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MOCK TEST PAPER – 2 

FINAL COURSE: GROUP – I  

PAPER – 2: STRATEGIC FINANCIAL MANAGEMENT 

SUGGESTED ANSWERS/HINTS 

1.  (a)   

(i) Current future price of the index  = 5000 + 5000 (0.09-0.06)
12

4
 = 5000 + 50= 5,050 

  Price of the future contract = Rs.50 х 5,050 = Rs.2,52,500 

(ii) Hedge ratio = 5.1
252500

1010000
  = 6 contracts 

 Index after there months turns out to be 4500 

 Future price will be = 4500 + 4500 (0.09-0.06) 
3

1
 =4,511.25 

 Therefore, Gain from the short futures position is  = 6 х (5050 – 4511.25) х 50  

           = Rs.1,61,625 

Note: Alternatively we can also use daily compounding (exponential) formula. 

 (b)  Forward Rate = 
0.060)(1

0.075)(1 2.50




= Can$ 2.535/£       

(i) If spot rate decline by 2% 

 Spot Rate = Can$ 2.50 x 1.02 = Can$ 2.55/£   

 £ 

£ receipt as per Forward Rate (Can $ 5,00,000/ Can$ 2.535) 1,97,239  

£ receipt as per Spot Rate (Can $ 5,00,000/ Can$ 2.55) 1,96,078 

Gain due to forward contract 1,161 

(ii) If spot rate gains by 4% 

  Spot Rate = Can$ 2.50 x 0.96 = Can$ 2.40/£       

 £ 

£ receipt as per Forward Rate (Can $ 5,00,000/ Can$ 2.535) 1,97,239  

£ receipt as per Spot Rate (Can $ 5,00,000/ Can$ 2.40) 2,08,333 

Loss due to forward contract 11,094 

(iii) If spot rate remains unchanged 

 £ 

£ receipt as per Forward Rate (Can $ 5,00,000/ Can$ 2.535) 1,97,239  

£ receipt as per Spot Rate (Can $ 5,00,000/ Can$ 2.50) 2,00,000 

Loss due to forward contract 2,761 
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 (c)  (i) On the basis of standard deviation project X be chosen because it is less risky than Pro ject 

Y having higher standard deviation. 

 (ii) CVx = 
ENPV

SD 
   = 

000,22,1

000,90
  = 0.738 

  CVy = 
000,25,2

000,20,1
 = 0.533 

On the basis of Co-efficient of Variation (C.V.) Project X appears to be more risky and Y 

should be accepted. 

 (iii)  However, the NPV method in such conflicting situation is best because the NPV method is 

in compatibility of the objective of wealth maximisation in terms of time value . 

 (d)  Calculation of Investment Amount 

Amount required for making payment on 30th January, 2010 = Rs. 80,00,000 

Investment in Certificates of Deposit (CDs) on 31st October, 2009  

Rate of interest          = 8% p.a.  

No. of days to maturity        = 91 days 

Interest on Rs. 1 of 91 days 

(Re. 1 × 0.08 × 91/365)        = 0.0199452 

Amount to be received for Re. 1 

(Re.1.00 + Rs. 0.0199452)       = 1.0199452 

Calculation of amount to be invested now to get Rs. 80 lakhs after 91 days: 

=
52Rs.1.01994

 80,00,000 Rs.
 = Rs. 78,43,558.65 

Or, Rs. 78,43,600 or Rs. 78,44,000 approximately. 

2. (a) First we calculate cost of Equity (Ke)/PE Ratio 

 D1 = 
19,20,000

12,00,000
= Rs. 1.6 

 P0 = Rs. 10 

 Ke = 
` D 1.6

16%
P 10
   

 P/E = 
10

6.25
1.6

  

  Now we shall compute NPV of the project 

 NPV=
)16.0+1(

800000-
+

2)16.0+1(

800000-
+

30.16)+(1

300000
+

40.16)+(1

300000
+

50.16)+(1

1
×

0.16

360000
 

  = -6,89,655 – 5,94,530 + 1,92,197 + 1,65,687 + 10,71,254 
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  = 1,44,953 

As NPV of the project is positive, the value of the firm will increase by Rs. 1,44,953 and spread 

over the number of shares e.g. 12,00,000, the market price per share will increase by 12 paisa. 

