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Test Series: MARCH, 2018 

MOCK TEST PAPER  

FINAL (OLD) COURSE: GROUP – I  

PAPER – 2: STRATEGIC FINANCIAL MANAGEMENT  

SUGGESTED ANSWERS/HINTS 

1.  (a)  Future’s Price   = Spot + cost of carry – Dividend 

  F       = 220 + 220 × 0.15 × 0.25 – 0.25** × 10 = 225.75 

** Entire 25% dividend is payable before expiry, which is ` 2.50. 

Thus we see that futures price by calculation is ` 225.75 which is quoted at ` 230 in the 

exchange. 

Analysis: 

Fair value of Futures less than Actual futures Price: 

Futures Overvalued Hence it is advised to sell. Also do Arbitraging by buying stock in the cash 

market. 

Step I 

He will buy PQR Stock at `220 by borrowing at 15% for 3 months. Therefore, his outflows are: 

Cost of Stock     220.00 

Add: Interest @ 15 % for 3 months i.e. 0.25 years (220 × 0.15 × 0.25)      8.25 

Total Outflows (A)     228.25 

Step II 

He will sell March 2000 futures at `230. Meanwhile he would receive dividend for his stock. 

Hence his inflows are   230.00 

Sale proceeds of March 2000 futures          2.50 

Total inflows (B)   232.50 

Inflow – Outflow = Profit earned by Arbitrageur 

    = 232.50 – 228.25 = 4.25  

(b)  Rebalancing Action 

Company New Price Per 
Share 

Original No. of 
Shares 

Revised Value 
of Portfolio 

No. of Shares 
to held as per 
Revised Price 

No. of Shares  

Buy (+)/Sell (-) 

O Ltd. 300 100 30,000 142.27* +42.27 

H Ltd. 60 1000 60,000 711.33 -288.67 

A Ltd. 120 320 38,400 355.67 +35.67 

R Ltd. 150 400 60,000 284.53 -115.47 

T Ltd. 125 200 25,000 341.44 +141.44 

Total    2,13,400   
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* = 
Security the of Price

Security Each in Investment Prop.
 

= 
300

)2,13,400/5(

`

`
= 142.27 

(c) XYZ Ltd. will sell CP at the following price: 

= 


















365

91
×0.076+1

50,00,000 ̀
 

= 
  0.018948+1

50,00,000 `
 

= ` 49,07,022 

ABC Ltd. will sell CP at the following price: 

= 


















365

91
×0.085+1

50,00,000`
 

= 
  0.021192+1

50,00,000`
 

= ` 48,96,239 

Accordingly, compensation for higher Credit Risk shall be: 

` 49,07,022 - ` 48,96,239 = ` 10,783  

(d)  (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  = ` (48 x 1.013) Million 

        = ` 48.624 Million 

 

 

© The Institute of Chartered Accountants of India



3 

2. (a) (i) Expected cash flows:- 

Year   Net cash flows P.V. PV. @ 10% 

0 (4,00,000 x 1) = (-) 4,00,000 1.000 (-)4,00,000 

1 to 4 (1,00,000x0.3+1,10,000x0.5 

+ 1,20,000 x 0.2) 

= 1,09,000 3.170 3,45,530 

5 [1,09,000 + (20,000 x 0.3 +  

50,000 x 0.5 + 60,000 x 0.2)] 

= 1,52,000 0.621 94,392 

   NPV =  39,922 

(ii) ENPV of the worst case 

 1,00,000 x 3.790 = ` 3,79,000 (Students may have 3.791 also the values will change 

accordingly) 

 20,000 x 0.621 = ` 12,420/- 

 ENPV = (-) 4,00,000 + 3,79,000 + 12,420 = (-) ` 8,580/- 

 ENPV of the best case 

 ENPV = (-) 4,00,000 + 1,20,000 x 3.790 + 60,000 x 0.621 = ` 92,060/-. 

(iii) (a) Required probability = 0.3 

(b) Required probability = (0.3)5 = 0.00243 

(iv) The base case NPV = (-) 4,00,000 + (1,10,000 x 3.79) + (50,000 x 0.621) 

          = ` 47,950/-      

 ENPV = 0.30 x (-) 8580 + 0.5 x 47950 + 92060 x 0.20 

     = `39,813/- 

 Therefore, 

  ΕNPV = 222 )813,39060,92(2.0)3981347950(5.0)813,398580(3.0  = ` 35,800/- 

 Therefore, CV = 35,800/39,813 = 0.90 

(v) Risk adjusted out of cost of capital of X Ltd. = 10% - 1% = 9%.  

