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Test Series : October, 2015 
MOCK TEST PAPER – 2 

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

SUGGESTED ANSWERS/HINTS 

1.  (a)  (1) Calculation of NAV at the end of month: 
 Given Annual Return = 15% 

Hence Monthly Return = 1.25% (r)      

1-t

tt1-tt

NAV
GI )NAV - (NAV  r ++

=   

0.0125 =
( )NAV - Rs.  65.78 + Rs. 0.50+ Rs. 0.32t

Rs. 65.78
 

0.82 = NAVt - Rs. 64.96  

NAVt = Rs. 65.78 
(2) There is no change in NAV. 

(b)  No. of Shares = Rs.1,300crores
Rs. 40

 = 32.5 Crores 

EPS = 
shares No.of

PAT    

EPS = Rs. 290 crores
32.5 crores

 = Rs. 8.923 

FCFE = Net income – [(1-b) (capex – dep) + (1-b) (ΔWC )]   
FCFE = 8.923 – [(1-0.27) (47-39) + (1-0.27) (3.45)]    

            = 8.923 – [5.84 + 2.5185] = 0.5645 
Cost of Equity = Rf + ß (Rm – Rf)      

                      = 8.7 + 0.1 (10.3 – 8.7) = 8.86% 

Po = 
gK

g)FCFE(1
e −

+  = 
0.5645(1.08) 0.60966
0.0886 .08 0.0086

=
−

 = Rs. 70.89  
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(c)  
 Rs.  
Issue Price 50,00,000 
Less: Interest @ 12.5% for 4 months 2,08,333 
          Issue Expenses 2,500 
          Minimum Balance  1,50,000 
 46,39,167 

  Cost of Funds =  
2,10,833(1- 0.30) 12

× ×100
46,39,167 4

= 9.54%     

(d)  The formula for determining value of a share based on expected dividend is: 

g) - (k
g)  (1 DP 0

0
+

=  

 Where  
P0 = Price (or value) per share  
D0 = Dividend per share  
g = Growth rate expected in dividend 
k = Expected rate of return 
Hence, 
Price estimate before budget announcement: 

0

2 (1  0.05)
P  

(0.10 - 0.05)
× +

=  = Rs. 42.00 

Price estimate after budget announcement: 

0

1.80 (1.05)
P  

(0.07 - 0.05)
×

= = Rs. 94.50 

2. (a) The given data can be easily represented by the following decision tree diagram 
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There are three decision points in three indicated by D1, D2 and D3  
 Using rolling back technique, we shall take the decision at decision point D3 first and 

then it to arrive decision at a decision point D2 and then use it to arrive decision at a 
point D1. 

Statement showing evaluation of decision at D3 Point 

Decision Event  Prob. PV. Of Oil (if 
fond) (Million €) 

Expected PV of 
Oil (if fond) 
(Million €) 

1.  Drill upto 
6000 feet. 

Finding oil Dry 0.25 +2 0.5 
Dry 0.75 -6 -4.50 

    -4.00 
2. Do not Drill    -5.00 

 Since the expected PV of Oil (if found) on drilling upto 6000 feets 4 million is greater 
than the cost of not drilling 5 million.  Therefore, small oil should drill upto 6000 
feets.  

 Statement showing the evaluation of decision at point D2 

Decision Event Prob. P.V. of Oil (if 
found (Million €) 

Expected P.V. of Oil 
(if found) (Million €) 

1.  Drill upto 4000 feet. Find Oil 0.2 4 0.80 
 Dry 0.8 -4 -3.2 
    -2.4 
2.  Do not Drill    -4.00 

 Since the expected P.V. of Oil (if found) an drilling upto 4000 feets 2.4 million € 
which is greater than the cost of not drilling Million €.  T herefore, small oil should 
drill upto 4000 feets. 

