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CHAPTER-1 
BASIC CONCEPTS  

Meaning 
Financial management is that managerial activity which is concerned with the planning and controlling 
of the firm’s financial resources. It is an integrated decision making process concerned with acquiring, 
financing and managing assets to accomplish the overall goal of a business organisation. It can also be 
stated as the process of planning decisions in order to maximize the shareholder’s wealth.  
 “Financial management deals with procurement of funds and their effective utilization in the 
business.” 
Financial management can also be stated as “The management of all the processes associated with the 
efficient acquisition and deployment of both short and long term financial resources.” 
Scope and Objectives  
There are, thus, two basic aspects of financial management viz., procurement of funds and an effective 
use of these funds to achieve business objectives. 
PROCUREMENT OF FUNDS 
Since funds can be obtained from different sources therefore their procurement is always considered 
as a complex problem by business concerns. Funds procured from different sources have different 
characteristics in terms of risk, cost and control. 
The funds raised by the issue of equity shares are the best from the risk point of view for the firm, 
since there is no question of repayment of equity capital except when the firm is under liquidation. 
From the cost point of view, however, equity capital is usually the most expensive source of funds.  
Debentures as a source of funds are comparatively cheaper than the shares because of their tax 
advantage.  
Funds can also be procured from banks and financial institutions; they generally provide funds subject 
to certain restrictive covenants.  
In the globalised competitive scenario it is not enough to depend on the available ways of raising 
finance but resource mobilization has to be undertaken through innovative ways or financial products 
which may meet the needs of investors. Multiple option convertible bonds can be sighted as an 
example. Funds can be raised indigenously as well as from abroad. Foreign Direct Investment (FDI) and 
Foreign Institutional Investors (FII) are two major routes for raising funds from foreign sources besides 
ADR’s (American depository receipts) and GDR’s (Global depository receipts).  
EFFECTIVE UTILISATION OF FUNDS 
The finance manager is also responsible for effective utilization of funds. He has to point out situations 
where the funds are being kept idle or where proper use of funds is not being made. All the funds are 
procured at a certain cost and after entailing a certain amount of risk. If these funds are not utilised in 
the manner so that they generate an income higher than the cost of procuring them, there is no point 
in running the business. The funds are to be invested in the manner so that the company can produce 
at its optimum level without endangering its financial solvency. Thus, financial implications of each 
decision to invest in fixed assets are to be properly analysed.  
He must also keep in view the need of adequate working capital and ensure that while the firms enjoy 
an optimum level of working capital they do not keep too much funds blocked in inventories, book 
debts and cash, etc. 
 
EVOLUTION OF FINANCIAL MANAGEMENT 
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The three stages of its evolution are: 
The Traditional Phase: During this phase, financial management was considered necessary only during 
occasional events such as takeovers, mergers, expansion, liquidation, etc.  
The Transitional Phase: The general problems related to funds analysis, planning and control were 
given more attention in this phase. 
The Modern Phase: Modern phase is still going on. The scope of financial management has greatly 
increased now. It is important to carry out financial analysis for a company. This analysis helps in 
decision making. During this phase, many theories have been developed regarding efficient markets, 
capital budgeting, option pricing, valuation models and also in several other important fields in 
financial management. 
 
IMPORTANCE OF FINANCIAL MANAGEMENT 
Financial management is all about managing expenditure within a limited budget. It is about allocating 
money to the necessary items first. If after that, you have some money left, it must be used to pay off 
the debts. If there is still some money left you can use it as you like. Financial management means 
management of all matters related to an organisation’s finances. This principle is the same whether it 
is an organisation, a family, or even a country’s economy. We must balance expenditure and income. 
SCOPE OF FINANCIAL MANAGEMENT 
As an integral part of the overall management, financial management is mainly concerned with 
acquisition and use of funds by an organization. The following aspects are taken up in detail under the 
study of financial management: 
(a) Determination of size of the enterprise and determination of rate of growth. 
(b) Determining the composition of assets of the enterprise. 
(c) Determining the mix of enterprise’s financing i.e. consideration of level of debt to equity, etc. 
(d) Analyse planning and control of financial affairs of the enterprise. 
OBJECTIVE OF FINANCIAL MANAGEMENT 
Efficient financial management requires the existence of some objectives or goals because judgment as 
to whether or not a financial decision is efficient must be made in the light of some objective. Although 
various objectives are possible but we assume two objectives of financial management for elaborate 
discussion. These are: 
PROFIT MAXIMISATION 
It has traditionally been argued that the objective of a company is to earn profit, hence the objective of 
financial management is also profit maximisation. This implies that the finance manager has to make 
his decisions in a manner so that the profits of the concern are maximised. Each alternative, therefore, 
is to be seen as to whether or not it gives maximum profit. 
However, profit maximisation cannot be the sole objective of a company. It is at best a limited 
objective. If profit is given undue importance, a number of problems can arise. Some of these have 
been discussed below: 
(i) The term profit is vague. It does not clarify what exactly it means. It conveys a different meaning to 
different people. For example, profit may be in short term or long term period; it may be total profit or 
rate of profit etc. 
(ii) Profit maximisation has to be attempted with a realisation of risks involved. There is a direct 
relationship between risk and profit. Many risky propositions yield high profit. Higher the risk, higher is 
the possibility of profits. If profit maximisation is the only goal, then risk factor is altogether ignored. 
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This implies that finance manager will accept highly risky proposals also, if they give high profits. In 
practice, however, risk is very important consideration and has to be balanced with the profit 
objective. 
(iii) Profit maximisation as an objective does not take into account the time pattern of returns. 
Proposal A may give a higher amount of profits as compared to proposal B, yet if the returns begin to 
flow say 10 years later, proposal B may be preferred which may have lower overall profit but the 
returns flow is more early and quick. 
(iv) Profit maximisation as an objective is too narrow. It fails to take into account the social 
considerations as also the obligations to various interests of workers, consumers, society, as well as 
ethical trade practices. If these factors are ignored, a company cannot survive for long. Profit 
maximisation at the cost of social and moral obligations is a short sighted policy. 
WEALTH/ VALUE MAXIMISATION 
The value of the share should increase in the share market. The share value is affected by many things. 
If a company is able to make good sales and build a good name for itself, in the industry, the 
company’s share value goes up. If the company makes a risky investment, people may lose confidence 
in the company and the share value will come down. So, this means that the finance manager has the 
power to influence decisions regarding finances of the company. The decisions should be such that the 
share value does not decrease. Thus, wealth or value maximisation is the most important goal of 
financial management. 
How do we measure the value/wealth of a firm? According to Van Horne, “Value of a firm is 
represented by the market price of the company's common stock. The market price of a firm's stock 
represents the focal judgment of all market participants as to what the value of the particular firm is. It 
takes into account present and prospective future earnings per share, the timing and risk of these 
earnings, the dividend policy of the firm and many other factors that 1.7 
Financial Management 
bear upon the market price of the stock. The market price serves as a performance index or report card 
of the firm's progress. It indicates how well management is doing on behalf of stockholders.” 
Why Wealth Maximisation? 
♦ Achieving a higher growth rate 
♦ Attaining a larger market share 
♦ Gaining leadership in the market in terms of products and technology 
♦ Promoting employee welfare 
♦ Increasing customer satisfaction 
Many companies have several other goals for the welfare of the society, like improving community life, 
supporting education and research, solving societal problems, etc. But wealth maximisation means 
that the company is using its resources in a good manner. If the share value is to stay high, the 
company has to reduce its costs and use the resources properly. If the company follows the goal of 
wealth maximisation, it means that the company will promote only those policies that will lead to an 
efficient allocation of resources. 
How to Achieve Wealth Maximisation? 
To achieve wealth maximization, the finance manager has to take careful decision in respect of: 
1. Investment decisions: These decisions determine how scarce resources in terms of funds available 
are committed to projects which can range from acquiring a piece of plant to the acquisition of another 
company. Funds procured from different sources have to be invested in various kinds of assets. Long 
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term funds are used in a project for various fixed assets and also for current assets. The investment of 
funds in a project has to be made after careful assessment of the various projects through capital 
budgeting. A part of long term funds is also to be kept for financing the working capital requirements. 
Asset management policies are to be laid down regarding various items of current assets. The 
inventory policy would be determined by the production manager and the finance manager keeping in 
view the requirement of production and the future price estimates of raw materials and the availability 
of funds. 
2. Financing decisions: These decisions relate to acquiring the optimum finance to meet financial 
objectives and seeing that fixed and working capital are effectively managed. The financial manager 
needs to possess a good knowledge of the sources of available funds and their respective costs, and 
needs to ensure that the company has a sound capital structure, i.e. a proper balance between equity 
capital and debt. Such managers also need to have a very clear understanding as to the difference 
between profit and cash flow, bearing in mind that profit is of little avail unless the organisation is 
adequately supported by cash to pay for assets and sustain the working capital cycle. Financing 
decisions also call for a good knowledge of evaluation of risk, e.g. excessive debt carried high risk for an 
organisation’s equity because of the priority rights of the lenders. A major area for risk-related 
decisions is in overseas trading, where an organisation is vulnerable to currency fluctuations, and the 
manager must be well aware of the various protective procedures such as hedging (it is a strategy 
designed to minimise, reduce or cancel out the risk in another investment) available to him. For 
example, someone who has a shop, takes care of the risk of the goods being destroyed by fire by 
hedging it via a fire insurance contract. 
3. Dividend decisions: These decisions relate to the determination as to how much and how frequently 
cash can be paid out of the profits of an organisation as income for its owners/shareholders. The 
owner of any profit-making organization looks for reward for his investment in two ways, the growth of 
the capital invested and the cash paid out as income; for a sole trader this income would be termed as 
drawings and for a limited liability company the term is dividends. 
The dividend decisions thus has two elements – the amount to be paid out and the amount to be 
retained to support the growth of the organisation, the latter being also a financing decision; the level 
and regular growth of dividends represent a significant factor in determining a profit-making 
company’s market value, i.e. the value placed on its shares by the stock market. 
 
All three types of decisions are interrelated, the first two pertaining to any kind of organisation while 
the third relates only to profit-making organisations, thus it can be seen that financial management is 
of vital importance at every level of business activity, from a sole trader to the largest multinational 
corporation. It is instructive to think this point through by taking the case of the sole trader; thus he 
has to invest capital in a shop, fittings and equipment and in the purchase of stock and sustaining 
debtors (working capital), he has to have sources of capital to finance his investment such as his own 
capital and bank borrowings, and he has to make dividend decisions to determine how much can be 
reasonably withdrawn from the business to ensure that it will remain sufficiently liquid and, if desired, 
capable of growth. 

PROFIT VERSUS VALUE MAXIMISATION 

Goal Profit maximisation Shareholders Wealth Maximisation 

Objective Large amount of profits Highest market value of shares. 

Advantages (i) Easy to calculate profits (i) Emphasizes the long term 
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 (ii) Easy to determine the link between 
financial decisions and profits. 

(ii) Recognises risk or uncertainty 
(iii) Recognises the timing of returns 
(iv) Considers shareholders’ return. 

Disadvantages 
 

(i) Emphasizes the short term 
(ii) Ignores risk or uncertainty 
(iii) Ignores the timing of returns 
(iv) Requires immediate resources. 

(i) Offers no clear relationship between 
financial decisions and share price. 
(ii) Can lead to management anxiety and 
frustration. 

ROLE OF CHIEF FINANCIAL OFFICER (CFO) 
A new era has ushered during the recent years in financial management, especially with the 
development of new financial system, emergence of financial services industry, recent innovations and 
development of financial tools, techniques, instruments, and products and emphasis on public sector 
undertakings to be self-supporting and their dependence on capital market for fund requirements, 
have all changed the role of the chief financial officer. His role, especially, assumes significance in the 
present day context of liberalization, deregulation and globalisation. 
To sum it up, the chief financial officer of an organisation plays an important role in the company’s 
goals, policies, and financial success.  
His responsibilities include: 
(a) Financial analysis and planning: Determining the proper amount of funds to employ in the firm, i.e. 
designating the size of the firm and its rate of growth. 
(b) Investment decisions: The efficient allocation of funds to specific assets. 
(c) Financing and capital structure decisions: Raising funds on favourable terms as possible, i.e., 
determining the composition of liabilities. 
(d) Management of financial resources (such as working capital). 
(e) Risk management: Protecting assets. 
 
FINANCIAL MANAGEMENT AND ACCOUNTING 
The relationship between financial management and accounting are closely related to the Financial 
Management extent that accounting is an important input in financial decision making. In other words, 
accounting is a necessary input into the financial management function. Financial accounting generates 
information relating to operations of the organisation. The outcome of accounting is the financial 
statements such as balance sheet, income statement, and the statement of changes in financial 
position. The information contained in these statements and reports helps the financial managers in 
gauging the past performance and future directions of the organisation. Though financial management 
and accounting are closely related, still they differ in the treatment of funds and also with regards to 
decision making. 
Treatment of Funds: In accounting, the measurement of funds is based on the accrual principle i.e. 
revenue is recognised at the point of sale and not when collected and expenses are recognised when 
they are incurred rather than when actually paid. The accrual based accounting data do not reflect fully 
the financial conditions of the organisation. An organisation which has earned profit (sales less 
expenses) may said to be profitable in the accounting sense but it may not be able to meet its current 
obligations due to shortage of liquidity as a result of say, uncollectible receivables. Such an 
organisation will not survive regardless of its levels of profits. Whereas, the treatment of funds, in 
financial management is based on cash flows. The revenues are recognised only when cash is actually 
received (i.e. cash inflow) and expenses are recognised on actual payment (i.e. cash outflow). This is so 
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because the finance manager is concerned with maintaining solvency of the organisation by providing 
the cash flows necessary to satisfy its obligations and acquiring and financing the assets needed to 
achieve the goals of the organisation. Thus, cash flow based returns help financial managers to avoid 
insolvency and achieve desired financial goals. 
Decision making: The purpose of accounting is to collect and present financial data on the past, 
present and future operations of the organisation. The financial manager uses these data for financial 
decision making. It is not that the financial managers cannot collect data or accountants cannot make 
decisions. But the chief focus of an accountant is to collect data and present the data while the 
financial manager’s primary responsibility relates to financial planning, controlling and decision 
making. Thus, in a way it can be stated that financial management begins where accounting ends. 
 
Methods and tools of Financial Management. 
Finance Manager has to decide optimum capital structure to maximise the wealth of the 
shareholders. For this judicious use of financial leverage or trading on equity is important to 
increase the return to shareholders. In planning the capital structure, the aim is to have proper mix 
of debt, equity and retained earnings. EPS Analysis, PE Ratios and mathematical models are used to 
determine the proper debt-equity mix to derive advantages to the owners and enterprise. 
In the area of investment decisions, pay back method, average rate of returns, internal rate of 
return, net present value, profitability index are some of the methods in evaluating capit al 
expenditure proposals. 
In the area of working capital management, certain techniques are adopted such as ABC Analysis, 
Economic order quantities, Cash management models, etc., to improve liquidity and to maintain 
adequate circulating capital.  
 
Differentiation between Financial Management and Financial Accounting 
Though financial management and financial accounting are closely related, still they differ in the 
treatment of funds and also with regards to decision - making. 
Treatment of Funds: In accounting, the measurement of funds is based on the accrual principle. 
The accrual based accounting data do not reflect fully the financial conditions of the organisation. 
An organisation which has earned profit (sales less expenses) may said to be profitable in the 
accounting sense but it may not be able to meet its current obligations due to shortage of liquidity as a 
result of say, uncollectible receivables. Whereas, the treatment of funds, in financial management is 
based on cash flows. The revenues are recognised only when cash is actually received (i.e. cash inflow) 
and expenses are recognised on actual payment (i.e. cash outflow). 
Thus, cash flow based returns help financial managers to avoid insolvency and achieve desired financial 
goals. 
Decision-making: The chief focus of an accountant is to collect data and present the data while the 
financial manager’s primary responsibility relates to financial planning, controlling and decision 
making. 
Thus, in a way it can be stated that financial management begins where financial accounting ends. 
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CHAPTER-2 
TIME VALUE OF MONEY 

Time value of money depends on the following factors:  
Opportunity Cost: There are alternative productive uses of money. The cost of any decision includes 
the cost of the next best opportunity forgone.  
Inflation: It erodes the value of money.  
Risk: There are always financial and non-financial risks involved.  
 
SIMPLE INTEREST  
 
Q.1. If you invest Rs 10,000 in a bank at simple interest of 9% per annum, what will be the amount at 
the end of three years? Ans: Rs.12,100. 
 
Q.2. Rs. 2,000 is deposited in a bank for two years at simple interest of 6%. How much will be the 
balance at the end of 2 years? Ans: Rs. 2,240. 
 
Q.3. Find the rate of interest if the amount owed after 6 months is Rs.1,050, borrowed amount being 
Rs. 1,000. Ans: 10%. 
 
COMPOUND INTEREST  
Q.4. Determine the compound interest for an investment of Rs 7,500 at 6 % compounded half-yearly. 

Given that (1+i)
n 

for i = 0.03 and n = 12 is 1.42576. 
Ans: Rs. 3,193.20 
 
Q.5. Rs. 2,000 is invested at annual rate of interest of 10%. What is the amount after 2 years if the 
compounding is done?  
(a) Annually? (b) Semi annually? (c) Monthly? (d) Daily? 
Ans: Rs. 2,420, Rs. 2,431, Rs. 2440.58, Rs. 2,442.70 
 
Q.6. Determine the compound amount and compound interest on Rs. 1,000 at 6% compounded 

semiannually for 6 years. Given that (1+i)
n 

= 1.42576 for i = 3% and n = 12. 
Ans: Rs. 425.76 
 
Q.7. What annual rate of interest compounded annually doubles an investment in 7 years? Given that 

2
1/7 

= 1.104090. Ans: 10.41% 
 
Q.8. A person opened an account on April, 2005 with a deposit of Rs. 800. The account paid 6% interest 
compounded quarterly. On October 1, 2005, he closed the account and added enough additional 
money to invest in a 6-month Time Deposit for Rs. 1,000 earning 6% compounded monthly.  
(a) How much additional amount did the person invest on October 1?  
(b) What was the maturity value of his Time Deposit on April 1, 2006?  
(c) How much total interest was earned?  
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Given that (1 +i)
n 

is 1.03022500 for %,211 i=n = 2 and is 1.03037751 for i = 6. n and %21 Ans: Rs. 
175.82, 1,030.38 & 54.56. 
 
EFFECTIVE RATE OF INTEREST  
Q.9. If the interest is 10% payable quarterly, find the effective rate of interest. 
Ans: 10.38% 
 
PRESENT VALUE 
Q.10. What is the present value of Rs. 50,000 to be received after 10 years at 10 per cent compounded 
annually? 
Ans: Rs. 0.83. 
 
Q.11. Mr. X has made real estate investment for Rs. 12,000 which he expects will have a maturity value 
equivalent to interest at 12% compounded monthly for 5 years. If most savings institutions currently 
pay 8% compounded quarterly on a 5 year term, what is the least amount for which Mr. X should sell 

his property? Given that (1 + i)
n 

= 1.81669670 for i = 1% and n = 60 and that (1 + i) 
−n 

= 0.67297133 for i 
= 2% and n = 20. 
Ans: Rs. 6,500. 
 
ANNUITY  

 
Q.12. Find the amount of an annuity if payment of Rs. 500 is made annually for 7 years at interest rate 
of 14% compounded annually. Ans: Rs. 19,277.15 
 
Q.13. Rs. 200 is invested at the end of each month in an account paying interest 6% per year 

compounded monthly. What is the amount of this annuity after 10th payment? Given that (1.005)
10 

= 
1.0511.  
 
PERPETUITY  
 
Q.14. Ramesh wants to retire and receive Rs. 3,000 a month. He wants to pass this monthly payment 
to future generations after his death. He can earn an interest of 8% compounded annually. How much 
will he need to set aside to achieve his perpetuity goal? Rs. 4,49,775 
 
Q.15. Assuming that the discount rate is 7% per annum, how much would you pay to receive Rs. 50, 
growing at 5%, annually, forever? 
 
SINKING FUND  
Q.16. How much amount is required to be invested every year so as to accumulate Rs. 3,00,000 at the 
end of 10 years if the interest is compounded annually at 10%? 
 
PRESENT VALUE OF A SINGLE CASH FLOW  
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Q.17. Find out the present value of Rs. 2,000 received after in 10 years hence, if discount rate is 8%. 
Ans: Rs. 5,365.25 
 
PRESENT VALUE OF AN ANNUITY  
 
Q.18. Find out the present value of a 4 year annuity of Rs. 20,000 discounted at 10 per cent. Ans: Rs. 
5,365.25 
 
Q.19. Rs. 5,000 is paid every year for 10 years to pay off a loan. What is the loan amount if interest rate 
be 14% per annum compounded annually? 
 
Q.20. Y bought a TV costing Rs. 13,000 by making a down payment of Rs. 3,000 and agreeing to make 
equal annual payment for 4 years. How much would be each payment if the interest on unpaid amount 
be 14% compounded annually? 
 
Q.21. Z plans to receive an annuity of Rs. 5,000 semi-annually for 10 years after he retires in 18 years. 
Money is worth 9% compounded semi-annually.  
(a) How much amount is required to finance the annuity?  
(b) What amount of single deposit made now would provide the funds for the annuity?  
(c) How much will Mr. Z receive from the annuity? 
 
FUTURE VALUE OF A SINGLE CASH FLOW 
 
Q.22. A makes a deposit of Rs. 5,000 in a bank which pays 10% interest compounded annually for 6 
years. You are required to find out the amount to be received after 5 years. 
 
FUTURE VALUE OF AN ANNUITY 
 
Q.23. A person is required to pay four equal annual payments of Rs. 5,000 each in his deposit account 
that pays 8% interest per year. Find out the future value of annuity at the end of 4 years. 
 
Q.24.  A company offers a fixed deposit scheme whereby Rs. 10,000 matures to Rs. 12,625 after 2 
years, on half yearly compounding basis. If company wishes to amend the scheme by compounding 
interest every quarter, what will be the revised maturity value.  
Ans: Rs. 12,670.                                                                                        
 
Q.25. A person is required to pay four equal annual payments of Rs. 4,000 each in his Deposit 
account that pays 10 per cent interest per year. Find out the future value of annuity at the end of 4 
years.  Ans: Rs. 18,564. 
 
Q.26. Ascertain the compound value and compound interest of an amount of Rs. 75,000 at 8 percent 
compounded semiannually for 5 years.  
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Chapter-3  
Financing Decisions 

Meaning of Capital Structure 
By the term capital structure we mean the structure or constitution or break-up of the capital 
employed by a firm. 
The capital employed consists of both the owners’ capital and the debt capital provided by the lenders. 
Debt capital is understood here to mean the long term debt which has been deployed to build long 
term assets. Apart from the elements of equity and debt in the capital structure, a firm could have 
quasi equity in the form of convertible debt 
 
Capital structure can be of various kinds as described below: 
1. Horizontal Capital Structure 
In a Horizontal capital structure, the firm has zero debt components in the structure mix. The structure 
is quite stable. Expansion of the firm takes in a lateral manner, i.e. through equity or retained earning 
only. The absence of debt results in the lack of financial leverage. Probability of disturbance of the 
structure is remote. 
2. Vertical Capital Structure 
In a vertical capital structure, the base of the structure is formed by a small amount of equity share 
capital. This base serves as the foundation on which the super structure of preference share capital 
and debt is built. The incremental addition in the capital structure is almost entirely in the form of 
debt. Quantum of retained earnings is low and the dividend pay-out ratio is quite high. In such a 
structure, the cost of equity capital is usually higher than the cost of debt. The high component of debt 
in the capital structure increases the financial risk of the firm and renders the structure unstable. The 
firm, because of the relatively lesser component of equity capital, is vulnerable to hostile takeovers. 
 
3. Pyramid shaped Capital structure 
A pyramid shaped capital structure has a large proportion consisting of equity capital and retained 
earnings which have been ploughed back into the firm over a considerably large period of time. The 
cost of share capital and the retained earnings of the firm is usually lower than the cost of debt. This 
structure is indicative of risk averse conservative firms. 
4. Inverted Pyramid shaped Capital Structure 
Such a capital structure has a small component of equity capital, reasonable level of retained earnings 
but an ever increasing component of debt. All the increases in the capital structure in the recent past 
have been made through debt only. Chances are that the retained earnings of the firm are shrinking 
due to accumulating losses. 
Such a capital structure is highly vulnerable to collapse. 
 
Attributes of a Well Planned Capital Structure 
A sound or appropriate capital structure should have the following features: 
Return: The capital structure of the company should be most advantageous. Subject to other 
considerations, it should generate maximum returns to the shareholders without adding additional 
cost to them. 
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Risk: The use of excessive debt threatens the solvency of the company. To the point debt does not add 
significant risk. It should be sued, otherwise its use should be avoided. 
Flexibility: The capital structure should be flexible. It should be possible for a company to adapt its 
capital structure with a minimum cost and delay if warranted by a changed situation. It should also be 
possible for the company to provide funds whenever needed to finance its profitable activities. 
Capacity: The capital structure should be determined within the debt capacity of the company and this 
capacity should not be exceeded. The debt capacity of a company depends on its ability to generate 
future cash flows. It should have enough cash to pay creditors’ fixed charges and principal sum. 
Control: The capital structure should involve minimum risk of loss of control of the company. The 
owners of closely-held companies are particularly concerned about dilution of control. 
 
Designing a Capital Structure 
After planning the capital structure, we are faced with the issue of its design. Design takes off from 
where the plan ends. Planning establishes the broad parameters of the structure. It is left for the 
design to fill in the minor details. While designing a capital structure, following points need to be kept 
in view: 
1. Design should be functional: The design should create synergy with the long term strategy of the 
firm and should not be dysfunctional. It should facilitate the day to day working of the firm rather than 
create systematic bottlenecks. 
2. Design should be flexible: The capital structure should be designed to incorporate a reasonable 
amount of flexibility in order to allow for temporary expansion or contraction of the share of each 
component. 
3. Design should be conforming statutory guidelines: The design should conform to the statutory 
guidelines, if any, regarding the proportion and amount of each component. The limits imposed by 
lenders regarding the minimum level of owners’ equity required in the firm should be complied with. 
 
Optimal capital structure 
By the term optimal capital structure we mean a particular arrangement of various components of the 
structure which is just in tune with the both the long term and short term objectives of the firm. A 
combination less or more than the optimal combination would be less than satisfying. Hence a 
suboptimal combination would affect the achievement of the goal of maximisation of the 
shareholders’ wealth. 
 
But can we plan and design an optimal capital structure? For designing such a structure, one would 
need the following information: 
– The requirement of capital of the firm 
– Availability of different components 
– Cost of these components 
– Rate of return from investment 
It has to be further kept in mind that the above information should be exact information. In reality it is 
not possible to have the exact information on all the above four parameters. Secondly whatever 
information is available is for a particular period. Thus we have to design the structure in a static set-up 
which makes the design devoid of all flexibility. 
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The real world of business, however, is a dynamic world with ever changing demand and supply of 
various components of the capital structure. Hence we can not formulate the optimal capital structure 
in a static framework. 
The process has to be carried out in a dynamic framework of interdependent investment and financing 
decisions that yield optimal values within the constraints at the time and place when the decisions 
were made. We can, therefore, say that the optimal capital structure is an ideal situation which can 
function as the benchmark of performance for a firm. But this benchmark is invincible and the firm can 
expect to achieve moderated or toned down versions of this benchmark depending upon dynamics of 
each project. 
 
Factors affecting the choice of the capital structure 
Under the capital structure, decision the proportion of long-term sources of capital is determined. 
Most favourable proportion determines the optimum capital structure. That happens to be the need of 
the company because EPS happens to be the maximum on it. Some of the chief factors affecting the 
choice of the capital structure are the following: 
(1) Cash Flow Position: 
While making a choice of the capital structure the future cash flow position should be kept in mind.  
(2) Interest Coverage Ratio-ICR: 
With the help of this ratio an effort is made to find out how many times the EBIT is available to the 
payment of interest. The capacity of the company to use debt capital will be in direct proportion to this 
ratio. 
(3) Debt Service Coverage Ratio-DSCR: 
This ratio tells us about the cash payments to be made (e.g., preference dividend, interest and debt 
capital repayment) and the amount of cash available. Better ratio means the better capacity of the 
company for debt payment. Consequently, more debt can be utilised in the capital structure. 
(4) Return on Investment-ROI: 
The greater return on investment of a company increases its capacity to utilise more debt capital. 
(5) Cost of Debt: 
The capacity of a company to take debt depends on the cost of debt. In case the rate of interest on the 
debt capital is less, more debt capital can be utilised and vice versa. 
(6) Tax Rate: 
The rate of tax affects the cost of debt. If the rate of tax is high, the cost of debt decreases. The reason 
is the deduction of interest on the debt capital from the profits considering it a part of expenses and a 
saving in taxes. 
(8) Floatation Costs: 
Floatation costs are those expenses which are incurred while issuing securities (e.g., equity shares, 
preference shares, debentures, etc.). These include commission of underwriters, brokerage, stationery 
expenses, etc. Generally, the cost of issuing debt capital is less than the share capital. This attracts the 
company towards debt capital. 
(9) Risk Consideration: There are two types of risks in business: 
(i) Operating Risk or Business Risk: 
This refers to the risk of inability to discharge permanent operating costs (e.g., rent of the building, 
payment of salary, insurance installment, etc), 
(ii) Financial Risk: 
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This refers to the risk of inability to pay fixed financial payments (e.g., payment of interest, preference 
dividend, return of the debt capital, etc.) as promised by the company. 
The total risk of business depends on both these types of risks. If the operating risk in business is less, 
the financial risk can be faced which means that more debt capital can be utilised. On the contrary, if 
the operating risk is high, the financial risk likely occurring after the greater use of debt capital should 
be avoided. 
(10) Flexibility: 
According to this principle, capital structure should be fairly flexible. Flexibility means that, if need be, 
amount of capital in the business could be increased or decreased easily. Reducing the amount of 
capital in business is possible only in case of debt capital or preference share capital. 
 
Approaches to capital structure 
There are basically three approaches to capital structure decision: 
1. Net Income Approach 
2. Net Operating Income Approach 
3. Modigliani Miller Approach 
1. Net Income Approach 
According to this approach there is a relationship between capital structure and the value of the firm 
and therefore, the firm can affect its value by increasing or decreasing the debt proportion in the 
overall financial mix. The Net Income Approach makes the following assumptions: 
1. The total capital requirement of the firm is given and remains constant. 
2. Kd is less than Ke. 
3. Both Kd and Ke. remain constant and increase in financial leverage i.e., use of more and more debt 
financing in the capital structure does not affect the risk perception of the investors. 
 
Under this approach, the cost of debt capital, Kd and the cost of equity capital Ke remains unchanged 
when D/S, the degree of leverage, varies. Here S stands for total capital employed (= D + E). The 
constancy of Kd and Ke with respect to the degree of leverage means that K the average cost of capital, 
measured by the following formula declines as the degree of leverage increases. 
 
Market value of equity (S) = Ke X NI  
Where,  
NI = Earnings available for equity shareholders  
Ke = Equity Capitalisation rate  
Under, NI approach, the value of the firm will be maximum at a point where weighted average cost of 
capital is minimum. Thus, the theory suggests total or maximum possible debt financing for minimising 
the cost of capital. The overall cost of capital under this approach is : 
Overall cost of capital=    EBIT 

     Value of Firm 
Thus according to this approach, the firm can increase its total value by decreasing its overall cost of 
capital through increasing the degree of leverage. The significant conclusion of this approach is that it 
pleads for the firm to employ as much debt as possible to maximise its value. 
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Net Operating Income Approach (NOI): NOI means earnings before interest and tax. According to this 
approach, capital structure decisions of the firm are irrelevant. Any change in the leverage will not lead 
to any change in the total value of the firm and the market price of shares, as the overall cost of capital 
is independent of the degree of leverage. As a result, the division between debt and equity is 
irrelevant. An increase in the use of debt which is apparently cheaper is offset by an increase in the 
equity capitalisation rate. This happens because equity investors seek higher compensation as they are 
opposed to greater risk due to the existence of fixed return securities in the capital structure. 
 
Modigliani-Miller Approach (MM): The NOI approach is definitional or conceptual and lacks 
behavioural significance. It does not provide operational justification for irrelevance of capital 
structure. However, Modigliani-Miller approach provides behavioural justification for constant overall 
cost of capital and, therefore, total value of the firm.  The approach is based on further additional 
assumptions like:  
♦ Capital markets are perfect. All information is freely available and there are no transaction costs.  
♦ All investors are rational.  
♦ Firms can be grouped into ‘Equivalent risk classes’ on the basis of their business risk.  
♦ Non-existence of corporate taxes.  
Based on the above assumptions, Modigliani-Miller derived the following three propositions.  
(i) Total market value of a firm is equal to its expected net operating income dividend by the discount 
rate appropriate to its risk class decided by the market.  
(ii) The expected yield on equity is equal to the risk free rate plus a premium determined as per the 
following equation: K

c 
= K

o 
+ (K

o
– K

d
) B/S  

(iii) Average cost of capital is not affected by financial decision. 
 
Functional Justification 
The operational justification of Modigliani-Miller hypothesis is explained through the functioning of the 
arbitrage process and substitution of corporate leverage by personal leverage. Arbitrage refers to 
buying asset or security at lower price in one market and selling it at higher price in another market. As 
a result equilibrium is attained in different markets. This is illustrated by taking two identical firms of 
which one has debt in the capital structure while the other does not. Investors of the firm whose value 
is higher will sell their shares and instead buy the shares of the firm whose value is lower. They will be 
able to earn the same return at lower outlay with the same perceived risk or lower risk. They would, 
therefore, be better off.  
The value of the levered firm can either be neither greater nor lower than that of an unlevered firm 
according this approach. The two must be equal. There is neither advantage nor disadvantage in using 
debt in the firm’s capital structure. 
 
Traditional Approach: This approach favours that as a result of financial leverage up to some point, 
cost of capital comes down and value of firm increases. However, beyond that point, reverse trends 
emerge.  
The principle implication of this approach is that the cost of capital is dependent on the capital 
structure and there is an optimal capital structure which minimises cost of capital. At the optimal 
capital structure, the real marginal cost of debt and equity is the same. Before the optimal point, the 



CS PROFESSIONAL                                                                       CS ABHISHEK KAUSHIK 

                                                                                                                                                      Page 18 

 

real marginal cost of debt is less than real marginal cost of equity and beyond this point the real 
marginal cost of debt is more than real marginal cost of equity. 
According to this approach the firm should strive to reach the optimal capital structure and its total 
valuation through a judicious use of the both debt and equity in capital structure. At the optimal 
capital structure the overall cost of capital will be minimum and the value of the firm is maximum. It 
further states that the value of the firm increases with financial leverage upto a certain point. Beyond 
this point the increase in financial leverage will increase its overall cost of capital and hence the value 
of firm will decline. This is because the benefits of use of debt may be so large that even after off 
setting the effect of increase in cost of equity, the overall cost of capital may still go down. However, if 
financial leverage increases beyond a acceptable limit the risk of debt investor may also increase, 
consequently cost of debt also starts increasing. The increasing cost of equity owing to increased 
financial risk and increasing cost of debt makes the overall cost of capital to increase.  
 

Practical Problems 
Q.1.   A firm requires total capital funds of Rs 25 lakh and has two options: All equity, and half equity and 
half 15% debt. The equity shares can be currently issued at Rs 100 per share. The expected EBIT of the 
company is Rs 2, 50,000 with tax rate at 40%. Find out the EPS under both the mix. 
 
Q.2. The balance sheet of the Delta Corporation shows a capital structure as follows: 

Current liabilities  Rs 
Bonds (6% interest) 1,00,000 
Common stock 9,00,000 
Total claims 10,00,000 

Its rate of return before interest and taxes on its assets of Rs 1 million is 20%. The value of common stock 
(book value) is Rs 30. The firm is in the 50% tax bracket. Calculate its EPS. 