  NPV 

Year Expected net cash flow PV @ 9%  

0 (-)4,00,000 1.000 (-)4,00,000 

1 to 4 1,09,000 3.240 3,53,160 

5 1,52,000 0.650 98,800 

  ENPV = 51,960 

 Therefore, the project should be accepted.  

 (b)  1. Calculation of initial outlay:     

          ` (million) 

a. Face value       300 

 Add: Call premium        12 

 Cost of calling old bonds     312 
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b. Gross proceed of new issue    300 

 Less: Issue costs         6 

 Net proceeds of new issue    294 

c. Tax savings on call premium 

and unamortized cost 0.30 (12 + 9)   6.3 

  Initial outlay = ` 312 million – ` 294 million – ` 6.3 million = ` 11.7 million    

2. Calculation of net present value of refunding the bond: 

Saving in annual interest expenses    ` (million) 

[300 x (0.12 – 0.10)]       6.00 

Less: Tax saving on interest and amortization 

0.30 x [6 + (9-6)/6]       1.95 

 Annual net cash saving     4.05 

PVIFA (7%, 6 years)           4.766 

Present value of net annual cash saving   ` 19.30 million 

 Less: Initial outlay       ` 11.70 million 

Net present value of refunding the bond         `   7.60 million 

Decision: The bonds should be refunded 

3. (a)  Discounting Factor: 

Cost of finance 20% - Tax 35% = 13%.    

(i)  PV of cash outflows under leasing alternative 

Year-end Lease rent after taxes P.A. PVIFA at 13% Total P.V. 

1  5 ` 3,90,000 3.517 ` 13,71,630 

 PV of cash outflows under buying alternative 

Year 
end 

Loan 
Instalment 

Tax advantage on 
Interest 

Tax advantage 
on Depreciation 

Net Cash 
Outflow 

PVIF at 
13% 

Total PV 

1 6,68,673 1,40,000 1,75,000 3,53,673 0.885 3,13,001 

2 6,68,673 1,21,193 1,31,250 4,16,230 0.783 3,25,908 

3 6,68,673 98,624 98,438 4,71,611 0.693 3,26,826 

4 6,68,673 71,542 73,828 5,23,303 0.613 3,20,785 

5 6,68,673 38,819 55,371 5,74,483 0.543  3,11,944 

  Total PV outflows  15,98,464 

  Less: PV of Salvage Value (` 4,00,000 *0.543)  2,17,200 

   13,81,264 

  Less: PV of tax saving on short term capital loss (4,74,609 
– 4,00,000) * 35% * .543 

 

14,179 

  NPV of Cash outflow 13,67,085 
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Working Notes: 

(1) Schedule of Debt Payment 

Year-end Opening 
balance 

Interest @ 
20% 

Repayment Closing 
Balance 

Principal 
Amount 

1 20,00,000 4,00,000 6,68,673 17,31,327 2,68,673 

2 17,31,327 3,46,265 6,68,673 14,08,919 3,22,408 

3 14,08,919 2,81,784 6,68,673 10,22,030 3,86,889 

4 10,22,030 2,04,406 6,68,673 5,57,763 4,64,267 

5 5,57,763 1,10,910* 6,68,673 0 5,57,763 

 *Balancing Figure 

(2) Schedule of Depreciation 

Year Opening WDV Depreciation Closing WDV 

1 20,00,000 5,00,000 15,00,000 

2 15,00,000 3,75,000 11,25,000 

3 11,25,000 2,81,250 8,43,750 

4 8,43,750 2,10,938 6,32,812 

5 6,32,812 1,58,203 4,74,609 

(3) EMI = ` 20,00,000 / Annuity for 5 years @ 20% = i.e. ` 20,00,000 / 2.991 =  

` 6,68,673.  

 Advice: Company is advised to borrow and buy not to go for leasing as NPV of cash 

outflows is lower in case of buying alternative.   

 Note: Students may note that the cost of capital of the company given in the question is 

14% at which cash flows may also be discounted. 