Statement showing the evaluation of decision at D1 

Decision Event Prob. P.V. of Oil (if 
found (Million €) 

Expected P.V. of Oil 
(if found) (Million €) 

1.  Drill upto 2000 feet. Finding 
Oil 

0.50 6 3.0 

 Dry 0.50 -2.4 -1.20 
    1.80 
2.  Do not Drill    NIL 
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 Since the Expected P.V. of O il (if found) on drilling upto 2000 feet is 1.8 Million € 
(positive).  Small oil should drill upto 2000 feet. 

(b) (i)  Market Risk Premium (A)  

6.50 = 
m

fm

β
RR − = 

1
RR fm −  

Share Beta Risk Premium 
(Beta x A) % 

Risk Free 
Return % 

Return  
% 

Return  
Rs. 

Oxy Rin Ltd. 0.45 2.93 7 9.93 7,944 
Boxed Ltd. 0.35 2.28 7 9.28 13,920 
Square Ltd. 1.15 7.48 7 14.48 32,580 
Ellipse Ltd. 1.85 12.03 7 19.03    85,635 
Total Return     1,40,079 

Total Investment Rs. 9,05,000 

(i) Portfolio Return = 
Rs. 1,40,079 ×100
Rs. 9,05,000

= 15.48% 

(ii) Portfolio Beta 
 Portfolio Return = Risk Free Rate + Risk Premium х β = 15.48% 
 15.48%=7% + 6.50%β 
 β = 1.30 

 Alternative Approach 
 First we shall compute Portfolio Beta using the weighted average method as 

follows: 

Beta P = 0.45X 05.9
80.0

+ 0.35X 05.9
50.1

+ 1.15X 05.9
25.2

+ 1.85X 05.9
50.4

 

   = 0.45x0.0884+ 0.35X0.1657+ 1.15X0.2486+ 1.85X0.4972 = 0.0398+ 0.058 +  
       0.2859 + 0.9198 = 1.3035 

 Accordingly,  
(i) Portfolio Return using CAPM formula will be as follows: 

    RP= RF + BetaP(RM – RF) 
    = 7% + 1.3035 x 6.50%  
    = 7% + 8.47% = 15.47% 
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(ii) Portfolio Beta 
  As calculated above 1.3035  

3. (a)  (i)  Desired lease rent to earn 20% IRR before expenses and taxes: 

   Lease Rent = 
20% yr, 8PVIFA 

5,00,000  =  
837.3

000,00,5  = Rs. 1,30,310.14 p.a. 

(ii) Revised lease rental on school bus to earn 20% return based on the given 
conditions. 

  PV factor [(X – E – D) (1 – T) + D] + (PV factor × S.V.) = Co 
  3.837 [(x – 50,000 – 50,000) (1 – .4) + 50,000] + (.233 × 1,00,000*) = 5,00,000 
  3.837 [6x – 60,000 + 50,000)] + 23,300 = 5,00,000 
  2.3022x = 5,15,070  
        x = 2,23,729.47 
  This may be confirmed as lease rental   2,23,729.47 
  Less: Expenses + Depreciation   1,00,000.00 
      EBT     1,23,729.47 
  Less tax 40%         49,491.79 
      PAT       74,237.68 
  Add: Depreciation        50,000.00 
      CFAT    1,24,237.68 

     
CFAT

SV     ofPV  -  Co  = 
68.237,24,1

23,300  -  5,00,000  = 3.837 or 20% 

* Note: Alternatively STCG can also be considered as net of tax. 
(b)   

 12 Months 24 Months 
1. Total Annual Charges 
for Loan 

Rs. 3,800 X 12 – 
Rs.40,000 =  Rs. 5,600 

(Rs. 2,140 X 24 –  
Rs. 40,000)/2 = Rs. 5,680 

2.  Flat Rate of Interest   
(F) × =

Rs.5,600
100 14%

Rs.40,000
 × =

Rs. 5,680
100 14.20%

Rs. 40,000
 

 
 

3.  Effective Interest Rate  n
2F

n 1
×

+
= 

12
28

13
× =  

                      25.85% 

n
2F

n 1
×

+
= 

24
28.40

25
× =  

                           27.26% 
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4. (a)  