 (b)  (i) NAV of the Fund 

 = 
      Rs. 4,00,000 Rs. 93,72,000 Rs. 72,24,000 Rs. 3,03,06,000

6,00,000
 

 =
 Rs. 4,73,02,000

6,00,000
=Rs. 78.8366 rounded to Rs. 78.84 

(ii) The revised position of fund shall be as follows: 

Shares No. of 
shares 

Price Amount (Rs.) 

L Ltd. 20,000 20.00 4,00,000 

M Ltd. 38,000 312.40 1,18,71,200 

N Ltd. 20,000 361.20 72,24,000 

P Ltd. 60,000 505.10 3,03,06,000 

Cash          5,00,800 

   5,03,02,000 

 No. of units of fund = 6,00,000
30,00,000

78.8366
 = 6,38,053 

(iii) On 2nd February 2012, the NAV of fund will be as follows: 

Shares No. of 
shares 

Price Amount (Rs.) 

L Ltd. 20,000 20.50 4,10,000 

M Ltd. 38,000 360.00 1,36,80,000 

N Ltd. 20,000 383.10 76,62,000 

P Ltd. 60,000 503.90 3,02,34,000 

Cash          5,00,800 

   5,24,86,800 

   NAV as on 2nd February 2012 = 
` 5,24,86,800

6,38,053
 = Rs. 82.26 per unit    

3. (a)  Calculation of NPV 

Year 0 1 2 3 

Inflation factor in India 1.00 1.10 1.21 1.331 

Inflation factor in Africa 1.00 1.40 1.96 2.744 

Exchange Rate (as per IRP) 6.00 7.6364 9.7190 12.3696 

Cash Flows in ` ’000     

Real -50000 -1500 -2000 -2500 

Nominal (1) -50000 -1650 -2420 -3327.50 
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Cash Flows in African Rand ’000     

Real -200000 50000 70000 90000 

Nominal -200000 70000 137200 246960 

In Indian ` ’000 (2) -33333 9167 14117 19965 

Net Cash Flow in Rs. ‘000 (1)+(2) -83333 7517 11697 16637 

PVF@20% 1 0.833 0.694 0.579 

PV -83333 6262 8118 9633 

  NPV of 3 years = -59320 (Rs. ‘000) 

  NPV of Terminal Value = 0.579
0.20

16637
× = 48164 ( ` ’000)    

  Total NPV of the Project = -59320 (Rs. ‘000) + 48164 ( ` ’000) = -11156 ( ` ’000) 

 (b)  In this case, DM is at a premium against the Can$. 

Premium = [(0.67 – 0.665) /0.665] x (12/3) x 100 = 3.01 per cent  

Interest rate differential = 9% - 7% = 2 per cent. 

Since the interest rate differential is smaller than the premium, it will be profitable to place money 

in Deutschmarks the currency whose 3-months interest is lower. 

The following operations are carried out: 

(i) Borrow Can$ 1000 at 9 per cent for 3- months; 

(ii) Change this sum into DM at the spot rate to obtain DM 

   = (1000/0.665) = 1503.76 

(iii) Place DM 1503.76 in the money market for 3 months to obtain a sum of DM 

Principal:        1503.76 

Add: Interest @ 7% for 3 months =       26.32 

   Total         1530.08 

(iv) Sell DM at 3-months forward to obtain Can$= (1530.08x0.67) = 1025.15 

(v) Refund the debt taken in Can$ with the interest due on it, i.e.,  

              Can$ 

   Principal       1000.00 

   Add: Interest @9% for 3 months     22.50 

    Total       1022.50 

   Net arbitrage gain = 1025.15 – 1022.50 = Can$ 2.65 
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4. (a) We shall compute r* (Realized Yield to Maturity) by using following equation: 

 PV (1+r*)4 = Future Value of Benefits and Future Value of Benefits shall be computed as follows: 

 0 1 2 3 4 

Investment (Rs.) 900     

Annual Interest (Rs.)  150 150 150 150 

Compound Factor @ 
16% 

 1.56 1.35 1.16 1.00 

Future Value of  

Intermediate Cash 
Flows (Rs.) 