 
Q.3.Best of Luck Ltd., a profit making company, has a paid-up capital of Rs. 100 lakhs consisting of 10 
lakhs ordinary shares of Rs. 10 each. Currently, it is earning an annual pre-tax profit of Rs. 60 lakhs. The 
company's shares are listed and are quoted in the range of Rs. 50 to Rs. 80. The management wants to 
diversify production and has approved a project which will cost Rs. 50 lakhs and which is expected to 
yield a pre-tax income of Rs. 40 lakhs per annum. To raise this additional capital, the following options 
are under consideration of the management:  
(a) To issue equity capital for the entire additional amount. It is expected that the new shares (face 
value of Rs. 10) can be sold at a premium of Rs. 15.  
(b) To issue 16% non-convertible debentures of Rs. 100 each for the entire amount.  
(c) To issue equity capital for Rs. 25 lakhs (face value of Rs. 10) and 16% non-convertible debentures for 
the balance amount. In this case, the company can issue shares at a premium of Rs. 40 each.  
You are required to advise the management as to how the additional capital can be raised, keeping in 
mind that the management wants to maximise the earnings per share to maintain its goodwill. The 
company is paying income tax at 50%. 

Study Material 
 
Q.4. X ltd a widely held company is considering a major expansion of its production facilities and the 
following alternatives are available: 
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                                                  Alternatives                                                               (Rs in lacs) 
 A B C 
Share  capital 50 20 10 
14% Debenture  -- 20 15 
Loan from a financial institution @ 18% p.a. rate of interest -- 10 25 
Expected rate of return before tax is 25%. The rate of dividend of the company is not less than 20%. 
Corporate taxation rate is 50%. Which of the alternatives you would choose? Decide by computing rate 
of return on share capital. 
 
Q.5. The financing plans are being considered by ABC ltd which requires Rs 10,00,000 for construction 
of a new plant. It wants to maximize the EPS and the current market price of the share is Rs 30. It has a 
tax rate of 50% and debt financing can be arranged as follows: Up to Rs 1,00,000 @ 10%; from Rs 
1,00,000 to Rs 5,00,000 @ 14% and over 5,00,000 @ 18%. The three financing plans and the 
corresponding EBIT are as follows: 

I. Plan I: Rs 1,00,000 debt; expected EBIT Rs 2,50,000  

II. Plan II: Rs 3,00,000 debt; expected EBIT Rs 3,50,000 

III. Plan III: Rs 6,00,000 debt; expected EBIT Rs 5,00,000  

Find out the EPS for all the three plans and suggest which plan is better from the point view of 
company. 

 
Q.6. X company ltd is considering three different plans to finance its total project costs of Rs 100 lacs. 
These are 
 (Rs in lacs) 
 Plan A Plan B Plan C 
Equity (Rs 100 per share) 50 34 25 
8% Debenture 50 66 75 
 100 100 100 
Sales for the first three years of operations are estimated at Rs 100 lacs, Rs 125 lacs and Rs 150 lacs 
and a 10% profit before interest and taxes is forecast to be achieved. Corporate taxation is to be taken 
at 50%. Compute earnings per share in each of the alternatives plans of financing for the three years 
and evaluate the proposals. 
 
Q.7. Central Furniture Company recently announced plans to expand its production capacity by 
building equipping two new factories to operate in parallel with existing production facilities. The 
expansions will double the assets of the firm. The proposed expansion has received a lot of attention 
from industry observers due to cyclical nature of furniture industry and the size of project.  The new 
plants will require fewer workers than currents plants of similar capacity. Central furniture must now 
decide how the plants expansion will be financed. The project will require Rs 5 million in new funds and 
expected return on the new assets is estimated at 12% before taxes, the same return that is currently 
earned on the existing assets. The two alternatives proposed to raise the needed funds are: 

1. Provide placement of long term debt at an interest rate of 10% and 

2. Issuance of new common stock at Rs 25 per share. 
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Q.8. The ZEB ltd needs Rs 5,00,000 for construction of a new plant. The following three financial plans 
are feasible: 
a) The company may issue 50,000 equity shares at Rs 10 per share. 

b) The company may issue 25,000 equity shares at Rs 10 per share and 2,500 debenture of Rs 100 

denomination bearing 8% rate of interest. 

c) The company may issue 25,000 equity shares at Rs 10 per share and 2,500 preference shares of Rs 

100 each bearing 8% rate of dividend 

If the company’s earnings before interest and tax are Rs 10, 000, Rs 20,000, Rs 40,000, Rs 60,000 and 
Rs 1, 00,000, what are the earnings per share under each of the three financial plans? Which 
alternatives would you recommended and why? Assume corporate tax rate is 50%. 

 
Q.9. the Drew Furniture Company is considering the introduction of a new product line. Plants and 
inventory expansion equal to 50% of the present assets levels will be necessary to handle the 
anticipated volume of the new product line. New capital will have to be obtained to finance the assets 
expansion. Two proposals have been developed to provide the additional capital. 
a) Raise the Rs 1, 00,000 by issuing 10 year 12% bonds. This will change the capital structure from one 

with about 20% debt to one with almost 50% debt. The investment banking house estimates the 

price / earnings ratio, now 12 to 1, will be reduced to 10 to 1 if this method of financing is chosen. 

b) Raise the Rs 1, 00,000 by issuing new common stock. The investment banker believes that the stock 

can be issued to yield Rs 33.33.  The price /earnings ratio would remains at 12 to 1, if the stock 

were issued. The present market price is Rs 36. 

The company’s most recent financial statement is as follows: 
Balance sheet as on 31st December, 2001 

Liabilities Amount Assets Amount 
Common stock 1,00,000 Plant and equipment 1,35,000 
5% debt  40,000 Current assets 65,000 
Retained earning 60,000   
 2,00,000  2,00,000 

Income statement for the year ended 31st December 2001 
Sales 6,00,000 
Less : operating cost 5,38,000 
Operating income 62,000 
Less: interest charges (2,000) 
Net income before taxes 60,000 
Less : income tax (30,000) 
Net  income 30,000 

I. The vice president of finance asks you to calculate the earnings per share and the market value of 

the stock(assuming price/earnings ratio given are valid estimates) for the two proposals assuming 

total sales(including the new product line) of: 

(1) Rs 4,00,000 

(2) Rs 6,00,000 

(3) Rs 8,00,000 
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Costs exclusive of interest and taxes are about 90% of sales 
II. Which proposal would you recommended? Your answer should indicate 

(1) The criteria used to judge and alternatives. 

(2) A brief defense of the criteria used; and 

(3) The proposal chosen in accordance with the criteria 

III. Would your answer change if a sales level of Rs 12,00,000 could be achieved? 

 

Indifference Point 
Q.10. Alpha ltd is setting up a project with a capital outlay of Rs 60, 00,000. It has two alternatives in 
financing the project cost: 
(1) 100% equity finance (6, 00,000 equity share of Rs 10 each) 
(2) Debt – equity ratio 2:1 (the rate of interest - payable on the debts is 18% p.a. &2, 00,000 equity 
shares of Rs 10 each) 
The corporate tax is 40%. Calculate indifference point between the two alternative methods of 
financing. 
 
Q.11. DMC Corporation currently has 1, 00,000 shares of common stock outstanding with a market 
price of Rs 50 per share. It also has Rs 2 million in 7% bonds (currently selling at par). The company is 
considering a Rs 4 million expansion program that it can finance either: 
(i) All common stock at Rs 50 per share, OR 
(ii) All bonds at 9%. 
The company estimates that if the expansion program is taken, it can take, in the near future, Rs 1 
million in EBIT. 

(i) The company’s tax rate is 40%. Calculate the EPS for each plan.      

(ii) Draw the EBIT – EPS graph. 

(iii) What is the indifference point between the alternatives? 

(iv) If the expected EBIT for the near future is greater than your answer in (iii) what form of 

financing would you recommended?  

 
Q.12. Amsterdam Product ltd is evaluating two financing plans. Key data are given below. Assume a 
50% tax rate and an expected EBIT of Rs 4, 00,000. 
 Plan  A Plan  B 
Bonds  Rs 80,000 at 9% Rs 1,50,000 at 10% 
10% preferred stock 8,000 shares of Rs 30 4,000 shares of Rs 35 
Common stock 20,000 shares 23,000 shares 
 Determine: 

(i) The EPS for each plan 

(ii) The financial break – even points 

(iii) Draw the EBIT – EPS graph. 

(iv) At what level of EBIT would the company be indifference to which of these two plans is 

selected? 
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Q.13. Skyline Software ltd has appointed you as its finance manager. The company wants to implement 
a project for which Rs 30 lacs is required to be raised from the market as a means of financing the 
project. The following financing plans and option are at hand: 
                                                                                                                        (No. in thousands) 
 Plan A Plan B Plan C 
Option 1: 
Equity Shares 

 
30 

 
30 

 
30 

Option 2: 
Equity  shares 
12% preference shares 
10% non-convertible debenture 

 
15 
nil 
15 

 
20 
10 
nil 

 
10 
10 
10 

Assume corporate tax to be 55% and the face value of all the shares and debenture to be Rs 100 each, 
calculate the indifference points and earnings per share of each of the financing plans. 
 
Q.14. The Evergreen Company has the choice of raising an additional sum of Rs 50, 00,000 either: 
(I) by issue of 10% debentures OR 
(II) Issue of additional equity shares @ 50 per share. 
Presently, the capital structure of the firm does not consist of any debt and the company has issued 10, 
00,000 equity shares only. At what level of EBIT, after the new capital funds are acquired, would the 
EPS be the same under different alternative financing plans? 
Also determine the level of EBIT at which uncommitted earning per share would be the same, if the 
sinking fund obligations amounting to Rs 5, 00,000 in respect of debenture issue is to be made every 
year. Tax rate may be assumed at 50% and also verify the result.  
 
 Q.15. A ltd has agreed to buy the net assets of B ltd (having EBIT 2, 30,000) for Rs 18, 00,000. In order 
to finance the acquisition, the following three proposals are submitted: 

a) To issue 5% debenture of Rs 18, 00,000 redeemable in 20 years. 

b) To issue 5.5% cumulative preference shares of Rs 18, 00,000. 

c) To issue 60,000 equity shares at a premium of Rs 10 per share   

The following are the balance sheet and income statement of A ltd. 
Balance sheet of A ltd 

Liabilities Amount  Assets  Amount  
Share capital (equity share of Rs 20 
each) 

 
5,00,000 

Fixed assets 
Current assets 

20,00,000 
30,00,000 

Revenue reserves 19,00,000   
5% debentures 10,00,000   
Trade creditors 16,00,000   
 50,00,000  50,00,000 

Income statement of A ltd 
EBIT 12,50,000 
Less: interest (50,000) 
Less: tax (6,00,000) 
Profit after tax 6,00,000 
Less: dividend paid (1,25,000) 
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Retained earnings 4,75,000 
You are required to  
a) Calculate the consolidated EPS of the new firm assuming that the EBIT and tax rate remains same. 

b) Calculate the additional net cash outlay during next year under each of the above three proposals 

assuming that the rate of dividend will be same as in current year. 

 
Q.16. PCB Corporation has plans for expansion which calls for 50% increase in assets. The alternatives 
before the corporation are issue of equity shares or 14% debt. The balance sheet of the firm and the 
income statement for the year ended 31st December 1997 are as follows: 

Balance sheet of the firm as on 31st December, 1997 
Liabilities  Amount  Assets  Amount  
Equity share capital (10,00,000 
shares) 

 
1,00,00,000 

Total assets 2,00,00,000 

General reserve 75,00,000   
12% debenture 25,00,000   
 2,00,00,000  2,00,00,000 

Income statement for the year ended 31st December, 1997 
Sales  750,00,000 
Less: total operating cost 675,00,000 
EBIT 75,00,000 
Interest on debenture 3,00,000 
Profit before tax 72,00,000 
Less: taxes 36,00,000 
Profit after tax 36,00,000 
Number of shares     10, 00,000 
EPS       3.60 
P/E ratio      5 
Market price      18 
If the corporation finances the expansion with the debt, the PE is expected to be 4 times. However if 
equity shares are issued, than the issue is expected to be made at 25% premium. Find out: 
(i) If the EBIT is 10% of sales, calculate EPS at the sales level of Rs 4 crore, Rs 8 crore and Rs 10 

crore. 

(ii) After expansion determine at which level of EBIT, the EPS would be same under financing plans. 

(iii) Using P/E ratio, calculate the market price of the shares at each sales level and for both the 

financing plans. 

Break Even Points 
Q.17. A ltd is formed to produce and sale a single product X. The total cost of the project is estimated 
at Rs 5, 00,000, to finance by issue of 2,000 ordinary shares of Rs 100 each, 1200 10%preference shares 
of Rs 100 each and the rest by issue of 15% debenture. The unit sale price and the variable cost of X are 
Rs 50 and Rs 30 respectively. Annual fixed cost is Rs 40,000. Corporate tax rate is 40%. Find: Operating, 
Financial and overall break even points. 
          
Net Income Approach 
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Q.18. ABC Ltd. has EBIT Rs. 5,00,000. The company has 10% 20 Lacs Debentures. The cost of equity is 
16%. You are required to calculate: 
(i) Market value of equity and value of firm. (ii) Overall cost of capital  
 
Q.19. Akshit Ltd. has EBIT Rs. 10 Million. The company has 7% 20 Million Debentures. The cost of equity 
is 12.5%. You are required to calculate: 
(i) Total value of the firm. (ii) weighted average cost of capital (iii) Determine the firm’s market 
debt/equity ratio. 
Assume that firm issues additional 10 million in debts and retires the debt, other things remains same 
calculate: 
(i) Total value of the firm. (ii) Firm’ overall cost of capital (iii) Determine the firm’s market debt/equity 
ratio. 

     
Net Operating Income Approach 

Q.20. Use date provided by P.18, and overall cost of capital is 12%. You are required to calculate: 
(i) Cost of equity and market value of firm. (ii) Determine the firm’s market debt/equity ratio. 
 
 
Q.21. A Ltd. has operating income Rs.5 Lacs. The company’s cost of debt is 10% and has Debentures of 
Rs. 15 Lacs. The overall cost of capital is 15%. You are required to calculate: 
(i) Total value of the firm. (ii) Cost of equity.  

     
Traditional Approach 

Q.22. A Ltd has a total capital of Rs. 2,50000. The financial manager of the firm wants to take a decision 
regarding the capital structure: 

Amount of Debt (Rs.) Interest Rate (%) Equity capitalization rate 

Nil - 10.00 

50,000 8.00 10.50 

1,00,000 8.00 10.00 

1,50,000 9.00 11.50 

2,00,000 9.50 12.30 

You are required to determine 
(i) Weighted average Cost of capital  
(ii) Optimum capital structure , 
 

MM Approach 
Q.23. The following information is available regarding Jet airways: 
(i) The company has no debt. But can borrows @ 8%. Any amount borrowed would be used to retire 

the stock. 
(ii) Expected EBIT is Rs. 24 Lacs 
(iii) No tax is to be paid by the company. 
(iv) The company pays all its income as dividend; 
(v) The required rate of return at zero debt is 12%. 
Using MM approach assuming the company used 1 Crore debt to retire stock, calculate 
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 (a)Total value of the firm. (b) Firm’s value of equity. 
 
Q.24. The position of two companies in the same industry is as follows: 
 Indian Oil (Rs.) Reliance Industries (Rs.) 
Market Values: 
Debt 
Equity 

 
5,00,00,000 
3,00,00,000 

 
7,50,00,000 

----- 
   
Earning 1,50,00,000 1,50,00,000 
Interest 30,00,000 ---- 
Dividends 1,20,00,000 1,50,00,000 
All earnings are distributed. Assume Mr. Akshay own 5% of equity in both the companies, Explain how 
arbitrage can work. 
 

Q.25. There are two firms N and M, having same earnings before interest and taxes i.e. EBIT of Rs. 
20,000. Firm M is levered company having a debt of Rs. 1,00,000 @ 7% rate of interest. The cost of 
equity of N company is 10% and of M company is 11.50%.  
Find out how arbitrage process will be carried on? 
 
Q.26. There are two firms U and L having same NOI of Rs. 20,000 except that the firm L is a levered 
firm having a debt of Rs. 1,00,000 @ 7% and cost of equity of U & L are 10% and 18% respectively.  
Show how arbitrage process will work. 

 
Q.27. A Company earns a profit of Rs.3,00,000 per annum after meeting its Interest liability of 
Rs.1,20,000 on 12% debentures. The Tax rate is 50%. The number of Equity Shares of Rs.10 each 
are 80,000 and the retained earnings amount to Rs.12,00,000. The company proposes to take up 
an expansion scheme for  which a sum of Rs.4,00,000 is required. It is anticipated that after 
expansion, the company will be able to achieve the same return on investment as at present. The 
funds required for expansion can be raised either through debt at the rate of 12% or by issuing 
Equity Shares at par. 
Required: 
(i) Compute the Earnings Per Share (EPS), if: 

   the additional funds were raised as debt 

   the additional funds were raised by issue of equity shares. 
(ii) Advise the company as to which source of finance is preferable.    
 
Q.28. Calculate the level of earnings before interest and tax (EBIT) at which the EPS indifference 
point between the following financing alternatives will occur. 
(i) Equity share capital of Rs.6,00,000 and 12% debentures of Rs.4,00,000 

Or 
(ii) Equity share capital of Rs.4,00,000, 14% preference share capital of Rs.2,00,000 and 12% 
debentures of Rs.4,00,000. 
Assume the corporate tax rate is 35% and par value of equity share is Rs.10 in each case    
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Q.29. A Company needs Rs. 31,25,000 for the construction of new plant. The following three plans are 
feasible: 
I The Company may issue 3,12,500 equity shares at Rs. 10 per share. 
II The Company may issue 1,56,250 ordinary equity shares at Rs. 10 per share and 15,625 debentures 
of Rs,. 100 denomination bearing a 8% rate of interest. 
III The Company may issue 1,56,250 equity shares at Rs. 10 per share and 15,625 preference shares at 
Rs. 100 epr share bearing a 8% rate of dividend. 
(i) if the Company's earnings before interest and taxes are Rs. 62,500, Rs. 1,25,000, Rs. 2,50,000, Rs. 
3,75,000 and Rs. 6,25,000, what are the earnings per share  under each of three financial plans ?  
Assume a Corporate Income tax rate of 40%. 
(ii) Which alternative would you recommend and why? 
(iii) Determine the EBIT-EPS indifference points by formulae between Financing Plan I and Plan II and 
Plan I and Plan III.  (PE-II-Nov.2005) (6+1+3=10 marks) 
 
Q.30. X Ltd. a widely held company is considering a major expansion of its production facilities and 
the following alternatives are available: 

 Alternatives (Rs. in lacs) 
 A B C 

Share Capital 50 20 10 
14% Debentures - 20 15 
Loan from a Financial Institution @ 18% p.a. Rate of 
Interest. 

- 10 25 

Expected rate of return before tax is 25%. The rate of dividend of the company is not less than 
20%. The company at present has low debt. Corporate taxation 50% 
Which of the alternatives you would choose?  
 
Q.31.The following figures are made available to you: 
 Rs. 
Net profits for the year 18,00,000 
Less: Interest on secured debentures at 15% p.a.  
(Debentures were issued 3 months after the commencement 
of the year) 

1,12,500 

 16,87,500 
Less: Income –tax at 35% and dividend distribution tax 8,43,750 
Profit after tax 8,43,750 
Number of equity shares (Rs. 10 each) 1,00,000 
Market quotation of equity share Rs. 109.7 
The company has accumulated revenue reserves of Rs. 12 lakhs. The company is examining a 
project calling for an investment obligation of Rs. 10 lakhs; this investment is expected to earn the 
same rate of return as funds already employed. 
You are informed that a debt equity ratio (Debt divided by debt plus equity) higher than 60% will 
cause the price earning ratio to come down by 25% and the interest rate on additional borrowals 
will cost company 300 basic points more than on the current borrowal on secured debentures.  
You are required to advise the company on the probable price of the equity share, if  
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(a) The additional investment were to be raised by way of loans; or 
(b) The additional investment were to be raised by way of equity. 

 
Q.32. The Modern Chemicals Ltd. requires Rs. 25,00,000 for a new plant. This plant is expected to 
yield earnings before interest and taxes of Rs. 5,00,000. While deciding about the financial plan, 
the company considers the objective of maximising earnings per share. It has three alternatives to 
finance the project- by raising debt of Rs. 2,50,000 or Rs. 10,00,000 or Rs. 15,00,000 and the 
balance, in each case, by issuing equity shares. The company’s  share is currently selling at Rs. 150, 
but is expected to decline to Rs. 125 in case the funds are borrowed in excess of Rs. 10,00,000. The 
funds can be borrowed at the rate of 10% upto Rs. 2,50,000, at 15% over Rs. 2,50,000 and upto Rs. 
10,00,000 and at 20% over Rs. 10,00,000. The tax rate applicable to the company is 50%. Which 
form of financing should the company choose?  
 
Q.33. A new project is under consideration in Zip Ltd., which requires a capital investment of  Rs. 4.50 
crore. Interest on term loan is 12% and Corporate Tax rate is 50%. If the Debt Equity ratio insisted by 
the financing agencies is 2 : 1, calculate the point of indifference for the project.   
 
M.M Hypothesis 
Q.34. There are two firms P and Q which are identical except P does not use any debt in its capital 
structure while Q has Rs. 8,00,000, 9% debentures in its capital structure. Both the firms have earning 
before interest and tax of Rs. 2,60,000 p.a. and the capitalization rate is 10%. Assuming the corporate 
tax of 30%, calculate the value of these firms according to MM Hypothesis.  
 
 
Q.35. What is optimum capital structure? Explain.  
Answer 
Optimum Capital Structure: Optimum capital structure deals with the issue of right mix of debt and 
equity in the long-term capital structure of a firm. According to this, if a company takes on debt, the 
value of the firm increases up to a certain point. Beyond that value of the firm will start to decrease. If 
the company is unable to pay the debt within the specified period then it will affect the goodwill of the 
company in the market. Therefore, company should select its appropriate capital structure with due 
consideration of all factors. 
 
Q.36. Discuss briefly the impact of taxation on Corporate Financing. 
Answer 
Impact of Taxation on Corporate Financing: Tax is levied on the profits of the company. Tax is also 
levied on the dividends received by the shareholders in their hands though such dividends are 
declared out of after tax profits. Thus the corporate entity and the owners suffer tax twice in a 
sense.  This pushes the cost of equity capital. On the other hand interest paid on the debt capital is 
a deductible expenditure and hence company does not pay tax on interest on debt capital. This 
reduces the cost of debts. Debt is a less costly source of funds and if the finance manager 
prudently mixes debt and equity, the weighted average cost of capital will get greatly reduced.  
Depreciation is not an outgo in cash but it is deductible in computing the income subject to tax. 
There will be saving in tax on depreciation and such savings could be profitably employed. Thus 
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both interest and depreciation provide tax shield and have a tendency to increase EPS. Further the 
unabsorbed depreciation can be carried forward indefinitely and this will be helpful for loss m aking 
concerns which start earning profits in future. The depreciation loss of one company can be carried 
forward for set off in another company’s profits in the case of amalgamations in specified 
circumstances and such a provision will help growth of companies and rehabilitation of sick units. 
The finance manager of amalgamating company will bear this benefit for the tax shield it carries in 
planning the activities. 
Thus the impact of tax will be felt in cost of capital, earnings per share and the cash inf lows which 
are relevant for capital budgeting and in planning the capital structure. 
Tax considerations are important as they affect the liquidity of the concerns. They are relevant in 
deciding the leasing of the assets, transactions of sale and lease back, and also in floating joint 
venture in foreign countries where tax rate and concessions may be advantageous. Tax 
implications will be felt in choosing the size and nature of industry and in its location as the tax 
laws give fillip to small units producing certain products and incentives are given for backward 
areas. Tax considerations in these matters are relevant for purposes of preserving and protecting 
internal funds. 
 
Q.37. Explain, briefly, Modigliani and Miller approach on Cost of Capital 
Answer  
Modigliani and Miller approach to Cost of Capital: Modigliani and Miller’s argue that the total cost 
of capital of a particular corporation is independent of its methods and level of financing. 
According to them a change in the debt equity ratio does not affect the cost of capital. This is 
because a change in the debt equity ratio changes the risk element of the company which in turn 
changes the expectations of the shareholders from the particular shares of the company. Hence 
they contend that leverages has little effect on the overall cost of capital or on the market price. 
Modigliani and Miller made the following assumptions and the derivations there from:  
Assumptions: 
(i) Capital markets are perfect. Information is costless and readily available to all in vestors, there 
are no transaction costs; and all securities are infinitely divisible. Investors are assumed to be 
rational and to behave accordingly. 
(ii)The average expected future operating earnings of a firm are represented by a subjective 
random variable. It is assumed that the expected values of the probability distributions of all 
investors are the same. Implied in the MM illustration is that the expected values of the probability 
distributions of expected operating earnings for all future periods are the same as present 
operating earnings. 
(iii)Firms can be categorised into “equivalent return” classes. All firms within a class have the same 
degree of business risk. 
(iv)The absence of corporate income taxes is assumed. 
Their three basic propositions are : 
(i) The total market value of the firm and its cost of capital are independent of its capital structure. 
The total market value of a firm is given by capitalising the expected stream of operating earnings 
at a discount rate appropriate for its risk class. 
(ii)The expected yield of a share of stock, Ke is equal to the capitalisation rate of a pure equity 
stream, plus a premium for financial risk equal to the difference between the pure equity 
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capitalization rate and Kg times the ratio B/S. In other words, Ke increases in a manner to exactly 
offset the use of cheaper debt funds. 
(iii)The cut-off rate for investment purposes is completely independent of the way in which an 
investment is financed. This proposition alongwith the first implies a complete separation of the 
investment and financing decisions of the firm. 
Conclusion: The theory propounded by them is based on the prevalence of perfect market 
conditions which are rare to find. Corporate taxes and personal taxes are a reality and they exert 
appreciable influence over decision making whether to have debt or equity.  
 
Q.38. Discuss the relationship between the financial leverage and firms required rate of return to 
equity shareholders as per Modigliani and Miller Proposition II.   

   
Answer 
Relationship between the financial leverage and firm’s required rate of return to equity 

shareholders with  corporate taxes is given by the following relation : rE = r0 + )r(r )T(1
E

D
BOC    

Where, 
 rE = required rate of return to equity shareholders 
 r0 = required rate of return for an all equity firm 
 D = Debt amount in capital structure 
 E = Equity amount in capital structure 
 TC = Corporate tax rate 
 r B = required rate of return to lenders 
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Meaning  
A firm can finance its operations through common and preference shares, with retained earnings, or 
with debt. Usually a firm uses a combination of these financing instruments.  
The proportion of short and long-term debt is considered when analyzing capital structure. Capital 
structure refers to a firm's debt-to-equity ratio, which provides insight into how risky a company is. 
Usually a company more heavily financed by debt poses greater risk.  
 
Business Risk and Financial Risk  
Business risk refers to the risk associated with the firm's operations. It is the uncertainty about the 
future operating income (EBIT), i.e. how well can the operating income be predicted? Business risk can 
be measured by the standard deviation of the Basic Earning Power ratio.  
Financial risk refers to the additional risk placed on the firm's shareholders as a result of debt use i.e. 
the additional risk a shareholder bears when a company uses debt in addition to equity financing. 
Companies that issue more debt instruments would have higher financial risk than companies financed 
mostly or entirely by equity. Financial risk can be measured by ratios such as the firm's financial 
leverage multiplier, total debt to assets ratio or degree of financial leverage. A company's risk is 
composed of financial risk, which is linked to debt, and risk, which is often linked to economic climate. 
If a company is entirely financed by equity, it would pose almost no financial risk, but, it would be 
susceptible to business risk or changes in the overall economic climate.  
Leverage refers to the ability of a firm in employing long term funds having a fixed cost, to enhance 
returns to the owners. In other words, leverage is the amount of debt that a firm uses to finance its 
assets. The use of various financial instruments or borrowed capital, to increase the potential return of 
an investment.  
A firm with a lot of debt in its capital structure is said to be highly levered. A firm with no debt is said to 
be unlevered.  
Relationship between leverage and risk  
Leverage can occur in either the operating or financing portions of the income statement. The effect of 
leverage is to magnify the effects of changes in sales volume on earnings. Leverage serves to increase 
both expected return and risk to the firm's stockholders.  
Leverage helps both the investor and the firm to invest or operate. However, it comes with greater 
risk. If an investor uses leverage to make an investment and the investment moves against the 
investor, his or her loss is much greater than it would have been if the investment had not been 
leveraged - leverage magnifies both gains and losses. In the business world, a company can use 
leverage to try to generate shareholder wealth, but if it fails to do so, the interest expense and credit 
risk of default destroys shareholder value.  
Most companies use debt to finance operations. By doing so, a company increases its leverage because 
it can invest in business operations without increasing its equity. For example, if a company formed 
with an investment of Rs. 50 lakhs from investors, the equity in the company is Rs. 50 lakhs - this is the 
money the company uses to operate. If the company uses debt financing by borrowing Rs. 200 lakhs, 
the company now has Rs. 250 lakhs to invest in business operations and more opportunity to increase 
value for shareholders.  
TYPES OF LEVERAGE  
There are three commonly used measures of leverage in financial analysis. These are:  

LEVERAGE 
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(i) Operating Leverage  
(ii) Financial Leverage  
(iii) Combined Leverage  
 
OPERATING LEVERAGE  
Operating leverage (OL) maybe defined as the employment of an asset with a fixed cost in the hope 
that sufficient revenue will be generated to cover all the fixed and variable costs. The use of assets for 
which a company pays a fixed cost is called operating leverage. With fixed costs the percentage change 
in profits accompanying a change in volume is greater than the percentage change in volume. The 
higher the turnover of operating assets, the greater will be the revenue in relation to the fixed charge 
on those assets.  
Operating leverage is a function of three factors:  
(i) Rupee amount of fixed cost,  
 (ii) Variable contribution margin, and  
(iii) Volume of sales.  
Operating leverage is the ratio of net operating income before fixed charges to net operating income 
after fixed charges.   
Operating leverage is directly proportional to business risk. More operating leverage leads to more 
business risk. 
 
FINANCIAL LEVERAGE  
Financial leverage (FL) maybe defined as ‘the use of funds with a fixed cost in order to increase 
earnings per share.’ In other words, it is the use of company funds on which it pays a limited return. 
Financial leverage involves the use of funds obtained at a fixed cost in the hope of increasing the return 
to common stockholders.  
Degree of financial leverage is the ratio of the percentage increase in earning per share (EPS) to the 
percentage increase in earnings before interest and taxes (EBIT).  
 
DEGREE OF COMBINED LEVERAGE  
Combined leverage maybe defined as the potential use of fixed costs, both operating and financial, 
which magnifies the effect of sales volume change on the earning per share of the firm.  
Degree of combined leverage (DCL) is the ratio of percentage change in earning per share to the 
percentage change in sales. It indicates the effect the sales changes will have on EPS.  
 
Past examination questions 
Q.1. A Simplified income statement of Zenith is given below: 

Income statement for the year ended 31st March 2008 
Particulars Amount (Rs.) 
Sales 10,50,000 
Variable cost 7,67,000 
Fixed cost 75,000 
EBIT 2,08,000 
Interest 1,10,000 
Tax 29,400 
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Net Income 68,600 
Calculate and interpret the following: 

(1) Degree of operating leverage 
(2) Degree of Financial leverage 
(3) Degree of Combined leverage 

Ans: 1.36, 2.122, 2.88  
 
Q.2. A company operates at a production level of 5,000 units. The contribution is Rs. 60 per unit. 
Operating leverage is 6 combined leverage is 24. If tax rate is 30% what would be it s earning after 
tax?  

 Ans. Rs. 8,750. 
 
Q.3. A firm has Sales of Rs. 40 lakhs; Variable cost of Rs. 25 lakhs; Fixed cost of Rs. 6 lakhs; 10% debt of 
Rs. 30 lakhs; and Equity Capital of Rs. 45 lakhs. Required: Calculate operating and financial leverage.  
 
Q.4. The following data relate to RT Ltd: 

Rs. 
Earning before interest and tax (EBIT)   10,00,000 
Fixed cost       20,00,000 
Earning Before Tax (EBT)     8,00,000 
Required: Calculate combined leverage.  
 
 
Q.5. A company operates at a production level of 1,000 units. The contribution is Rs. 60 per unit, 
operating leverage is 6, and combined leverage is 24. If tax rate is 30%, what would be its earnings 
after tax?  

 
  
Q.6. Annual sales of a company is Rs. 60,00,000.  Sales to variable cost ratio is 150 per cent and 
Fixed cost other than interest is Rs. 5,00,000 per annum.  Company has 11 per cent debentures of 
Rs. 30,00,000. You are required to calculate the operating, Financial and combined leverage of the 
company.   
 
Q.7. Z Ltd is considering the installation of new project costing Rs. 80,00,000. Expected annual 
sales from the project is Rs. 90 lacs and its variable cost is 60% of sales. Expected annual fixed cost 
other than interest is 10 lacs. Tax rate is 30%. The company wants to arrange the funds from 
issuing 4,00,00 equity shares of Rs. 10 each and 12% debentures of Rs. 40,00,000. You are required 
to  
(1) Calculate the operating, financial and combined leverage and earning per share;  
(2) Determine the likely level of EBIT if EPS is (a) Rs. 4 (b) Rs. 2 (c) Rs. 0.  
 
Q.8. From the following financial data of Company A and Company B: Prepare their Income 
Statements. 
 Company A Rs. Company B Rs.  
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Variable Cost  56,000 60% of sales 
Fixed Cost  20,000 - 
Interest Expenses 12,000 9,000 
Financial Leverage 5 : 1 - 
Operating Leverage - 4 : 1 
Income Tax Rate  30% 30% 
Sales  - 1,05,000. 

  
 

Q.9. A Company had the following Balance Sheet as on March 31, 2006: 
Liabilities and Equity                  Rs. (in cr.)    Assets           Rs. (in cr.) 
Equity Share Capital  (one crore 
shares of Rs. 10 each) 

 
10 

Fixed Assets (Net) 
Current Assets 

25 
15 

Reserves and Surplus   2   
15% Debentures 20   
Current Liabilities    8   
  40   40 
 
The additional information given is as under: 
Fixed Costs per annum (excluding interest) Rs. 8 crores 
Variable operating costs ratio   65% 
Total Assets turnover ratio    2.5 
Income-tax rate     40% 
Required: Calculate the following and comment: 
(i) Earnings per share 
(ii) Operating Leverage 
(iii) Financial Leverage 
(iv) Combined Leverage.            

  
Q.10. Consider the following information for Omega Ltd.: 
 Rs. in lakhs 
EBIT (Earnings before Interest and Tax) 15,750 
Earnings before Tax (EBT): 7,000 
Fixed Operating costs: 1,575 
Required: 
Calculate percentage change in earnings per share, if sales increase by 5%. 
 
      
Q.11. The following date relate to RT Ltd.:   Rs. 
Earning before interest and tax (EBIT)   10,00,000 
Fixed cost       20,00,000 
Earning before tax      8,00,000 
Required: combined leverage 

   Ans: 3.75 times 
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Q.12. The data relating to two Companies are as given below:         
 Company A Company B 
Equity Capital Rs.6,00,000 Rs.3,50,000 
12% Debentures Rs.4,00,000 Rs.6,50,000 
Output (units) per annum 60,000 15,000 
Selling price/ unit Rs.30 Rs.250 
Fixed Costs per annum Rs.7,00,000 Rs.14,00,000 
Variable Cost per unit Rs.10 Rs.75 
You are required to calculate the Operating leverage, Financial leverage and Combined leverage of 
two Companies.  
 
Q.13. Delta Ltd. currently has an equity share capital of Rs. 10,00,000 consisting of 1,00,000 Equity 
share of Rs. 10 each. The company is going through a major expansion plan requiring to raise funds to 
the tune of Rs. 6,00,000. To finance the expansion the management has following plans: 
Plan-I : Issue 60,000 Equity shares of Rs. 10 each. 
Plan-II : Issue 40,000 Equity shares of Rs. 10 each and the balance through long- term borrowing at 
12% interest p.a. 
Plan-III: Issue 30,000 Equity shares of Rs.10 each and 3,000 Rs.100, 9% Debentures. 
Plan-IV:Issue 30,000 Equity shares of Rs. 10 each and the balance through 6%  preference shares.  
The EBIT of the company is expected to be Rs. 4,00,000 p.a. assume corporate tax rate of 40%.  
Required: 
(i) Calculate EPS in each of the above plans. 
(ii) Ascertain the degree of financial leverage in each plan.  