(ii) Evaluation from Lessor’s Point of View 

 (1) (2) (3) (4) (5) 

Lease Rent 6,00,000 6,00,000 6,00,000 6,00,000 6,00,000 

Less: Depreciation 5,00,000 3,75,000 2,81,250 2,10,938 1,58,203 

EBT 1,00,000 2,25,000 3,18,750 3,89,062 4,41,797 

Less: Tax @ 35% 35,000 78,750 1,11,563 1,36,172 1,54,629 

EAT 65,000 1,46,250 2,07,187 2,52,890 2,87,168 

Add: Depreciation 5,00,000 3,75,000 2,81,250 2,10,938 1,58,203 

Cash Inflows 5,65,000 5,21,250 4,88,437 4,63,828 4,45,371 

PV factor @ 14% 0.877 0.769 0.675 0.592 0.519 

PV of inflows 4,95,505 4,00,841 3,29,695 2,74,586 2,31,148 

Evaluation: 

Aggregate PV of cash inflows 17,31,775 

Add: PV of salvage value (4,00,000  0.519) 2,07,600 

Add: Tax shelter on short-term capital loss (4,74,609 – 4,00,000)  0.35  0.519 13,553 

PV of all cash inflows 19,52,928 

Cost of the machine 20,00,000 

NPV 47,072 

Hence, leasing at this rate is not feasible. 
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(b)  

Particulars ` crore 

Average level of Receivables = 165 crore  65/360 29.7916 

Factoring commission = 29.7916 crore  1.95/100 0.5809 

Factoring reserve = 29.7916 crore  15/100 4.4687 

Amount available for advance = `  29.7916 – (0.5809 + 4.4687) 24.742 

Factor will deduct his interest @ 16%:  

16 65
24.742

100 360
   ` 0.7148 

Advance to be paid = (` 24.742` 0.7148)
 

24.0272 

 

Annual Cost of Factoring to the Firm: ` crore 

Factoring commission (` 0.5809 crore  360/65) 3.2173 

Interest charges (` 0.7148 crore  360/65) 3.9589 

Total 7.1762 

 

Firm’s Savings on taking Factoring Service: `  

Cost of credit administration saved 0.1235 

Cost of Bad Debts (`  165 crore 4.28/100) avoided 7.0620 

Total 7.1855 

Net cost to the Firm (`  7.1762 – `  7.1855) -0.0093 

Effective cost of factoring to the firm = 
24.0272

1000.0093
 -0.0387% 

4. (a)  

A When dividend is paid 

 (a)  Price per share at the end of year 1 

  100 = )P5(
10.1

1
1 `  

  110 = ` 5 + P1 

  P1 = 105 

 (b) Amount required to be raised from issue of new shares 

  ` 5,00,000 – (` 2,50,000 – ` 1,25,000) 

  ` 5,00,000 – ` 1,25,000 = ` 3,75,000 

 (c) Number of additional shares to be issued 

  
21

000,75

105

000,75,3
 shares or say 3572 shares 

 (d) Value of M Ltd. 

  (Number of shares × Expected Price per share) 

  i.e., (25,000 + 3,572) × ` 105 = ` 30,00,060 
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B When dividend is not paid 

 (a) Price per share at the end of year 1 

  
10.1

P
=100

1
 

  P1 = 110 

 (b) Amount required to be raised from issue of new shares  

  ` 5,00,000 – 2,50,000 = 2,50,000 

 (c) Number of additional shares to be issued 

  
11

000,25

110

000,50,2
 shares or say 2273 shares. 

 (d) Value of M Ltd., 

  (25,000 + 2273) × `110 

  = ` 30,00,030 

 Whether dividend is paid or not, the value remains the same. 

(b)  Working Notes: 

(i) Decomposition of Funds in Equity and Cash Components 

 D Mutual Fund Ltd. K Mutual Fund Ltd. 

NAV on 31.12.14 `  70.71 `  62.50 

% of Equity 99% 96% 

Equity element in NAV `  70 `  60 

Cash element in NAV `  0.71 `  2.50 

(ii)  Calculation of Beta 

(a) D Mutual Fund Ltd. 

 Sharpe Ratio = 2 = f

D

E(R) - R

σ
= fE(R) - R

11.25
 

 E(R) - Rf = 22.50 

 Treynor Ratio = 15 = f

D

E(R) - R

β
= 

D

22.50

β
 

 βD = 22.50/15= 1.50   

(b) K Mutual Fund Ltd. 

 Sharpe Ratio = 3.3 = f

K

E(R) - R

σ
= fE(R) - R

5
 

 E(R) - Rf = 16.50 

  Treynor Ratio = 15 = f

K

E(R) - R

β
= 

K

16.50

β
 

  βK = 16.50/15= 1.10       
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(iii) Decrease in the Value of Equity 

 D Mutual Fund Ltd. K Mutual Fund Ltd. 