 234.00 202.50 174.00 150 

Maturity Value (Rs.)     1000.00 

 900 234.00 202.50 174.00 1150.00 

Total of Future Benefits 1760.50 

Accordingly  

  900 (1+r*)4 = 1760.50 

   (1+r*)4 = 1760.50/900 

  (1+r*)4 = 1.956 

  (1+r*) = (1.183)¼ 

  r* = 0.183 say 18.30% 

 (b)  (i) Portfolio Beta 

   0.20 x 0.40 + 0.50 x 0.50 + 0.30 x 1.10 = 0.66     

(ii)  Residual Variance 

 To determine Residual Variance first of all we shall compute the Systematic Risk as follows:  

 
2
M

2
A σβ  = (0.40)2(0.01) = 0.0016 

 
2
M

2
B σβ  = (0.50)2(0.01) = 0.0025 

 
2
M

2
C σβ  = (1.10)2(0.01) = 0.0121 

 Residual Variance  

   A  0.015 – 0.0016 = 0.0134 

   B  0.025 – 0.0025 = 0.0225 

   C  0.100 – 0.0121 = 0.0879 

(iii)  Portfolio variance using Sharpe Index Model 

 Systematic Variance of Portfolio = (0.10)2 x (0.66)2 = 0.004356 

 Unsystematic Variance of Portfolio = 0.0134 x (0.20)2 + 0.0225 x (0.50)2 + 0.0879 x (0.30)2  

= 0.014072 

 Total Variance = 0.004356 + 0.014072 = 0.018428     
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(iv) Portfolio variance on the basis of Markowitz Theory 

 = (wA x wAx
2
Aσ ) + (wA x wBxCovAB) + (wA x wCxCovAC) + (wB x wAxCovAB) + (wB x wBx

2
Bσ ) + 

(wB x wCxCovBC) + (wC x wAxCovCA) + (wC x wBxCovCB) + (wC x wCx
2
cσ ) 

 = (0.20 x 0.20 x 0.015) + (0.20 x 0.50 x 0.030) + (0.20 x 0.30 x 0.020) + (0.20 x 0.50 x 

0.030) + (0.50 x 0.50 x 0.025) + (0.50 x 0.30 x 0.040) + (0.30 x 0.20 x 0.020) + (0.30 x 0.50 

x 0.040) + (0.30 x 0.30 x 0.10) 

 = 0.0006 + 0.0030 + 0.0012 + 0.0030 + 0.00625 + 0.0060 + 0.0012 + 0.0060 + 0.0090  

 = 0.0363 

5. (a)  Working Notes: 

Total Annual Export Sales      Rs. 50 crore 

Cash Received in Advance (20%)    Rs. 10 crore 

Balance on 60 days credit (80%)    Rs. 40 crore 

Bad Debts 0.6% x Rs. 40 crore     Rs. 0.24 crore 

Average Export Debtors Rs. 40 crore x 
360

78
  Rs. 8.67 crore 

Proposal I – Factoring Services 

Due to non-recourse factoring agreement there will be saving of bad debt. A Ltd. can choose one 

option out of two options: 

(i) Using Factoring Services (Debt Collection) only. 

(ii) Using Factoring and Finance Services i.e. above services in combination of cash advance. 

Since, cash advance rate is lower by 0.25% (2.25% - 2.00%), A Ltd. should take advantage of the 

same. 

Particulars Amount (Rs.) 