 
 
Q.14. The following details of RST Limited for the year ended 31March, 2006 are given below: 
Operating leverage  1.4 
Combined leverage  2.8 
Fixed Cost (Excluding interest) Rs. 2.04 lakhs 
Sales Rs. 30.00 lakhs 
12% Debentures of Rs. 100 each Rs. 21.25 lakhs 
Equity Share Capital of Rs. 10 each Rs. 17.00 lakhs 
Income tax rate 30 per cent 
Required: 
(i) Calculate Financial leverage 
(ii) Calculate P/V ratio and Earning per Share (EPS) 
(iii) If the company belongs to an industry, whose assets turnover is 1.5, does it have a 
high or low assets leverage? 
(iv) At what level of sales the Earning before Tax (EBT) of the company will be equal to zero? 

  
Q.15. A firm has sales of Rs. 75,00,000 variable cost of Rs. 42,00,000 and fixed cost of  Rs. 6,00,000. 
It has a debt of Rs. 45,00,000 at 9% and equity of Rs. 55,00,000.  
(i) What is the firm’s ROI? 
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(ii) Does it have favourable financial leverage? 
(iii) If the firm belongs to an industry whose asset turnover is 3, does it have a high or low asset 
leverage? 
(iv) What are the operating, financial and combined leverages of the firm? 
(v) If the sales drop to Rs. 50,00,000, what will be the new EBIT? 
(vi) At what level the EBT of the firm will be equal to zero?  
 
Q.16. Consider the following information for Strong Ltd: 
EBIT 1,120 Rs. in lakh 
PBT 320 Rs. in lakh 
Fixed Cost 700 Rs. in lakh 
Calculate the percentage of change in earnings per share, if sales increased by 5 per cent. 

  
 

Q.17. The net sales of A Ltd. is Rs. 30 crores. Earnings before interest and tax of the company as a 
percentage of net sales is 12%. The capital employed comprises Rs. 10 crores of equity, Rs. 2 crores 
of 13% Cumulative Preference Share Capital and 15% Debentures of Rs. 6 crores. Income-tax rate is 
40%. 
(i) Calculate the Return-on-equity for the company and indicate its segments due to the presence 
of Preference Share Capital and Borrowing (Debentures). 
(ii) Calculate the Operating Leverage of the Company given that combined leverage is 3. 
 
Q.18.The following summarises the percentage changes in operating income, percentage changes 
in revenues, and betas for four pharmaceutical firms.  
Firm Change in revenue  Change in operating income Beta 
PQR Ltd. 27% 25% 1.00 
RST Ltd. 25% 32% 1.15 
TUV Ltd. 23% 36% 1.30 
WXY Ltd. 21% 40% 1.40 
Required: 
(i)Calculate the degree of operating leverage for each of these firms.  Comment also.  
(ii) Use the operating leverage to explain why these firms have different beta. 
 
Q.19. Differentiate between Business risk and Financial risk. 
Answer 
Business risk refers to the risk associated with the firm’s operations. It is an unavoidable risk because of 
the environment in which the firm has to operate and the business risk is represented by the variability 
of earnings before interest and tax (EBIT). The variability in turn is influenced by revenues and 
expenses. Revenues and expenses are affected by demand of firm’s products, variations in prices and 
proportion of fixed cost in total cost. 
Whereas, Financial risk refers to the additional risk placed on firm’s shareholders as a result of debt use 
in financing. Companies that issue more debt instruments would have higher financial risk than 
companies financed mostly by equity. Financial risk can be measured by ratios such as firm’s financial 
leverage multiplier, total debt to assets ratio etc. 
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Q.20. Explain the concept of leveraged lease.  
Answer 
Concept of Leveraged Lease: Leveraged lease involves lessor, lessee and financier. In leveraged lease, 
the lessor makes a substantial borrowing, even upto 80 per cent of the assets purchase price. He 
provides remaining amount – about 20 per cent or so – as equity to become the owner. The lessor 
claims all tax benefits related to the ownership of the assets. 
Lenders, generally large financial institutions, provide loans on a non-recourse basis to the lessor. Their 
debt is served exclusively out of the lease proceeds. To secure the loan provided by the lenders, the 
lessor also agrees to give them a mortgage on the asset. Leveraged lease are called so because the high 
non-recourse debt creates a high degree of leverage. 
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Chapter 4 
Capital Budgeting 

Investment Decisions 
Long term investment decisions are considered as the most important decisions in financial 
management, as it involves substantial amount of investment, difficulties in estimating the benefits to 
be derived out of such investment over the future periods involving many uncertainties, possibility of 
incurring huge amount of losses if such decisions are required to be reversed. Therefore, such 
decisions involve a largely irreversible commitment of resources with long term implications having its 
huge impact on the future growth and profitability of the firm.  
 
Types of long-term investment Decisions 
Such decisions may relate to the new investments in case of a newly established firm or an existing 
firm, e.g., purchase of a new machinery, setting up of a new plant, taking up a new project, etc. Apart 
from new investments, there may be investments for replacement or modernization or expansion 
program. Investment may also be required for diversification into new product lines, new market etc. 
 
Evaluation of capital budgeting decision 
For financial appraisal of the project / investment proposals different techniques are used. They are 
generally classified into Discounted Cash Flow (DCF) and Non Discounted Cash Flow (Non-DCF) or 
traditional techniques. In DCF techniques, time value of money is taken into consideration while in 
Non-DCF techniques it is ignored. As the investment decisions involve long period of time and value of 
money does not remain same over this period of time, DCF techniques are preferred in financial 
appraisal of the project proposals.  
Non-DCF Techniques  
(i) Pay Back Period  
(ii) Pay Back Reciprocal  
(iii) Pay Back Profitability  
(iv) Average or Accounting Rate of Return (ARR)  
DCF Techniques  
(i) Discounted Pay Back Period  
(ii) Net Present Value (NPV)  
(iii) Profitability Index or Benefit Cost Ratio  
(iv) Internal Rate of Return (IRR)  
(v) Modified NPV  
(vi) Modified IRR  
(vii) Adjusted Present Value 
 
(i) Pay Back Period  
Payback period represents the time period required for recovery of the initial investment in the 
project. It is the period within which the total cash inflows from the project equals the cash outflow 
(cost of investment) in the project. The lower the payback period, the better it is, since initial 
investment is recouped faster. In case of uniform net cash inflows over time, i.e., if same amount of 
net cash inflows are generated every year, the Pay Back Period will be: Initial Investment ÷ Net Cash 
Inflow after Tax per annum.  
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However, in case of unequal net cash inflows over time, the Pay Back Period has to be determined on 
the basis of cumulative net cash inflows after tax as follows.  
(i) Calculate cumulative net cash inflows after tax from year to year over the life of the project  
(ii) If the cumulative net cash inflows after tax matches with the initial investment, the corresponding 
year will be the Pay Back Period, otherwise select the two consecutive cumulative cash inflows within 
which the initial investment lies.  
(iii) Use the simple interpolation to find out the Pay Back Period 
Advantages of Payback Period 
• This method is simple to understand and easy to operate.  
• It clarifies the concept of profit or surplus. Surplus arises only if the initial investment is fully 
recovered. • Hence, there is no profit on any project unless the life of the project is more than the 
payback period.  
• This method is suitable in the case of industries where the risk of technological obsolescence is very 
high and hence only those projects which have a shorter payback period should be financed.  
• This method focusses on projects which generates cash inflows in earlier years, thereby eliminating 
projects bringing cash inflows in later years. As time period of cash flows increases, risk and 
uncertainty also increases. Thus payback period tries to eliminate or minimise risk factor.  
• This method promotes liquidity by stressing on projects with earlier cash inflows. This is a very useful 
evaluation tool in case of liquidity crunch and high cost of capital.  
• The payback period can be compared to break-even point, the point at which the costs are fully 
recovered. 
 
Limitations 
• It lays emphasis on capital recovery rather than profitability.  
• It does not consider the cash flows after the pay-back period. Hence, it is not a good measure to 
evaluate where the comparison is between two projects, one involving a long gestation period and the 
other yielding quick results but only for a short period.  
• This method becomes an inadequate measure of evaluating two projects where the cash inflows are 
uneven. There may be projects with heavy initial inflows and very less inflows in later years. Other 
projects with moderately higher but uniform CFAT may be rejected because of longer payback.  
• This method ignores the time value of money. Cash flows occurring at all points of time are treated 
equally while value of money changes over time. 
 
(ii) Payback Reciprocal: It is the reciprocal of Payback Period, i.e., 1÷ Pay Back Period. Therefore, 
Payback Reciprocal = average Annual Net Cash Inflow after Taxes (i.e. CFAT p.a) initial investment 
Higher the payback reciprocal, better is the project. The Payback Reciprocal is considered to be an 
approximation of the Internal Rate of Return, if-  
(a) The life of the project is at least twice the payback period and  
(b) The project generates equal amount of the annual cash inflows. 
 
(iii) Accounting or Average Rate of Return Method (ARR) Accounting or Average Rate of Return means 
the average annual yield on the project, i.e., Average Profit After Tax ÷ Average Investment. Project 
with Higher ARR is preferred. In this method, Profit After Taxes (instead of CFAT) is generally used for 
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evaluation. Where equal amount of depreciation is charged every year, Average Investment = Half of 
the Depreciable Part ( Cost – Salvage Value) + Non-Depreciable Part (Salvage Value). In other cases, 
average investment is to be determined taking the book value of the investment of different years 
separately and average is to calculated accordingly. 
Advantages  
• It is simple to understand.  
• It is easy to operate and compute.  
• Income throughout the project life is considered.  
• In this method the net income after depreciation is used, therefore it is theoretically sound.  
Limitations  
• It does not consider cash inflows (CFAT), which is important in project evaluation rather than PAT.  
• It ignores time value of money, which is important in capital budgeting decisions.  
(iii) Pay Back Profitability: As the profitability beyond the Pay Back Period is not taken into 
consideration in Pay Back Period method, the projects with higher pay back period are rejected though 
such projects with longer life may generate higher benefits after recovering its initial investment. In 
Pay Back Profitability method, the profitability beyond the pay back period is considered and projects 
generating higher benefits after the recovery of initial investment are considered for selection. Pay 
Back Profitability = Net Cash Inflow after Taxes after recovering the Initial Investment, i.e., Total Net 
Cash Inflow after Taxes – Initial Investment 
 
DCF Techniques 
As mentioned earlier, the DCF techniques consider the time value of money while Non-DCF techniques 
ignore the same. For incorporating time value of money, cash flows are discounted using appropriate 
discounting factor (marginal cost of capital or weighted average cost of capital, as the case may be) in 
order to derive Present Value of such cash flows over the life of the project and thereafter decision is 
taken using different appraisal methods using the present value of the cash flows.  
(i) Discounted Payback Period Discounted Payback Period is the pay back period calculated on the 
basis of discounted cash flows, i.e., present value of cash flows, over the life of the project. Procedure 
for computation of Discounted Payback Period  
Step 1: Determine the Total Cash Outflow of the project. (Initial Investment)  
Step 2: Determine the Cash Inflow after Taxes (CFAT) for each year.  
Step 3: Determine the present value of net cash inflow after taxes (CFAT) = CFAT of each year x PV 
Factor for that year.  
Step 4: Determine the cumulative present value of CFAT of every year. 
Step 5: • Find out the Discounted Payback Period as the time at which cumulative DCFAT equals Initial 
Investment.  
• This is calculated on “time proportion basis” (usually following simple interpolation method).  
Selection Criteria or Decision Making Rule:  
• The projects are selected on the basis of minimum Discounted Payback Period. If any maximum / 
benchmark period is fixed by the management, projects with the discounted pay back period less than 
that period are considered for selection.  
(ii) Net Present Value Method (NPV) The Net Present Value of an investment proposal is defined as 
the sum of the Present Values of all future Cash Inflows less the sum of the Present Values of all Cash 
Outflows associated with the proposal. Thus, NPV is calculated as under  
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 NPV = Present value of Cash Inflows -- Present value of Cash Outflows.  
Selection Criteria:  
If NPV > 0, i.e., if NPV is positive, the project is acceptable  
If NPV > 0, i.e., if NPV is negative, the project is not acceptable  
If NPV = 0, it refers to the point of indifference, i.e., the project may be or may not be accepted. 
Present value of Cash Inflows and Outflows: Cash inflow and outflow of each period is discounted to 
ascertain its present value. For this purpose, the discounting rate is generally taken as the Cost of 
Capital since the project must earn at least what is paid out on the funds blocked in the project.  
 
Advantages  
(i) It considers the time value of money. Hence it satisfies the basic criterion for project evaluation.  
(ii) Unlike payback period, all cash flows (including post-payback returns) are considered.  
(iii) NPV constitutes addition to the wealth of Shareholders and thus focuses on the basic objective of 
financial management.  
(iv) Since all cash flows are converted into present value (current rupees), different projects can be 
compared on NPV basis. Thus, each project can be evaluated independent of others on its own merit. 
Limitations  
(i) It involves complex calculations in discounting and present value computations.  
(ii) It involves forecasting cash flows and application of discount rate. Thus accuracy of NPV depends on 
accurate estimation of these two factors which may be quite difficult in practice.  
(iii) NPV and project ranking may differ at different discount rates, causing inconsistency in decision- 
making. 
(iv) It ignores the difference in initial outflows, size of different proposals etc, while evaluating mutually 
exclusive projects.  
(iii) Profitability Index (PI) or Desirability Factor or Benefit Cost Ratio Benefit-Cost Ratio / Profitability 
Index or Desirability Factor is the ratio of present value of operating cash inflows to the present value 
of Cash Outflows. PI [or] Desirability Factor [or] Benefit Cost Ratio = Present Value of Cash Inflows 
(benefits) Present Value of Initial Investment (costs) Significance: Profitability Index represents present 
value of benefit for each rupee of cash outlay. The higher the PI, the better it is, since the greater is the 
return for every rupee of investment in the project.  
Decision Making or Acceptance rule:  
If PI > 1, the project is acceptable.  
If PI = 1, Project generates cash flows at a rate just equal to the Cost of Capital. Hence, it may be 
accepted or rejected. This constitutes an Indifference Point.  
If PI < 1, the Project is not acceptable.  
Note: When NPV > 0, PI will always be greater than 1. Both NPV and PI use the same factors i.e. 
Discounted Cash Inflows (A) and Discounted Cash Outflows (B), in the computation. NPV = A - B, 
whereas PI = A / B. 
Advantages:  
(i) This method considers the time value of money.  
(ii) It is a better project evaluation technique than Net Present Value and helps in ranking projects 
where Net Present Value is positive.  
(iii) It focuses on maximum return per rupee of investment and hence is useful in case of investment in 
divisible projects, when availability of funds is restricted.  
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Disadvantages:  
(i) In case a single large project with high Profitability Index is selected, possibility of accepting several 
small projects which together may have higher NPV than the single project is excluded.  
(ii) Situations may arise where a project with a lower profitability index selected may generate cash 
flows in such a way that another project can be taken up one or two years later, the total NPV in such 
case being more than the one with a project with highest Profitability Index.  
(iii) In case of more than one proposal, which are mutually exclusive, with different investment 
patterns or values, profitability index alone cannot be used as a measure for choosing. 
 
(iv) Internal Rate of Return (IRR) and Modified Internal Rate of Returns (MIRR)  
Internal Rate of Return (IRR) Internal Rate of Return (IRR) is the rate of discount at which the sum of 
Discounted Cash Inflows equals the Discounted Cash Outflows. In other words, the Internal Rate of 
Return of a project is the discount rate which makes Net Present Value of the project equals to zero. 
IRR refers to that discount rate (i), such that Present value of cash inflows = Present value of cash 
outflows Or, Present value of cash inflows – present value of cash outflows = 0 Or, NPV = 0  
Therefore, at IRR, NPV = 0 and PI = 1. 
Selection Criteria  
If IRR > Cost of Capital (K) or Cut off Rate, if any, the project is acceptable  
If IRR > Cost of Capital (K) or Cut off Rate, if any, the project is not acceptable  
If IRR = Cost of Capital (K) or Cut off Rate, if any, it refers to the point of indifference, i.e., the project 
may be or may not be accepted. 
Advantages  
(i) Time value of money is taken into account.  
(ii) All cash inflows of the project, arising at different points of time are considered.  
(iii) Decisions can be easily taken by comparing IRR with the cost of capital. All projects having IRR 
above the Cost of Capital will be automatically accepted.  
Disadvantages  
(i) It is tedious to compute.  
(ii) Decision making becomes difficult in case of Multiple IRRs  
(iii) It may conflict with NPV in case of difference in inflow/ outflow patterns, or size of investment, or 
life of the alternative proposals.  
(iv) The presumption that all the future cash inflows of a proposal are reinvested at a rate equal to the 
IRR may not be practically valid. 
 
(v) Modified Net Present Value (MNPV)  
One of the limitations of NPV method is that reinvestment rate in case of NPV is Cost of Capital (k). 
However, in case of MNPV, different reinvestment rates for the cash inflows over the life of the project 
may be used. Under this modified approach, terminal value of the cash inflows is calculated using such 
expected reinvestment rate (s). Thereafter, MNPV is determined with present value of such terminal 
value of the cash inflows and present value of the cash outflows using cost of capital (k) as the 
discounting factor. Terminal value is the sum of the compounded value of cash inflows of different 
years at the end of the life of the project. If the life of the project is ‘n’ years, cash inflow of period ‘t’ is 
CFt and reinvestment rate is ‘r’, the terminal value will be ( )n t cft − ∑ . (vi) Modified IRR One of the 
limitations of IRR as mentioned above is that reinvestment rate in case of IRR is IRR itself. This can be 
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overcome changing the reinvestment rate incorporating the expected reinvestment rate for future 
periods over the life of the projects and using such expected reinvestment rate for calculating the 
terminal value of the cash inflows for different years of the life of the project. Thereafter, MIRR is 
determined with present value of such terminal value of the cash inflows and present value of the cash 
outflows. In other words, the MIRR is the discount rate which will make present /discounted value of 
terminal value of cash inflows equal to present/discounted value of cash outflow. 
 
Modified NPV or Modified IRR may be used to resolve the conflict in ranking of the alternative projects 
under NPV and IRR methods arising out of differences in timing of cash flows, i.e., in one project, the 
cash inflows in the initial years may be more than the other or vice versa.  
 
Problems faced in using Internal Rate of Return 
(1) The IRR method cannot be used to choose between alternative lease bases with different lives or 
payment patterns. 
(2) If the firms do not pay tax or pay at constant rate, then IRR should be calculated from the lease 
cash-flows and compared to after-tax rate of interest. However, if the firm is in a temporary non-tax 
paying status, its cost of capital changes over time, and there is no simple standard of comparison. 
(3) Another problem is that risk is not constant. For the lessee, the payments are fairly riskless and 
interest rate should reflect this. The salvage value for the asset, however, is probably much riskier. As 
such two discount rates are needed. IRR gives only one rate, and thus, each cash-flow is not implicitly 
discounted to reflect its risk. 
(4) Multiple roots rarely occur in capital budgeting since the expected cash flow usually changes signs 
once. With leasing, this is not the case often. A lessee will have an immediate cash inflow, a series of 
outflows for a number of years, and then an inflow during the terminal year. With two changes of sign, 
there may be, in practice frequently two solutions for the IRR. 
 
NPV and IRR 
NPV and IRR methods differ in the sense that the results regarding the choice of an asset under certain 
circumstances are mutually contradictory under two methods. IN case of mutually exclusive 
investment projects, in certain situations, they may give contradictory results such that if the NPV 
method finds one proposal acceptable, IRR favours another. The different rankings given by the NPV 
and IRR methods could be due to size disparity problem, time disparity problem and unequal expected 
lives. 
The net present value is expressed in financial values whereas internal rate of return (IRR) is expressed 
in percentage terms.  
In net present value cash flows are assumed to be re-invested at cost of capital rate. In IRR re-
investment is assumed to be made at IRR rates. 
on Gain on Sale of Asset + Release of Working Capital 
Cash Flows in Investment Decisions 
(i)Initial Cash Outflow: Cost of the new asset including installation, transportation and other incidental 
costs related to the asset ( + ) Change in working capital requirement (Addition for increase, 
Subtraction for decrease) (–) Salvage value of the old asset (in case of replacemenst of old asset) (–) 
Tax savings for loss on sale of asset (if the block ceases to exist due to sale of old asset), or (+) Tax 
payable for profit on sale of asset (if the block ceases to exist due to sale of old asset) 
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(ii) Subsequent Cash Flow in conventional cash flow, cash outflow occurs at the initial period and a 
series of cash inflows occur in the subsequent periods. On the other hand, non-conventional cash flow 
involves intermittent cash outflows in the subsequent periods also for major repairing, additional 
working capital requirement, etc. Therefore, apart from estimating initial cash flow, subsequent cash 
flows are also required to be estimated. For estimating future cash inflows, i.e., cash inflows of the 
subsequent periods, the following aspects need to be considered. (i) Cash inflows are to be estimated 
on an after tax basis. (ii) Depreciation being a non-cash item is to be added back to the amount of 
profit after taxes. (iii) Interest being financial charge will be excluded for estimating cash inflow for 
investment decisions (Interest Exclusion Principal). However, interest (on debt capital) is taken into 
consideration for determining weighted average cost of capital which is used for discounting the cash 
inflows to arrive at its present value. Net Cash Inflow after Taxes (CFAT): net sales revenue less: cost of 
goods sold Less: General Expenses (other than Interest) Less: Depreciation Profit before Interest and 
Taxes (PBIT or EBIT) less: taxes Profit after Taxes (excluding Interest) [PAT] Add: Depreciation Net Cash 
Inflow after Taxes In short, CFAT = EBIT (1 – t) + Depreciation [where, t is income tax rate] If PAT is 
taken from accounting records, which is arrived at after charging Interest, ‘Interest Net of Taxes’ is to 
be added back along with the amount of Depreciation, i.e., PAT after charging Interest Add: 
Depreciation Add: Interest Net of Taxes (i.e., Total Interest – Tax on Interest) Net Cash Inflow after 
Taxes 
(iii) Terminal Cash Flow: In the last year, i.e., at the end of the economic life of the asset or at the time 
of termination of the project, usually some additional cash inflows occur in addition to the operating 
cash inflows, viz., salvage value of the asset, release of working capital (the working capital that is 
introduced at the beginning will no longer be required at the end of the life of the asset or at the 
termination of the project). Moreover, tax impact on gain or loss on sale of the asset if the block of 
asset ceases to exist. Terminal Cash Inflow: Salvage or Scrap Value + Tax Savings on Loss on Sale of 
Asset or (-) Tax Burden 
 
Capital Rationing 
When there is a scarcity of funds, capital rationing is resorted to. Capital rationing means the utilization 
of existing funds in most profitable manner by selecting the acceptable projects in the descending 
order or ranking with limited available funds. The firm must be able to maximize the profits by 
combining the most profitable proposals. Capital rationing may arise due to (i) external factors such as 
high borrowing rate or non-availability of loan funds due to constraints of Debt-Equity Ratio; and (ii) 
Internal Constraints Imposed by management. Project should be accepted as a whole or rejected. It 
cannot be accepted and executed in piecemeal. 
IRR or NPV are the best basis of evaluation even under Capital Rationing situations. The objective is to 
select those projects which have maximum and positive NPV. Preference should be given to 
interdependent projects. Projects are to be ranked in the order of NPV. Where there is multi-period 
Capital Rationing, Linear Programming Technique should be used to maximize NPV. In times of Capital 
Rationing, the investment policy of the company may not be the optimal one. 
Capital Rationing can be divided into following two categories: 
(a) Hard Capital Rationing 
(b) Soft Capital Rationing 
(a) Hard Capital Rationing: Hard capital rationing is a situation related to external sources. Agencies 
either capital market itself of Government (may or may not act through Capital Market) will supply 
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only limited amount of capital in spite of fact the projects with positive NPVs have been identified. This 
situation implies existence of imperfect capital market as in perfect capital market hard capital 
rationing should never be occurred. 
 
(b) Soft Capital Rationing: Soft Capital Rationing is due to internal forces such as limits imposed by 
management on capital expenditure. There may be many reasons for such imposition some of which 
are as follows: 
• In order to retain control senior management may place limits. 
• Although some ambitious managers may be interested to overstate the extent of investment 
opportunities in their sector of responsibility. But their individual evaluation to sort out good project 
shall be time consuming and bureaucratic. 
• Even though the firm may be operating in a dynamic environment and have a large number of 
profitable expansion opportunities. However, accepting all of them may lead to difficulties in planning 
and control. 
• Management may be worried about the increasing risk associated with extensive borrowings and 
asset levels. 
• Existing owners, managers and family shareholders may not be interested in losing control by way of 
issuing additional equity to meet the requirement of finance. 
 
Social Cost Benefit Analysis 
It is increasingly realised that commercial evaluation of projects is not enough to justify commitment of 
funds to a project especially when the project belongs to public utility and irrespective of its financial 
viability it needs to be implemented in the interest of the society as a whole. Huge amount of funds are 
committed every year to various public projects of all types–industrial, commercial and those providing 
basic infrastructure facilities. Analysis of such projects has to be done with reference to the social costs 
and benefits since they cannot be expected to yield an adequate commercial rate of return on the 
funds employed at least during the short period. A social rate of return is more important. The actual 
costs or revenues do not necessarily reflect the monetary measurement of costs or benefits to the 
society. This is because the market price of goods and services are often grossly distorted due to 
various artificial restrictions and controls from authorities, hence a different yardstick has to be 
adopted for evaluating a particular project of social importance and its costs and benefits are valued at 
'opportunity cost' or shadow prices to judge the real impact of their burden as costs to the society. 
Thus, social cost benefit analysis conducts a monetary assessment of the total cost and revenues or 
benefits of a project, paying particular attention to the social costs and benefits which do not normally 
feature in conventional costing. 
United Nations Industrial Development Organisation (UNIDO) and Organisation of Economic 
Cooperation and Development (OECD) have done much work on Social Cost Benefit analysis.  
A great deal of importance is attached to the social desirability of projects like employment generation 
potential, value addition, foreign exchange benefit, living standard improvement etc. UNIDO and OECD 
approaches need a serious consideration in the calculation of benefits and costs to the society. This 
technique has got more relevance in the developing countries where public capital needs precedence 
over private capital. 
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Techniques of Social Cost Benefits Analysis: Estimation of shadow prices form the core of social cost 
benefit methodology. Economic resources have been categorised into goods, services, labour, foreign 
exchange, shadow price of investment vis-à-vis consumption, shadow price of future consumption vis-
à-vis present consumption, social rate of discount. 
Advantages of such an analysis may be the following – 
(a)It helps the Corporate Sector to keep track of its record as a Social Citizen. Being a good Social 
Citizen can be a marketing advantage. However, more importantly it can be pursued as an end in itself. 
(b) Social benefits arising out of a project can be leveraged with the governments while negotiating for 
tax concessions and such other incentives for the project. 
Limitations: 
(i) Successful application depends upon reasonable accuracy and dependability of the underlying 
forecasts as well as assessment of intangibles. 
(ii) Technique does not indicate whether given project evaluated on socio-economic considerations is 
best choice to reach national goals or whether same resources if employed in another project would 
yield better results. 
(iii) Cost of evaluation by such technique could be enormous for smaller projects. 
(iv)Social Cost Benefit Analysis takes into consideration those aspects of social costs and benefits which 
cannot be quantified. 
Features 
(1) It includes many economic activities having indirect effects on which there is no possibility of 
putting a market value. 
(2) If savings are inadequate; money going into investment is regarded more valuable than money 
going into current consumption. 
(3) Society values given quantum of additional consumption going to different sections of the 
population differently. So distributional considerations are important. 
(4) For society, taxes are transferred from the project in hand to government and does not involve real 
cost. 
(5) Relative valuation placed on future consumption compared to current consumption is different for 
the society. Also effect of perceived uncertainties may be different. 
(6) Society may want to discourage consumption of certain goods and promote that of others. 
(7) External effects exist on consumption side e.g. person getting inoculation against infectious disease 
will be conferring some benefit to society by preventing the spreading over of the disease. 
(8) Output from large projects has significant impact on the market for the good/services and neither 
pre project market price nor expected post project market price would be correct indicators of the 
social value of project output. Market prices are not true indicators of social gains/losses but can be 
suitably adjusted to reflect social valuations. 
Relevance of Social Cost Benefit Analysis for Private Enterprises : 
(a) Social Cost Benefit Analysis is important for private corporations also which have a moral 
responsibility to undertake socially desirable projects. 
(b) If the private sector includes social cost benefit analysis in its project evaluation techniques, it will 
ensure that it is not ignoring its own long-term interest, since in the long run only projects that are 
socially beneficial and acceptable, will survive. 
(c) Financial Institutions e.g. IDBI, IFCI, etc. even insist on social cost benefit analysis of a private sector 
project before sanctioning any loan. 
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(d) Private enterprise cannot afford to lose sight of social aspects of a projects. 
Few indicators of Social Desirability of a Project : 
(a) Employment Potential Criterion; 
(b) Capital Output Ratio – that is the output per unit of capital; 
(c) Value Added Per Unit of capital; 
(d) Foreign Exchange Benefit Ratio. 
(e) Cost Benefit Ratio Criterion ; 
Indian Scenario: The introduction of CNG in certain vehicles and switching of some portion of the 
transport demand to the metro rail has resulted in a significant reduction of atmospheric pollution in 
Delhi. The Delhi Metro provides multiple benefits: reduction in air pollution, time saving to passengers, 
reduction in accidents, reduction in traffic congestion and fuel savings. There are incremental benefits 
and costs to a number of economic agents: government, private transporters, passengers, general 
public and unskilled labour. 
 
 
Steps for simulation analysis 
1. Modelling the project- The model shows the relationship of N.P.V. with parameters and exogenous 
variables. (Parameters are input variables specified by decision maker and held constant over all 
simulation runs. Exogenous variables are input variables, which are stochastic in nature and outside 
the control of the decision maker). 
2. Specify values of parameters and probability distributions of exogenous variables. 
3. Select a value at random from probability distribution of each of the exogenous variables. 
4. Determine N.P.V. corresponding to the randomly generated value of exogenous variables and pre-
specified parameter variables. 
5. Repeat steps (3) & (4) a large number of times to get a large number of simulated N.P.V.s. 
6. Plot frequency distribution of N.P.V. 
 
Project Feasibility 
Project Feasibility is a test by which an investment is evaluated. There are three types of feasibilities 
evaluated for a project viz. 
(1) Market Feasibility 
(2) Technical Feasibility and 
(3) Financial Feasibility 
For projects evaluated by government, economic and social feasibility is also considered. 
 
Market Feasibility 
The market feasibility study for a product already selling in the market consists of : 
(a) Economic Indicators 
(b) Demand Estimation 
(c) End-user profile 
(d) Influencing Factors 
(e) Market Potential 
(f) Infrastructure Facility 
(g) Demand Forecasting 
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(h) Supply Estimation 
(i) Identification of Critical Success Factors 
(j) Estimation of the Demand-Supply Gap 
Technical Feasibility 
The factors considered are : 
(i) Availability of commercially viable technology and its alternatives. 
(ii) Suitability of the technology to local environment and its usefulness is to be assessed by the quality 
of material, power, skilled labour, environmental conditions, water supply etc. 
(iii) Technological innovation rate of the product. 
(iv) Production processes. 
(v) Capacity utilization rate and its justification. 
(vi) Availability of raw material and other resources e.g. power, gas, water, compressed air, labour etc. 
(vii) Plant and equipment with fabrication facilities. 
(viii) Feasible product mix with possibilities of joint and by-products. 
(ix) Facilities for affluent disposal. 
Financial Feasibility 
Financial feasibility study requires detailed financial analysis based on certain assumptions, workings 
and calculations such as: 
(1) Projections for prices of products, cost of various resources for manufacturing goods, capacity 
utilization. The actual data of comparable projects are included in the estimates. 
(2) Period of estimation is determined on the basis of product life cycle, business cycle; period of debt 
funds etc. and the value of the project at the terminal period of estimation are forecasted. 
(3) Financing alternatives are considered and a choice of financing mix made with regard to cost of 
funds and repayment schedules. 
(4) Basic workings in different schedules like Interest and repayment schedule, working capital 
schedule, working  capital loan, interest and repayment schedule, depreciation schedule for income tax 
purposes, depreciation schedule for the purpose of reporting under Companies Act, 1956 (if policy is 
different from income tax rules). 
(5) Financial statements prepared in the project feasibility report viz. profit and loss account, balance 
sheet and cash flow statements for the proposed project. 
(6) Financial indicators calculated from data available in various financial statements. Basic financial 
parameters used for judging the viability of the project are Debt Service Coverage Ratio (DSCR), Net 
Present Value (NPV) or Internal Rate of Return (IRR), Payback Period, Interest Coverage Ratio. 
Interest coverage ratio indicates the safety and timely payment of interest to lenders of money. 

Interest Coverage Ratio =PAT + Interest + Depreciation. 
              Interest 
However, it is not an important indicator of project viability. Debt-service coverage ratio (DSCR) uses 
the same numerator as the interest coverage ratio, but it is compared with the interest payment and 
principal sum repayment in a year .This ratio is better than Interest Coverage Ratio since it shows the 
cash flows available for the interest as well as for principal repayment. 

DSCR (Debt Service Coverage Ratio) =     PAT + Interest + Depreciation      
            Interest Principal Loan Repayment 

An average DSCR of 1.5 is considered good. It is the safety indicator for lenders of money. 
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Project appraisal under inflationary conditions 
It is needless to mention that Inflation is a universal phenomenon. In a developing country like India, it 
has become a part of life. 
It is a well known fact that during inflationary conditions, project cost is bound to increase on all heads 
viz. labour, raw material, fixed assets such as equipments, plant & machinery, building material, 
remuneration of technicians & managerial personnel etc. 
Under such circumstances, project appraisal has to be done generally keeping in view the following 
guidelines which are usually followed by Government agencies, banks and financial institutions: 
(i) It is always advisable to make provisions for cost escalation on all heads of cost, keeping in view the 
rate of inflation during likely period of delay in project implementation. 
(ii) The various sources of finance should be carefully scruitinised with reference to probable revision in 
the rate of interest by the lenders and the revision which could be effected in the interest bearing 
securities to be issued. All these factors will push up the cost of funds for the organisation. 
(iii) Adjustments should be made in profitability and cash flow projections to take care of the 
inflationary pressures affecting future projections. 
(iv) It is also advisable to examine the financial viability of the project at the revised rates and assess 
the same with reference to economic justification of the project. The rate of return should be 
acceptable which also accommodates the rate of inflation p.a. 
(v) In an inflationary situation, projects having early payback periods should be preferred because 
projects with longer payback period are more risky. 
It must be noted that measurement of inflation has no standard approach nor is easy. This makes the 
job of appraisal a difficult one under such conditions. 
 
Contents of a Project Report 
The following aspects need to be taken into account for a Project Report - 
1. Promoters: Their experience, past records of performance form the key to their selection for the 
project under study. 
2. Industry Analysis: The environment outside and within the country is vital for determining the type 
of project one should opt for. 
3. Economic Analysis: The demand and supply position of a particular type of product under 
consideration, competitor’s share of the market along with their marketing strategies, export potential 
of the product, consumer preferences are matters requiring proper attention in such type of analysis. 
4. Cost of Project: Cost of land, site development, buildings, plant and machinery, utilities e.g. power, 
fuel, water, vehicles, technical know how together with working capital margins, preliminary/pre-
operative expenses, provision for contingencies determine the total value of the project. 
5. Inputs: Availability of raw materials within and outside the home country, reliability of suppliers cost 
escalations, transportation charges, manpower requirements together with effluent disposal 
mechanisms are points to be noted. 
6. Technical Analysis: Technical know-how, plant layout, production process, installed and operating 
capacity of plant and machinery form the core of such analysis. 
7. Financial Analysis: Estimates of production costs, revenue, tax liabilities profitability and sensitivity 
of profits to different elements of costs and revenue, financial position and cash flows, working capital 
requirements, return on investment, promoters contribution together with debt and equity financing 
are items which need to be looked into for financial viability. 
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8. Social Cost Benefit Analysis: Ecological matters, value additions, technology absorptions, level of 
import substitution form the basis of such analysis. 
9. SWOT Analysis: Liquidity/Fund constraints in capital market, limit of resources available with 
promoters, business/financial risks, micro/macro economic considerations subject to government 
restrictions, role of Banks/Financial Institutions in project assistance, cost of equity and debt capital in 
the financial plan for the project are factors which require careful examinations while carrying out 
SWOT analysis. 
10. Project Implementation Schedule: Date of commencement, duration of the project, trial runs, 
cushion for cost and time over runs and date of completion of the project through 
Network Analysis have all to be properly adhered to in order to make the project feasible. 
 