Market goes down by 5.00% 5.00% 

Beta 1.50 1.10 

Equity component goes down 7.50% 5.50% 

(iv) Balance of Cash after 1 month 

 D Mutual Fund Ltd. K Mutual Fund Ltd. 

Cash in Hand on 31.12.14 `  0.71 `  2.50 

Less: Exp. Per month `  0.25 `  0.25 

Balance after 1 month `  0.46 `  2.25 

NAV after 1 month 

 D Mutual Fund Ltd. K Mutual Fund Ltd. 

Value of Equity after 1 month   

70 x (1 - 0.075) `  64.75 - 

60 x (1 - 0.055) - `  56.70 

Cash Balance 0.46 2.25 

 65.21 58.95 

5. (a)  (i)  Beta of the Portfolio 

Security Market Price No. of Shares Value β Value x β 

A 29.40 400 11760 0.59 6938.40 

B 318.70 800 254960 1.32 336547.20 

C 660.20 150 99030 0.87 86156.10 

D 5.20 300 1560 0.35 546.00 

E 281.90 400 112760 1.16 130801.60 

F 275.40 750 206550 1.24 256122.00 

G 514.60 300 154380 1.05 162099.00 

H 170.50 900 153450 0.76 116622.00 

   994450  1095832.30 

 Portfolio Beta = 
10,95,832.30

9,94,450
= 1.102 

(ii) Theoretical Value of Future Contract Expiring in May and June 

F = Sert 

FMay= 8500 x e0.20 x (2/12) = 8500 x e0.0333 

e0.0333 shall be computed using Interpolation Formula as follows: 

e0.03 = 1.03045 

e0.04 = 1.04081 

e0.01 = 0.01036 

e0.0033 = 0.00342 

e0.0067 = 0.00694 
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e0.0333 = 1.03045 + 0.00342 = 1.03387 or 1.04081 – 0.00694 = 1.03387 

According the price of the May Contract 

8500 X 1.03387 = `  8788 

Price of the June Contract 

FMay= 8500 x e0.20 x (3/12) = 8500 x e0.05= 8500 x 1.05127 = 8935.80 

(iii) No. of NIFTY Contracts required to sell to hedge until June 

= 
Value of Position to be hedged

Value of Future Contract
  

(A) Total portfolio 

    

994450
1.102

8850 25



= 4.953 say 5 contracts 

(B) 50% of Portfolio 

    

994450 0.50
1.102

8850 25





= 2.47 say 3 contracts 

(C) 120% of Portfolio 

    

994450 1.20
1.102

8850 25





= 5.94 say 6 contracts  

 (b)  (i) Exchange ratio in proportion to relative EPS 

   (in `) 

Company Existing No. of shares EPS Total earnings 

Cauliflower Ltd. 5,00,000 5.00 25,00,000 

Cabbage Ltd. 3,00,000 3.00 9,00,000 

Total earnings   34,00,000 

No. of shares after merger 5,00,000 + 1,80,000 = 6,80,000   

Note: 1,80,000 may be calculated as
3.00

= 3,00,000 ×
5.00

 
 
 
 

 

EPS for Cauliflower Ltd. after merger
34,00,000

= 
6,80,000

 = `  5.00    

Impact on EPS  

 `  

Cauliflower Ltd. shareholders  

EPS before merger 5.00 

EPS after merger  5.00 

Increase/ Decrease in EPS 0.00 

Cabbage Ltd.' Shareholders  

EPS before merger      3.00 

EPS after the merger 5.00 x 3/5 3.00 

Increase/ Decrease in EPS 0.00 
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(ii)   Merger effect on EPS with share exchange ratio of 1 : 2 

Total earnings after merger  `  34,00,000 

No. of shares post merger 5,00,000 + 1,50,000 (0.5 × 3,00,000) 6,50,000 

EPS (34,00,000 ÷ 6,50,000) 5.23 

 Impact on EPS 

 `  

Cauliflower Ltd. shareholders  

EPS before merger 5.00 

EPS after merger  5.23 

Increase in EPS 0.23 

Cabbage Ltd. shareholders  

EPS before merger      3.000 

EPS after the merger 5.23 x 0.5 2.615 

Decrease in EPS 0.385 

6. (a)  On the basis of existing and revised factors, rate of return and price of share is to be calculated.  