Annual Factoring Commission (2% x Rs. 40 crore) (0.80 crore) 

Saving of Administrative Cost  0.60 crore 

Saving of Bad Debts 0.24 crore 

Interest Saving on 80% of Debtors (8.67 crore x 80% x 0.25%) 0.01734 crore 

Net Saving to A Ltd.  0.05734 crore 

Proposal II – Insurance of Receivables 

Particulars Amount (Rs.) 

Insurance Premium (0.45% x Rs. 40 crore) (0.180 crore) 

Saving of Bad Debts (85% x Rs. 0.24 crore)  0.204 crore 

Interest Saving on 75% of Debtors (0.5% x 75% x Rs. 8.67 crore) 0.03251 crore 

Net Saving to A Ltd.  0.05651 crore 

Since saving in Factoring is marginally higher it should be accepted. 
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 (b)  The optional hedge ratio to minimize the variance of Hedger’s position is given by:  

H= 
S

F





 

Where  

σS= Standard deviation of ΔS 

σF=Standard deviation of ΔF 

ρ= coefficient of correlation between ΔS and ΔF 

H= Hedge Ratio 

ΔS = change in Spot price. 

ΔF= change in Future price. 

Accordingly 

H = 0.75 x 
0.04

0.06
 = 0.5 

No. of contract to be short = 10 x 0.5 = 5 

  Amount = 5000 x Rs. 474 = Rs. 23,70,000 

6. (a)  Swap Ratio 

 Efficient Ltd. Healthy Ltd. 

Market capitalisation 500 lakhs 750 lakhs 

No. of shares  10 lakhs 7.5 lakhs 

Market Price per share Rs. 50  Rs. 100  

P/E ratio 10 5 

EPS Rs. 5 Rs. 20 

Profit Rs. 50 lakh Rs. 150 lakh 

Share capital Rs. 100 lakh Rs. 75 lakh  

Reserves and surplus Rs. 300 lakh  Rs. 165 lakh  

Total Rs. 400 lakh Rs. 240 lakh  

Book Value per share  Rs. 40 Rs. 32 

 

(i) Calculation of Swap Ratio    

 EPS 1 : 4 i.e. 4.0  40% 1.6 

 Book value 1 : 0.8 i.e. 0.8  25% 0.2 

 Market price 1 : 2 i.e. 2.0  35% 0.7 

   Total 2.5 

 Swap ratio is for every one share of Healthy Ltd., to issue 2.5 shares of Efficient Ltd. Hence, 

total no. of shares to be issued 7.5 lakh  2.5 = 18.75 lakh shares 

 Promoter’s holding = 4.75 lakh shares + (5  2.5 = 12.5 lakh shares) = 17.25 lakh i.e. 

Promoter’s holding % is (17.25 lakh/28.75 lakh)  100 = 60%. 

 Calculation of EPS, Market price, Market capitalization and free float market capitalization. 
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(ii) Total No. of shares 10 lakh + 18.75 lakh = 28.75 lakh 

 Total capital 100 lakh + 187.5 lakh = Rs. 287.5 lakh 

 EPS 

28.75

200 
  

lakh 28.75

lakh 150  lakh 50
  

shares of No.

profit Total



  

  = Rs. 6.956 

(iiii) Expected market price EPS 6.956  P/E 10 = Rs. 69.56 

 Market capitalization = Rs. 69.56 per share  28.75 lakh shares 

  = Rs. 1,999.85 lakh 

(iv) Free float of market 
capitalization 

= Rs. 69.56 per share  (28.75 lakh  40%) 

  = Rs. 799.94 lakh 

 (b) (i) Expected dividend for next 3 years. 

 Year 1 (D1) Rs.  14.00 (1.09) = Rs.  15.26 

 Year 2 (D2) Rs.  14.00 (1.09)2 = Rs.  16.63 

 Year 3 (D3) Rs.  14.00  (1.09)3 = Rs.  18.13 

 Required rate of return = 13% (Ke) 

 Market price of share after 3 years = (P3) = Rs.  360 

 The present value of share 

 P0 =        3
3

3

3

2

21

ke1

P

ke1

D

ke1

D

ke1

D











 

 P0 = 
       332

0.131

360

0.131

18.13

0.131

16.63

0.131

15.26











 

 P0 = 15.26(0.885) + 16.63(0.783)+18.13(0.693)+360(0.693) 

 P0 = 13.50 + 13.02 + 12.56 + 249.48 

 P0  = Rs.  288.56                  

(ii) If growth rate 9% is achieved for indefinite period, then maximum price of share should Mr. 