 (Rs.) 
Present Exchange Rate Rs.65 = 1 US$  
If company purchases US$ 50,000 forward premium is   
50000 × 64 × 3% 96,000 
Interest on Rs.96,000 for 9 months at 10% 7,200 
Total hedging cost 
Less: Tax benefit 
Net Hedging Cost 

1,03,200 
30,960 
72,240 

If exchange rate is Rs.67  
Then gain (Rs.67 – Rs.64) for US$ 50,000 1,50,000 
Less: Hedging cost 72,240 
Net gain 77,760 
If US$ = Rs.63  
Then loss (64 – 63) for US$ 50,000 50,000 
Add: Hedging Cost 77,760 
Total Loss 1,27,760 

 (b) (i)  Determination of Beta of Car AC and Window AC 

m

ssm

s
ss  

Car AC (βC) 

0.6× 0.3
0.2

= 0.90 

Window AC (βW) 

0.7× 0.35
0.2

= 1.225 

Beta of Split AC/ Window AC is  

0.85× 0.50
0.2

= 2.125 

The Beta of Split AC alone is  
2.125 = 0.50βS + 0.50βW  
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2.125 = 0.50βS + 0.50 x 1.225 
βS = 3.025 
ABC Ltd.’s Beta shall be: 
0.6 x 0.9 + 0.25 x 1.225 + 0.15 x 3.025 = 1.30   

(ii) Cost of Equity of ABC Ltd. 
Ke = 4% + 1.30(10% - 4%) = 11.80% 

(iii) Calculation of Debt Beta 
5% - 4%

10% - 4%
= 0.167 

Accordingly Beta of Equity shall be  
1.30 = 0.50x0.167 + 0.50xβe 
= 2.433 

5. (a)  (i) Stock value or conversion value of bond 
   12 × 20 = Rs. 240  

(ii)  Percentage of the downside risk 

   Rs. 265 - Rs. 235
Rs.235

 = 0.1277 or 12.77% 

 This ratio gives the percentage price decline experienced by the bond if the 
stock becomes worthless.  

(iii) Conversion Premium  

   100
ValueConversion

ValueConversionicePrMarket
×

−  

   Rs. 265 - Rs. 240 ×100
Rs. 240

 = 10.42% 

(iv)  Conversion Parity Price 

   
ConversiononSharesof.No
icePrBond = Rs. 265 =Rs. 13.25

20
 

 This indicates that if the price of s hares rises to Rs. 13.25 from Rs. 12 the 
investor will neither gain nor lose on buying the bond and exercising it. 
Observe that Rs. 1.25 (Rs. 13.25 – Rs. 12.00) is 10.42% of Rs. 12, the 
Conversion Premium. 

© The Institute of Chartered Accountants of India



8 

(b)   

Particulars  Adjustment Value 
Rs. lakhs 

Equity Shares 63.920 
Cash in hand (5.000 – 2.240) 2.760 
Bonds and debentures not listed 2.125 
Bonds and debentures listed 7.500 
Dividends accrued 1.950 
Fixed income securities 9.409 
Sub total assets (A) 87.664 
  
Amount  payable on shares 13.54 
Expenditure accrued 1.76 
Sub total liabilities (B) 15.30 
Net Assets Value (A) – (B) 72.364 
No. of units 2,75,000 
Net Assets Value per unit (Rs. 72.364 lakhs / 2,75,000) Rs. 26.3142 

6. (a)  (i) Pre Merger Market Value of Per Share 
 P/E Ratio X EPS 
 Longitude Ltd.  Rs. 8 X 15 = Rs. 120.00 
 Latitude Ltd.  Rs.5 X 10 = Rs. 50.00 
(ii) (1) Maximum exchange ratio without dilution of EPS 

Pre Merger PAT of Longitude Ltd.  Rs. 140 Lakhs 
Pre Merger PAT of Latitude Ltd.  Rs. 60 Lakhs 
Combined PAT  Rs. 200 Lakhs 
Longitude Ltd. ’s EPS  Rs. 8 
Maximum number of shares of Longitude after merger  
(Rs. 200 lakhs/Rs. 8) 