"Zero Date 0f Project Management"  
Zero Date of a Project means a date is fixed from which implementation of the project begins. It is a 
starting point of incurring cost. The project completion period is counted from the zero date. Pre-
project activities should be completed before zero date. The pre-project activities should be completed 
before zero date. The pre-project activities are: 
(a) Identification of project/product (b) Determination of plant capacity (c) Selection of technical 
help/collaboration (d) Selection of site. (e) Selection of survey of soil/plot etc. (f) Manpower planning 
and recruiting key personnel (g) Cost and finance scheduling. 
 
Real Option in Capital Budgeting 
The traditional measure of investment decision criterion i.e NPV, does not take into account the value 
of options inherent in capital budgeting. 
Three of the most common real call options in capital budgeting includes: 
(1) option to delay until key variables change favorably, 
(2) option to expand if a project turns out to be more promising and 
(3) option to abandon if worse case occurs. 
Two models are normally used in determining the Real Option in Capital Budgeting 
(a) The Binomial Model of Option Pricing : 
(b) The Black-Scholes Model 
Issues that need to be considered by an Indian investor and incorporated within the Net Present 
Value (NPV) model  
The issues that need to be considered by an Indian investor and incorporated within the Net Present 
Value (NPV) model for the evaluation of foreign investment proposals are the following: 
(1) Taxes on income associated with foreign projects: The host country levies taxes (rates differ from 
country to country) on the income earned in that country by the Multi National Company (MNC). 
Major variations that occur regarding taxation of MNC’s are as follows: 
(i) Many countries rely heavily on indirect taxes such as excise duty; value added tax and turnover 
taxes etc. 
(ii) Definition of taxable income differs from country to country and also some allowances e.g. rates 
allowed for depreciation. 
(iii) Some countries allow tax exemption or reduced taxation on income from certain “desirable” 
investment projects in the form of tax holidays, exemption from import and export duties and extra 
depreciation on plant and machinery etc. 
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(iv) Tax treaties entered into with different countries e.g. double taxation avoidance agreements. 
(v) Offer of tax havens in the form of low or zero corporate tax rates. 
(2) Political risks: The extreme risks of doing business in overseas countries can be seizure of 
property/nationalization of industry without paying full compensation. There are other ways of 
interferences in the operations of foreign subsidiary e.g. levy of additional taxes on profits or exchange 
control regulations may block the flow of funds, restrictions on employment of foreign 
managerial/technical personnel, restrictions on imports of raw materials/supplies, regulations 
requiring majority ownership vetting within the host country. 
NPV model can be used to evaluate the risk of expropriation by considering probabilities of the 
occurrence of various events and these estimates may be used to calculate expected cash flows. The 
resultant expected net present value may be subjected to extensive sensitivity analysis. 
(3) Economic risks: The two principal economic risks which influence the success of a project are 
exchange rate changes and inflation. 
The impact of exchange rate changes and inflation upon incremental revenue and upon each element 
of incremental cost needs to be computed. 
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Unit-1 Capital Budgeting (Basics) 
Q.1. A company contemplating to purchase a machinery .Two machine are available, each costing Rs 5 
lacs. In comparing the profitability of the machine, a discounting rate of 10%is to be used and machine 
is to be written off in five years by straight line method of depreciation with nil residual value. The 
earning after taxation but before depreciation or cash inflow are expected as follows (Rs in lacs) 
Year  Machine A Machine B 
1      1.5 .5 
2      2.0 1.5 
3      2.5 2.0 
4      1.5 3.0 
5      1.0 2.0 
 Indicate which machine would be profitable using the following methods of ranking investment 
proposals: 
(i) pay back method 
(ii) net present value method 
(iii) profitability index method 
(iv) average rate of return method  
The discounting factors at 10% are as follows 

Year 1 2 3 4 5 

Discounting factors .909  .826 .751 .683 .621 

 
Q.2.ABC ltd is considering a new five year project. Its investment cost and annual profit are projected 
as follows: 
 Year Rs. 
Investment  0 -2,50,000 
Profits 1 40,000 
 2 30,000 
 3 20,000 
 4 10,000 
 5 10,000 
The residual value at the end of the project is expected to be Rs. 40,000 and depreciation of the 
original investment is straight line basis. Using Average profit and average capital employed calculate 
ARR for the project and pay back period. 
 
Q.3.The management of a company is considering an investment project Rs. 1,50,000 and it will have a 
scrap value of Rs. 10,000 at the end of its 5 years life. Transportation charges and installation charges 
are expected to be Rs. 5,000 and 25,000 respectively. If the project is accepted a spare part inventory 
of Rs. 10,000 must also be maintained. It is estimated that the spare part will have an estimated scrap 
value of 60% of their initial cost after 5 years. 
Annual revenue from the project is expected to be Rs. 1,70,000 and annual labour material and 
maintenance expenses are expected to be Rs. 15,000, Rs. 50,000 and Rs. 5,000 respectively. The 
depreciation and Taxes for 5 years will be: 

Year Depreciation Tax 

1 72,000 11,200 
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2 43,200 22,720 

3 32,400 27,040 

4 21,600 31,360 

5 800 39680 

(a) Calculate the cost of project and scrap value of the following after five years (ignore tax effect on 
loss in spare parts). 

(b) Evaluate the project. 
 
Q.4.Swastik ltd manufactures of special purpose tools, have two divisions, which are periodically 
assisted by visiting term of consultants. The management is worried about the steady increase in of 
expenses in this regards over the years. An analysis of last year’s experience reveals the following: 

 Rs 

Consultant’s remuneration 2,50,000 
Travel and conveyance 1,50,000 
Accommodation expenses 6,00,000 
Boarding charges 2,00,000 
Special allowance 50,000 
 12,50,000 
    The management estimates accommodation expenses to increase by Rs 2, 00,000 annually. As part 
of a cost reduction drive, Swastik ltd are proposing to construct a consultancy centre to take care of 
the accommodation requirements of the consultants. This will additionally save the company Rs 50,000 
in boarding charges and Rs 2, 00,000 in the cost of Executive Training Programmers hitherto conducted 
outside the company’s premises, every year. 
The following details are available regarding the construction and maintenance of the new centre: 

(i) Land at a cost of Rs 8, 00,000 already owned by the company will be used. 
(ii) Construction cost Rs 15, 00,000 including special furnishing. 
(iii) Cost of annual maintenance Rs 1, 50,000. 
(iv) Construction cost will be written off over 5 years being the results life 

Assuming that the written – off of construction cost as aforesaid will be accepted for tax purposes, that 
the rate of tax will be 50% and that desired rate of return is 15%, you are required to analysis the 
feasibility of the proposal and make recommendations. The relevant present values are: 
Year 1 2 3 4 5 
PV factor  .87 .76 .66 .57 .50 
 
Q.5.A company has to make a choice between two projects namely A and B. The initial capital 
outlay of two Projects are Rs.1,35,000 and Rs.2,40,000 respectively for A and B. There will be no 
scrap value at the end of the life of both the projects. The opportunity Cost of Capital of the 
company is 16%. The annual incomes are as under: 

Year Project A Project B Discounting factor @ 16% 

1  60,000 0.862 

2 30,000 84,000 0.743 

3 1,32,000 96,000 0.641 

4 84,000 1,02,000 0.552 

5 84,000 90,000 0.476 
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You are required to calculate for each project: 
(i) Discounted payback period 
(ii) Profitability index 
(iii) Net present value 
 
Q.6.PR Engineering is considering the purchase of new machine which will carry out some 
operations which are at present performed by manual labour. The following information related to 
two alternative models MX and MY are available: 

 Machine MX Machine MY 

Cost of machine Rs. 8,00,000 Rs. 10,20,000 

Expected life 6 years 6 years 

Scrap life Rs. 20,000 Rs. 30,000 

Estimated net income before depreciation at tax: 

Year Rs. Rs. 

1 2,50,000 2,70,000 

2 2,30,000 3,60,000 

3 1,80,000 3,80,000 

4 2,00,000 2,80,000 

5 1,80,000 2,60,000 

6 1,60,000 1,85,000 

Corporate tax rate for this company is 30% and the required rate of return on investment proposal 
is 10%. Depreciation will be charged on straight line method. You are required to calculate  
a. Payback period 
b. Net present value of each proposal, 
c. Which proposal would you recommend and why? 
 
Q.7.C Ltd. is considering investing in a project. The expected original investment in the project will 
be Rs. 2,00,000, the life of project will be 5 years with no salvage value. The expected net  cash 
inflow after depreciation but before tax during the life of the project will be as following:  

Year Earnings (Rs. in ‘000’) 
1 85 
2 100 
3 80 
4 80 
5 40 

The project will be depreciated at the rate of 20% on original cost. The tax rate applicable to  the 
company is 30%. You are required to calculate: 
1. Calculate payback period and average rate of return 
2. Calculate net present value and net present value index, if cost of capital is 10% 
3. Calculate internal rate of return. 

Note: Present values of Re. 1 at different rates of interest are as follows: 
Year 10% 37% 38% 40% 

1 0.909 0.730 0.725 0.714 
2 0.826 0.533 0.525 0.510 
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3 0.751 0.389 0.381 0.364 
4 0.683 0.284 0.276 0.260 
5 0.621 0.207 0.200 0.186 

 
Q.8.C Ltd. is considering investing in a project. The expected original investment in the project will be 
Rs. 2,00,000, the life of project will be 5 year with no salvage value. The expected net cash inflows after 
depreciation but before tax during the life of the project will be as following: 
Year   1   2   3   4   5 

Rs. 85,000  1,00,000  80,000  80,000  40,000 
The project will be depreciated at the rate of 20% on original cost. The company is subjected to 30% 
tax rate. 
Required: 
(i) Calculate payback period and average rate of return (ARR) 
(ii) Calculate net present value and net present value index, if cost of capital is 10%. 
(iii) Calculate internal rate of return. 
Note: The P.V. factors are: 
Year  P.V. at 10%   P.V. at 37%   P.V. at 38%   P.V. at 40% 
1 .909    .730    .725    .714 
2  .826    .533    .525    .510 
3  .751    .389    .381    .364 
4  .683    .284    .276    .260 
5  .621    .207    .200    .186 
 
Q.9. Nine Gems Ltd. has just installed Machine – R at a cost of ` 2,00,000. The machine has a five year 
life with no residual value. The annual volume of production is estimated at 1,50,000 units, which can 
be sold at ` 6 per unit. Annual operating costs are estimated at ` 2,00,000 (excluding depreciation) at 
this output level. Fixed costs are estimated at ` 3 per unit for the same level of production.  
Nine Gems Ltd. has just come across another model called Machine – S capable of giving the same 
output at an annual operating cost of ` 1,80,000 (exclusive of depreciation). There will be no change in 
fixed costs. Capital cost of this machine is ` 2,50,000 and the estimated life is for five years with nil 
residual value. The company has an offer for sale of Machine – R at ` 1,00,000. But the cost of 
dismantling and removal will amount to ` 30,000. As the company has not yet commenced operations, 
it wants to sell Machine – R and purchase Machine –S. Nine Gems Ltd. will be a zero-tax company for 
seven years in view of several incentives and allowances available.  
The cost of capital may be assumed at 15%. P.V. factors for five years are as follows:  
Year  P.V. Factors  
1  0.8696  
2  0.7561  
3  0.6575  
4  0.5717  
5  0.4972  
 
(i) Advise whether the company should opt for the replacement.  
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(ii) Will there be ay change in your view, if Machine-R has not been installed but the company is in the 
process of selecting one or the other machine?  
Support your view with necessary workings. 
 
Q.10. Excel Ltd. manufactures a special chemical for sale at ` 40 per kg. The variable cost of 
manufacture is 25 per kg. Fixed cost excluding depreciation is ` 2,50,000. Excel Ltd. is currently 
operating at 50% capacity. It can produce a maximum of 1,00,000 kgs at full capacity.  
The Production Manager suggests that if the existing machines are fully replaced the company can 
achieve maximum capacity in the next five years gradually increasing the production by 10% per year. 
The Finance Manager estimates that for each 10% increase in capacity, the additional increase in fixed 
cost will be ` 50,000. The existing machines with a current book value of ` 10,00,000 can be disposed of 
for ` 5,00,000. The Vice-President (finance) is willing to replace the existing machines provided the NPV 
on replacement is about ` 4,53,000 at 15% cost of capital after tax.  
(i) You are required to compute the total value of machines necessary for replacement.  
For your exercise you may assume the following:  
(a) The company follows the block assets concept and all the assets are in the same block. Depreciation 
will be on straight-line basis and the same basis is allowed for tax purposes.  
(b) There will be no salvage value for the machines newly purchased. The entire cost of the assets will 
be depreciated over five year period.  
(c) Tax rate is at 40%.  
(d) Cash inflows will arise at the end of the year.  
(e) Replacement outflow will be at the beginning of the year (year 0).  
(f)  Year  0  1  2  3  4  5  
Discount Factor at 15%  1  0.87  0.76  0.66  0.57  0.49  
 
Q.11.Following are the data on a capital project being evaluated by the management of X Ltd.  
Project M 
 
Annual cost saving  4,00,000  
Useful life  4 years  
I.R.R.  15%  
Profitability Index (PI)  1.064  
NPV  ?  
Cost of capital  ? 
 
Cost of project  ?  
Payback  ?  
Salvage value  0  
Find the missing values considering the following table of discount factor only:  
Discount factor  15%  14%  13%  12%  
1 year  0.869  0.877  0.885  0.893  
2 years  0.756  0.769  0.783  0.797  
3 years  0.658  0.675  0.693  0.712  
4 years  0.572  0.592  0.613  0.636  
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2.855  2.913  2.974  3.038  
 
Q.12.S Ltd. has ` 10,00,000 allocated for capital budgeting purposes. The following proposals and 
associated profitability indexes have been determined:  
Project  Amount  Profitability Index  
`  
1  3,00,000  1.22  
2  1,50,000  0.95  
3  3,50,000  1.20  
4  4,50,000  1.18  
5  2,00,000  1.20  
6  4,00,000  1.05  
Which of the above investments should be undertaken? Assume that projects are indivisible and there 
is no alternative use of the money allocated for capital budgeting. 
 
Q.13.A large profit making company is considering the installation of a machine to process the waste 
produced by one of its existing manufacturing process to be converted into a marketable product. At 
present, the waste is removed by a contractor for disposal on payment by the company of ` 50 lakhs 
per annum for the next four year The contract can be terminated upon installation of the aforesaid 
machine on payment of a compensation of ` 30 lakhs before the processing operation starts. This 
compensation is not allowed as deduction for tax purposes.  
The machine required for carrying out the processing will cost ` 200 lakhs to be financed by a loan 
repayable in 4 equal instalments commencing from the end of year 1. The interest rate is 16% per 
annum. At the end of the 4th year, the machine can be sold for ` 20 lakhs and the cost of dismantling 
and removal will be ` 15 lakhs.  
Sales and direct costs of the product emerging from waste processing for 4 years are estimated as 
under:  
` in lakhs  
Year  1  2  3  4  
Sales  322  322  418  418  
Material consumption  30  40  85  85  
Wages  75  75  85  100  
Other expenses  40  45  54  70  
Factory overheads  55  60  110  145  
Depreciation (as per income-tax)  50  38  28  21  
Initial stock of materials required before commencement of the processing operations is ` 20 lakhs at 
the start of year 1. The stock levels of materials to be maintained at the end of year 1, 2 and 3 will be ` 
55 lakhs and the stocks at the end of year 4 will be nil. The storage of materials will utilize space which 
would otherwise have been rented out for ` 10 lakhs per annum. Labour costs include wages of 40 
workers, whose transfer to this process will reduce idle time payments of ` 15 lakhs in year 1 and ` 10 
lakhs in year 2. Factory overheads include apportionment of general factory overheads except to the 
extent of insurance charges of ` 30 lakhs per annum payable on this venture. The company’s tax rate is 
35%.  
Present value factors for four years are as under:  
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Year  1  2  3  4  
Present value factors  0.870  0.756  0.658  0.572  
Advise the management on the desirability of installing the machine for processing the waste. All 
calculations should form part of the answer. 
 
Q.14.ABC Company Ltd. has been producing a chemical product by using machine Z for the last two 
years. Now the management of the company is thinking to replace this machine either by X or by Y 
machine. The following details are furnished to you:  

 Z X Y 

Books value (Rs.)  1,00,000  -  -  

Resale value now (Rs.)  1,10,000  -  -  

Purchase price (Rs.)  -  1,80,000  2,00,000  

Annual fixed costs (including depreciation) (Rs.)  92,000  1,08,000  1,32,000  

Variable running costs (including labour) per unit (Rs.)  3  1.50  2.50  

Production per hour (unit)  8  8  12 

You are also provided with the following details:  
Selling price per unit  (`) 20  
Cost of materials per unit  (`) 10  
Annual operating hours  2,000  
Working life of each of the three machines (as from now)  5 years  
Salvage value of machines Z ` 10,000, X ` 15,000,Y ` 18,000  
The company charges depreciation using straight line method. It is anticipated that an additional cost 
of ` 8,000 per annum would be incurred on special advertising to sell the extra output of machine. 
Assume tax rate of 40% and cost of capital 10%. The present value of Re. 1 to be received at the end of 
the year at 10% is as under:  
Year  1  2  3  4  5  
Present value  0.909  0.826  0.751  0.683  0.621  
Required: Using NPV method, you are required to analyse the feasibility of the proposal and make 
recommendations. 
  
Q.15. Electromatic Excellers Ltd. specialise in the manufacture of novel transistors. They have recently 
developed technology to design a new radio transistor capable of being used as an emergency lamp 
also. They are quite confident of selling all the 8,000 units that they would be making in a year. The 
capital equipment that would be required will cost Rs. 25 lakhs. It will have an economic life of 4 years 
and no significant terminal salvage value. During each of the first four years promotional expenses are 
planned as under: ` 1st Year 1 2 3 4 advertisement 1,00,000 75,000 60,000 30,000 Others 50,000 
75,000 90,000 1,20,000 Variable cost of production and selling expenses: `250 per unit Additional fixed 
operating costs incurred because of this new product are budgeted at `.75,000 per year. The 
company’s profit goals call for a discounted rate of return of 15% after taxes on investments on new 
products. The income tax rate on an average works out to 40%. You can assume that the straight line 
method of depreciation will be used for tax and reporting. Work out an initial selling price per unit of 
the product that may be fixed for obtaining the desired rate of return on investment. Present value of 
annuity of Re. 1 received or paid in a steady stream throughout 4 years in the future at 15% is 3.0079.  
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Q.16. Techtronics Ltd., an existing company, is considering a new project for manufacture of pocket 
video games involving a capital expenditure of `.600 lakhs and working capital of `.150 lakhs. The 
capacity of the plant is for an annual production of 12 lakh units and capacity utilisation during the 6-
year working life of the project is expected to be as indicated below.  
Year  Capacity utilisation (%)  
1  33 1/3 %  
2  66 2/3 %  
3  90 %  
4-6  100 %  
The average price per unit of the product is expected to be `.200 netting a contribution of 40%. Annual 
fixed costs, excluding depreciation, are estimated to be `.480 lakhs per annum from the third year 
onwards; for the first and second year it would be 240 lakhs and 360 lakhs respectively. The average 
rate of depreciation for tax purposes is 33 1/3% on the capital assets. No other tax reliefs are 
anticipated. The rate of income-tax may be taken at 50%. at the end of the third year, an additional 
investment of `.100 lakhs would be required for working capital. The company, without taking into 
account the effects of financial leverage, has targeted for a rate of return of 15%. You are required to 
indicate whether the proposal is viable, giving your working notes and analysis. Terminal value for the 
fixed assets may be taken at 10% and for the current assets at 100%. Calculation may be rounded off to 
lakhs of rupees. For the purpose of your calculations, the recent amendments to tax laws with regard 
to balancing charge may be ignored. 
 
Q.17.Company X is forced to choose between two machines A and B. The two machines are designed 
differently, but have identical capacity and do exactly the same job. Machine A costs ` 1,50,000 and will 
last for 3 years. It costs ` 40,000 per year to run. Machine B is an ‘economy’ model costing only ` 
1,00,000, but will last only for 2 years, and costs ` 60,000 per year to run. These are real cash flows. The 
costs are forecasted in rupees of constant purchasing power. Ignore tax. Opportunity cost of capital is 
12 per cent. Which machine company X should buy?  
 
 
Q.18. Complex Ltd., an infrastructure company is evaluating a proposal to build, operate and transfer a 
section of 20 kms. of road at a project cost of ` 400 crores to be financed as follows:  
Equity Shares Capital ` 100 crores, loans at the rate of interest of 15% p.a. from financial institutions ` 
300 crores. The Project after completion will be opened to traffic and a toll will be collected for a 
period of 15 years from the vehicles using the road. The company is also required to maintain the road 
during the above 15 years and after the completion of that period, it will be handed over to the 
Highway authorities at zero value. It is estimated that the toll revenue will be ` 100 crores per annum 
and the annual toll collection expenses including maintenance of the roads will amount to 5% of the 
project cost. The company considers to write off the total cost of the project in 15 years on a straight 
line basis. For Corporate Income-tax purposes the company is allowed to take depreciation @ 10% on 
WDV basis. The financial institutions are agreeable for the repayment of the loan in 15 equal annual 
installments – consisting of principal and interest.  
Calculate Project IRR and Equity IRR. Ignore corporate taxation. Explain the difference in Project IRR 
and Equity IRR 
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Q.19.X Ltd. an existing profit-making company, is planning to introduce a new product with a projected 
life of 8 years Initial equipment cost will be ` 120 laths and additional equipment costing ` 10 laths will 
be needed at the beginning of third year. At the end of the 8 years, the original equipment will have 
resale value equivalent to the cost of removal, but the additional equipment would be sold for ` 1 
laths. Working Capital of ` 15 laths will be needed. The 100% capacity of the plant is of 4, 00,000 units 
per annum, but the production and sales-volume expected are as under:  
Year  Capacity in percentage  
1  20  
2  30  
3-5  75  
6-8  50  
A sale price of ` 100 per unit with a profit-volume ratio of 60% are likely to be obtained. Fixed 
Operating Cash Cost is likely to be ` 16 laths per annum. In addition to this the advertisement 
expenditure will have to be incurred as under:  
Year  1  2  3-5  6-8  
Expenditure in ` lakhs each year  30  15  10  4  
The company is subject to 50% tax, straight-line method of depreciation, (permissible for tax purposes 
also) and taking 12% as appropriate after tax Cost of Capital, should the project be accepted?  
 
Q.20.DL Services is in the business of providing home Services like plumbing, sewerage line cleaning 
etc. There is a proposal before the company to purchase a mechanized sewerage cleaning line for a 
sum of ` 20 lacs. The life of the machine is 10 years. The present system of the company is to use 
manual labour for the job. You are provided the following information: 
Cost of machine 20 lakhs 
Depreciation 20% p.a. straight line 
Operating cost ` 5 lacs per annum 
Present system 
Manual labour 200 persons 
Cost of Manual labour ` 10,000 (ten thousand) per person per annum 
The company has an after tax cost of funds of 10% per annum. The applicable rate of tax inclusive of 
surcharge and cess is 35%. 
Based on the above you are required to: 
(i) State whether it is advisable to purchase the machine. 
(ii) Compute the savings/additional cost as applicable, if the machine is purchased. 
 
 
Q.21. A & Co. is contemplating whether to replace an existing machine or to spend money on 
overhauling it. A & Co. currently pays no taxes. The replacement machine costs ` 1,00,000 now and 
requires maintenance of ` 10,000 at the end of every year for eight years. At the end of eight years it 
would have a salvage value of ` 20,000 and would be sold. The existing machine requires increasing 
amounts of maintenance each year and its salvage value falls each year as follows:  
Year  Maintenance Salvage  
Present  0  40,000  
1  10,000  25,000  
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2  20,000  15,000  
3  30,000  10,000  
4  40,000  0 
 
The opportunity cost of capital for A & Co. is 15%. When should the company replace the machine?  
(Notes: Present value of an annuity of ` 1 per period for 8 years at interest rate of 15% : 4.4873; 
present value of ` 1 to be received after 8 years at interest rate of 15% : 0.3269). 
 
 
Q.22. A firm has projected the following cash flows from a project under evaluation:  
Year  ` lakhs  
0  (70)  
1  30  
2  40  
3  30  
 
The above cash flows have been made at expected prices after recognizing inflation. The firm’s cost of 
capital is 12%. The expected annual rate of inflation is 5%. Show how the viability of the project is to be 
evaluated. 
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Unit-2 Capital Budgeting (Risk & uncertainty) 
Risk & uncertainty 
Uncertainty refers to the outcomes of a given event which are too unsure to be assigned probabilities, 
while Risk refers to a set of unique outcomes for a given event which can be assigned probabilities. in 
investment decisions, cash outflows and cash inflows over the life of the project are estimated and on 
the basis of such estimates, decisions are taken following some appraisal criteria (nPV, irr, etc.). risk 
and uncertainties are involved in the estimation of such future cash flows as it is very difficult to 
predict with certainty what exactly will happen in future. Therefore, the risk with reference to capital 
budgeting is referred to as the variability in actual returns of a project over its working life in relation to 
the estimated return as forecast at the time of the initial capital budgeting decision. The difference 
between the risk and uncertainty, therefore, lies in the fact that variability is less in risk than in 
uncertainty. So, the risk exists when the decision maker is in a position to assign probabilities to various 
outcomes. This happens when the decision maker has some historical data on the basis of which he 
assigns probabilities to other projects of the same type. 
 
Risk Adjusted Discount Rate Method: The use of risk adjusted discount rate is based on the concept 
that investors demands higher returns from the risky projects. The required return of return on any 
investment should include compensation for delaying consumption equal to risk free rate of return, 
plus compensation for any kind of risk taken on. 
The case, risk associated with any investment project is higher than risk involved in a similar kind of 
project, discount rate is adjusted upward in order to compensate this additional risk borne. 
After determining the appropriate required rate of return (Discount rate) for a project with a given 
level of risk cash flows are discounted at this rate in usual manner. 
Adjusting discount rate to reflect project risk- If risk of project is greater than, equal to, less than risk of 
existing investments of firm, discount rate used is higher than, equal to or less than average cost of 
capital as the, case may be. Risk Adjusted Discount Rate for Project 'k' is given by 
rk = i + n + dk 
Where, 
I= risk free rate of interest. 
n= adjustment for firm's normal risk. 
Dk=adjustment for different risk of project 'k'. 
rk= firm's cost of capital. 
 
Certainty Equivalent Approach (CE Approach) 
This approach allows the decision maker to incorporate his or her utility function into the analysis. In 
this approach a set of risk less cash flow is generated in place of the original cash flows. 
It is based on game theory. Suppose on tossing out a coin, if it comes head you will get 10,000 and if it 
comes out to be tail, you will win nothing. Thus you have 50% chances of winning and expected value is 
` 5,000. In such case if you are indifferent at receiving ` 3,000 for a certain amount and not playing then 
` 3,000 will be certainty equivalent and 0.3 (i.e 3,000/10,000) will be certainty equivalent coefficient. 
The takeaway here is that someone else may not have as much of fear of risk as you do and as a result, 
you will have a different certainty equivalent. 
Steps in the Certainty Equivalent (CE) approach 
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Step 1: Remove risk by substituting equivalent certain cash flows from risky cash flows. This can be 
done by multiplying each risky cash flow by the appropriate α t value (CE coefficient) 
Step 2: Discounted value of cash flow is obtained by applying risk less rate of interest. Since you have 
already accounted for risk in the numerator using CE coefficient, using the cost of capital to discount 
cash flows will tantamount to double counting of risk. 
Step 3: After that normal capital budgeting method is applied except in case of IRR method, where IRR 
is compared with risk free rate of interest rather than the firm’s required rate of return. 
Thus Certainty Equivalent reflects two aspects: 
(a) Variability of outcomes. 
(b) Attitude towards risk. 
Certainty Equivalent Coefficients transform expected values of uncertain flows into their Certainty 
Equivalents. 
 
Standard Deviation in Capital Budgeting 
Standard Deviation is considered as the best measures of dispersion or variability. Higher value of 
standard deviation indicates higher variability and vice versa. Higher variability means higher risk. As 
future cash flows cannot be estimated with certainty, it involves risk. Therefore, risk in investment 
analysis can be measured using standard deviation. Investment proposal with lower standard deviation 
will indicate lower variability in cash flow estimates, hence such investment proposal may be preferred 
to the proposal having higher standard deviation. For comparing different alternative investment 
proposals, coefficient of variation is preferred to standard deviation because coefficient of variation is 
a relative measure (which is derived through dividing standard deviation by expected NPV) while 
standard deviation is an absolute measure.  
 
Hillier’s model & Hentz’s model Hillier’s model  
H.S.Hillier argues that the uncertainty or the risk associated with a capital expenditure proposal is 
shown by the standard deviation of the expected cash flows. In other words, the more certain a project 
is lesser would be the deviation of various cash flows from the mean cash flows. Let us take the 
example of a bank deposit where the rate of interest stipulated is subject to changes according to the 
Reserve Bank Regulations. It is also known with a fair degree of certainty that even if the rate of 
interest is revised downwards or upwards, such changes are not quite high. But in case of any business, 
actual cash flows and estimated cash flows may widely differ because of existence of many factors, 
which are difficult to predict with certainty, affecting the cash flows. Now there may be at best two or 
three possible cash flows: the first at the contracted rate of interest, the second at a rate of interest 
one step higher and third at a rate of interest two steps higher. it is quite obvious that the standard 
deviation of this proposal would be much lower as compared to the standard deviation of the cash 
flows related to an investment proposal. In the latter case th ere are a large number of variables which 
would affect the cash inflows and therefore, the variation in the cash inflows would be much higher 
resulting in a higher standard deviation. Hillier argues that working out the standard deviation of the 
various ranges of possible cash flows would be helpful in the process of taking cognisance of 
uncertainty involved with future projects. Hillier has developed a model to evaluate the various 
alternative cash flows that may arise from a capital expenditure proposal. He considers the correlation 
of cash flows from year to year. Accordingly, cash flows may be independent, i.e., uncorrelated, 
perfectly correlated or neither uncorrelated nor perfectly correlated. 
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Use of normal probability Distribution (npD)  
NPD is a smooth, symmetric, continuous bell shaped curve. It can be used to analyse the risk element 
in capital budgeting. Properties of NPD: • The area under the Normal Curve is 1. • The curve reaches its 
maximum at the expected value (Mean) of the distribution and one-half of the area lies on either side 
of the mean. • About 50% (49.72%) of the area lies within ± 0.67 standard deviation of the expected 
value About 68% (68.26%) of the area lies within ± 1.00 standard deviation of the expected value 
About 95% (95.46%) of the area lies within ± 2.00 standard deviation of the expected value About 
100% (99.74%) of the area lies within ± 3.00 standard deviation of the expected value, i.e., only 0.26% 
of the area lies outside ± 3.00 standard deviation. Normal Probability Table may be used to determine 
the area under Normal Curve for various standard deviation (S.D.) and Probability of occurrence can be 
read from the Normal Probability Table. The Table is the ‘right-tail’ of the distribution. The negative 
signs for the value of Z simply reflect that the value lies to the left of the mean value. 
 
Decision Tree Analysis  
Decision Tree Analysis is a useful tool for analysis of investment proposals incorporating project 
flexibility. The decision-tree method analyzes investment opportunities involving a sequence of 
decisions over time. Various decision points are defined in relation to subsequent chance events. The 
Expected NPV for each decision point is computed based on the series of NPVs and their probabilities 
that branch out or follow the decision point in question. In other words, once the range of possible 
decisions and chance events are laid out in tree diagram form, the NPVs associated with each decision 
are computed by working backwards on the diagram from the expected cash flows defined for each 
path on the diagram. The optimal decision path is chosen by selecting the highest expected NPV for the 
first decision point. 
 
Sensitivity Analysis in Capital Budgeting 
Sensitivity analysis is used in Capital budgeting for more precisely measuring the risk. It helps in 
assessing information as to how sensitive are the estimated parameters of the project such as cash 
flows, discount rate, and the project life to the estimation errors. Future being always uncertain and 
estimations are always subject to error, sensitivity analysis takes care of estimation errors by using a 
number of possible outcomes in evaluating a project. The methodology adopted in sensitivity analysis 
is to evaluate a project by using a number of estimated cash flows so as to provide to the decision 
maker an insight into the variability of outcome. Thus, it is a technique of risk analysis which studies 
the responsiveness of a criterion of merit like NPV or IRR to variation in underlying factors like selling 
price, quantity sold, returns from an investment etc. Sensitivity analysis answers questions like, 
(i) What happens to the present value (or some other criterion of merit) if flows are, say 50,000 than 
the expected ` 80,000? 
(ii) What will happen to NPV if the economic life of the project is only 3 years rather than expected 5 
years? 
Therefore, wherever there is an uncertainty, of whatever type, the sensitivity analysis plays a crucial 
role. However, it should not be viewed as the method to remove the risk or uncertainty, it is only a tool 
to analyse and measure the risk and uncertainty. In terms of capital budgeting the possible cash flows 
are based on three assumptions: 
(a) Cash flows may be worst (pessimistic) 
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(b) Cash flows may be most likely. 
(c) Cash flows may be most optimistic. 
Sensitivity analysis involves three steps 
(1) Identification of all those variables having an influence on the project’s NPV or IRR. 
(2) Definition of the underlying quantitative relationship among the variables. 
(3) Analysis of the impact of the changes in each of the variables on the NPV of the project. 
The decision maker, in sensitivity analysis always asks himself the question – what if? 
 
Q.1.A company is considering two mutually exclusive projects X and Y. Project X costs ` 3,00,000 and 
Project Y ` 3,60,000. You have been given below the net present value, probability distribution for each 
project:  
Project X  Project Y  
NPV Estimate  Probability  NPV Estimate  Probability  
`  `  
30,000  0.1  30,000  0.2  
60,000  0.4  60,000  0.3  
1,20,000  0.4  1,20,000  0.3  
1,50,000  0.1  1,50,000  0.2  
(i) Compute the expected net present value of Projects X and Y.  
(ii) Compute the risk attached to each project i.e., Standard Deviation of each probability distribution.  
(iii) Which project do you consider more risky and why?  
(iv) Compute the profitability index of each project.  
 
Q.2. Determine the risk adjusted net present value of the following projects:  

 A  B  C  

Net cash outlays (Rs`)  1,00,000  1,20,000  2,10,000  

Project life  5 years  5 years  5 years  

Annual cash inflow (Rs`)  30,000  42,000  70,000  

Coefficient of variation  0.4  0.8  1.2  

 

Coefficient 
 of variation  

Risk adjusted  
rate of discount  

Present value factor 1 to 5 
years at risk adjusted rate of 
discount  

0.0  10%  3.791  

0.4  12%  3.605  

0.8  14%  3.433  

1.2  16%  3.274  

1.6  18%  3.127  

2.0  22%  2.864  

More than 2.0  25%  2.689 

 
Q.3. New Projects Ltd. is evaluating 3 projects, P-I, P-II, P-III. Following information is available in 
respect of these projects: 
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 P-I  P-II P-III 

Cost  15,00,000 11,00,000 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? 
 
Q.4.Skylark Airways is planning to acquire a light commercial aircraft for flying class clients at an 
investment of ` 50,00,000. The expected cash flow after tax for the next three years is as follows: (`)  
Year 1  Year 2  Year 3  
CFAT  Probability  CFAT  Probability  CFAT  Probability  
14,00,000  0.1  15,00,000  0.1  18,00,000  0.2  
18,00,000  0.2  20,00,000  0.3  25,00,000  0.5  
25,00,000  0.4  32,00,000  0.4  35,00,000  0.2  
40,00,000  0.3  45,00,000  0.2  48,00,000  0.1  
The Company wishes to take into consideration all possible risk factors relating to airline operations. 
The company wants to know: 
(i) The expected NPV of this venture assuming independent probability distribution with 6 per cent risk 
free rate of interest. 
(ii) The possible deviation in the expected value. 
(iii) How would standard deviation of the present value distribution help in Capital Budgeting 
decisions? 
 
