US$ 20,000 which 

is due for maturity on 30 th October, 2010, for a further period of 3 months. He 

agrees to pay the required margin money for such extension of the contract.  

Contracted Rate – US$ 1= Rs.  42.32 
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The US Dollar quoted on 30-10-2010:- 

Spot – 41.5000/41.5200  

3 months’ Premium -0.87% /0.93% 

Margin money for buying and selling rate is 0.075% and 0.20% respectively.  

Compute: 

(i)  The cost to the importer in respect of the extension of the forward contract, 

and 

(ii)  The rate of new forward contract.                   (8 Marks) 

(b)   You have been provided the following Financial data of two companies:  

 Krishna Ltd. Rama Ltd. 

Earnings after taxes                        Rs.  7,00,000 Rs.  10,00,000 

Equity shares (outstanding)            Rs.  2,00,000 Rs.  4,00,000 

EPS 3.5 2.5 

P/E ratio                                             10 times 14 times 

Market price per share                           Rs.  35 Rs.  35 

Company Rama Ltd. is acquiring the company Krishna Ltd., exchanging its shares 

on a one-to-one basis for company Krishna Ltd. The exchange ratio is based on the 

market prices of the shares of the two companies. 

Required: 

(i) What will be the EPS subsequent to merger? 

(ii) What is the change in EPS for the shareholders of companies Rama Ltd. and 

Krishna Ltd.?  

(iii) Determine the market value of the post-merger firm. PE ratio is likely to remain 

the same. 

(iv) Ascertain the profits accruing to shareholders of both the companies.  (8 Marks) 

7. Write short notes on any of four of the following:  

(a) Cross Border Leasing 

(b) Assumptions of Black Scholes Model 

(c) Timing  of Investment Decisions as per Dow Jones Theory 

(d) Nostro, Vostro and Loro A/c 

(e) Takeover by Reverse Bid  (4 ×4 = 16 Marks) 
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