25 Lakhs 

Existing number of shares  15 Lakhs 
Maximum number of shares to be exchanged  10 Lakhs 

  Maximum share exchange ratio 10:16 or 5:8      
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(2) Maximum exchange ratio without dilution of Market Price Per Share 

Pre Merger Market Capitalization of Longitude Ltd.  
(Rs. 120 × 15 Lakhs) 

Rs. 1800 Lakhs 

Pre Merger Market Capitalization of La titude Ltd.  
(Rs. 50 × 16 Lakhs) 

Rs. 800 Lakhs 

Combined Market Capitalization  Rs. 2600 Lakhs 
Current Market Price of share of Longitude Ltd. Rs. 120 
Maximum number of shares to be exchanged of 
Longitude (surviving company) (Rs. 2600 Lakhs/ 
Rs. 120) 

21.67 Lakhs 

Current Number of Shares of Longitude Ltd.  15.00 Lakhs  
Maximum number of shares to be exchanged 
(Lakhs) 

6.67 Lakhs 

 Maximum share exchange ratio 6.67:16 or 0.4169:1 
Note: Since in the question figures given of P AT of both companies are not 
matching with figures of EPS X Number of Shares. Hence, if students 
computed PAT by using this formula then alternative answer shall be as 
follows: 
(1) Maximum exchange ratio without dilution of EPS 

Pre Merger PAT of Longitude Ltd.  Rs. 120 Lakhs 
Pre Merger PAT of Latitude Ltd.  Rs. 80 Lakhs 
Combined PAT  Rs. 200 Lakhs 
Longitude Ltd. ’s EPS  Rs. 8 
Maximum number of shares of Longitude after 
merger (Rs. 200 lakhs/Rs. 8) 

25 Lakhs 

Existing number of shares  15 Lakhs 
Maximum number of shares to be exchanged  10 Lakhs 

  Maximum share exchange ratio 10:16 or 5:8      
(2)  Maximum exchange ratio without dilution of Market Price Per Share 

Pre Merger Market Capitalization of Longitude Ltd.  
(Rs. 120 ×  15 Lakhs) 

Rs. 1800 Lakhs 

Pre Merger Market Capitalization of La titude Ltd.  
(Rs. 50 ×  16 Lakhs) 

Rs. 800 Lakhs 

Combined Market Capitalization  Rs. 2600 Lakhs 
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Current Market Price of share of Longitude Ltd. Rs. 120 
Maximum number of shares to be e xchanged  of 
Longitude (surviving company) (Rs. 2600 Lakhs/ 
Rs. 120) 

21.67 Lakhs 

Current Number of Shares of Longitude Ltd.  15.00 Lakhs  
Maximum number of shares to be exchanged 
(Lakhs) 

6.67 Lakhs 

 Maximum share exchange ratio 6.67:16 or 0.4169:1    
(b) First let us calculate the required rate of return on this project as follows: 

15 %(4/5) + 10%(1/5) = 14% 
The we shall calculate Risk Adjusted Dollar Rate 
(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 

Therefore, Rupee NPV of the project is  = Rs. (48 x 1.013) Million 
          = Rs.48.624 Million 
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.  
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 The linkage can be clearly seen in respect of many business decisions.  F or 
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 c apital) 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 c ompany 

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) Debt Securitisation is a method of recycling of funds. This method is mostly used by 
finance companies to raise funds against financial assets such as loan receivables, 
mortgage backed receivables, credit card balances, hire purchase debtors, lease 
receivables, trade debtors, etc. and thus beneficial to such financial intermediaries 
to support their lending volumes.  Thus, assets generating steady cash flows are 
packaged together and against this assets pool market securities can be issued. 
Investors are usually cash-rich institutional investors like mutual funds and 
insurance companies. 
The process can be classified in the following three functions: 
1. The origination function – A borrower seeks a l oan from finance company, 

bank, housing company or a fi nancial institution.  O n the basis of credit 
worthiness repayment schedule is structured over the life of the loan. 