Q.5.Cyber Company is considering two mutually exclusive projects. Investment outlay of both the 
projects is ` 5,00,000 and each is expected to have a life of 5 years. Under three possible situations 
their annual cash flows and probabilities are as under:  
`Cash Flow  
Situation  Probabilities  Project  

A  
Project  
B  

Good  0.3  6,00,000  5,00,000  
Normal  0.4  4,00,000  4,00,000  
Worse  0.3  2,00,000  3,00,000  
The cost of capital is 9 per cent, which project should be accepted? Explain with workings.  
 
Q.6.A firm has an investment proposal, requiring an outlay of ` 80,000. The investment proposal is 
expected to have two years economic life with no salvage value. In year 1, there is a 0.4 probability 
that cash inflow after tax will be ` 50,000 and 0.6 probability that cash inflow after tax will be ` 60,000. 
The probability assigned to cash inflow after tax for the year 2 are as follows:  
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The cash inflow year 1  ` 50,000  ` 60,000  

The cash inflow year 2  Probability  Probability  

` 24,000  0.2 ` 40,000  0.4 

` 32,000  0.3 ` 50,000  0.5 

` 44,000  0.5 ` 60,000  0.1 

Required:  
(i) Construct a decision tree for the proposed investment project and calculate the expected net 
present value (NPV).  
(ii) What net present value will the project yield, if worst outcome is realized? What is the probability 
of occurrence of this NPV?  
(iii) What will be the best outcome and the probability of that occurrence?  
(iv) Will the project be accepted?  
(Note: 8% discount factor 1 year 0.9259; 2 year 0.8573) 
 
Q.7. A company is considering Projects X and Y with following information:  
Project  Expected NPV  

(`)  
Standard deviation  

X  1,06,000  75,000  
Y  2,40,000  1,35,000  
(i) Which project will you recommend based on the above data?  
(ii) Explain whether your opinion will change, if you use coefficient of variation as a measure of risk.  
(iii) Which measure is more appropriate in this situation and why? 
 
Q.8. The Textile Manufacturing Company Ltd., is considering one of two mutually exclusive proposals, 
Projects M and N, which require cash outlays of ` 8,40,000 and ` 8,75,000 respectively. The certainty-
equivalent (C.E) approach is used in incorporating risk in capital budgeting decisions. The current yield 
on government bonds is 7% and this is used as the risk free rate. The expected net cash flows and their 
certainty equivalents are as follows: 
Project M  Project N  
Year-end  Cash Flow `  C.E.  Cash Flow `  C.E.  
1  4,50,000  0.8  4,50,000  0.9  
2  5,00,000  0.7  4,50,000  0.8  
3  5,00,000  0.5  5,00,000  0.7  
 
Present value factors of ` 1 discounted at 7% at the end of year 1, 2 and 3 are 0.9346, 0.8734 and 
0.8163 respectively. Which the project should be accepted? 
 
Q.9.From the following details relating to a project, analyse the sensitivity of the project to changes 
in initial project cost, annual cash inflow and cost of capital: 
Initial Project Cost (`)   1,20,000 
Annual Cash Inflow (`)  45,000 
Project Life (Years)   4 
Cost of Capital   10% 
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To which of the three factors, the project is most sensitive? (Use annuity factors: for 10% 3.169 and 
11% ... 3.109). 
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Unit-3 Capital Budgeting (Leasing Decision) 
Lease 
Lease can be defined as a right to use an equipment or capital goods on payment of periodical amount. 
Parties to a Lease: There are two principal parties to any lease agreement (i)Lessor (ii)Lessee : 
Type of Leasing: The different leasing options may however, be grouped in by two broad categories as 
under: 
Operating Lease : Features of Operating Lease (CA Final) 
(i)It is a short-term arrangement. 
(ii)It can be cancelled by the lessee prior to its expiration date. 
(iii)The lease rental is generally not sufficient to fully amortize the cost of the asset. 
(iv)The cost of maintenance, taxes, insurance are the responsibility of the lessor. 
(v)The lessee is protected against the risk of obsolescence. 
(vi)The lessor has the option to recover the cost of the asset from another party on cancellation of the 
lease by leasing out the asset. 
(vii)The lease term is significantly less than the economic life of the equipment. 
These Agreements may generally be preferred by the lessee in the following circumstances: 
(a) When the long-term suitability of asset is uncertain. 
(b) When the asset is subject to rapid obsolescence 
(c) When the asset is required for immediate use to tide over a temporary problem. 
Computers & other office equipments are very common assets which form subject matter of many 
operating lease agreements. 
Financial Lease : Features of Financial Lease (CA Final) 
(i)It is a long-term arrangement. 
(ii)During the primary lease period, the lease cannot be cancelled. 
(iii)The lease is more or less fully amortized during the primary lease period. 
(iv)The cost of maintenance, taxes, insurance etc., are to be incurred by the lessee unless the contract 
provides otherwise. 
(v)The lessee is required to take the risk of obsolescence. 
(vi)The lessor is only the Financier and is not interested in the asset. 
(vii)The lease term generally covers the full economic life of the equipment. 
Advantages of Leasing 
(i) Flexibility 
(ii) 100% Financing 
(iii) Timely & Easy Availability of Finance 
(iv)Simple Documentation 
(v)Safeguarded Against the Risk of Obsolescence 
(vi) Does not affect the Borrowing Capacity 
(vii) Off the Balance Sheet Financing 
(viii) Sale and Lease Back’ Arrangement 
(ix) Piecemeal Financing 
(x) Tax Benefits 
Disadvantages of Leasing : 
(i) The lease rentals become payable soon after the acquisition of assets and no moratorium period is 
permissible as in case of term loans from financial institutions. 
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(ii) The seller’s warranties for satisfactory operation of the leased assets may sometimes not be 
available to lessee. 
(iii) Default in payment by the lessor may sometimes result in seizure of assets by banks causing loss to 
the lessee. 
(iv) Lease financing has a very high cost of interest as compared to interest charged on term loans by 
financial institutions/ 
(v) Restriction on Use :The Lessor generally imposes certain restrictions on the leased assets. The 
Lessee may not be permitted to make addition on alterations to suit his needs. 
 
Cross Border Leasing  
In case of cross-border or international lease, the lessor and the lessee are situated in two different 
countries. Because the lease transaction takes place between parties of two or more countries, it is 
called cross-border lease. 
Basic Prerequisites Of Cross Border Leasing : 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. 
Objective Of Cross Border Leasing : A major objective of cross-border leases is to reduce the overall 
cost of financing through utilization of tax depreciation allowances to reduce its taxable income. Other 
important objectives of cross border leasing include the following : 
(i) The lessor is often able to utilize nonrecourse debt to finance a substantial portion of the equipment 
cost. 
(ii) Also, depending on the structure, in some countries the lessor can utilize very favourable 
“leveraged lease” financial accounting treatment for the overall transaction. 
(iii) In some countries, it is easier for a lessor to repossess the leased equipment following a lessee 
default. 
(iv) Leasing provides the lessee with 100% financing. 
Principal Players Of Cross Border Lease : The principal players are 
(i) one or more equity investors; 
(ii) a special purpose vehicle formed to acquire and own the equipment and act as the lessor; 
(iii) one or more lenders, and 
(iv) the lessee. 
Benefits Of Cross Border Leasing : Cross border lease benefits are more or less the same as are 
available in domestic lease viz. 100% funding off-balance sheets financing, the usual tax benefits on 
leasing, etc. In addition to these benefits, the following are the more crucial aspects which are required 
to be looked into: 
(i) appropriate currency requirements can be met easily to match the specific cash flow needs of the 
lessee; 
(ii) funding for long period and at fixed rate which may not be available in the lessee home market may 
be obtained internationally; 
(iii) maximum tax benefits in one or more regions could be gained by structuring the lease in a 
convenient fashion; 
(iv) tax benefits can be shared by the lessee or lessor accordingly by pricing the lease in the most 
beneficial way to the parties; 
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(v) choice of assets for cross border lease is different than domestic lease because those assets may 
find here attractive bargain which are internationally mobile , have adequate residual value and enjoy 
undisputed title. 
 
Sales and Lease Back Leasing 
Under this arrangement an asset which already exists and is used by the lessee is first sold to the lessor 
for consideration in cash. The same asset is then acquired for use under financial lease agreement from 
the lessor. This is a method of raising funds immediately required by lessee for working capital or other 
purposes. The lessee continues to make economic use of assets against payment of lease rentals while 
ownership vests with the lessor. 
 
Sales-Aid-Lease 
When the leasing company (lessor) enters into an arrangement with the seller, usually manufacturer of 
equipment, to market the latter’s product through its own leasing operations, it is called a ‘sales-aid-
lease’. The leasing company usually gets a commission on such sales from the manufacturers and 
increases its profit. 
Apart from term loan and other facilities available from financial institutions including banks to a 
promoter to acquire equipment and other capital goods, the promoter now has an alternative option 
to acquire economic use of capital assets through leasing. The ultimate decision to either approach a 
financial institution or a leasing company will, however, depend on the nature of each such 
transaction. 
 
Structure of Lease Rentals (LR.) 
Lease Rentals are tailor made to enable the lessee to pay from the funds generated from its 
operations. Example: If profits from the leased plant start from the third year and go on increasing, 
then lessee will structure the installments of the plant in such a way that he will pay more amount in 
4th year and onwards i.e. ballooned lease rentals. 
Lease Rentals can be of three types: 
1. Deferred Lease Rentals 
2. Stepped up Lease Rentals. 
3. Ballooned Lease Rentals. 
 
Bower-Herringer-Williamson Method: This method segregates the financial and tax aspects of lease 
financing. If the operating advantage of a lease is more than its financial disadvantage or vice-versa 
lease will be preferred. 
The procedure of evaluation is briefly as follows : 
1. Compare the present value of debt with the discounted value of lease payments (gross), the rate of 
discount being the gross cost of debt capital. The net present value is the financial advantage (or 
disadvantage). 
2. Work out the comparative tax benefit during the period and discount it at an appropriate cost of 
capital. The present value is the operating advantage (or disadvantage) of leasing. 
3. If the net result is an advantage, select leasing. 
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Q.1.Your company is considering to acquire an additional computer to supplement its time-share 
computer services to its clients. It has two options:  
(i) To purchase the computer for ` 22 lakhs.  
(ii) To lease the computer for three years from a leasing company for ` 5 lakhs as annual lease rent plus 
10% of gross time-share service revenue. The agreement also requires an additional payment of ` 6 
lakhs at the end of the third year. Lease rents are payable at the year-end, and the computer reverts to 
the lessor after the contract period.  
The company estimates that the computer under review will be worth ` 10 lakhs at the end of third 
year.  
Forecast Revenues are:  
Year  1  2  3  
Amount (` in lakhs)  22.5  25  27.5  
Annual operating costs excluding depreciation/lease rent of computer are estimated at ` 9 lakhs with 
an additional ` 1 lakh for start up and training costs at the beginning of the first year. These costs are to 
be borne by the lessee. Your company will borrow at 16% interest to finance the acquisition of the 
computer. Repayments are to be made accordi ng to the following schedule:  
Year end  1  2  3  
Principal (`’000)  500  850  850  
Interest (`’000)  352  272  136  
The company uses straight line method (SLM) to depreciate its assets and pays 50% tax on its income. 
The management approaches you to advice. Which alternative would be recommended and why?  
Note: The PV factor at 8% and 16% rates of discount are:  
Year  1  2  3  
8%  0.926  0.857  0.794  
16%  0.862  0.743  0.641  
 
Q.2. Fair finance, a leasing company, has been approached by a prospective customer intending to 
acquire a machine whose Cash Down price is ` 3 crores. The customer, in order to leverage his tax 
position, has requested a quote for a three year lease with rentals payable at the end of each year but 
in a diminishing manner such that they are in the ratio of 3: 2 : 1. Depreciation can be assumed to be 
on straight line basis and Fair Finance’s marginal tax rate is 35%. The target rate of return for Fair 
Finance on the transaction is 12%. 
 
Q.3. Alpha Limited is faced with a decision to purchase or acquire on lease a mini car. The cost of the 
mini car is ` 2,53,930. It has a life of 5 year The mini car can be obtained on lease by paying equal lease 
rentals annually. The leasing company desires a return of 10% on the gross value of the asset. Alpha 
Limited can also obtain 100% finance from its regular banking channel. The rate of interest will be 15% 
p.a. and the loan will be paid in five annual equal instalments, inclusive of interest. The effective tax 
rate of the company is 40%. For the purpose of taxation it is to be assumed that the asset will be 
written off over a period of 5 years on a straight line basis.  
(a) Advise Alpha Limited about the method of acquiring the car.  
(b) What should the annual lease rental to be charged by the leasing company to match the loan 
option?  
For your exercise use the following discount factors:  
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Years  
Discount rate  1  2  3  4  5  
10%  0.91  0.83  0.75  0.68  0.62  
15%  0.87  0.76  0.66  0.57  0.49  
9%  0.92  0.84  0.77  0.71  0.65  
 
Q.4. Armada Leasing Company is considering a proposal to lease out a school bus. The bus can be 
purchased for ` 8,00,000 and, in turn, be leased out at ` 2,00,000 per year for 8 years with payments 
occurring at the end of each year:  
(i) Estimate the internal rate of return for the company assuming tax is ignored.  
(ii) What should be the yearly lease payment charged by the company in order to earn 20 per cent 
annual compounded rate of return before expenses and taxes?  
(iii) Calculate the annual lease rent to be charged so as to amount to 20% after tax annual compound 
rate of return, based on the following assumptions:  
(i) Tax rate is 40%;  
(ii) Straight line depreciation;  
(iii) Annual expenses of ` 50,000; and  
(iv) Resale value ` 1,00,000 after the turn. 
 
Q. 5.Jemini Ltd. is in the business of manufacturing bearings. Some more product lines are being 
planned to be added to the existing system. The machinery required may be bought or may be taken 
on lease. The cost of machine is ` 40,00,000 having a useful life of 5 years with the salvage value of ` 
8,00,000. The full purchase value of machine can be financed by 20% loan repayable in five equal 
instalments falling due at the end of each year. Alternatively, the machine can be procured on a 5 years 
lease, year-end lease rentals being ` 12,00,000 per annum. The Company follows the written down 
value method of depreciation at the rate of 25%. Company’s tax rate is 35 per cent and cost of capital 
is 16 per cent:  
(i) Advise the company which option it should choose – lease or borrow.  
(ii)Assess the proposal from the lessor’s point of view examining whether leasing the machine is 
financially viable at 15% cost of capital (Detailed working notes should be given. Calculations can be 
rounded off to ` lakhs). 
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Unit -4 Cost of Capital 
Q.1. Borrower Ltd. isued 10,000, 10% Debentures of `100 each on 1st April. The cost of issue was ` 
25,000. The Company’s tax rate is 35%. Determine the cost of debentures if they were issued (a) at par 
(b) at a premium of 10% and (c) at a discount of 10% 
 
Q.2.Indebted Ltd issued 10,000, 10% Debentures of `100 each, redeemable in 10 years time at 10% 
premium. the cost of issue was `25,000. The Company’s Income Tax Rate is 35%. Determine the cost of 
debentures if they were issued (a) at par (b) at a premium of 10% and (c) at a discount of 10%. 
 
Q.3. A company is considering raising funds of about `100 Lakhs by one of two alternative methods, viz. 
14% Substitutional Tern Loan and 13% Non-Convertible Debentures. The term loan option would 
attract no major accidental cost. The Debentures would be issued at a discount of 2.5% and would 
involve cost of issue `1 lakh. Advice the company as to the better option based on effective cost of 
capital. Assume a tax rate of 50% 
 
Q.4.Preferred Ltd. issued 30,000, 15% Preference Shares of `100 each. The cost of issue was `30,000. 
Determine the cost of Preference Capital is shares are issued (a) at par (b) at a premium of 10% and (c) 
at a discount of 10%. 
 
Q.5.Preferential Ltd. issued 30,000, 15% Preference Shares of `100 each, redeemable at 10% premium 
after 20 years ` Issue Management Expenses were `30,00. Find out of Preference Capital if sahres are 
issued (a) at par (b) at a premium of 10% and (c) at a discount of 10%. 
 
 
Q.6.Dividend–Payers Ltd. has a stable income and stable dividend policy. The average annual dividend 
payout is ` 27 per share (Face Value = `100). You are required to find out –  
(1) Cost of Equity Capital if Market Price in Year 1 is `150.  
(2) Expected Market Price in Year 2 if cost of equity is expected to rise to 20%  
(3) Dividend Payout in Year 2 if the Company were to have an expected market pice of `160 per share, 
at the existing cost of equity. 
 
Q.7.Easy–Earnes Ltd has a uniform income that accrues in a four-year business cycle. It has an average 
EPS of ` 25 (per share of `100) over its business cylce. You are required to find out–  
1. Cos of Equity Capital if Market Price in Year 1 is `150.  
2. Expected Market Price in Year 2 if cost of Equity is expected to rise to 18%  
3. EPS in Year 2 if the Company were to have an expected Market Price of `160 per share, at the 
existing cost Equity. 
 
Q.8.The following is an extract from the Financial Statements of KPN Ltd. (in `Lakhs)  

Operating Profit  105  

Less :Interest on Debentures  33  

Net Operating Income before Tax  72  

Less : Income tax  36  

Net Profit after Tax  36  



CS PROFESSIONAL                                                                       CS ABHISHEK KAUSHIK 

                                                                                                                                                      Page 74 

 

Equity Share Capital (Shares of `10 each)  200  

Reserves and Surplus  100  

15% Non-Convertible Debentures (of `100 each)  220  

Total  520  

Market Price per Equity Share is `12 and per Debenture is `93.75, What is the Earnings per Share?  
What is the percentage cost of capital to the Company for the Debenture Funds and the Equity? 
 
Q.9.Optimistic Ltd has an EPS of `90 per Share. Its Dividend Payout Ratio is 40%. Its Earnings and 
Dividends are expected to grow at 5% per annum. Find out the cost of Equity Capital if its Market Price 
is `360 per share.  
Futuristic Ltd pays a Dividend of `2 per share. Its shares are quoted at `40 presently and investors 
expect a growth rate of 10% per annum. Calculate—  
(i) Cost of Equity Capital 
(ii) Expected Market Price per share if anticipated growth rate is 11%.  
(iii) Market price if dividend is `2, cost of capital is 16% and growth rate is 10%. 
 
Q.10.The following information has been extracted from the Balance Sheet of ABC Ltd. as on 
31stDecember -  

Component of capital  Equity Share Capital  12% Debentures  18%Term Loan  Total  

Amount `In Lakhs  400  400  1,200  2,000  

1. Determine the WACC of the Company. It had been paying dividends at a consistent rate of 20% per 
annum.  
2. What difference will it make if the current price of the ` 100 share is `160?  
3. Determine the effect of Income Tax on WACC under both the above situations. (Tax Rate = 40%). 
 
Q.11.BC Limited has the following book value capital structure -  

Equity Share Capital (150 million shares `10 par)  ` 1,500 million  

Reserves & Surplus  ` 2,250 million  

0.5% Preference Share Capital (1 million shares `100 par)  ` 100 million  

0.5% Debentures (1.5 million debentures `1000 par)  ` 1,500 million  

0.5% Term Loans from Financial Institutions  ` 500 million  

The debentures of ABC Limited are redeemable after three years and are quoting at ` 981.05 per 
debenture. The applicable income tax rate for the company is 35%.  
The current Market Price per Equity Share is `60. The prevailing default risk free interest rate on 10 
year GOI Treasury Bonds is 5.5%. The avarage market risk premium is 8%. The beta of the company is 
1.1875.  
The Preferred Stock of the Company is redeemable after 5 years and is currently selling at ` 98.15 per 
Preference Share.  
1. Calculate the weighted cost of capital of the company using market value weights.  
2. Define the marginal cost of capital schdule for the firm if it raises `750 million for a new project. The 
firm plans to have a target debt to value ratio of 20%. The beta of the new project is 1.4375. The debt 
capital will be raised through term loans. It will carry an interest rate of 9.5% for the first Rs.100 million 
and 10% for the next ` 50 million. 
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Q.12. JKL Ltd has the following book - value capital structure as on 31st March -  

Equity Share Capital (2,00,000 Shares)  `40,00,000  

11.5% Preference Shares  `10,00,000  

10% Debentures  `30,00,000  

Total  ` 80,00,000  

The Equity Shares of the Company sell for ` 20. It is expected that the Company will pay a dividend of ` 
2 per share next year, this dividend is expected to grow at 5% p.a. forever. Assume 35% corporate tax 
rate.  
1. Compute the Company’s WACC based on the existing Capital Structure.  
2. Compute the new WACC if the Company raises an additional ` 20 Lakhs debt by issuing 12% 
debentures. This would result in increasing the expected Equity dividend to ` 2.40 and leave the growth 
rate unchanged, but the price of equity share will fail to ` 16 per share.  
3. Comment on the use of weights in the computation of WACC. 
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Chapter-5 

Security Analysis & Portfolio Management 

Investment 
Investment is putting money into something with the expectation that it will generate income or the 
value will appreciate in future or profit.  
Security analysis is the first part of investment decision process involving the valuation and analysis of 
individual securities. Security Analysis is primarily concerned with the analysis of a security with a view 
to determine the value of the security, so that appropriate decisions may be made based on such 
valuation as compared with the value placed on the security in the market. Two basic approaches of 
security analysis are fundamental analysis and technical analysis. 

 
Fundamental Analysis  
Fundamental Analysis is based on the premise that the price of a share is based on the benefits the 
holders of the share is expected to receive in the future in the form of dividends. The present value of 
future dividends, computed at an appropriate discount rate to reflect the riskiness of the share, is 
called the intrinsic or fundamental value of the share. 
 
Computation : 
Constant Dividend Approach : P0 = DPS 
            Ke 
Dividend Growth Approach : P0 = DPS1 or DPS0 (1 + g) 
        Ke - g           Ke - g 
The fundamental analysts use the above models or some of their variations, for estimating the 
fundamental or intrinsic price or the fundamental price-earnings multiple of a security. 
 
Decision To Be Taken By Fundamental Analysts : 
If the prevailing price or the P/E multiple of a security is higher than the estimated fundamental value , 
the security is overpriced , the decision in such case will be to sell such security 
If the prevailing price or the P/E multiple of a security is lesser than the estimated fundamental value , 
the security is underpriced , the decision in such case will be to buy such security 
 
Key Variables Of Fundamental Analysis :The key variables that an investor must monitor in order to 
carrying out his fundamental analysis are :  
1. Economy Analysis  
2. Industry Analysis   
3. Firm/Company Analysis 
1. Economy Analysis: 
Factors Affecting Economic Analysis (a) Growth Rates of National Income and Related Measure (b) 
Growth Rates of Industrial Sector(c) Inflation (d) Monsoon (e) budget (f) Tax structure etc. 
 
2. Industry Analysis: 
Factors Affecting Industry Analysis  
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(a) Product Life-Cycle  
(b) Demand Supply Gap  
(c) Barriers to Entry  
(d) Government Attitude  
(e) State of Competition in the Industry  
(f) Cost Conditions and Profitability 
(g)Technology and Research 
 
3. Firm/Company Analysis: 
Factors Affecting Company Analysis  
(a) Net Worth & Book Value 
(b)Sources & Uses of funds  
(c) Size and Ranking,  
(d) Growth Record,  
(e) Financial Analysis,  
(f) Quality of Management,  
(g) Location and Labour-Management Relations, 
(h) Pattern of Existing Stock Holding, 
(i) Marketability of the Shares 
 
‘Technical Analysis’ to Portfolio Management?  
Technical Analysis is a method of share price movements based on a study of price graphs or charts on 
the assumption that share price trends are repetitive, that what is seen to have happened before is 
likely to be repeated. In other words Technical analysis is based on the proposition that the securities 
prices and volume in past suggest their future price behaviour. 
Technical analysts use three types of charts for analyzing data. They are: 
(i) Bar Chart 
(ii) Line Chart 
(iii) Point and Figure Chart 
 
General Principles and Methods Of Technical Analysis 
1. The Dow Theory: 
2. Market Indicators 
(i) Breadth Index: 
(ii) Volume of Transactions: 
(iii) Confidence Index: 
(iv) Relative Strength Analysis: 
(v) Odd - Lot Theory: 
3.Support and Resistance Levels 
4.Moving Averages 
5.Bollinger Bands 
 
Price patterns documented by technical analysts  
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Interpreting Price Patterns: There are numerous price patterns documented by technical analysts. 
Some of which are as follows : 
(a) Channel: 
(b) Wedge: 
(c) Head and Shoulders: 
(i) Head and Shoulder Top Pattern: 
(ii) Inverse Head and Shoulder Pattern: 
(d) Triangle or Coil Formation: 
(e) Flags and Pennants Form: 
(f) Double Top Form: 
(g) Double Bottom Form: 
 
Certain Terms in Technical Analysis  
 
Overall Trend: The first step is to identify the overall trend. This can be accomplished with trend lines, 
moving averages or peak/trough analysis. As long as the price remains above its uptrend line, selected 
moving averages or previous lows, the trend will be considered bullish.  
Support: Areas of congestion or previous lows below the current price mark support levels. A break 
below support would be considered bearish.  
Resistance: Areas of congestion and previous highs above the current price mark the resistance levels. 
A break above resistance would be considered bullish.  
Momentum: Momentum is usually measured with an oscillator such as MACD. If MACD is above its 9-
day EMA (exponential moving average) or positive, then momentum will be considered bullish, or at 
least improving.  
Buying/Selling Pressure: For stocks and indices with volume figures available, an indicator that uses 
volume is used to measure buying or selling pressure.  

 
Relative Strength: The price relative is a line formed by dividing the security by a benchmark.  
Assist with Entry Point 
Technical analysis can help with timing a proper entry point. Some analysts use fundamental analysis 
to decide what to buy and technical analysis to decide when to buy. It is no secret that timing can play 
an important role in performance. Technical analysis can help spot demand (support) and supply 
(resistance) levels as well as breakouts. Simply waiting for a breakout above resistance or buying near 
support levels can improve returns. It is also important to know a stock’s price history. If a stock you 
thought was great for the last 2 years has traded flat for those two years, it would appear that Wall 
Street has a different opinion. If a stock has already advanced significantly, it may be prudent to wait 
for a pullback. Or, if the stock is trending lower, it might pay to wait for buying interest and a trend 
reversal.  
Weaknesses of Technical Analysis 
Analyst Bias Just as with fundamental analysis, technical analysis is subjective and our personal biases 
can be reflected in the analysis. It is important to be aware of these biases when analyzing a chart. If 
the analyst is a perpetual bull, then a bullish bias will overshadow the analysis. On the other hand, if 
the analyst is a disgruntled eternal bear, then the analysis will probably have a bearish tilt. 
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Market indicators - to forecast predictive value for technical analysis 
Market indicators are a series of technical indicators used by traders to predict the direction of the 
major financial indexes. Most market indicators are created by analyzing the number of companies 
that have reached new highs relative to the number that created new lows, also known as market 
breadth.  
(A) Breadth Index:  
Breadth Index covers all securities traded and also the volume of transactions to give a view of the 
direction of the stock market movements. It is an addition to the Dow Theory and the movement of 
the Dow Jones Averages. 
(i) Measurement: It is computed by dividing the Net Advances or declines in the market by the number 
of issues traded. 
(ii) Application and Inference:  The breadth index can either support or contradict the movement of the 

Dow Jones Averages.  If it supports the movement of the Dow Jones Averages, this is considered sign 
of technical strength and if it does not support the averages, it is a sign of technical weakness i.e. a sign 
that the market will move in a direction opposite to the Dow Jones Averages.  
(B) Volume of Transactions:  
Volume represents quantities purchased and also the number of transactions entered into in the 
market in a given period. These provide useful clues on how the market would behave in the near 
future. 
(C) Confidence Index:  
(i) Meaning: Confidence Index indicates the willingness of the investors to take a chance in the market. 
It is the ratio of High-grade bond yields to low-grade bond yields.  
(ii) Application: Market analysts use confidence index as a method of trading or timing the purchase 
and sale of stock. They are also used as a forecasting device to determine the turning points of the 
market.  

(iii) Inference:  Rising confidence index is expected to precede a rising stock market, and a fall in the 

index is expected to precede a drop in stock prices.  A fall in the confidence index represents the fact 
that Low-Grade Bond yields are rising faster or falling more slowly than high grade yields.  
(iv) Limitations: Confidence index is not always a leading indicator of the market. Hence, it should be 
used in conjunction with other market indicators. 
(D) Relative Strength Analysis:  
(i) Relatively Strong Securities: Securities with historically high average returns as compared to other 
securities, are securities with high relative strength.  
(ii) Theory:  Some securities are stronger than the other securities, due to which they rise relatively 

faster in the bull market or decline more slowly in a bear market, than the others.  Investors can earn 
higher returns by investing in such securities because the relative strength of a security tends to 
remain undiminished over time.  
(iii) Measurement: Relative strength can be measured in several ways. Ratios like security relative to its 
industry and security relative to the entire market can also be used to detect relative strength in a 
security or an industry. 
(E) Odd-Lot Theory:  
This theory is a contrary-opinion theory. It assumes that the average person is usually wrong and that a 
wise course of action is to pursue strategies contrary to popular opinion. 
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Double Top and Bottom 
Double top form represents a bearish development, signaling that prices are expected to tall.  Double 
bottom form represents a bullish development signaling an increase in price.  
 
Gap 
Gap is the difference between the opening price on a trading day and the closing price of the previous 
trading day. 
 
Moving Averages 
Moving averages are frequently plotted with prices to make buy and sell decisions. The two types of 
moving averages used by chartists are —  
(a) Arithmetical Moving Average (AMA): An N-period Arithmetic Moving Average, at period t, is the 
simple average of the last N period prices including the price at period t. Under AMA, each period’s 
values is given equal weights. (b) Exponential Moving Average: Exponential Moving Average assigns a 
smaller weight, to the observation at time t and a large weight to the Exponential Moving Average of 
the previous period. The weight for every observation decreases exponentially, according to a scheme 
specified by the exponential smoothing constant, also known as the exponent, a.  
EMA at t = St = A X Pt + (1 - A) X St- 1 Where, St is the Exponential Moving Average at time t. 
Pt is the Index Value as at time t.  
A is the Value of the Exponent = 2 / (1 + No. of Observations) 
Buy Signal: The stock price rises through the moving average line.  
Sell Signal: The stock price Falls through moving average line. 
 
Objectives of Portfolio Management 
(i) Security/Safety of Principal 
(ii) Stability of Income 
(iii) Capital Growth 
(iv) Marketability 
(v) Liquidity 
(vi) Diversification : 
(vii) Favorable Tax Status : 
 
Traditional Approach to Portfolio Management  
The traditional approach to portfolio management concerns itself with the 
(a)Investor, definition of portfolio objectives: 
(b)Investment strategy : 
(c)Diversification : 
(d)Selection of individual investment : 
 
DOW JONES THEORY 
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 formulated this theory. 
The Dow Theory is one of the oldest and most famous technical theories. 
The Dow Theory’s purpose is to determine where the market is and where is it going. 
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The Dow Jones theory classifies the movements of the prices on the share market into three major 
categories: 
1. Primary Movements: They reflect the trend of the stock market & last from one year to three years, 
or sometimes even more. 
During a Bull phase, the primary trend is that of rise in prices. 
During a Bear Phase, the primary trend is that of fall in prices. 
2. Secondary Movements: These movements are opposite in direction to the primary movements and 
are shorter in duration. These movements normally last from three weeks to three months.  
3. Daily Movements: There are irregular fluctuations which occur every day in the market. These 
fluctuations are without any definite trend. 
Benefit of Dow- Jones Theory 
(a) Timings of Investments: Investor can choose the appropriate time for his investment / divestment 
Investment should be made in shares when their prices have reached the lowest level, and sell them at 
a time when they reached the highest peak. 
(b) Identification of Trend: Using Dow-Jones theory, the correct and appropriate movement in the 
Market Prices can be identified, and depending on the investor’s preference, decisions can be taken. 
 
Efficiency Market Theory 
Market Efficiency Theory is “the degree to which stock prices reflect all available, relevant 
information.”Furthermore, the Efficient Market Hypothesis claims “that a market cannot be 
outperformed because all available information is already built into all stock prices”. Misconception 
about Efficient Market Theory: 
(i)Though the Efficient Market Theory implies that market has perfect forecasting abilities, in fact, it 
merely signifies that prices impound all available information and as such does not mean that market 
possesses perfect forecasting abilities. 
(ii)Although price tends to fluctuate they cannot reflect fair value. 
(iii)Inability of institutional portfolio managers to achieve superior investment performance implies 
that they lack competence in an efficient market. 
(iv)The random movement of stock prices suggests that stock market is irrational. 
 
Level of Market Efficiency: There exist three levels of market efficiency:- 
(i) Weak Form Efficiency – Price reflect all information found in the record of past prices and volumes. 
(ii) Semi – Strong Efficiency – Price reflect not only all information found in the record of past prices 
and volumes but also all other publicly available information. 
(iii) Strong Form Efficiency – Price reflect all available information public as well as private. Empirical 
Evidence on Weak Form Efficient Market Theory: 
(a) Serial Correlation Test: 
(b) Run Test: 
(c) Filter Rules Test : 
Empirical Evidence on Semi-strong Efficient Market Theory: 
Several studies support the Semi-Strong Form Efficient Market Theory. Fama, Fisher, Jensen and Roll in 
their adjustment of stock prices to new information examined the effect of stock split on return of 940 
stock splits in New York Stock Exchange during the period 1957-1959.They found that prior to the split, 
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stock earns higher returns than predicted by any market model. Boll and Bound in an empirical 
evaluation of accounting income numbers, studied the effect of annual earnings announcements. 
 
Empirical Evidence on Strong Form Efficient Market Theory: 
According to the Efficient Market Theory, all available information, public or private, is reflected in the 
stock prices. This represents an extreme hypothesis. To test this theory, the researcher analysed 
returns earned by certain groups viz. corporate insiders, specialists on stock exchanges, mutual fund 
managers who have access to internal information (not publicly available), or posses greater resource 
or ability to intensively analyse information in the public domain. They suggested that corporate 
insiders (having access to internal information) and stock exchange specialists (having monopolistic 
exposure) earn superior rate of return after adjustment of risk. 
Challenges to the Efficient Market Theory: 
(a)Information Inadequacy – 
(b) Limited information processing capabilities – 
(c) Irrational Behaviour – 
(d) Monopolistic Influence – 
 
Markowitz Model of Risk-Return Optimization OR Modern Approach to Portfolio Management 
Harry Markowitz is regarded as the father of modern portfolio theory. According to him, investors are 
mainly concerned with two properties of an asset: risk and return, but by diversification of portfolio it 
is possible to tradeoff between them. 
Assumptions of the Model: This model is based on the following assumptions. : 
(i) The return on an investment adequately summarizes the outcome of the investment. 
(ii) The investors can visualize a probability distribution of rates of return. 
(iii) The investors’ risk estimates are proportional to the variance of return they perceive for a security 
or portfolio. 
(iv) Investors base their investment decisions on two criteria i.e. expected return and variance of 
return. 
(v) All investors are risk averse. 
(vi) Investors are assumed to be rational in so far as they would prefer greater returns to lesser ones 
given equal or smaller risk and are risk averse. 
(vii) ‘Return’ could be any suitable measure of monetary inflows like NPV but yield has been the most 
commonly used measure of return, so that where the standard deviation of returns is referred it is 
meant the standard deviation of yield about its expected value. 
 
Randon Walk Theory to Portfolio Management 
The supporters of this theory put out a simple argument. It follows that: 
(a) Prices of shares in stock market can never be predicted. 
(b) 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. 
(c) 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). 
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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. 
 