 Existing rate of return 

= Rf + Beta (Rm – Rf) 

= 12% + 1.4 (6%) = 20.4% 

 Revised rate of return 

= 10% + 1.25 (4%) = 15% 

 Price of share (original) 

13.63 Rs.  
.154

10.2
   

.05 - .204

(1.05) 2
  

g - K

g)  (1 D
  P 

e

o 


  

 Price of share (Revised) 

36.33 Rs.  
.06

18.2
   

.09 - .15

(1.09) 2
   P o   

 In case of existing market price of ` 25 per share, rate of return (20.4%) and possible equilibrium 

price of share at ` 13.63, this share needs to be sold because the share is overpriced (` 25 – 

13.63) by ` 11.37. However, under the changed scenario where growth of dividend has been 

revised at 9% and the return though decreased at 15% but the possible price of share is to be at 

` 36.33 and therefore, in order to expect price appreciation to ` 36.33 the investor should hold 

the shares, if other things remain the same 

 (b) (i) Forward contract: Dollar needed in 180 days = £3,00,000 x $ 1.96 = $5,88,000/- 

(ii) Money market hedge: Borrow $, convert to £, invest £, repay $ loan in 180 days  

Amount in £ to be invested = 3,00,000/1.045 = £ 2,87,081  

Amount of $ needed to convert into £ = 2,87,081 x 2 = $ 5,74,162 

Interest and principal on $ loan after 180 days = $5,74,162 x 1.055 = $ 6,05,741  
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(iii) Call option: 

Expected Spot 
rate in 180 days 

Prem./
unit 

Exercise 
Option 

Total price 
per unit 

Total price for 
£3,00,000xi 

Prob. Pi pixi 

1.91 0.04 No 1.95 5,85,000 0.25 1,46,250 

1.95 0.04 No 1.99 5,97,000 0.60 3,58,200 

2.05 0.04 Yes 2.01* 6,03,000 0.15 90,450 

      5,94,900 

Add: Interest on Premium @ 5.5% (12,000 x 5.5%) 660 

 5,95,560 

* ($1.97 + $0.04) 

(iv) No hedge option: 

Expected Future spot rate Dollar needed 
Xi 

Prob. Pi Pi xi 

1.91 5,73,000 0.25 1,43,250 

1.95 5,85,000 0.60 3,51,000 

2.05 6,15,000 0.15 92,250 

   5,86,500 

 The probability distribution of outcomes for no hedge strategy appears to be most preferable 

because least number of $ are needed under this option to arrange £3,00,000.  

7.  (a)  The interface of strategic management and financial policy will be clearly understood if we 

appreciate the fact that the starting point of an organization is money and the end point of that 

organization is also money. No organization can run an existing business and promote a new 

expansion project without a suitable internally mobilized financial base or both internally and 

externally mobilized financial base. 

 Sources of finance and capital structure are the most important dimensions of a strategic plan. 

The generation of funds may arise out of ownership capital and or borrowed capital. A company 

may issue equity shares and / or preference shares for mobilizing ownership capital.  

 Along with the mobilization of funds, policy makers should decide on the capital structure to 

indicate the desired mix of equity capital and debt capital. There are some norms for debt equity 

ratio. However this ratio in its ideal form varies from industry to industry. It also depends on the 

planning mode of the organization under study.  

 Another important dimension of strategic management and financial policy interface is the 

investment and fund allocation decisions. A planner has to frame policies for regulating 

investments in fixed assets and for restraining of current assets. Investment proposals mooted by 

different business units may be addition of a new product, increasing the level of operation of an 

existing product and cost reduction and efficient utilization of resources through a new approach 

and or closer monitoring of the different critical activities.  

 Now, given these three types of proposals a planner should evaluate each one of them by 

making within group comparison in the light of capital budgeting exercise.  

 Dividend policy is yet another area for making financial policy decisions affecting the strategic 

performance of the company. A close interface is needed to frame the policy to be beneficial for 

all. Dividend policy decision deals with the extent of earnings to be distributed as dividend and 

the extent of earnings to be retained for future expansion scheme of the firm.  

 It may be noted from the above discussions that financial policy of a company cannot be worked 

out in isolation of other functional policies. It has a wider appeal and closer link with the overall 
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organizational performance and direction of growth. These policies being related to external 

awareness about the firm, specially the awareness of the investors about the firm, in respect of 

its internal performance. There is always a process of evaluation active in the minds of the 

current and future stake holders of the company. As a result preference and patronage for the 

company depends significantly on the financial policy framework. And hence attention of the 

corporate planners must be drawn while framing the financial policies not at a later stage but 

during the stage of corporate planning itself. 