2. The pooling function – Many similar loans or receivables are clubbed 
together to create an underlying pool of assets.  T his pool is transferred in 
favour of a SPV (Special Purpose Vehicle), which acts as a t rustee for the 
investor.  Once the assets are transferred they are held in the organizers 
portfolios. 

3. The securitisation function – It is the SPV’s job to structure and issue the 
securities on the basis of as set pool. The securities carry coupon and an 
expected maturity, which can be asset base or mortgage based.  T hese are 
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generally sold to i nvestors through merchant bankers.  The investors 
interested in this type of s ecurities are generally institutional investors like 
mutual fund, insurance companies etc. The originator usually keeps the spread 
available (i.e. difference) between yield from secured asset and interest paid to 
investors. 

 Generally the process of securitisation is without recourse i.e. the investor 
bears the credit risk of default and the issuer is under an obligation to pay to 
investors only if the cash flows are received by issuer from the collateral. 

(c)  As already discussed in the previous chapter, the Dow Jones Theory is probably the 
most popular theory regarding the behaviour of stock market prices. The theory 
derives its name from Charles H. Dow, who established the Dow Jones & Co., and 
was the first editor of the Wall Street Journal – a leading publication on financial and 
economic matters in the U.S.A. Although Dow never gave a proper shape to the 
theory, ideas have been expanded and articulated by many of his successors. Let 
us study the theory once again but in detail. 

 The Dow Jones theory classifies the movements of the prices on the share market 
into three major categories: 
• Primary movements, 
• Secondary movements, and 
• Daily fluctuations. 
(i)  Primary Movements: They reflect the trend of the stock market and last from 

one year to three years, or sometimes even more. 
 If the long range behaviour of market prices is seen, it will be observed that the 

share markets go through definite phases where the prices are consistently 
rising or falling. 

 These phases are known as bull and bear phases. 

 
 During a bu ll phase, the basic trend is that of r ise in prices. Graph 1 a bove 

shows the behaviour of stock market prices in bull phase. 
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 Students would notice from the graph that although the prices fall after each 
rise, the basic trend is that of rising prices, as can be seen from the graph that 
each trough prices reach, is at a h igher level than the earlier one. Similarly, 
each peak that the prices reach is on a higher level than the earlier one. Thus 
P2 is higher than P1 and T2 is higher than T1. This means that prices do not 
rise consistently even in a bull phase. They rise for some time and after each 
rise, they fall. However, the falls are of a lower magnitude than earlier. As a 
result, prices reach higher levels with each rise. 

 Once the prices have risen very high, the b.ear phase in bound to start, i.e., 
price will start falling. Graph 2 s hows the typical behaviour of prices on the 
stock exchange in the case of a bear phase. It would be seen that prices are 
not falling consistently and, after each fall, there is a rise in prices. However, 
the rise is not much as to take the prices higher than the previous peak. It 
means that each peak and trough is now lower than the previous peak and 
trough. 

 
 The theory argues that primary movements indicate basic trends in the market. 

It states that if cyclical swings of stock market price indices are successively 
higher, the market trend is up and there is a bull market. On the contrary, if 
successive highs and lows are successively lower, the market is on a 
downward trend and we are in a bear market. This theory thus relies upon the 
behaviour of the indices of share market prices in perceiving the trend in the 
market. 

 According to this theory, when the lines joining the first two troughs and the 
lines joining the corresponding two peaks are convergent, there is a r ising 
trend and when both the lines are divergent, it is a declining trend. 