Capital Assets Pricing Model 
The Capital Assets Pricing Model was developed by Sharpe Mossin and Linter in 1960. The model 
explains the relationship between the expected return, non-diversifiable risk and the valuation of 
security. 
Under CAPM, the expected return from a Security can be expressed as: 
Expected Return = Risk Free Rate + Beta of a Security (Market Return - Risk Free Rate) 
CAPM only takes into account Systematic Risk. The CAPM is an economic model that describe how 
securities are priced in the market place. 
Assumption of CAPM: The CAPM is based on following eight assumptions: 
(i) Efficient Market: 
(ii) Rational Investment Goals: 
(iii) Risk aversion in efficient market is adhered to although at times risk seeking behaviour is adopted 
for gains. 
(iv) CAPM assumes that all assets are divisible and liquid assets. 
(v) Investors are able to borrow freely at a risk less rate of interest i.e. borrowings can fetch equal 
return by investing in safe Government securities. 
(vi)Securities can be exchanged without payment of brokerage, commissions or taxes and without any 
transaction cost. 
(vii) Securities or capital assets face no bankruptcy or insolvency. 
Security Market Line: A graphical representation of CAPM is the Security Market Line, (SML). 
Advantages of CAPM: The advantages of CAPM can be listed as: 
(i) Risk Adjusted Return: It provides a reasonable basis for estimating the required return on an 
investment which has risk in built into it. Hence it can be used as Risk Adjusted Discount Rate in Capital 
Budgeting. 
(ii) No Dividend Company: It is useful in computing the cost of equity of a company which does not 
declare dividend. 
 
Limitations of CAPM 
(a) Reliability of Beta: Statistically reliable Beta might not exist for shares of many firms. It may not be 
possible to determine the cost of equity of all firms using CAPM. All shortcomings that apply to Beta 
value applies to CAPM too. 
(b) Other Risks: By emphasing only on systematic risk it ignores unsystematic risks. Unsystematic Risks 
are also important to share holders who do not possess a diversified portfolio. 
(c) Information Available: It is extremely difficult to obtain important information on risk free interest 
rate and expected return on market portfolio as there is multiple risk free rates for one while for 
another, markets being volatile it varies over time period. 
 
Activities involved in an efficient Portfolio Management 
The following three major activities are involved in an efficient portfolio management: 
(i) Identification of assets or securities, allocation of investment and identifying asset classes. 
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(ii) Deciding about major weights/proportion of different assets/securities in the portfolio. 
(iii) Security selection within the asset classes as identified earlier. 
 
Two Basic principles for effective Portfolio Management 
Basic Principles of Portfolio Management: There are two basic principles for effective portfolio 
management. Effective investment planning for the investment in securities by considering the 
following factors: 
(a) Fiscal, Financial and Monetary Policies of the Government of India and the Reserve Bank of India. 
(b) Industrial and economic environment and its impact on industry prospects in terms of prospective 
technological changes, competition in the market, capacity utilisation with industry and demand 
prospects etc. 
(ii) Constant Review of Investment: Portfolio managers are required to review their investment in 
securities and continue selling and purchasing their investment in more profitable avenues. For this 
purpose they will have to carry the following analysis: 
(a) Assessment of quality of management of the companies in which investment has already been 
made or is proposed to be made. 
(b)Financial & trend analysis of companies balance sheet/profit & loss account to identify sound 
companies with optimum capital structure & better performance & to disinvest the holding of those 
companies whose performance is found to be slackening. 
(c) The analysis of securities market and its trend is to be done on a continuous basis. 
The above analysis will help the portfolio manager to arrive at a conclusion as to whether the securities 
already in possession should be disinvested and new securities be purchased. If so, the timing for 
investment or dis-investment is also revealed. 
 
Factor affecting investment decisions in Portfolio Management 
Factor effecting investment decisions in Portfolio Management are as follows: 
(i) Objectives of Investment Portfolio 
(ii) Selection of Investment 
(iii) Timing of Purchase 
 
Formulation of Appropriate Portfolio Strategy  
Two broad choices are required for the formulation of an appropriate portfolio strategy. They are 
active portfolio strategy and passive portfolio strategy. 
Active Portfolio Strategy (APS): An APS is followed by most investment professionals and aggressive 
investors who strive to earn superior return after adjustment for risk. There are four principle vectors 
of active strategy. They are: 
(a) Market Timing: Market timing is based on an explicit or implicit forecast of general market 
movement. A variety of tools are employed for market timing analysis namely business cycle analysis, 
moving average analysis, advance-decline analysis, Econometric models. 
(b) Sector Rotation: Sector or group rotation may apply to both stock and bond component of the 
portfolio. It is used more compulsorily with respect to strategy. The components of the portfolio are 
used when it involves shifting. The weighting for various industry sectors is based on their asset 
outlook. 



CS PROFESSIONAL                                                                       CS ABHISHEK KAUSHIK 

                                                                                                                                                      Page 85 

 

(c) Security Selection: Security selection involves a search for under price security. If one has to resort 
to active stock selection he may employ fundamental / technical analysis to identify stocks which 
seems to promise superior return and concentrate the stock components of portfolio on them. Such 
stock will be over weighted relative to their position in the market portfolio. Like wise stock which are 
perceived to be unattractive will be under weighted relative to their position in the market portfolio. 
As far as bonds are concerned security selection calls for choosing bonds which offer the highest yields 
to maturity and at a given level of risk. 
(d) Use of Specialised Investment Concept : To achieve superior return, one has to employ a specialised 
concept/ philosophy particularly with respect to investment in stocks. The concept which have been 
exploited successfully are growth stock, neglected or out of favour stocks, asset stocks, technology 
stocks and cyclical stocks. The advantage of cultivating a specialized investment concept is that it helps 
to : 
(i) Focus one’s effort on a certain kind of investment that reflects one’s ability and talent. 
(ii) Avoid the distraction of perusing other alternatives. 
(iii) Master an approach or style through sustained practice and continual self criticism. 
The greatest disadvantage of focusing exclusively on a specialized concept is that it may become 
obsolete. The changes in the market risk may cast a shadow over the validity of the basic premise 
underlying the investor philosophy. 
 
Passive Portfolio Strategy: Active strategy was based on the premise that the capital market is 
characterized by efficiency which can be exploited by resorting to market timing or sector rotation or 
security selection or use of special concept or some combination of these vectors. Passive strategy, on 
the other hand, rests on the tenet that the capital market is fairly efficient with respect to the available 
information. Hence they search for superior return. Basically, passive strategy involves adhering to two 
guidelines. They are: 
(a) Create a well diversified portfolio at a predetermined level of risk. 
(b) Hold the portfolio relatively unchanged overtime unless it became adequately diversified or 
inconsistent with the investor risk return preference. 
 
Selection of Bonds 
Bonds are fixed income avenues. The following factors have to be evaluated in selecting fixed income 
avenues: 
(a) Yield to Maturity : 
(b) Risk of Default : 
(c) Tax Shield : 
(d) Liquidity : 
Selection of Stock (Equity Share)  
Three approaches are applied for selection of equity shares- 
(a) Technical Analysis 
(b) Fundamental Analysis 
(c) Random Selection Analysis 
 
Types of players/transactors 
 (a) Value Based Transactor (V.B.T): 
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(b) Information Based Transactor (I.B.T.): 
(c) Liquidity Based Transactor (L.B.T.): 
(d) Pseudo Information Based Transactor (P.I.B.T.): 
(e) Dealers 
 
Guidelines have to be borne in mind while executing transaction 
(a) Maintain a dialogue with the broker when trade is seriously contemplated. Check with the broker 
about the sensitivity of the stock to buying and selling pressure, the volume that can be traded without 
pushing the price out of the desirable range, the manipulative games played by operators and degree 
of market resilience. 
(b) Place an order which serves one’s interest best. Different kinds of order can be placed with broker, 
the common one’s are – market order, best effort order, market on open order, limit order. 
(i) Market order instructs the broker to execute the transaction promptly at the best available price. 
This order leaves very little discretion to the broker 
(ii) The best offer order gives the broker a certain measure of discretion to execute a transaction when 
he considers market condition more favorable. 
(iii) The market on open order instructs the broker to execute the transaction no sooner the market 
opens. 
(iv)The limit order instructs the broker to execute the transaction only within the price that is specified 
in the order, the timing of the order trade is left according to market conditions. 
(v) For IBT, the most appropriate order is market order or market open order, for VBT most 
appropriate order is the limit order, while for LBT and PIBT the most appropriate orders may be the 
best-effort order. 
 
Portfolio Rebalancing  
It means the value of portfolio as well as its composition. The relative proportion of bond and stocks 
may change as stock and bonds fluctuate in response to such changes. Portfolio rebalancing is 
necessary. 
There are three policies of portfolio rebalancing- Buy and hold policy, Constant mix policy, and 
Constant proportion portfolio insurance policy (CPPI). These policies have different pay off under 
varying market conditions. 
Purpose of Rebalancing (i) For increasing returns & (ii) Maintaining risk profile 
Benefits of Portfolio Rebalancing 
(i) Disciplined investing: Rebalancing is a vital part of investment policy - there can be no asset 
allocation target without the discipline to preserve that target. 
(ii) Reduces risk: A plan may incur higher risk if no rebalancing policy exists. 
(iii) Buy low, sell high: Rebalancing is a mechanism for sensible timing - the process naturally buys low 
and sells high. 
This strategy ensures that the portfolio returns are enhanced. 
 
Risk associated with securities is affected by Government policy. 
The risk from Government policy to securities can be impacted by any of the following factors. 
(i) Licensing Policy 
(ii) Restrictions on commodity and stock trading in exchanges 
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(iii) Changes in FDI and FII rules. 
(iv) Export and import restrictions 
(v) Restrictions on shareholding in different industry sectors 
(vi) Changes in tax laws and corporate and Securities laws. 
 
 ‘Systematic risk’ and ‘Unsystematic risk’. 
Systematic risk refers to the variability of return on stocks or portfolio associated with changes in 
return on the market as a whole. It arises due to risk factors that affect the overall market such as 
changes in the nations’ economy, tax reform by the Government or a change in the world energy 
situation. These are risks that affect securities overall and, consequently, cannot be diversified away. 
This is the risk which is common to an entire class of assets or liabilities. The value of investments may 
decline over a given time period simply because of economic changes or other events that impact large 
portions of the market. Asset allocation and diversification can protect against systematic risk because 
different portions of the market tend to underperform at different times. This is also called market risk. 
Unsystematic risk however, refers to risk unique to a particular company or industry. It is avoidable 
through diversification. This is the risk of price change due to the unique circumstances of a specific 
security as opposed to the overall market. This risk can be virtually eliminated from a portfolio through 
diversification. 
Types of Systematic Risk 
(i) Market risk: Even if the earning power of the corporate sector and the interest rate structure remain 
more or less uncharged prices of securities, equity shares in particular, tend to fluctuate. Major cause 
appears to be the changing psychology of the investors.  
The irrationality in the security markets may cause losses unrelated to the basic risks. These losses are 
the result of changes in the general tenor of the market and are called market risks. 
(ii) Interest Rate Risk: The change in the interest rate has a bearing on the welfare of the investors. As 
the interest rate goes up, the market price of existing fixed income securities falls and vice versa. This 
happens because the buyer of a fixed income security would not buy it at its par value or face value if 
its fixed interest rate is lower than the prevailing interest rate on a similar security. 
(iii) Social or Regulatory Risk: The social or regulatory risk arises, where an otherwise profitable 
investment is impaired as a result of adverse legislation, harsh regulatory climate, or in extreme 
instance nationalization by a socialistic government. 
(iv) Purchasing Power Risk: Inflation or rise in prices lead to rise in costs of production, lower margins, 
wage rises and profit squeezing etc. The return expected by investors will change due to change in real 
value of returns. 
Classification of Unsystematic Risk 
(i) Business Risk: As a holder of corporate securities (equity shares or debentures) one is exposed to 
the risk of poor business performance. This may be caused by a variety of factors like heigthtened 
competition, emergence of new technologies, development of substitute products, shifts in consumer 
preferences, inadequate supply of essential inputs, changes in governmental policies and so on. Often 
of course the principal factor may be inept and incompetent management. 
(ii) Financial Risk: This relates to the method of financing, adopted by the company, high leverage 
leading to larger debt servicing problem or short term liquidity problems due to bad debts, delayed 
receivables and fall in current assets or rise in current liabilities. 
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(iii) Default Risk: Default risk refers to the risk accruing from the fact that a borrower may not pay 
interest and/or principal on time. Except in the case of highly risky debt instrument, investors seem to 
be more concerned with the perceived risk of default rather than the actual occurrence of default. 
Even though the actual default may be highly unlikely, they believe that a change in the perceived 
default risk of a bond would have an immediate impact on its market price. 
 
Security Market Line (SML) 
Security Market Line (SML) reflects the linear relationship between Systematic Risk and Expected 
Return in financial markets that result when Expected Returns and Beta Coefficients arc plotted across 
a graph. SML is the relationship between Expected Return and Beta, on which both portfolios and 
individual securities lie. Purpose: SML helps to determine if the investment is offering a return that is 
appropriate for its level of risk. Given its risk class, a security’s return should be on the SML. 
Value of a security can be judged based on where the return from such security is plotted with 
reference to the SML as follows: 

Actual Return is Inference Security is 

Above SML Stock is yielding a higher return than what can be 
expected 

Underpriced 

On SML SML Stock is yielding a return equivalent to can be 
expected. 

Correctly Priced 

Below SML Stock is yielding a lower return than what can be 
expected. 

Overpriced 

 
Individual Security vs. Portfolio of Securities:  
(a) A major implication of CAPM is that both an Individual Security and also all Portfolios will also be 
placed on the Security Market Line.  
(b) This is because of an efficient market hypothesis, i.e. all securities are expected to yield returns 
commensurate with their riskiness, measured by Beta. 
Capital Market Line (CML) 
The Markowitz mean-variance model is modified by introducing into the analysis the concept of risk-
free asset. If it is assumed that the investor has access to risk-free securities (for example, Treasury 
bills) in addition to the universe of risky securities, then he can construct a new set of portfolios as 
depicted by the line Rf M. At point Rf the investor is investing all his investible fund in risk free 
securities, whilst at point M he is holding an all –equity portfolio. The combination of risk-free 
investment and risky investments in portfolio which may be achieved by points between these two 
limits are termed lending portfolios. Let us now assume that the investor can lend and borrow funds at 
the same risk-free interest rate. In such circumstances the efficiency boundary simply becomes the 
straight line drawn from Rf which is a tangent the original risky portfolio efficiency boundary. The 
efficiency boundary that arises out of this assumption of the identical risk free lending and borrowing 
rates leads to some very important conclusions and is termed as ‘Capital Market Line’ (CML). 
Purpose:  
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The Capital Market Line (CML) provides the best risk and return tradeoff for an investor. CML enables 
an investor to estimate the Expected Return from a Portfolio.  
Feature:  
(i) Portfolio is assumed to be efficient, i.e. exact replication of the market portfolio in terms of risks and 
rewards.  
(ii) CML assumes no unsystematic risk, i.e. all the unsystematic risk is completely taken care off by 
proper diversification similar to that of market portfolio.  
(iii) Capital Market Line estimates the return for a portfolio based on the Total Risk Route, i.e. it 
assumes existence of perfect correlation between the portfolio return and market return.  
(iv) Individual securities does not lie on Capital Market Line.  
This is because they have some extent of unsystematic risk associated with their returns. Market Price 
of Risk: Market Price of Risk of Portfolio X = (RM - RF ) ÷ σM Where — RM = Market Return RF = Risk 
Free Rate of Return σ M = Standard Deviation of the Market Portfolio. 
Expected Return on Portfolio under CML Approach 
E(RP) Rf σ×λ+= P Where E(RP) = Expected Return on Portfolio RF = Risk Free Rate of Interest/ Return λ = 
Market Price of Risk, i.e. Risk Premium per Unit of Market Risk σP = Risk of the Portfolio (Standard 
Deviation) 
Characteristic Line:  
Characteristic Line is a graph depicting the relationship between Security’ Returns and Market Index 
Returns. Security Characteristic Line is a time series graph. Return considered for this is the excess 
return, i.e. expected return over and above the Risk Free Rate of Return. Purpose: Security 
Characteristic Line is used to estimate beta and also to determine how a security return correlates to a 
market index return. Beta: Beta estimate comes from the slope estimate of the security characteristic 
line. 
Risk Return Ratio  
Risk Return Ratio is the average return (in excess of the risk-free return) per unit of risk undertaken. It 
tends to measure the benefit of taking that extra risk. An investor would earn a return at risk-free rate, 
without assuming any risk. What return did he obtain for taking that extra risk, is measured by Risk-
Return Ratio.  
Arbitrage Pricing Model 
Unlike the CAPM which is a Single Factor Model, the APT is a Multi Factor Model having a whole set of 
Beta Values - one for each Factor. Arbitrage Pricing Theory states that the expected return on an 
investment is dependent upon how that investment reacts to a set of individual Macro-Economic 
factors (degree of reaction measured by the Betas) and the risk premium associated with each of those 
macro - economic factors. The Arbitrage Pricing Theory developed by Ross (1976) holds that there are 
four factors which explain the risk premium relationship of a particular security. Several factors can be 
identified to have a bearing on the Return expectation of a security. Most factors such as inflation and 
money supply, interest rate, industrial production and personal consumption are interrelated. It seeks 
to identify the risk return relationship, for each of the factors individually. According to Capital Asset 
Pricing Model,  
Expected Return = Rf+ Rp β 
 Where, Rf = Risk Free Rate. RP = Average Risk Premium considering all factors put together i.e [RM-RF 
] 
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Practical questions 
Q.1.If the risk free rate of interest (Rf) is 10%, and expected return on market portfolio (Rm) is 15%, 
ascertain expected return of the portfolio if portfolio betas are — (a) 0.10 and (b) 0.30. 
 
Q.2.Compute Return under CAPM and the Average Return of the Portfolio from the following 
information—  

investment in  
equity shares  

Initial price  
`  

Dividends  
`  

Market price at the end of 
the year `  

Beta risk factor  

A. A Ltd.  25  2  50  0.8  

B Ltd.  35  2  60  0.7  

C Ltd.  40  2  130  0.5  

B. Govt. of Indian Bonds  1,000  150  1,010  0.99  

Risk free return = 15% 
 
Q.3. Subho has invested in four securities M, N, O and P, the particulars of which are as follows —  
Security (`)  M  N  O  P  
Amount Invested  1 ,25,000  1, 50,000  80,000  1, 45,000  
Beta ()  0.60  1.50  0.90  1.30  
If RBI Bonds carries an interest rate of 8% and NIFTY yields 14%, what is the expected return on 
portfolio? If investment in Security O is replaced by investment in RBI Bonds, what is the corresponding 
change in Portfolio Beta and expected return? 
 
Q.4.Sticks P and Q have the following historical returns —  
Year  2009  2010  2011  2012  2013  
Stock P’s Return (KP)  -12.24  23.68  34.44  5.82  28.30  
Stock Q’s Return (KQ)  -7.00  25.55  44.09  2.20  20.16  
You are required to calculate the average rate of return for each stock during the period 2009 through 
2013. Assume that someone held a Portfolio consisting 50% of Stock P and 50% of Stock Q.  
What would have been the realized rate of return on the Portfolio in each year from 2009 through 
2013? What would been the average return on the Portfolio during the period? (You may assume that 
year ended on 31st March). 
 
Q.5.Securities X and Y have standard deviations of 3% and 9%. Nitin is having a surplus of `20 Lakhs for 
investment in these two securities. How much should he invest in each of these securities to minimize 
risk, if the correlation co-efficient for X and Y is — (a) -1; (b) -0.30; (c) 0; (d) 0.60 
 
Q.6. A Ltd., and B Ltd., has the following risk and return estimates  

RA  RB  σA  σB  (Correlation coefficient) = rAB  

20%  22%  18%  15%  -1.50  

Calculate the proportion of investment in A Ltd., and B Ltd., to minimize the risk of Portfolio. 
 
Q.7.Five Star Ltd., has been specially formed to undertake two investment opportunities. The risk and 
return characteristics of the two projects are shown below:  
Project  P  Q  
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Expected return  15%  22%  
Risk  3%  7%  
 
Five Star plans to invest 80% of its available funds in project P and 20% in Q. The directors believe that 
the correlation co-efficient between the returns of the projects is +1.0.  
Required—  
(a) Calculate the returns from the proposed portfolio of Projects P and Q.  
(b) Calculate the risk of the portfolio;  
(c) Suppose the correlation coefficient between P and Q was -1. How should the company invest its 
funds in order to obtain zero risk portfolio. 
 
Q.8.Calculate expected return and standard deviation of the following two investments “A” and “B” 
exclusively and also if total investment is divided one half in each.  
The economic predictions are —  

Economic climate  Probability of 
Economic climate  

Returns from A %  Returns 
from B %  

Recession (R)  0.2  12  10  

Stable (S)  0.5  15  16  

Expansion (E)  0.3  20  12  

 1.00  

 
Q.9.the following information, ascertain the risk of the portfolio —  
Securities  Standard Deviation  Proportion in Portfolio  
A  8%  0.30  
B  12%  0.50  
C  6%  0.20  
Correlation Co-efficient AB = 0.50, AC = -0.40 ,BC = +0.75 
 
Q.10.Aditi is interested to construct a portfolio of Securities M and N. She has collected the following 
information about the proposed investment.  

 M N  

Expected return  20%  25%  

σ  12%  16%  

Co-efficient of Co-retention, r, between M and N is 16. Aditi wants to constitute only five portfolios of 
M and N as follows.  
I. All funds invested in M.  
II. 50% of funds in each M and N.  
III. 75% of funds in M and 25% in N.  
IV. 25% of funds in M and 75% in N.  
V. All funds invested in N.  
You are required to calculate—  
(1) Expected return under different portfolios,  
(2) Risk factor associated with these portfolios,  
(3) Which portfolio is best from the point of view of Risk.  
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(4) Which portfolio is best from the point of view of Return. 
 
Q.11.An investor holds two equity shares A and B in equal proportion with the following risk and 
return characteristics:  
E(RA)  28%  
A σ 30%  
E(RB)  24%  
B σ 26%  
The returns of these securities have a positive correlation of 0.7. You are required to calculate the 
portfolio return and risk. Further, suppose that the investor wants to reduce the portfolio risk (σp) to 17 
per cent. How much should the correlation coefficient be to bring the portfolio risk to the desired 
level? 
 
Q.12.From the following information, ascertain the Market Price (X) of Risk of the portfolio from the 
foil information -  
Market Return (Rm)  Standard Deviation on 

Market Return (σm)  
Return on Govern-
ment Bonds (Rf)  

Standard Deviation of 
the Portfolio (σp)  

18%  6%  6%  08%  
20%  8%  7%  04%  
22%  9%  8%  12%  
Also, determine the expected return for each of the above cases. 
 
Q.13. X Co. Ltd., invested on 1.4.2010 in certain equity shares as below:  
Name of Co.  No. of shares  Cost (`)  
D Ltd.  1,000 (` 10 each)  20,000  
G Ltd.  500 (`1 each)  15,000  
 
In September, 2010,10% dividend was paid out by D Ltd. and in October, 2010, 30% dividend paid out 
by G Ltd. On 31.3.2011 market quotations showed a value of ` 22 and ` 29 per share for D Ltd. and G 
Ltd. respectively.  
On 1.4.2011, investment advisors indicate (a) that the dividends from D Ltd. and G Ltd. for the year 
ending 31.3.2012 are likely to be 20% and 35%, respectively and (b) that the probabilities of market 
quotations on 31.3.2012 are as below:  
Probability factor  Price/ share of D Ltd.  Price/ share of G Ltd.  
0.2  22  29  
0.5  25  31  
0.3  28  33  
You are required to—  
(a) Calculate the average return from the portfolio for the year ended 31.3.2011:  
(b) Calculate the expected average return from the portfolio for the year 2011-12; and  
(c) Advise X Co. Ltd., of the comparative risk in the two investments by calculating the standard 
deviation in each case.  
 
Q.14. The historical rates of return of two securities over the past ten years are given.  
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Calculate the Covariance and the Correlation coefficient of the two securities;  
Years  1  2  3  4  5  6  7  8  9  10  
Security A : (Return %)  12  8  7  14  16  15  18  20  16  22  
Security B: (Return %)  20  22  24  18  15  20  24  25  24  18  
 
Q.15. The distribution of return of security “P” and the market portfolio “Q” is given below:  
Probability  Return %  

P  Q  
0.30  30  -10  
0.40  20  20  
0.30  0  35  
You are required to calculate the expected return of security “P” and the market portfolio “Q”, the 
covariance between the market portfolio and security and beta for the security, 
 
Q.16. An investor estimates return on shares in two different companies under four different scenarios 
as under — 
Scenario  Probability of its hap-

pening  
Return on Security G  Return on Security H  

1  0.20  12%  10%  
2  0.30  15%  20%  
3  0.40  19%  25%  
4  0.10  25%  35%  
 
(a) Ascertain expected rate of return if the investor invests all his funds in Security G alone, or in 
Security H alone?  
(b) Determine the preferred security based on return?  
(c) Ascertain the risk associated with each of the security?  
(d) If the investor invests 40% in Security G & 60% in Security H, what is the expected return and the 
associated risk? 
 
Q.17. Given below is information of market rates Returns and Data from two Companies P and Q.  
Year 2011  Year 2012  Year 2013  
Market (%)  11.0  13.0  6.0  
Company P (%)  13.0  11.5  9.8  
Company Q (%)  11.0  10.5  9.5  
Determine the beta coefficients of the Shares of Company P and Company Q. 
 
Q.18. The rates of return on the Security of Company A and Market portfolio for 10 periods are given 
below:  
Period  Return of Security A (%)  Return on Market portfolio (%)  
1  18  22  
2  20  20  
3  24  18  
4  26  16  
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5  18  20  
6  -5  8  
7  17  -6  
8  19  5  
9  -7  6  
10  20  11  
(a) What is the beta of Security A?  
(b) What is the characteristic line for security A? 
 
Q.19.From the following information pertaining to returns of Security D and the Market for the past 4 
Years, ascertain the value of Beta ( β ) of Security D —  
Year  1  2  3  4  
Security D  14%  15%  18%  22%  
Market  9%  12%  15%  18% 
 
Q.20.An investor is seeking the price to pay for a security, whose standard deviation is 5.00%. The 
correlation coefficient for the security with the market is 0.80 and the market standard deviation is 
4.40%. The return from Government securities is 5.20% and from the market portfolio is 9.80%. 
The investor knows that, by calculating the required return, he can then determine the price to pay for 
the security. What is the required return on security? 
 
Q.21.Investor’s Weekly, a news magazine on the happenings at Cloudy Street, publishes the following 
information in its July edition for Security D - Equilibrium Return = 20%, Market Portfolio Return = 20%, 
6% Treasury Bills (`100) at `120. Covariance of the Security with the market portfolio is 225% and 
correlation is 0.85. Determine risk (o of Market Portfolio) and security risk. 
 
Q.22.(a)Calculate the market sensitivity index, and the expected return on the Portfolio from the 
following data;  
Standard deviation of an asset  4.5%  
Market standard deviation  4.0%  
Risk - free rate of return  15.0%  
Expected return on market Portfolio  17.0%  
Correlation coefficient of Portfolio with market  0.89  
(b) What will be the expected return on the Portfolio? If Portfolio beta is 0.5 and the risk free return is 
10%. 
 
Q.23. The returns on Stock B and Market Portfolio for a period of 6 Years are as follows —  
Year  Return on B (%)  Return on Market Portfolio  
1  12  8  
2  15  12  
3  11  11  
4  2  -4  
5  19  11  
6  -10  -2  
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You are required to determine —  
(a) Characteristic line for Stock B  
(b) The systematic and unsystematic risk of Stock B. 
 
Q.24.The Beta Co-efficient of Moon Light Ltd is 1.40. The Company has been maintaining 8% rate of 
growth in dividends and earnings. The last dividend paid was `4 per share. Return on Government 
Securities is 12%. Return on Market Portfolio is 18%. The Current Market Price of one share of Moon 
Light Ltd is `32.00.  
Required —  
1. What will be the equilibrium price per share of Moon Light Ltd?  
2. Would you advise purchasing the share? 
 
Q.25.The risk free return is 8 per cent and the return on market portfolio is 14 per cent. If the last 
dividend on Share ‘A’ was `2.00 and assuming that its dividend and earnings are expected to grow at 
the constant rate of 5 per cent. The beta of share ‘A’ is 2.50. Compute the intrinsic value of share A. 
 
Q.26. An investor is holding 1,000 shares of Dream Land Company. Presently the dividend being paid 
by the company is `2 per share and the share is being sold at `25 per share in the market.  
However several factors are likely to change during the course of the year as indicated below —  
Risk Free Rate  Market Risk Premium  Beta Value  Expected Growth Rate  
Existing  12%  6%  1.6  5%  
Revised  10%  4%  1.45  9%  
In view of the above factors whether the investor should buy, hold or sell the shares? Why? 
 
Q.27. An investor holds two stocks X and Y. An analyst prepared ex-ante probability distribution for the 
possible Economic scenarios and the conditional returns for the two stocks and the market index as 
shown below:  
Economic Scenario  Probability  Conditional Returns %  

         X  Y Market  
Growth  
Stagnation  
Recession  

0.40  
0.30  
0.30  

25  
10  
-5  

20  
15  
-8  

18  
13  
-3  

The risk free rate during the next year is expected to be around 9%. Determine whether the investor 
should liquidate his holdings in stocks X and Y or on the contrary make fresh investments in them. 
CAPM assumptions are holding true. 
 
Q.28.Sanjiv is contemplating buying / selling the shares of Companies M, N and O. He already holds 
some shares in each of these Companies. He has the following data in his hand to aid him in his 
decision —  
•Return on NIFTY 16%  
•500 Treasury Bonds, whose returns are considered risk free, earns its owners a return of `35  
•Company M has a Beta Factor of 0.95 and investment therein yields a return of 13.5%  
•Company N, which is traded at `1,200 per shares, earns its investors a sum of `246. It has a beta factor 
of 1.5.  
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•Company O, price of which is `450 has a beta factor of 0.6. Historical data shows that annual share 
price increase of the Company is around 8%. Last dividend declared was `12 per share. Dividend payout 
is expected to double in the next year.  
Sanjiv seeks your guidance on the course of action. 
 
Q.29.Good Luck Ltd., has been enjoying a substantial net cash inflow, and until the surplus funds are 
needed to meet tax and dividend payments, and to finance further capital expenditure in several 
months time, they have been invested in a small portfolio of short-term equity investments.  
Details of the portfolio, which consists of shares in four UK listed companies, are as follows.  
Company  Number of shares 

held  
Beta equity 
coefficient  

Market price 
per share (`)  

Latest Divi-
dend yield 
(%)  

Expected 
return on 
equity in the 
next year %  

A Ltd.  
B Ltd.  
C Ltd.  
D Ltd.  

60,000  
80,000  
1,00,000  
1,25,000  

1.20  
2.30  
0.85  
1.28  

4.29  
2.92  
2.17  
3.14  

6.10  
3.40  
5.70  
3.30  

19.50  
24.00  
17.50  
23.00  

The current market return is 19% a year and the Risk free rate is 11% a year.  
Required:  
1. On the basis of the data given, calculate the risk of Good Luck Ltd’s short term investment portfolio 
relative to that of the market.  
2. Recommend, with reasons, whether Good Luck Ltd., should change the composition of its portfolio. 
 
Q.30. Share of Sharee Limited has a beta factor of 1.8. The NIFTY has yielded a return of 17.5%. 6.75% 
`100 Treasury Bills are traded at `108. Ascertain —  
(a) Expected Return on Shares of Sharee Ltd under CAPM.  
(b) Alpha Factor of Shares of Sharee Ltd if the past 5 Years actual returns on shares of Sharee Ltd are — 
23.4%; 27.2%; 26.6%; 24.3% and 28.5%. 
 
Q.31. Returns on two portfolios, B and L, for the past 4 years are —  
Year  1  2  3  4  
Portfolio B  
Portfolio L  

13.00%  
14.35%  

13.50%  
11.75%  

12.50%  
13.60%  

14.00%  
12.90%  

Beta factor of the two portfolios are 1.3 and 1.2 respectively. If the market portfolio fetches 12% 
return and RBI Bonds, which are considered risk free, yield 5% return, which of the above two 
portfolios will an investor prefer? 
 
Q.32.Portfolio B, a fully diversified portfolio, has a standard deviation of 6%. The NIFTY has yields a 
return of 16.5%, with a standard deviation of 4%. Ascertain the expected return of Portfolio B under 
the following three cases —  
(a) 5.80% `100 Central Government guaranteed RBI Bonds is traded at `116;  
(b) Market’s Attitude towards risk is 3.5;  
(c) Risk Free Return is 8%. 
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Q.33.Stock P has a Beta of 1.50 and a market expectation of 15% return. For Stock Q, it is 0.80 and 
12.5% respectively. If the risk free rate is 6% and the market risk premium is 7%, evaluate whether 
these two stocks are priced correctly? I these two stocks to be regarded as correctly priced, what 
should the risk free rate and market risk premium be? 
 
Q.34.Following are the information on two Portfolios, D and G —  
Particulars  Portfolio D  Portfolio G  
Elimination of Unsystematic Risk 
(Diversifiable Risk) Variance[2]  

Complete  
6.66  

Partial  
14.96  

The Sensex has returned an average of 16.25% on the investment in the past years. The expected 
appreciation in return is 3% on the previous year’s return. The variance of the return on Sensex is 
measured at 2.96.  
7% `1,000 Government Guaranteed Bonds are traded at `1,094. The covariance between Portfolio G 
and the Market is 4.96. Ascertain the expected return on Portfolio D and G. 
 
Q.35.The total market value of the equity share of Dharam Company is `60,00,000 and the total value 
of the debt is `40,00,000. The treasurer estimate that the beta of the stocks is currently 1.5 and that 
the expected risk premium on the market is 12 per cent. The Treasury bill rate is 10 per cent.  
Required—  
(a) What is the beta of the Company’s existing Portfolio of assets?  
(b)Estimate the Company’s Cost of Capital and the discount rate for an expansion of the company’s 
present business. 
 
Q.36.A project had an equity beta of 1.2 and was going to be financed by a combination of 40% debt 
and 60% equity.  
Assuming debt - beta to be zero, calculate the project beta and Return from the Project taking risk free 
rate of return to be 10% and return on market portfolio at 18%. 
 
Q.37.ABC Ltd., is a consumer goods company which earns expected return of 14% on its existing 
operations subject to standard deviation of 20%. The company is owned by a family and the family has 
no other investment. New project is under consideration and the new project is expected to give a 
return of 18% subject to standard deviation of 32%. The new project has a correlation of 0.25 with 
ABC’s existing operations.  
The new project is likely to account for 25% of ABC’s operations.  
ABC is identified a utility function to apprise risky project.  
The function is as under:-  
Shareholder’s utility = 100R - 2; Where, R = Expected return (in %); 2 = Standard deviation of return (in 
%)  
The project can be accepted only if total utility goes up. Evaluate the project. 
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Chapter-6 
WORKING CAPITAL  

 
UNIT-1 

WORKING CAPITAL MANAGEMENT 
Meaning  
Working capital is also known as operating capital. A most important value, it represents the amount 
of day-to-day operating liquidity available to a business. A company can be endowed with assets and 
profitability, but short of liquidity if these assets cannot readily be converted into cash.  
A positive working capital means that the company is able to payoff its short-term liabilities. A 
negative working capital means that the company currently is unable to meet its short-term liabilities.  
Concept of Working capital 
There are two concepts of working capital - gross and net. Gross working capital refers to the firm’s 
investment in current assets. Current assets are those assets which can be converted into cash within 
an accounting year. Net working capital refers to the difference between current assets and current 
liabilities. Current liabilities are those claims of outsiders which are expected to mature for payment 
within an accounting year.  
Current Assets include: Stocks of raw materials, Work-in-progress, Finished goods, Trade debtors, 
Prepayments, Cash balances etc.  
Current Liabilities include: Trade creditors, Accruals, Taxation payable, Bills Payables, Outstanding 
expenses, Dividends payable, short term loans.  
Type of working capital 
From the point of view of time, the term working capital can be divided into two categories viz., 
Permanent and temporary. Permanent working capital refers to the hard core working capital. It is 
that minimum level of investment in the current assets that is carried by the business at all times to 
carry out minimum level of its activities.  
Temporary working capital refers to that part of total working capital, which is required by a business 
over and above permanent working capital. It is also called variable working capital. Since the volume 
of temporary working capital keeps on fluctuating from time to time according to the business 
activities it may be financed from short-term sources.  
 