(b)  A firm dealing with foreign exchange may be exposed to foreign currency exposures. The 

exposure is the result of possession of assets and liabilities and transactions denominated in 

foreign currency. When exchange rate fluctuates, assets, liabilities, revenues, expenses that 

have been expressed in foreign currency will result in either foreign exchange gain or loss.  A firm 

dealing with foreign exchange may be exposed to the following types of risks:  

(i) Transaction Exposure: A firm may have some contractually fixed payments and receipts in 

foreign currency, such as, import payables, export receivables, interest payab le on foreign 

currency loans etc. All such items are to be settled in a foreign currency. Unexpected 

fluctuation in exchange rate will have favourable or adverse impact on its cash flows. Such 

exposures are termed as transactions exposures.  

(ii) Translation Exposure: The translation exposure is also called accounting exposure or 

balance sheet exposure. It is basically the exposure on the assets and liabilities shown in 

the balance sheet and which are not going to be liquidated in the near future. It refers  to the 

probability of loss that the firm may have to face because of decrease in value of assets due 

to devaluation of a foreign currency despite the fact that there was no foreign exchange 

transaction during the year. 

(iii) Economic Exposure: Economic exposure measures the probability that fluctuations in 

foreign exchange rate will affect the value of the firm. The intrinsic value of a firm is 

calculated by discounting the expected future cash flows with appropriate discounting rate. 

The risk involved in economic exposure requires measurement of the effect of fluctuations in 

exchange rate on different future cash flows.  

(c) Merger Failures or Potential Adverse Competitive Effects 

The reasons for merger failures can be numerous. Some of the key reasons are : 

  Acquirers generally overpay; 

  The value of synergy is over-estimated; 

  Poor post-merger integration; and 

  Psychological barriers. 

Most companies merge with the hope that the benefits of synergy will be realised. Synergy 

will be there only if the merged entity is managed better after the acquisition than it was 

managed before. Therefore, to make a merger successful, companies may follow the steps 

listed as under: 

 Decide what tasks need to be accomplished in the post-merger period; 

 Choose managers from both the companies (and from outside); 

 Establish performance yardstick and evaluate the managers on that yardstick; and  

 Motivate them.  

(d)  As name indicates these bonds do not pay interest during the life of the bonds. Instead, zero 

coupon bonds are issued at discounted price to their face value, which is the amount a bond will 

be worth when it matures or comes due. When a zero coupon bond matures, the investor will 
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receive one lump sum (face value) equal to the initial investment plus interest that has been  

accrued on the investment made. The maturity dates on zero coupon bonds are usually long 

term. These maturity dates allow an investor for a long range planning. Zero coupon bonds 

issued by banks, government and private sector companies. However, bonds issued by corporate 

sector carry a potentially higher degree of risk, depending on the financial strength of the issuer 

and longer maturity period, but they also provide an opportunity to achieve a higher return.  

(e)  Methods for Evaluating the Performance of Mutual Funds 

1. Sharpe Ratio 

 The excess return earned over the risk free return on portfolio to the portfolio’s total risk 

measured by the standard deviation. This formula uses the volatility of portfolio return.  The 

Sharpe ratio is often used to rank the risk-adjusted performance of various portfolios over 

the same time. The higher a Sharpe ratio, the better a portfolio’s returns have been relative 

to the amount of investment risk the investor has taken. 

Portfolio of Deviation Standard

 investment free risk of Return - portfolio of Return
  S  

2. Treynor Ratio 

 This ratio is similar to the Sharpe Ratio except it uses Beta of portfolio instead of standard 

deviation. Treynor ratio evaluates the performance of a portfolio based on the systematic 

risk of a fund. Treynor ratio is based on the premise that unsystematic or specific risk can 

be diversified and hence, only incorporates the systematic risk (beta) to gauge the 

portfolio's performance. 

Portfolio of Beta

 investment free risk of Return - portfolio of Return
  T   

3. Jensen’s Alpha 

 The comparison of actual return of the fund with the benchmark portfolio of the same risk. 

Normally, for the comparison of portfolios of mutual funds this ratio is applied and compared 

with market return. It shows the comparative risk and reward from the said portfolio.  Alpha is 

the excess of actual return compared with expected return. 

 

© The Institute of Chartered Accountants of India