(ii)  Secondary Movements: We have seen that even when the primary trend is 
upward, there are also downward movements of prices. Similarly, even where 
the primary trend is downward, there is an upward movement of prices also. 
These movements are known as secondary movements and are shorter in 
duration and are opposite in direction to the primary movements. These 
movements normally last from three weeks to three months and retrace 1/3 to 
2/3 of the previous advance in a bull market or previous fall in the bear market. 
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(iii)  Daily Movements: There are irregular fluctuations which occur every day in 
the market. These fluctuations are without any definite trend. Thus if the daily 
share market price index for a few months is plotted on the graph it will show 
both upward and downward fluctuations. These fluctuations are the result of 
speculative factors. An investment manager really is not interested in the short 
run fluctuations in share prices since he is not a speculator. It may be 
reiterated that any one who tries to gain from short run fluctuations in the stock 
market, can make money only by sheer chance. The investment manager 
should scrupulously keep away from the daily fluctuations of the market. He is 
not a speculator and should always resist the temptation of speculating. 

 Such a t emptation is always very attractive but must always be resisted. 
Speculation is beyond the scope of the job of an investment manager. 

 Timing of Investment Decisions on the Basis of Dow Jones Theory: 
Ideally speaking, the investment manager would like to purchase shares at a 
time when they have reached the lowest trough and sell them at a time when 
they reach the highest peak. 

 However, in practice, this seldom happens. Even the most astute investment 
manager can never know when the highest peak or the lowest trough has been 
reached. Therefore, he has to time his decision in such a manner that he buys 
the shares when they are on the rise and sells them when they are on the fall. 
It means that he should be able to identify exactly when the falling or the rising 
trend has begun. 

 This is technically known as identification of the turn in the share market 
prices. Identification of this turn is difficult in practice because of the fact that, 
even in a rising market, prices keep on falling as a part of th e secondary 
movement. Similarly even in a falling market prices keep on rising temporarily. 
How to be certain that the rise in prices or fall in the same is due to a real turn 
in prices from a bullish to a bearish phase or vice versa or that it is due only to 
short-run speculative trends? 

 Dow Jones theory identifies the turn in the market prices by seeing whether 
the successive peaks and troughs are higher or lower than earlier. Consider 
the following graph: 
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 According to the theory, the investment manager should purchase investments 

when the prices are at T1. At this point, he can ascertain that the bull trend has 
started, since T2 is higher than T1 and P2 is higher than P1. 

 Similarly, when prices reach P7 he s hould make sales. At this point he can 
ascertain that the bearish trend has started, since P9 is lower than P8 and T8 
is lower than T7. 

(d)  Financial restructuring, is carried out internally in the firm with the consent of i ts 
various stakeholders. Financial restructuring is a suitable mode of restructuring of 
corporate firms that have incurred accumulated sizable losses for / over a number of 
years. As a sequel, the share capital of such firms, in many cases, gets 
substantially eroded / lost; in fact, in some cases, accumulated losses over the 
years may be more than share capital, causing negative net worth. Given such a 
dismal state of financial affairs, a v ast majority of such firms are likely to ha ve a 
dubious potential for liquidation. Can some of these Firms be revived?  F inancial 
restructuring is one such a m easure for the revival of on ly those firms that hold 
promise/prospects for better financial performance in the years to come. To achieve 
the desired objective, 'such firms warrant / merit a r estart with a f resh balance 
sheet, which does not contain past accumulated losses and fictitious assets and 
shows share capital at its real/true worth. 

(e)  In interbank transactions, foreign exchange is transferred from one account to 
another account and from one centre to another centre. Therefore, the banks 
maintain three types of current accounts in order to facilitate quick transfer of funds 
in different currencies. These accounts are Nostro, Vostro and Loro accounts 
meaning “our”, “your” and “their”. A bank’s foreign currency account maintained by 
the bank in a foreign country and in the home currency of that country is known as 
Nostro Account or “our account with you”. For example, An Indian bank’s Swiss 
franc account with a bank in Switzerland. Vostro account is the local currency 
account maintained by a foreign bank/branch. It i s also called “your account with 
us”. For example, Indian rupee account maintained by a bank in Switzerland with a 
bank in India. The Loro account is an account wherein a bank remits funds in 
foreign currency to another bank for credit to an account of a third bank. 
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