A willing be to pay is 

  P0 = 
 gke

D1


 = 

15.26

0.13-0.09

`
= 

15.26

0.04

`
= Rs. 381.50             

(iii) Assuming that conditions mentioned above remain same, the price expected after 3  years   

will be: 

  P3 = 
gk

D

e

4


= 

0.090.13

(1.09)D3


= 

0.04

1.0918.13 
= 

0.04

19.76 
= Rs.  494              
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7. (a)   Cross-border Leasing: Cross-border leasing is a leasing agreement where lessor and lessee 

are situated in different countries. This raises significant additional issues relating to tax 

avoidance and tax shelters. It has been widely used in some European countries, to arbitrage the 

difference in the tax laws of different countries. 

 Cross-border leasing have been in practice as a means of financing infrastructure development in 

emerging nations. Cross-border leasing may have significant applications in financing 

infrastructure development in emerging nations - such as rail and air transport equipment, 

telephone and telecommunications, equipment, and assets incorporated into power generation 

and distribution systems and other projects that have predictable revenue streams.  

 A major objective of cross-border leases is to reduce the overall cost of financing through 

utilization by the lessor of tax depreciation allowances to reduce its taxable income, The tax 

savings are passed through to the lessee as a lower cost of finance. The basic prerequisites are 

relatively high tax rates in the lessor's country, liberal depreciation rules and either very flexible 

or very formalistic rules governing tax ownership. 

(b) Buy-outs: A very important phenomenon witnessed in the Mergers and Acquisitions scene, in 

recent times is one of buy - outs. A buy-out happens when a person or group of persons gain 

control of a company by buying all or a majority of its shares. A buyout involves two entities, the 

acquirer and the target company. The acquirer seeks to gain controlling interest in the comp any 

being acquired normally through purchase of shares. There are two common types of buy -outs: 

Leveraged Buyouts (LBO) and Management Buy-outs (MBO). LBO is the purchase of assets or 

the equity of a company where the buyer uses a significant amount of deb t and very little equity 

capital of his own for payment of the consideration for acquisition.  MBO is the purchase of a 

business by its management, who when threatened with the sale of its business to third parties or 

frustrated by the slow growth of the company, step-in and acquire the business from the owners, 

and run the business for themselves. The majority of buy-outs is management buy-outs and 

involves the acquisition by incumbent management of the business where they are employed. 

Typically, the purchase price is met by a small amount of their own funds and the rest from a mix 

of venture capital and bank debt. 

 Internationally, the two most common sources of buy-out operations are divestment of parts of 

larger groups and family companies facing succession problems. Corporate groups may seek to 

sell subsidiaries as part of a planned strategic disposal programme or more forced reorganisation 

in the face of parental financing problems. Public companies have, however, increasingly sought 

to dispose of subsidiaries through an auction process partly to satisfy shareholder pressure for 

value maximisation. 

 In recessionary periods, buy-outs play a big part in the restructuring of a failed or failing 

businesses and in an environment of generally weakened corporate  performance often represent 

the only viable purchasers when parents wish to dispose of subsidiaries.  

 Buy-outs are one of the most common forms of privatisation, offering opportunities for enhancing 

the performances of parts of the public sector, widening employee ownership and giving 

managers and employees incentives to make best use of their expertise in particular sectors.   
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(c)  CAMEL Model in Credit Rating: Camel stands for Capital, Assets, Management, Earnings and 

Liquidity. The CAMEL model adopted by the rating agencies deserves special attention; it 

focuses on the following aspects- 

 

(i)  Capital- Composition of external funds raised and retained earnings, fixed dividends 

component for preference shares and fluctuating dividends component for equity shares and 

adequacy of long term funds adjusted to gearing levels, ability of issuer to raise further 

borrowings. 