Importance of Adequate Working Capital: The importance of adequate working capital in commercial 
undertakings can be judged from the fact that a concern needs funds for its day-to-day running.  
Adequacy or inadequacy of these funds would determine the efficiency with which the daily business 
may be carried on. 
A large amount of working capital would mean that the company has idle funds. Since funds have a 
cost, the company has to pay huge amount as interest on such funds. The various studies conducted 
by the Bureau of Public Enterprises have shown that one of the reason for the poor performance of 
public sector undertakings in our country has been the large amount of funds locked up in working 
capital This results in over capitalization. 
 
Over capitalization 
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It implies that a company has too large funds for its requirements, resulting in a low rate of return a 
situation which implies a less than optimal use of resources. A firm has, therefore, to be very careful 
in estimating its working capital requirements.  
Undercapitalization 
If the firm has inadequate working capital, it is said to be under-capitalised. Such a firm runs the risk 
of insolvency. This is because, paucity of working capital may lead to a situation where the firm may 
not be able to meet its liabilities. It is interesting to note that many firms which are otherwise 
prosperous (having good demand for their products and enjoying profitable marketing conditions) 
may fail because of lack of liquid resources.  
Overtrading 
If a firm has insufficient working capital and tries to increase sales, it can easily over-stretch the 
financial resources of the business. This is called overtrading. Early warning signs of over trading 
include:  
♦ Pressure on existing cash.  
♦ Exceptional cash generating activities e.g., offering high discounts for early cash payment.  
♦ Bank overdraft exceeds authorized limit.  
♦ Seeking greater overdrafts or lines of credit.  
♦ Part-paying suppliers or other creditors.  
♦ Paying bills in cash to secure additional supplies.  
♦ Management pre-occupation with surviving rather than managing.  
♦ Frequent short-term emergency requests to the bank (to help pay wages, pending receipt of a 
cheque).  
 
Optimum Working Capital 
If a company’s current assets do not exceed its current liabilities, then it may run into trouble with 
creditors that want their money quickly. The working capital ratio, which measures this ability to pay 
back can be calculated as current assets divided by current liabilities.  
Current ratio (current assets/current liabilities) (along with acid test ratio to supplement it) has 
traditionally been considered the best indicator of the working capital situation. It is understood that 
a current ratio of 2 (two) for a manufacturing firm implies that the firm has an optimum amount of 
working capital.  
This is supplemented by Acid Test Ratio (Quick assets/Current liabilities) which should be at least 1 
(one). Thus it is considered that there is a comfortable liquidity position if liquid current assets are 
equal to current liabilities. Bankers, financial institutions, financial analysts, investors and other 
people interested in financial statements have, for years, considered the current ratio at, ‘two’ and 
the acid test ratio at, ‘one’ as indicators of a good working capital situation.  
Both excessive as well as inadequate working capital positions are dangerous.  
Excessive working capital means holding costs and idle funds which earn no profits for the firm. 
Paucity of working capital not only impairs the firm’s profitability but also results in production 
interruptions, inefficiencies and sales disruptions. The management should therefore maintain the 
right amount of working capital continuously.  
 
Management of Working Capital  
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Working capital management is the functional area of finance that covers all the current accounts of 
its firm. It is concerned with management of the level of individual current assets and the current 
liabilities or in other words the management of total working capital.  
Managing Working Capital is a matter of balance. A firm must have sufficient cash on hand to meet its 
immediate needs while ensuring that idle cash is invested to the organizations best possible 
advantage. 
Management will use a combination of policies and techniques for the management of working 
capital. These require managing the current assets – generally cash and cash equivalents, inventories 
and debtors. There are also a variety of short term financing options which are considered. The 
various steps in the management of working capital involve:  
 
♦ Cash management  
♦ Inventory management  
♦ Debtors management  
♦ Short term financing  
 
Determinants of Working Capital 
The following factors will generally influence the working capital requirements of the firm:  
(i) Nature of Business.  
(ii) Market and demand conditions.  
(iii) Technology and manufacturing Policies.  
(iv) Credit Policy of the firm.  
(v) Availability of credit from suppliers.  
(vi) Operating efficiency.  
(vii) Price Level Changes.  
 
Issues in the working capital  
Working capital management entails the control and monitoring of all components of working capital 
i.e. cash, marketable securities, debtors (receivables) and stocks (inventories) and creditors 
(payables). The finance manager has to determine the levels and composition of current assets. He 
has to ensure a right mix of different current assets and that current liabilities are paid in time.  
There are many aspects of working capital management which makes it important function of 
financial management.  
♦ Time: Working capital management requires much of the finance manager’s time.  
♦ Investment: Working capital represents a large portion of the total investment in assets.  
♦ Credibility: Working capital management has great significance for all firms but it is very critical for 
small firms.  
♦ Growth: The need for working capital is directly related to the firm’s growth.  
 
It is advisable that the finance manager should take precautionary measures for effective and efficient 
management of working capital. He has to pay particular attention to the levels of current assets and 
their financing. To decide the levels and financing of current assets, the risk return trade off must be 
taken into account.  
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Liquidity versus Profitability: Risk return trade off − A firm may follow a conservative, aggressive or 
moderate policy as discussed above. However, these policies involve risk, return trade off.  
A conservative policy means lower return and risk.  
Aggressive policy produces higher return and risk.  
The two important aims of the working capital management are profitability and solvency. A liquid 
firm has less risk of insolvency that is, it will hardly experience a cash shortage or a stock out situation. 
However, there is a cost associated with maintaining a sound liquidity position. However, to have 
higher profitability the firm may have to sacrifice solvency and maintain a relatively low level of 
current assets. This will improve firm’s profitability as fewer funds will be tied up in idle current assets, 
but its solvency would be threatened and exposed to greater risk of cash shortage and stock outs.  
The following illustration explains the risk-return trade off of various working capital management 
policies, viz., and conservative, aggressive and moderate etc. 
 
Operating or working capital cycle  
A useful tool for managing working capital is the operating cycle. The operating cycle analyzes the 
accounts receivable, inventory and accounts payable cycles in terms of number of days. In other 
words, accounts receivable are analyzed by the average number of days it takes to collect an account. 
Inventory is analyzed by the average number of days it takes to turn over the sale of a product (from 
the point it comes in the store to the point it is converted to cash or an account receivable). Accounts 
payable are analyzed by the average number of days it takes to pay a supplier invoice.  
 
Financing of Working Capital 
The following parameters will guide his decisions in this respect:  
(i) Cost factor  
(ii) Impact on credit rating  
(iii) Feasibility  
(iv) Reliability  
(v) Restrictions  
(vi) Hedging approach or matching approach i.e., Financing of assets with the same maturity as of 
assets.  
The spontaneous sources of finance are those which naturally arise in the course of business 
operations. Trade credit, credit from employees, credit from suppliers of services, etc. Are some of 
the examples which may be quoted in this respect.  
On the other hand the negotiated sources, as the name implies, are those which have to be 
specifically negotiated with lenders say, commercial banks, financial institutions, general public etc.  

Sources of financing working Capital 
Accrued Expenses 
Spontaneous source of short-term financing is the accrued expenses or the outstanding expenses 
liabilities. The accrued expenses refer to the services availed by the firm, but the payment for which 
has yet to be made. It is a built in and an automatic source of finance as most of the services like 
wages, salaries, taxes, duties etc., are paid at the end of the period. The accrued expenses represent 
an interest free source of finance. There is no explicit or implicit cost associated with the accrued 
expenses and the firm can ensure liquidity by accruing these expenses.  
Inter-corporate Loans and Deposits 
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Sometime, organizations having surplus funds invest for short-term period with other organizations. 
The rate of interest will be higher than the bank rate of interest and depending on the financial 
soundness of the borrower company. This source of finance reduces dependence on bank financing.  
Commercial Papers 
Commercial Paper (CP) is an unsecured promissory note issued by a firm to raise funds for a short 
period. This is an instrument that enables highly rated corporate borrowers for short-term borrowings 
and provides an additional financial instrument to investors with a freely negotiable interest rate. The 
maturity period ranges from minimum 7 days to less than 1 year.  
 
Commercial Papers in India Comes under the purview of the Reserve Bank of India. The main features 
of the guidelines relating to issue of CP in India may be summarized as follows:  

Eligibility : Commercial papers can be issued by a company whose 
 (i) tangible net worth is not less than Rs.5 crores,  
(ii) funds based working capital limit is not less than 4 crores,  
(iii) shares are listed on a stock exchange,  
(iv) specified credit rating of P2 is obtained from CRISIL or A2 from ICRA, and  
(v) the current ratio is 1.33:1.  
 (vii) The issue of CP to NRIs can only be on a non-repatriable basis and is not transferable.  

Other conditions 
(i) CP should be in the form of usance promissory note negotiable by endorsement and delivery. It can 
be issued at such discount to the face value as may be decided by the issuing company. CP is subject 
to payment of stamp duty.  
(ii) The aggregate amount that can be raised by commercial papers is not restricted any longer to the 
company’s cash credit component of the Maximum Permissible Bank Finance.  
(iii) CP is issued in the denomination of Rs.5,00,000, but the maximum lot or investment is 
Rs.25,00,000 per investor. The secondary market transactions can be of Rs.5,00,000 or multiples 
thereof. The total amount proposed to be issued should be raised within two weeks from the date on 
which the proposal is taken on record by the bank.  
(iv) CP should be issued for a minimum period of 7 days and a maximum of less than 1 year. No grace 
period is allowed for repayment and if the maturity date falls on a holiday, then it should be paid on 
the previous working day. Each issue of CP is treated as a fresh issue.  
 
Benefits of Commercial Paper 
(a) CP is sold on an unsecured basis and does not contain any restrictive conditions.  
(b) Maturing CP can be repaid by selling new CP and thus can provide a continuous source of funds.  
(c) Maturity of CP can be tailored to suit the requirement of the issuing firm.  
(d) CP can be issued as a source of fund even when money market is tight.  
(e) Generally, the cost of CP to the issuing firm is lower than the cost of commercial bank loans.  
Limitations 
(i) Only highly credit rating firms can use it. New and moderately rated firm generally are not in a 
position to issue CP.  
(ii) CP can neither be redeemed before maturity nor can be extended beyond maturity.  
 
Funds Generated from Operations 
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Funds generated from operations, during an accounting period, increase working capital by an 
equivalent amount. The two main components of funds generated from operations are profit and 
depreciation. Working capital will increase by the extent of funds generated from operations. 
Students may refer to funds flow statement given earlier in this chapter.  
Public Deposits 
Deposits from the public is one of the important source of finance particularly for well established big 
companies with huge capital base for short and medium-term.  
Bills Discounting 
Bill discounting is recognized as an important short term Financial Instrument and it is widely used 
method of short term financing. In a process of bill discounting, the supplier of goods draws a bill of 
exchange with direction to the buyer to pay a certain amount of money after a certain period, and 
gets its acceptance from the buyer or drawee of the bill.  
 
Factoring 
Factoring is a method of financing whereby a firm sells its trade debts at a discount to a financial 
institution. In other words, factoring is a continuous arrangement between a financial institution, 
(namely the factor) and a firm (namely the client) which sells goods and services to trade customers 
on credit. As per this arrangement, the factor purchases the client’s trade debts including accounts 
receivables either with or without recourse to the client, and thus, exercises control over the credit 
extended to the customers and administers the sales ledger of his client. To put it in a layman’s 
language, a factor is an agent who collects the dues of his client for a certain fee.  
Differences between Factoring and Bills discounting  
(i) Factoring is called as ‘Invoice factoring’ whereas bills discounting is known as “Invoice discounting”.  
(ii) In factoring the parties are known as client, factor and debtor whereas in bills discounting they are 
known as Drawer, Drawee and Payee.  
(iii) Factoring is a sort of management of book debts whereas bills discounting is a sort of borrowing 
from commercial banks.  
(iv)For factoring there is no specific Act; whereas in the case of bills discounting, the Negotiable 
Instrument Act is applicable.  
 
WORKING CAPITAL FINANCE FROM BANKS  
Banks in India today constitute the major suppliers of working capital credit to any business activity. 
Recently, some term lending financial institutions have also announced schemes for working capital 
financing. The two committees viz., Tandon Committee and Chore Committee have evolved definite 
guidelines and parameters in working capital financing, which have laid the foundations for 
development and innovation in the area.  
With the above liberalizations, all the instructions relating to MPBF issued by RBI from time to time 
stand withdrawn.  

 
Negotiated methods  

 
• Cash Credit: This facility will be given by the banker to the customers by giving certain amount of 
credit facility on continuous basis. The borrower will not be allowed to exceed the limits sanctioned by 
the bank.  
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• Bank Overdraft: It is a short-term borrowing facility made available to the companies in case of 
urgent need of funds. The banks will impose limits on the amount they can lend. When the borrowed 
funds are no longer required they can quickly and easily be repaid. The banks issue overdrafts with a 
right to call them in at short notice.  
 
• Bills Discounting: The company which sells goods on credit, will normally draw a bill on the buyer 
who will accept it and sends it to the seller of goods. The seller, in turn discounts the bill with his 
banker. The banker will generally earmark the discounting bill limit.  
 
• Bills Acceptance: To obtain finance under this type of arrangement a company draws a bill of 
exchange on bank. The bank accepts the bill thereby promising to pay out the amount of the bill at 
some specified future date.  
 
• Line of Credit: Line of Credit is a commitment by a bank to lend a certain amount of funds on 
demand specifying the maximum amount.  
 
• Letter of Credit: It is an arrangement by which the issuing bank on the instructions of a customer or 
on its own behalf undertakes to pay or accept or negotiate or authorizes another bank to do so 
against stipulated documents subject to compliance with specified terms and conditions.  
 
• Bank Guarantees: Bank guarantee is one of the facilities that the commercial banks extend on 
behalf of their clients in favour of third parties who will be the beneficiaries of the guarantees.  

 

 

Practical problems 

Q.1. The following annual figures relate to MNP Limited: 
Sales (at three months credit) Rs.90,00,000 
Materials consumed (suppliers extend one and half month’s credit)  Rs.22,50,000 
Wages paid (one month in arrear) Rs.18,00,000 
Manufacturing expenses outstanding at the end of the year (cash  Rs.2,00,000 
expenses are paid one month in arrear)  
Total Administrative expenses for the year (cash expenses are paid one month 
in arrear) 

Rs.6,00,000 

Sales Promotion expenses for the year (paid quarterly in advance) Rs.12,00,000 
The company sells its products on gross-profit of 25% assuming depreciation as a part of cost of 
production. It keeps two month’s stock of finished goods and one month’s stock of raw materials 
as inventory. It keeps cash balance of Rs.2,50,000. 
Assume a 5% safety margin, work out the working capital requirements of the company on cash 
cost basis. Ignore work-in-progress  
Ans: total cash cost Rs. 82,50,000. W.C. Rs. 34,93,750. 
 
Q.2. The following information has been extracted from the records of a Company:  
Product Cost Sheet Rs./unit 
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Raw materials 45 
Direct labour 20 
Overheads 40 
Total 105 
Profit 15 
Selling price 120 

  Raw materials are in stock on an average of two months. 
– The materials are in process on an average for 4 weeks. The degree of completion is       50%.  

  Finished goods stock on an average is for one month. 

  Time lag in payment of wages and overheads is 1½ weeks. 

  Time lag in receipt of proceeds from debtors is 2 months. 

  Credit allowed by suppliers is one month. 

  20% of the output is sold against cash. 

  The company expects to keep a Cash balance of Rs.1,00,000. 

  Take 52 weeks per annum. 
The Company is poised for a manufacture of 1,44,000 units in the year.  
You are required to prepare a statement showing the Working Capital requirements of the 
Company. Ans: Net W.C. Rs. 45,36,307.        (PE-II-Nov. 2002) (6 marks) 
 
Q.3. XYZ Co. Ltd. is a pipe manufacturing company.  Its production cycle indicates that materials 
are introduced in the beginning of the production cycle; wages and overhead accrue evenly 
throughout the period of the cycle.  Wages are paid in the next month following the month of 
accrual.  Work in process includes full units of raw materials used in the beginning of the 
production process and 50% of wages and overheads are supposed to be conversion costs.  
Details of production process and the components of working capital are as follows:  

Production of pipes 12,00,000 units 
Duration of the production cycle One month 
Raw materials inventory held One month consumption 
Finished goods inventory held for  Two months 
Credit allowed by creditors One month 
Credit given to debtors Two months 
Cost price of raw materials Rs. 60 per unit 
Direct wages Rs. 10 per unit 
Overheads Rs. 20 per unit 
Selling price of finished pipes Rs. 100 per unit 

Required to calculate: 
(i) The amount of working capital required for the company. 
(ii)Its maximum permissible bank finance under all the three methods of lending norms as 
suggested by the Tondon Committee, assuming the value of core current assets: Rs. 1,00,00,00 .   
Ans: Net W.C. 4,25,00,000, Tandon commmitte Rs. 3,18,75,000, 3,01,25,000 & Rs. 2,26,25,000. 
 
Q.4. A proforma cost sheet of a Company provides the following data: 
 Rs. 
Raw material cost per unit 117 
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Direct Labour cost per unit 49 
Factory overheads cost per unit 
(includes depreciation of Rs. 18 per unit at budgeted level of 
activity) 

 
  98 

Total cost per unit 264 
Profit   36 
Selling price per unit 300 
Following additional information is available: 
Average raw material in stock : 4 weeks 
Average work-in-process stock : 2 weeks 
(% completion with respect to   
Materials             : 80%   
Labour and Overheads : 60%)   
Finished goods in stock : 3 weeks 
Credit period allowed to debtors : 6 weeks 
Credit period availed from suppliers : 8 weeks 
Time lag in payment of wages : 1 week 
Time lag in payment of overheads : 2 weeks 
The company sells one-fifth of the output against cash and maintains cash balance of  
Rs. 2,50,000. Required: 
Prepare a statement showing estimate of working capital needed to finance a budgeted activity level 
of 78,000 units of production.  You may assume that production is carried on evenly throughout the 
year and wages and overheads accrue similarly.   

(PE-II-Nov 2007-9 marks) Ans: 26,25,700. 
 
Q.5. MNO Ltd. has furnished the following cost data relating to the year ending of 31st March, 
2008. 

 Rs. (in Lacs) 

Sales 450 

Material consumed 150 

Direct wages 30 

Factory overheads (100% variable) 60 

Office and Administrative overheads (100% variable) 60 

Selling overheads 50 

The company wants to make a forecast of working capital needed for the next year and anticipates 
that: 
 Sales will go up by 100%, 
 Selling expenses will be Rs. 150 lacs, 
 Stock holdings for the next year will be-Raw material for two and half months, Work-in-
progress for one month, Finished goods for half month and Book debts for one and half months,  
 Lags in payment will be of 3 months for creditors, 1 month for wages and half month for 
Factory, Office and Administrative and Selling overheads. 
You are required to: 
(i)Prepare statement showing working capital requirements for next year, and 
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(ii)Calculate maximum permissible bank finance as per Tandon Committee guidelines assuming 
that core current assets of the firm are estimated to be Rs. 30 lakhs.  

(PE-II-May 2008-8 marks) 
 
Q.6. Foods Ltd. is presently operating at 60% level producing 36,000 packets of snack foods and 
proposes to increase capacity utilisation in the coming year by 33.333% over the existing level of 
production. 
The following data has been supplied: 
(i) Unit cost structure of the product at current level: 

 Rs. 

Raw Material 4 
Wages (Variable) 2 
Overheads (Variable) 2 
Fixed Overhead 1 
Profit  3 
Selling Price 12 

(ii)Raw materials will remain in stores for 1 month before being issued for production. Material 
will remain in process for further 1 month. Suppliers grant 3 months credit to the company.  
(iii)Finished goods remain in godown for 1 month. 
(iv)Debtors are allowed credit for 2 months. 
(v)Lag in wages and overhead payments is 1 month and these expenses accrue evenly throughout 
the production cycle. 
(vi)No increase either in cost of inputs or selling price is envisaged. 
Prepare a projected profitability statement and the working capital requirement at the new level, 
assuming that a minimum cash balance of Rs. 19,500 has to be maintained.  

(Final-Nov. 1996-20 marks) 
Q.7. A newly formed company has applied to the commercial bank for the first time for financing 
its working capital requirements. The following information is available about the projections for 
the current year: 
Estimated level of activity: 1,04,000 completed units of production plus 4,000 units of work-in-
progress. Based on the above activity, estimated cost per unit is:  
Raw material Rs. 80 per unit 
Direct wages Rs. 30 per unit 
Overheads (exclusive of depreciation) Rs. 60 per unit 
Total cost Rs. 170 per unit 
Selling price Rs. 200 per unit 
 Raw materials in stock: Average 4 weeks consumption, work-in-progress (assume 50% completion 
stage in respect of conversion cost) (materials issued at the start of the processing). 
Finished goods in stock 8,000 units 
Credit allowed by suppliers Average 4 weeks 
Credit allowed to debtors/receivables Average 8 weeks 
Lag in payment of wages Average 1.5 weeks 
Cash at banks (for smooth operation) is expected to be   Rs. 25,000 
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Assume that production is carried on evenly throughout the year (52 weeks) and wages and 
overheads accrue similarly. All sales are on credit basis only. 
Find out 
(i)the net working capital required; 
(ii)the maximum permissible bank finance under first and second methods of financing as per 
Tandom Committee Norms.  

Ans: Net working capital Rs. 46,95,990.(ii) Rs. 33,20,125.  
 
Q.8. Q Ltd. sells goods at a uniform rate of gross profit of 20% on sales including depreciation as 
part of cost of production. Its annual figures are as under: 
 Rs. 
Sales (At 2 months’ credit) 24,00,000 
Materials consumed (Suppliers credit 2 months) 6,00,000 
Wages paid (Monthly at the beginning of the subsequent month) 4,80,000 
Manufacturing expenses (Cash expenses are paid – one month in arrear) 6,00,000 
Administration expenses (Cash expenses are paid – one month in arrear) 1,50,000 
Sales promotion expenses (Paid quarterly in advance) 75,000 
The company keeps one month stock each of raw materials and finished goods. A minimum cash 
balance of Rs. 80,000 is always kept. The company wants to adopt a 10% safety margin in the 
maintenance of working capital. The company has no work in progress.  
Find out the requirements of working capital of the company on cash cost bas is. 
Ans: cash cost Rs. 19,05,000. Net WC. 4,03,750. (Final-May 1999-12 marks) 
 
Q.9. An engineering company is considering its working capital investment for the year 2003-04. 
The estimated fixed assets and current liabilities for the next year are Rs.6.63 crore and Rs.5.967 
crore respectively. The sales and earnings before interest and taxes (EBIT) depend on investment 

in its current assets  particularly inventory and receivables. The company is examining the 
following alternative working capital policies: 

Working Capital Investment in Estimated EBIT 
Policy Current Assets Sales  
 (Rs. Crore) (Rs. Crore) (Rs. Crore) 
Conservative 11.475 31.365 3.1365 
Moderate 9.945 29.325 2.9325 
Aggressive 6.63 25.50 2.55 

 You are  required to calculate the following for each policy: 
(i) Rate of return on total assets. 
(ii) Net working capital position. 

(iii) Current assets to fixed assets ratio. 
(iv) Discuss the risk-return trade off of each working capital policy.  

(PE-II-May 2003) (6 marks) 
Q.10. A proforma cost sheet of a Company provides the following particulars:  
 Amount per unit 
 (Rs.) 
Raw materials cost 100 
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Direct labour cost 37.50 
Overheads cost 75 
Total cost 212.50 
Profit 37.50 
Selling Price 250 
The Company keeps raw material in stock, on an average for one month; work-in-progress, on an 
average for one week; and finished goods in stock, on an average for two weeks. 
The credit allowed by suppliers is three weeks and company allows four weeks credit to its 
debtors.  The lag in payment of wages is one week and lag in payment of overhead expenses is 
two weeks. 
The Company sells one-fifth of the output against cash and maintains cash-in-hand and at bank 
put together at Rs.37,500. 
Required: 
Prepare a statement showing estimate of Working Capital needed to finance an activity level of 
1,30,000 units of production. Assume that production is carried on evenly throughout the year, and 
wages and overheads accrue similarly. Work-in-progress stock is 80% complete in all respects. Ans: 
30,06,250.       
 
Q.11. MN Ltd. is commencing new project for manufacture of electric toys. The following cost 
information has been ascertained for annual production of 60,000 unit at full capacity:  
 Amount 

(Rs. Per unit) 
Raw material  20 
Direct Labour  15 
Manufacturing overheads  
Variable                                             Rs. 15 
Fixed                                                  Rs. 10 

 
25 

Selling & distribution overheads 
Variable                                             Rs. 3 
Fixed                                                  Rs. 1                                                                                                                                                     

 
 
4 

Total cost                                                                                                                 64 
Profit                                                                                                                        16 
Selling price                                                                                                             80 
In the first year of operation expected production and sales are 40,000 units and 35,000 units 
respectively. To assess the need of working capital, the following additional information is 
available: 
Stock of raw Materials  3 months consumption 
Labour and Overheads  1.5 months 
Finished goods in stock 4 months 
Credit period allowed to debtors 1 months 
Credit period availed from suppliers .5 months 
Cash in hand and bank is expected to be Rs. 60,000. 
Provision for contingencies is required @ 10% of the working capital requirement including that 
provision.   
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You are required to a projected statement of working capital requirement for the first year operation. 
Debtors are taken at cost. (9 marks) Ans: 4,99,769. 
 
Q.12. A newly formed company has applied to the Commercial Bank for the first time for financing its 
working capital requirements. The following information is available about the projections for the 
current year: 
       Per unit 
Elements of cost: (Rs.) 
Raw material      40 
Direct labour      15 
Overhead      30 
Total cost      85 
Profit       15 
Sales       100 
Other information: 
Raw material in stock: average 4 weeks consumption, Work – in progress (completion stage, 50 per 
cent), on an average half a month. Finished goods in stock: on an average, one month. 
Credit allowed by suppliers is one month. 
Credit allowed to debtors is two months. 
Average time lag in payment of wages is 1½ weeks and 4 weeks in overhead expenses. Cash in hand 
and at bank is desired to be maintained at Rs. 50,000. All Sales are on credit basis only. 
Required: 
(i) Prepare statement showing estimate of working capital needed to finance an activity level of 
96,000 units of production. Assume that production is carried on evenly throughout the year, and 
wages and overhead accrue similarly. For the calculation purpose 4 weeks may be taken as equivalent 
to a month and 52 weeks in a year. 
 (ii) From the above information calculate the maximum permissible bank finance by all the three 
methods for working capital as per Tondon Committee norms; assume the core current assets 
constitute 25% of the current assets.  
Answer Investment in Current Assets 23,85,385 Current Liabilities 5,58,461. Method I Rs. 13,70,193, 
Method II :  Rs. 12,30,578 Method III: Rs. 7,83,318 
 
Q.13. MN Ltd. is commencing a new project for manufacture of electric toys. The following cost 
information has been ascertained for annual production of 60,000 units at full capacity: 
Amount per unit      Rs. 
Raw materials       20 
Direct labour        15 
Manufacturing overheads:  Rs. 
Variable     15 
Fixed      10    25 
Selling and Distribution overheads: 
Rs. 
Variable     3 
Fixed      11   14 
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Total cost        64 
Profit         16 
Selling price        80 
In the first year of operations expected production and sales are 40,000 units and 35,000 units 
respectively. To assess the need of working capital, the following additional information is available: 
(i) Stock of Raw materials…………………………………...3 months consumption. 
(ii) Credit allowable for debtors…………………………..…1½ months. 
(iii) Credit allowable by creditors……………………………4 months. 
(iv) Lag in payment of wages………………………………..1 month. 
(v) Lag in payment of overheads…………………………..½ month. 
 (vi) Cash in hand and Bank is expected to be Rs. 60,000. 
(vii) Provision for contingencies is required @ 10% of working capital requirement including that 
provision. 
You are required to prepare a projected statement of working capital requirement for the first year of 
operations. Debtors are taken at cost.  

 
Q.14. The management of Royal Industries has called for a statement showing the working capital 
needs to finance a level of activity of 1,80,000 units of output for the year. The cost structure for the 
company’s product for the above mentioned activity level is detailed below: 
 Cost per unit (Rs) 
Raw materials 20 
Direct labour 5 
Overheads (including depreciation of Rs 5 per unit) 15 
 40 
Profit  10 
Selling price 50 
Additional Information: 

(i) Minimum desired cash balance is Rs 20,000. 
(ii) Raw materials are held in stock on average for two months. 
(iii) Work in progress (assume 50% completion stage as regards material, labour and overhead) will 

approximate to half a month production. 
(iv) Finished goods remain in warehouse, on an average for a month. 
(v) Suppliers of materials extend a month credit and debtors are provided two months credit; cash 

sales are 25% of total sales. 
(vi) There is a time lag in payment of wages of a month and half a month in the case of overheads. 
From the above facts, you are required to: 

(i) Prepare a statement showing working capital needs and 
(ii) Determine the maximum working capital finance available under the first two method 

suggested by Tandon Committee. 
 
Q.15. cost sheet of the company provides the following data: 
 Cost per unit ( in Rs)  
Raw material  50.00 
Direct labour 20.00 
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Overhead(including depreciation of Rs 10) 40.00 
Total cost 110.00 
Profit  20.00 
Selling price 130.00 
Additional information: 
Average raw material in stock is for one month. Average material in progress is for half month. Credit 
allowed by suppliers: one month; credit allowed to debtors; one month. 
Average time lag in payment of wages: 10 days; average time lag in payment of overheads: 30 days. 
25% of sales are on cash basic. Cash balance expected to be Rs 1, 00,000. Finished goods lie in 
warehouse for one month. 
You are required to prepare a statement showing the cash cost of working capital needed to finance a 
level of the activity of 50,000 units of output. Production is carried on evenly throughout the year and 
wages & overheads accrue similarly. State your assumptions if any clearly. 
 
Q.16. Total current assets required: Rs 40,000. 
Current liabilities other than bank borrowings: Rs 10,000. 
Core current assets: Rs 5,000 
Compute MBPF under all the three methods of lending norms as suggested by the Tondon committee. 
 
Q.17. Following is the balance sheet of PBX ltd. Calculate the amount of maximum permissible Bank 

Finance by all three methods for working capital as per Tandon committee norms. You are required to 
calculate the current ratios as recommended by the committee, assuming that the bank has granted 
MBPF. 
     Balance Sheet of PBX ltd as At 31st March 2003   
 Liabilities  Amount  Assets  Amount  
Equity share of Rs 10 each 400 Fixed assets  1,000 
Retained earnings 400 Currents assets:  

Raw material 
Work in progress 
Finished goods 
Debtors  
Cash at bank 

 
11% debenture 600 200 
Public deposit 200 300 
Trade creditors  160 150 
Bill payable 200 200 
  110 
 1,960  1,960 
 
Q18. ESS ltd sells goods at a gross profit of 25% considering depreciation as part of the cost of 

production. Its annual figures are as follows 
  Rs 
Sales at two months credit 18,00,000 
Materials consumed ( suppliers extend two months’ credit) 4,50,000 

Wages paid (monthly in arrears) 3,60,000 
Manufacturing expenses outstanding at the end of the year 
(cash expenses are paid one month in arrear) 

40,000 
 

Total administrative expenses, paid as above 1,20,000 
Sales promotion  expenses, paid quarterly in advance 60,000 
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The company keeps one month’s stock each of raw materials and finished goods, believes in keeping 
Rs 1,00,000 in cash. Assuming a 15% safety margin, ascertain the requirements of working capital 
requirement of the company on cash costs basis. Ignore work in progress. 
 
Q.19. Meraz ltd is engaged in large scale customer retailing. From the following information you are 

required to forecasting its working capital requirement on cash cost basis for the year 2003 – 2004. 
Projected annual sales Rs.65 lacs 

Percentage of gross profit on cost of sales 20% 

Average credit allowed to debtors 10 weeks 
Average credit allowed by creditors 4 weeks  

Average stock carrying (in terms of sales requirement ) 8 weeks 

Add 10% to compute figures to allow for contingencies. 
 
Q.20. From the following information of XYZ Ltd., you are required to calculate:  
(a) Net operating cycle period.  
(b) Number of operating cycles in a year. Rs.  
(i) Raw material inventory consumed during the year 6,00,000  
(ii) Average stock of raw material 50,000  
(iii) Work-in-progress inventory 5,00,000  
(iv) Average work-in-progress inventory 30,000  
(v) Finished goods inventory 8,00,000  
(vi) Average finished goods stock held 40,000  
(vii) Average collection period from debtors 45 days  
(viii) Average credit period availed 30 days  
(ix) No. of days in a year 360 days 
Ans: 85 days. 
 
Q.21. The following annual figures relate to XYZ Co.,  

Rs.  
Sales (at two months’ credit)  36,00,000  

Materials consumed (suppliers extend two months’ credit)  9,00,000  

Wages paid (monthly in arrear)  7,20,000  

Manufacturing expenses outstanding at the end of the year  
(Cash expenses are paid one month in arrear)  

80,000  

Total administrative expenses, paid as above  2,40,000  

Sales promotion expenses, paid quarterly in advance  1,20,000  

The company sells its products on gross profit of 25% counting depreciation as part of the cost of 
production. It keeps one months’ stock each of raw materials and finished goods, and a cash balance 
of Rs.1,00,000.  Assuming a 20% safety margin, work out the working capital requirements of the 
company on cash cost basis. Ignore work-in-process. 

Ans: Rs. 7,20,000. 
 
Q.22.PQ Ltd., a company newly commencing business in 2005 has the under mentioned projected 
Profit and Loss Account:  
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 Rs.  
Sales  2,10,000  

Cost of goods sold  1,53,000 

Gross Profit  57,000  

Administrative Expenses    14,000  

Selling Expenses  13,000 27,000 

Profit before tax  30,000  

Provision for taxation  10,000 

Profit after tax  20,000 

The cost of goods sold has been arrived at as under:  

Materials used  84,000  

Wages and manufacturing Expenses  62,500  

Depreciation  23,500  
1,70,000  

Less: Stock of Finished goods  
(10% of goods produced not yet sold)  

17,000  

 1,53,000 
The figure given above relate only to finished goods and not to work-in-progress. Goods equal to 15% 
of the year’s production (in terms of physical units) will be in process on the average requiring full 
materials but only 40% of the other expenses. The company believes in keeping materials equal to 
two months’ consumption in stock.  
All expenses will be paid one month in advance. Suppliers of materials will extend 1-1/2 months 
credit. Sales will be 20% for cash and the rest at two months’ credit. 70% of the Income tax will be 
paid in advance in quarterly instalments. The company wishes to keep Rs.8,000 in cash.  
Prepare an estimate of (i) working capital, and (ii) cash cost of working capital.  
Note: All workings should form part of the answer. 
 
Q.23. M.A. Limited is commencing a new project for manufacture of a plastic component. The 
following cost information has been ascertained for annual production of 12,000 units which is the full 
capacity: 

                               Per Unit Rs.  
Cost of Materials  40.00  

Direct labour & variable expenses  20.00  

Fixed manufacturing expenses  10.00  

Depreciation 6.00 

Fixed administration expenses  4.00 
Total 80.00 

The selling price per unit is expected to be Rs.96 and the selling expenses Rs.5 per unit. 80% of which is 
variable.  
In the first two years of operations, production and sales are expected to be as follows:  

Year  Production (No. of units)  Sales (No. of units)  
1  6,000  5,000  

2.  9,000  8,500  
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(a)  Stock of materials  2.25 months’ average consumption  

(b)  Work-in-process  Nil  

(c)  Debtors  1 month’s average sales.  

(d)  Cash balance  Rs.10,000  

(e)  Creditors for supply of materials  1 month’s average purchase during the year.  

(f)  Creditors for expenses  1 month’s average of all expenses during the year.  

Prepare, for the two years:  
(i) A projected statement of Profit/Loss (Ignoring taxation); and  
(ii) A projected statement of working capital requirements. 
 