(ii)  Assets- Revenue generating capacity of existing/proposed assets, fair values, 

technological/physical obsolescence, linkage of asset values to turnover, consistency, 

appropriation of methods of depreciation and adequacy of charge to revenues, size, ageing 

and recoverability of monetary assets like receivables and its linkage with turnover.  

(iii)  Management- Extent of involvement of management personnel, team-work, authority, 

timeliness, effectiveness and appropriateness of decision making along with directing 

management to achieve corporate goals. 

(iv)  Earnings- Absolute levels, trends, stability, adaptability to cyclical fluctuations, abi lity of the 

entity to service existing and additional debts proposed. 

(v)  Liquidity- Effectiveness of working capital management, corporate policies for stock and 

creditors, management and the ability of the corporate to meet their commitment in the short  

run. 

These five aspects form the five core bases for estimating credit worthiness of an issuer 

which leads to the rating of an instrument. Rating agencies determine the pre -dominance of 

positive/negative aspects under each of these five categories and these are factored in for 

making the overall rating decision. 
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(d)  Many investment managers and stock market analysts believe that stock market prices can never 

be predicted because they are not a result of any underlying factors but are mere statistical ups 

and downs. This hypothesis is known as Random Walk hypothesis which states that the 

behaviour of stock market prices is unpredictable and that there is no relationship between the 

present prices of the shares and their future prices. Proponents of this hyp othesis argue that 

stock market prices are independent. A British statistician, M. G. Kendell, found that changes in 

security prices behave nearly as if they are generated by a suitably designed roulette wheel for 

which each outcome is statistically independent of the past history. In other words, the fact that 

there are peaks and troughs in stock exchange prices is a mere statistical happening – 

successive peaks and troughs are unconnected. In the layman's language it may be said that 

prices on the stock exchange behave exactly the way a drunk would behave while walking in a 

blind lane, i.e., up and down, with an unsteady way going in any direction he likes, bending on 

the side once and on the other side the second time. 

 The supporters of this theory put out a simple argument. It follows that: 

(i) Prices of shares in stock market can never be predicted. The reason is that the price trends 

are not the result of any underlying factors, but that they represent a statistical expression of 

past data.  

(ii) There may be periodical ups or downs in share prices, but no connection can be established 

between two successive peaks (high price of stocks) and troughs (low price of stocks). 

(e)  A discussion on internal financing ultimately turns to practical considerations  which determine the 

dividend policy of a company. The practical considerations in dividend policy of a company with 

regard to desire of shareholders are briefly discussed in the following paragraphs: 

 The desire of shareholders (whether they prefer regular  income by way of dividend or maximize 

their wealth by way of gaining on sale of the shares). In this connection it is to be noted that as 

per the current provisions of the Income Tax Act, 1961, tax on dividend is borne by the corporate 

as (Dividend Distribution Tax) and shareholders need not pay any tax on income received by way 

of dividend from domestic companies. To the extent small shareholders who are concerned with 

regular dividend income or who do not form a dominant group or retired and old people i nvesting 

their savings, pension to purchase shares may prefer regular income and hence select shares of 

companies paying regular and liberal dividend.  

 As compared to those shareholders who prefer regular dividend as source of income, there are 

shareholders who prefer to gain on sale of shares at times when shares command higher price in 

the market. For such of those who prefer to gain on sale of shares, as per the provisions  of the 

Income Tax Act, 1961, tax on capital gains (short-term @ 15%) are attracted if they sell the 

shares on holding less than one year and there is no tax on long-term sale (if held for more than 

one year). However, shareholders have to pay Securities Transaction Tax (STT) on sale of 

shares. 

 The dividend policy, thus pursued by the company should strike a balance on the desires of the 

shareholders who may belong either of the group as explained above. Also the dividend policy 

once established should be continued as long as possible without interfering with the needs of 

the company to create clientele effect. 
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