Q.24. Samreen Enterprises has been operating its manufacturing facilities till 31.3.2006 on a single shift 
working with the following cost structure:  

Per Unit Rs. 
Cost of Materials  6.00  

Wages (out of which 40% fixed)  5.00  

Overheads (out of which 80% fixed)  5.00  

Profit  2.00 

Selling Price  18.00 

Sales during 2005-06 – Rs.4,32,000. As at 31.3.2006 the company held:  

Rs.  
Stock of raw materials (at cost)  36,000  

Work-in-progress (valued at prime cost)  22,000  

Finished goods (valued at total cost)  72,000  

Sundry debtors  1,08,000  

In view of increased market demand, it is proposed to double production by working an extra shift. It is 
expected that a 10% discount will be available from suppliers of raw materials in view of increased 
volume of business. Selling price will remain the same. The credit period allowed to customers will 
remain unaltered. Credit availed of from suppliers will continue to remain at the present level i.e., 2 
months. Lag in payment of wages and expenses will continue to remain half a month.  
You are required to assess the additional working capital requirements, if the policy to increase output 
is implemented.  
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UNIT-2 

Objective 
A firm needs to offer its goods and services on credit to customers as a Business strategy to boost the 
sales. This represents a considerable investment of funds so the management of this asset can have 
significant effect on the profit performance of the company.  
The basic objective of management of sundry debtors is to optimise the return on investment on this 
assets known as receivables. Large amounts are tied up in sundry debtors, there are chances of bad 
debts and there will be cost of collection of debts. On the contrary, if the investment in sundry 
debtors is low, the sales may be restricted, since the competitors may offer more liberal terms. 
Therefore, management of sundry debtors is an important issue and requires proper policies and their 
implementation.  
Investment in accounts receivables constitute a substantial portion of a firms assets. Moreover, since 
cash flows from a sale cannot be invested until the accounts receivable are collected their control 
warrants added importance, efficient collection will lead to both profitability and liquidity of the firm.  
 
Role of Finance Manager:  
The finance manager can affect the volume of credit sales and collection period and consequently, the 
investment in receivables. That is through the changes in credit policy. The term credit policy is used 
to refer to the combination of three decisions variables:  
(i) credit standards: the types of customers to whom goods could be sold on credit. 
(ii) Credit terms: duration of credit and terms of payments by customers. 
(iii) Collection efforts: determine the actual collection period.  
The lower the collection period, the lower the investment in accounts receivables.  
 
Aspects of Management of debtors  
There are basically three aspects of management of sundry debtors.  
1. Credit policy: The credit policy is to be determined. It involves a trade off between the profits on 
additional sales that arise due to credit being extended on the one hand and the cost of carrying those 
debtors and bad debt losses on the other. This seeks to decide credit period, cash discount and other 
relevant matters. The credit period is generally stated in terms of net days. For example if the firm’s 
credit terms are “net 50”.  
For example, the credit terms may be expressed as “3/15 net 60”. This means that a 3% discount will 
be granted if the customer pays within 15 days; if he does not avail the offer he must make payment 
within 60 days.  
2. Credit Analysis: This require the finance manager to determine as to how risky it is to advance credit 
to a particular party. 
3. Control of receivable: This requires finance manager to follow up debtors and decide about a 
suitable credit collection policy. It involves both laying down of credit policies and execution of such 
policies.  
Cost of maintaining receivables  
(i) The company requires additional funds as resources are blocked in receivables which involves a 
cost in the form of interest (loan funds) or opportunity cost (own funds)  
(ii) Administrative costs which include record keeping, investigation of credit worthiness etc.  

Receivable Management 
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(iii) Collection costs.  
(iv) Defaulting costs.  
 
Factors determining Credit Policy  
The credit policy is an important factor determining both the quantity and the quality of accounts 
receivables. Various factors determine the size of the investment a company makes in accounts 
receivables. They are, for instance:  
(i) The effect of credit on the volume of sales;  
(ii) Credit terms;  
(iii) Cash discount;  
(iv) Policies and practices of the firm for selecting credit customers. 
 (v) Paying practices and habits of the customers.  
(vi) The firm’s policy and practice of collection.  
(vii) The degree of operating efficiency in the billing, record keeping and adjustment function, other 
costs such as interest, collection costs and bad debts etc., would also have an impact on the size of the 
investment in receivables.  
 
Factors under the control of Finance Manager  
The finance manager has operating responsibility for the management of the investment in 
receivables.  
Supervising the administration of credit: the finance manager is in a particularly strategic position to 
contribute to top management decisions relating to the best credit policies of the firm.  
Finance manager plays a very important role in the determination of credit period and deciding the 
criteria for selection of credit applications.  
The finance manager has to strike a balance between the cost of increased investment in 
receivables and profits from the higher levels of sales. 
 
Q.1. A company currently has an annual turnover of Rs. 50 lacs and an average collection period 
of 30 days. The company wants to experiment with a more liberal policy on the ground that 
increase in collection period will generate additional sales. From the following information, kindly 
indicate which policy the company should adopt: 

Credit Policy Average collection period Annual sales(Rs. lacs) 

A 45 days 56 

B 60 days 60 

C 75 days 62 

D 90 days 63 

Costs: Variable cost 80% of sales; Fixed cost Rs. 6 lacs per annuam; required pre-tax return on 
investment: 20%. A year may be taken as comprising 360 days.  PE-2 June-09 
 
Q.2. H Ltd. has a present annual sales of 10,000 units at Rs. 300 per unit. The variable cost is Rs. 
200 per unit and the fixed costs amount to Rs. 3,00,000 per annum. The present credit period 
allowed by the company is 1 month. The company is considering a proposal to increase the credit 
period to 2 months and 3 months and has made the following estimates: 

 Existing Proposed 
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Credit Policy 1 month 2 months 3 months 
Increase in sales  - 15% 30% 
% of Bad Debts 1% 3% 5% 

There will be increase in fixed cost by Rs. 50,000 on account of increase of sales beyond 25% of 
present level. The company plans on a pre-tax return of 20% on investment in receivables. You are 
required to calculate the most paying credit policy for the company. 

Ans: proposed policy 2 month Rs. 28167, 3 month Rs. (52334) (Final-May 1996-20 marks) 
 
Q.3. The present credit terms of P Company are 1/10 net 30. Its annual sales are Rs. 80 lakhs, its 
average collection period is 20 days. Its variable cost and average total costs to sales are 0.85 and 
0.95 respectively and its cost of capital is 10 per cent. The proportion of sales on which customers 
currently take discount is 0.5. P company is considering relaxing its discount terms to 2/10 net 30. 
Such relaxation is expected to increase sales by Rs. 5 lakhs, reduce the average collection period 
to 14 days and increase the proportion of discount sales to 0.8. What will be the effect of relaxing 
the discount policy on company’s profit? Take year as 360 days.  

Ans: Rs. -9,986. 
 
Q.4. Radiance Garments Ltd. manufacturers readymade garments and sells them on credit basis 
through a network of dealers. Its present sale is Rs. 60 lakh per annum with 20 days credit period. 
The company is contemplating an increase in the credit period with a view to increasing sal es. 
Present variable costs are 70% of sales and the total fixed costs Rs. 8 lakh per annum. The 
company expects pre-tax return on investment @ 25%. Some other details are given as under:  
Proposed Credit Policy Average Collection Period 

(days) 
Expected Annual Sales 

(Rs. Lakh) 
I 30 65 
II 40 70 
III 50 74 
IV 60 75 

Required: Which credit policy should the company adopt? Present your answer in a tabular form. 
Assume 360-days a year. Calculations should be made upto two digits after decimal.  
 
Q.5. The credit manager of XYZ Ltd. is reappraising the company’s credit policy. The company sells 
the products on terms of net 30. Cost of goods sold is 85% of sales and fixed costs are further 5% 
of sales. XYZ classifies its customers on a scale of 1 to 4. During the past five years, the experience 
was as under: 

Classification Default as a percentage 
of sales 

Average collection period- in days for non-
defaulting accounts 

1 0 45 
2 2 42 
3 10 40 
4 20 80 

The average rate of interest is 15%. What conclusions do you draw about the company’s Credit Policy? 
What other factors should be taken into account before changing the present policy? Discuss.  
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Q.6. A company has prepared the following projections for a year: 
Sales 21,000 units 
Selling Price per unit Rs.40 
Variable Costs per unit Rs.25 
Total Costs per unit Rs.35 
Credit period allowed One month 
The Company proposes to increase the credit period allowed to its customers from one month to 
two months. It is envisaged that the change in the policy as above will increase the sales by 8%. 
The company desires a return of 25% on its investment. 
You are required to examine and advise whether the proposed Credit Policy should be 
implemented or not.  
 
Q.7. A firm has a current sales of Rs.2,56,48,750. The firm  has unutilised capacity. In order to 
boost its sales, it is considering the relaxation in its credit policy. The proposed terms of credit will 
be 60 days credit against the present policy of 45 days. As a result, the bad debts will increase 
from 1.5% to 2% of sales. The firm’s sales are expected to increase by 10%. The variable operating 
costs are 72% of the sales. The Firm’s Corporate tax rate is 35%, and it requires an after -tax return 
of 15% on its investment. Should the firm change its credit period?  

 
Q.8. A firm is considering offering 30-day credit to its customers.  The firm likes to charge them an 
annualized rate of 24%.  The firm wants to structure the credit in terms of a cash discount for 
immediate payment.  How much would the discount rate have to be?  
 
Q.9. JKL Ltd. is considering the revision of its credit policy with a view to increasing its sales and profit.  
Currently all its sales are on credit and the customers are given one month’s time to settle the dues.  It 
has a contribution of 40% on sales and it can raise additional funds at a cost of 20% per annum.  The 
marketing manager of the company has given the following options along with estimates for 
considerations: 
Particulars Current Position I Option II Option III Option 
Sales (Rs. in lakhs) 200 210 220 250 
Credit period (in months) 1 1½ 2 3 
Bad debts (% of sales) 2 2½ 3 5 
Cost of Credit administration  
(Rs. in lakhs) 

 
1.20 

 
1.30 

 
1.50 

 
3.00 

You are required to advise the company for the best option.  
   
Q.10. A Company has sales of Rs. 25,00,000.  Average collection period is 50 days, bad debt losses 
are 5% of sales and collection expenses are Rs. 25,000.  The cost of funds is 15%.  The Company 
has two alternative Collection Programmes: 

 Programme I Programme II 
Average Collection Period reduced to 40 days 30 days 
Bad debt losses reduced to 4% of sales 3% of sales 
Collection Expenses Rs. 50,000 Rs. 80,000 

valuate which Programme is viable.           
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Q.11.A Ltd uses inventory turnover as one performance measure to evaluate its production 
manager. Currently, its inventory turnover (based on cost of goods sold ÷ inventory) is 10 times 
per annum, as compared with industry average of 4. Average sales are Rs. 4,50,000 p.a.  variable 
costs of inventory have consistently remained at 70% of sales with fixed costs of Rs. 10,000. 
Carrying costs of inventory (excluding financing costs) are 5% per annum. Sales force complained 
that low inventory levels are resulting in lost-sales due to stock outs. Sales manager has made an 
estimate based on stock out reports as under: 
Inventory Policy Inventory Turnover Sales in Rs. 
Current 10 4,50,000 
A 8 5,00,000 
B 6 5,40,000 
C 4 5,65,000 
On the basis of above estimates, assuming a 40% tax rate and an after tax required return of 20% 
on investment in inventory, which policy would you recommend? 
 
Q.12. A Ltd. has a total sales of Rs. 3.2 crores and its average collection period is 90 days. The past 
experience indicates that bad-debt losses are 1.5% on sales. The expenditure incurred by the firm 
in administering its receivable collection efforts are Rs. 5,00,000. A factor is prepared to buy the 
firm’s receivables by charging 2% commission. The factor will pay advance on receivables to the 
firm at an interest rate of 18% p.a. after withholding 10% as reserve. 
Calculate the effective cost of factoring to the Firm.  
 
Q.13. The sales manager of AB ltd. suggest that if credit period is given for 1.5 months, then sales 
may likely to increase by 1,20,000 per annum. Cost of sales amounted to 90% of sales. The risk of 
non payment is 5%. Income tax rate is 30%. The expected return on investment is Rs. 3,375 (after 
tax). Should the company the suggestion of sales manager.  

Ans: Net profit 4,200.   
 
Q.14. A trader whose current sales are in the region of Rs.6 lakhs per annum and an average collection 
period of 30 days wants to pursue a more liberal policy to improve sales. A study made by a 
management consultant reveals the following information:-  

Credit Policy  Increase in 
collection period  

Increase in sales  Present default 
anticipated  

A  10 days  Rs.30,000  1.5%  

B  20 days  Rs.48,000  2%  

C  30 days  Rs.75,000  3%  

D  45 days  Rs.90,000  4%  

 
Q.15. XYZ Corporation is considering relaxing its present credit policy and is in the process of 
evaluating two proposed policies. Currently, the firm has annual credit sales of Rs.50 lakhs and 
accounts receivable turnover ratio of 4 times a year. The current level of loss due to bad debts is 
Rs.1,50,000. The firm is required to give a return of 25% on the investment in new accounts 
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receivables. The company’s variable costs are 70% of the selling price. Given the following 
information, which is the better option? 
 
Q.16. As a part of the strategy to increase sales and profits, the sales manager of a company proposes 
to sell goods to a group of new customers with 10% risk of non-payment. This group would require 
one and a half months credit and is likely to increase sales by Rs.1,00,000 p.a. Production and Selling 
expenses amount to 80% of sales and the income-tax rate is 50%. The company’s minimum required 
rate of return (after tax) is 25%.  
Should the sales manager’s proposal be accepted?  
Also find the degree of risk of non-payment that the company should be willing to assume if the 
required rate of return (after tax) were (i) 30%, (ii) 40% and (iii) 60%. 
 
Q.17. A Factoring firm has credit sales of Rs.360 lakhs and its average collection period is 30 days. The 
financial controller estimates, bad debt losses are around 2% of credit sales. The firm spends 
Rs.1,40,000 annually on debtors administration. This cost comprises of telephonic and fax bills along 
with salaries of staff members. These are the avoidable costs. A Factoring firm has offered to buy the 
firm’s receivables. The factor will charge 1% commission and will pay an advance against receivables 
on an interest @15% p.a. after withholding 10% as reserve. What should the firm do?  
Assume 360 days in a year.  
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UNIT-3 

Treasury & Cash Management 
Treasury Management: Meaning  

Treasury management is defined as ‘the corporate handling of all financial matters, the generation of 
external and internal funds for business, the management of currencies and cash flows and the 
complex, strategies, policies and procedures of corporate finance.’  
The treasury management mainly deals with working capital management and financial risk 
management. The former constitutes cash management and decides the asset liability mix. Financial 
risk management includes forex and interest rate management.  
The key goal of treasury management is planning, organizing and controlling cash assets to satisfy the 
financial objectives of the organization. The goal may be to maximize the return on the available cash, 
or minimize interest cost or mobilise as much cash as possible for corporate ventures. Dealing in 
forex, money and commodity markets involves complex risks of fluctuating exchange rates, interest 
rates and prices which can affect the profitability of the organization.  
Treasury managers try to minimize lapses by adopting risk transfer and hedging techniques that suit 
the internal policies of the organisation. Options, futures and swaps are a few of the major derivative 
instruments, the Treasury Managers use for hedging their risk.  

 
Functions of treasury department 
1. Cash Management: The efficient collection and payment of cash both inside the organisation and 
to third parties is the function of the treasury department.  
2. Currency Management: The treasury department manages the foreign currency risk exposure of 
the company. In a large multinational company (MNC) the first step will usually be to set off intra-
group indebtedness. The use of matching receipts and payments in the same currency will save 
transaction costs. Treasury might advise on the currency to be used when invoicing overseas sales.  
The treasury will manage any net exchange exposures in accordance with company policy. If risks are 
to be minimized then forward contracts can be used either to buy or sell currency forward.  
3. Funding Management: Treasury department is responsible for planning and sourcing the 
company’s short, medium and long-term cash needs.  
4. Banking: It is important that a company maintains a good relationship with its bankers. Treasury 
department carry out negotiations with bankers and act as the initial point of contact with them.  
5. Corporate Finance: Treasury department is involved with both acquisition and divestment activities 
within the group. In addition it will often have responsibility for investor relations.  

 
Management of Cash  

Management of cash is an important function of the finance manager. The Finance Manager has to 
provide adequate cash to each of the units. For the survival of the business it is absolutely essential 
that there should be adequate cash. It is the duty of finance manger to have liquidity at all parts of the 
organization while managing cash. On the other hand, he has also to ensure that there are no funds 
blocked in idle cash. Idle cash resources entail a great deal of cost in terms of interest charges and in 
terms of opportunities costs. Hence, the question of costs of idle cash must also be kept in mind by 
the finance manager. A cash management scheme therefore, is a delicate balance between the twin 
objectives of liquidity and costs.  
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The Need for Cash: The following are three basic considerations in determining the amount of cash or 
liquidity as have been outlined by Lord Keynes:  
♦ Transaction need: Cash facilitates the meeting of the day-to-day expenses and other debt payments. 
♦ Speculative needs: Cash may be held in order to take advantage of profitable opportunities that may 
present themselves and which may be lost for want of ready cash/settlement.  
♦ Precautionary needs: Cash may be held to act as for providing safety against unexpected events.  

 
Strategies for cash management 
A firm need to develop appropriate strategies for cash management viz:  
(i) Cash Planning: The pattern of cash inflows and outflows should be properly predicted in advance. 
Cash budget is a tool to achieve this objective.  
(ii) Managing the cash flows: The cash inflows should be accelerated, while as far as possible, the 
outflows should be decelerated.  
(iii) Optimum cash level: In deciding about the appropriate level of cash balances, the cost of idle cash 
and danger of shortage should be taken into consideration.  
(iv) Investing surplus cash: The surplus cash should be properly invested to earn profits. The firm 
should decide about the division of such cash balance between various alternative short term 
investment opportunities such as, bank deposits, marketable securities, inter-corporate lending. 
  
Cash Flow Budgeting  

Cash flow budget is a detailed budget of income and cash expenditures incorporating both revenue 
and capital items. The cash flow budget should be prepared in the same format in which the actual 
position is to be presented. The year’s budget is usually phased into shorter periods for control e.g., 
monthly or quarterly. Cash budget is concerned with liquidity must reflect changes between opening 
and closing debtor balances and between opening and closing creditor balances as well as focusing 
attention on other inflows and outflows of cash. The cash budget shows the cash flows arising from 
the operational budgets and the profit and assets structure. A cash budget can be prepared in the 
following ways:  
1. Receipts and Payments Method: In this method all the expected receipts and payments for budget 
period are considered. All the cash inflow and outflow of all functional budgets including capital 
expenditure budgets are considered.  
2. Adjusted Income Method: In this method the annual cash flows are calculated by adjusting the 
sales revenues and cost figures for delays in receipts and payments (change in debtors and creditors) 
and eliminating non-cash items such as depreciation.  
3. Adjusted Balance Sheet Method: In this method, the budgeted balance sheet is predicted by 
expressing each type of asset and short-term liabilities as percentage of the expected sales. The profit 
is also calculated as a percentage of sales, so that the increase in owners equity can be forecasted. 
Known adjustments, may be made to long-term liabilities and the balance sheet will then show if 
additional finance is needed.  
It is important to note that the capital budget will also be considered in the preparation of cash flow 
budget because the annual budget may disclose a need for new capital investments and also, the 
costs and revenues of any new projects coming on stream will need to be incorporated in the short-
term budgets. A number of additional financial statements, such as sources and application of funds 
statement or schedules or loan service payments or capital raising schedules may be produced.  
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Management of Cash Collection and Disbursements 
 
(1) Accelerating Cash Collections: A firm can conserve cash and reduce its requirements for cash 
balances if it can speed up its cash collections by issuing invoices quickly and taking other necessary 
steps for cash collection. It can be accelerated by reducing the time lag between a customer pays bill 
and the cheque is collected and funds become available for the firm’s use. A firm can decentralized 
collection system known as concentration banking and lock box system to speed up cash collection 
and reduce float time.  
 
(a) Concentration Banking: In concentration banking the company establishes a number of strategic 
collection centres in different regions instead of a single collection centre at the head office. This 
system reduces the period between the time a customer mails in his remittances and the time when 
they become spendable funds with the company. Payments received by the different collection 
centers are deposited with their respective local banks which in turn transfer all surplus funds to the 
concentration bank of head office. The concentration bank with which the company has its major 
bank account is generally located at the headquarters. Concentration banking is one important and 
popular way of reducing the size of the float.  

 
(b) Lock Box System: The purpose of lock box system is to eliminate the time between the receipt of 
remittances by the company and deposited in the bank. A lock box arrangement usually is on regional 
basis which a company chooses according to its billing patterns.  
Under this arrangement, the company rents the local post-office box and authorizes its bank at each 
of the locations to pick up remittances in the boxes. Customers are billed with instructions to mail 
their remittances to the lock boxes. The bank picks up the mail several times a day and deposits the 
cheques in the company’s account. The cheques may be micro-filmed for record purposes and cleared 
for collection. The company receives a deposit slip and lists all payments together with any other 
material in the envelope. This procedure frees the company from handling and depositing the 
cheques. The main advantage of lock box system is that cheques are deposited with the banks sooner 
and become collected funds sooner than if they were processed by the company prior to deposit. In 
other words lag between the time cheques are received by the company and the time they are 
actually deposited in the bank is eliminated.  
The main drawback of lock box system is the cost of its operation. The bank provides a number of 
services in addition to usual clearing of cheques and requires compensation for them. Since the cost is 
almost directly proportional to the number of cheques deposited. Lock box arrangements are usually 
not profitable if the average remittance is small. The appropriate rule for deciding whether or not to 
use a lock box system or for that matter, concentration banking, is simply to compare the added cost 
of the most efficient system with the marginal income that can be generated from the released funds. 
If costs are less than income, the system is profitable, if the system is not profitable, it is not worth 
undertaking. 
  
(c) Playing the float: Besides accelerating collections, an effective control over payments can also 
cause faster turnover of cash. This is possible only by making payments on the due date, making 
excessive use of draft (bill of exchange) instead of cheques. Availability of cash can be maximized by 
playing the float. In this, a firm estimates accurately the time when the cheques issued will be 
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presented for encashment and thus utilizes the float period to its advantage by issuing more cheques 
but having in the bank account only so much cash balance as will be sufficient to honour those 
cheques which are actually expected to be presented on a particular date.  
 
Kinds of Float with reference to Management of Cash The term float is used to refer to the periods 
that affect cash as it moves through the different stages of the collection process. Four kinds of float 
with reference to management of cash are:  
♦ Billing float: An invoice is the formal document that a seller prepares and sends to the purchaser as 
the payment request for goods sold or services provided. The time between the sale and the mailing 
of the invoice is the billing float.  
♦ Mail float: This is the time when a cheque is being processed by post office, messenger service or 
other means of delivery.  
♦ Cheque processing float: This is the time required for the seller to sort, record and deposit the 
cheque after it has been received by the company.  
♦ Banking processing float: This is the time from the deposit of the cheque to the crediting of funds in 
the sellers account.  
 
Delaying Payments: A firm can increase its net float by speeding up collections. It can also increase 
the net float by delayed disbursement of funds from the bank by increasing the mail time. A company 
may make payment to its outstation suppliers by a cheque and send it through mail. The delay in 
transit and collection of the cheque, will be used to increase the float.  
2. Controlling Disbursements: The effective control of disbursement can also help the firm in 
conserving cash and reducing the financial requirements. Disbursement arise due to trade credit, 
which is a spontaneous, source of funds. The firm should make payments using credit terms to the 
fullest extent.  

CASH MANAGEMENT MODELS 

Optimum Cash Balance 
A firm should maintain optimum cash balance to cater to the day-to-day operations. It may also carry 
additional cash as a buffer or safety stock. The amount of cash balance will depend on the risk-return 
trade off. The firm should maintain optimum - just enough, neither too much nor too little cash 
balance. This, however, poses a question. How to determine the optimum cash balance if cash flows 
are predictable and if they are not predictable?  
 
In recent years several types of mathematical models have been developed which helps to determine 
the optimum cash balance to be carried by a business organization. The purpose of all these models is 
to ensure that cash does not remain idle unnecessarily and at the same time the firm is not 
confronted with a situation of cash shortage. All these models can be put in two categories-inventory 
type models and stochastic models. Inventory type models have been constructed to aid the finance 
manager to determine optimum cash balance of his firm. William J. Baumol’s economic order quantity 
model applies equally to cash management problems under conditions of certainty or where the cash 
flows are predictable. However, in a situation where the EOQ Model is not applicable, stochastic 
model of cash management helps in determining the optimum level of cash balance. It happens when 
the demand for cash is stochastic and not known in advance.  
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William J. Baumol’s Economic Order Quantity Model (1952)  
William J. Baumol developed a model for optimum cash balance which is normally used in inventory 
management. The optimum cash balance is the trade-off between cost of holding cash (opportunity 
cost of cash held) and the transaction cost (i.e. cost of converting marketable securities in to cash). 
Optimum cash balance is reached at a point where the two opposing costs are equal and where the 
total cost is minimum. This can be explained with the following diagram:   
 

Transaction Cost

Holding Cost
Cost
(Rs.)

Total Cost

 
 
Optimum Cash Balance 
The optimum cash balance can also be computed algebraically. 

Optimum Cash Balance = 
H

 AT2
 

A = Annual Cash disbursements  
T = Transaction cost (Fixed cost) per transaction 
H = Opportunity cost one rupee per annum (Holding cost) 
The model is based on the following assumptions:  
(i) Cash needs of the firm are known with certainty. 
(ii) The cash is used uniformly over a period of time and it is also known with certainty.  
(iii) The holding cost is known and it is constant. 
(iv) The transaction cost also remains constant. 
 
Miller Orr Cash Management Model (1966) 
According to this model the net cash flow is completely stochastic. When changes in cash balance 
occur randomly, the application of control theory serves a useful purpose.  The Miller – Orr model 
is one of such control limit models.  This model is designed to determine the time and size of 
transfers between an investment account and cash account.  In this model control limits are set 
for cash balances. These limits may consist of ‘h’ as upper limit, ‘z’ as the return point and zero as 
the lower limit. 
 
When the cash balance reaches the upper limit, the transfer of cash equal to ‘h – z’ is invested in 
marketable securities account.  When it touches the lower limit, a transfer from marketable 
securities account to cash account is made. During the period when cash balance stays between 
(h, z) and (z, 0) i.e. high and low limits, no transactions between cash and marketable securities 
account is made. The high and low limits of cash balance are set up on the basis of fixed cost 
associated with the securities transaction, the opportunities cost of holding cash and degree of 
likely fluctuations in cash balances. These limits satisfy the demands for cash at the lowest 
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possible total costs. The formula for calculation of the spread between the control limits is:   
    

Spread = 
3/1

rateInterest  

Cashflows  of  VarianceCost  nTransactio3/4
3 







 
      

   
And, the return point can be calculated using the formula:  

Return point = Lower limit + 
3

Spread
 

RECENT DEVELOPMENTS IN CASH MANAGEMENT  

Electronic Fund Transfer: With the developments which took place in the Information technology, the 
present banking system is switching over to the computerisation of banks branches to offer efficient 
banking services and cash management services to their customers. The network will be linked to the 
different branches, banks. This will help the customers in the following ways:  
♦ Instant updation of accounts.  
♦ The quick transfer of funds.  
♦ Instant information about foreign exchange rates.  
 
Zero Balance Account: For efficient cash management some firms employ an extensive policy of 
substituting marketable securities for cash by the use of zero balance accounts. Every day the firm 
totals the cheques presented for payment against the account. The firm transfers the balance amount 
of cash in the account if any, for buying marketable securities. In case of shortage of cash the firm sells 
the marketable securities.  
Money Market Operations: One of the tasks of ‘treasury function’ of larger companies is the 
investment of surplus funds in the money market. The chief characteristic of money market banking is 
one of size. Banks obtain funds by competing in the money market for the deposits by the companies, 
public authorities, High Networth Investors (HNI), and other banks. Deposits are made for specific 
periods ranging from overnight to one year, a highly competitive rates which reflect supply and 
demand on a daily, even hourly basis are quoted. Consequently, the rates can fluctuate quite 
dramatically, especially for the shorter-term deposits. Surplus funds can thus be invested in money 
market easily.  

 
Petty Cash/ Imprest System: For better control on cash, generally the companies use petty cash 
imprest system wherein the day-to-day petty expenses are estimated taking into account past 
experience and future needs and generally a week’s requirement of cash will be kept separate for 
making petty expenses. This will reduce the strain of the management in managing petty cash 
expenses and help in the managing cash efficiently.  
 
Management of Temporary Cash Surplus 
Temporary cash surpluses can be profitably invested in the following:  
♦ Short-term deposits in Banks and financial institutions.  
♦ Short-term debt market instruments.  
♦ Long-term debt instruments.  
♦ Shares of Blue chip listed companies.  
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Electronic Cash Management System: Most of the cash management systems now-a-days are 
electronically based, since ‘speed’ is the essence of any cash management system. Electronically, 
transfer of data as well as funds play a key role in any cash management system. Various elements in 
the process of cash management are linked through a satellite.  
Benefits: Good cash management is a conscious process of knowing:  
♦ When, where and how a company’s cash needs will arise.  
♦ Knowing what are the best sources of meeting at a short notice additional cash requirement.  
♦ Maintaining good and cordial relations with bankers and other creditors.  
 
Scientific cash management results in:  
♦ Significant saving in time.  
♦ Decrease in interest costs.  
♦ Less paper work.  
♦ Greater accounting accuracy.  
♦ More control over time and funds.  
♦ Supports electronic payments.  
♦ Faster transfer of funds from one location to another, where required.  
♦ Speedy conversion of various instruments into cash.  
♦ Making available funds wherever required, whenever required.  
♦ Reduction in the amount of ‘idle float’ to the maximum possible extent.  
♦ Ensures no idle funds are placed at any place in the organization.  
♦ It makes inter-bank balancing of funds much easier.  
♦ It is a true form of centralized ‘Cash Management’.  
♦ Produces faster electronic reconciliation.  
♦ Allows for detection of book-keeping errors.  
♦ Reduces the number of cheques issued.  
♦ Earns interest income or reduce interest expense.  
 
Virtual Banking: Virtual banking denotes the provision of banking and related services through 
extensive use of information technology without direct recourse to the bank by the customer. The 
origin of virtual banking in the developed countries can be traced back to the seventies with the 
installation of Automated Teller Machines (ATMs). Subsequently, driven by the competitive market 
environment as well as various technological and customer pressures, other types of virtual banking 
services have grown in prominence throughout the world. 
Advantages  
♦ Lower cost of handling a transaction.  
♦ The increased speed of response to customer requirements.  
♦ The lower cost of operating branch network along with reduced staff costs leads to cost efficiency.  
♦ Virtual banking allows the possibility of improved and a range of services being made available to 
the customer rapidly, accurately and at his convenience.  
 

MANAGEMENT OF MARKETABLE SECURITIES  

The selection of securities should be guided by three principles.  
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♦ Safety: Return and risks go hand in hand. As the objective in this investment is ensuring liquidity, 
minimum risk is the criterion of selection.  
♦ Maturity: Matching of maturity and forecasted cash needs is essential. Prices of long term securities 
fluctuate more with changes in interest rates and are therefore, more risky.  
♦ Marketability: It refers to the convenience, speed and cost at which a security can be converted into 
cash. If the security can be sold quickly without loss of time and price it is highly liquid or marketable.  
 
Q.1. Prepare monthly cash budget for six months beginning from April 2006 on the basis of the 
following information:-  
(i) Estimated monthly sales are as follows:-  

                       Rs.                           Rs.  

January  1,00,000  June  80,000  

February  1,20,000  July  1,00,000  

March  1,40,000  August  80,000  

April  80,000  September  60,000  

May  60,000  October  1,00,000  

(ii) Wages and salaries are estimated to be payable as follows:-  

Rs.  Rs.  

April  9,000  July  10,000  

May  8,000  August  9,000  

June  10,000  September  9,000  

(iii) Of the sales, 80% is on credit and 20% for cash. 75% of the credit sales are collected within one 
month and the balance in two months. There are no bad debt losses.  
(iv) Purchases amount to 80% of sales and are made and paid for in the month preceding the sales.  
(v) The firm has 10% debentures of Rs.1,20,000. Interest on these has to be paid quarterly in January, 
April and so on.  
(vi) The firm is to make an advance payment of tax of Rs.5,000 in July, 2006. 
(vii) The firm had a cash balance of Rs.20,000 on April 1, 2006, which is the minimum desired level of 
cash balance. Any cash surplus/deficit above/below this level is made up by temporary 
investments/liquidation of temporary investments or temporary borrowings at the end of each month 
(interest on these to be ignored). 
 
Q.2. A firm maintains a separate account for cash disbursement. Total disbursement is Rs.1,05,000 per 
month or Rs.12,60,000 per year. Administrative and transaction cost of transferring cash to 
disbursement account is Rs.20 per transfer. Marketable securities yield is 8% per annum. Determine 
the optimum cash balance according to William J. Baume model.  

Ans:Rs.45826 
 
Q.3.A firm maintains a separate account for cash disbursement. Total disbursements are Rs. 2,62,500 
per month. Administrative and transaction cost of transferring cash to disbursement account is Rs. 25 
per transfer. Marketable securities yield is 7.5% per annum. Determine the optimum cash balance 
according to William J Baumol model.  
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Chapter-7 

Treasury Management 
 
Treasure management means "To plan, organise and control cash and borrowings so as to optimise 
interest and currency flows, and minimise the cost of funds ". It involves ensuring that proper funds are 
available with the company at the time of outflow required & also that funds are not kept untilised for 
a good long time.  
The scope of Treasury management includes the management of cash flows, banking, money-market 
and capital-market transactions etc. 
 
Objectives of Treasury Management 
We have noted above that the main function of a treasury manager is the management of funds. While 
managing these funds, the treasury manager seeks to fulfill the under-noted objectives: 
 
1. Availability of funds in right quantity 
The treasury manager arranges funds for the unit. It is the duty of the treasury manager to ensure that 
after the funds have been arranged in required quantity. The term quantity refers to the amount of 
funds required for day to day functioning of the unit. This quantity is available to the firm either as 
external loans or as internal generation. 
The loans quantity is arranged in the form of working capital treasury against the security of inventory 
and trade receivables. 
Availability of funds in the right quantity is the core objectives of treasury management.  
Alongside, the treasury manager has also to ensure that the funds are just adequate for the 
requirements, neither more nor less. In case funds are kept in excess of the requirement, the excess 
portion imposes an opportunity cost over the system, i.e. the cost represented by the earnings which 
these funds would have obtained instead of being left idle. Again, the adequacy of funds has to be 
determined carefully. For this purpose, the cash flows for the relevant period have to be accurately 
charted out. Cash flows are the actual cash flows in this case as there can be a lag in terms of less 
realization of the projected flows. Thus actual cash flows only have to be considered while determining 
adequacy. Further, while actual inflows should be ascertained, as regards outflows a margin of 
contingency should be maintained to take care of the uncertainties. Cash is understood here to include 
both cash and bank balances plus that portion of highly liquid securities that can be converted into 
cash within a stipulated time period. 
 
2. Availability of funds at right time 
The requisite funds for day-to-day working of the firm should be available in time. Timely availability of 
funds smoothens the operations of the firm and brings about certainty to the quantum of inflows that 
would be available at a particular point in time. In case of a firm having a large number of transactions, 
timely availability of funds is extremely important because the execution of many transactions would 
be dependent upon funds position. This is relevant also for transactions involving foreign exchange.  
The treasury manager ensures that all the receipts of funds are credited to the account of the firm well 
in time. Another way of ensuring timely availability of funds is to park short-time surplus funds in liquid 
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securities which can be sold conveniently and quickly to realize cash. In this way, availability can be 
ensured without straining other resources. 
 
3. Deployment of Funds in right quantity 
Just as procurement of funds in right quantity is important for a treasury manager, equally important is 
to ensure that the right quantity of funds is deployed. By deployment of funds, we mean earmarking of 
funds for various expense heads, parking of short-term funds and investing surplus funds. 
The expense heads can be capital expenditure and revenue expenditure. Capital expenditure involves 
allocation of funds for acquisition of fixed assets. The amount involved per transaction in capital 
expenditure is large and such expenditure is usually known well in advance. Revenue expenditure on 
the other hand is routine expenditure for purchase of raw materials and making payment for utilities, 
wages and other miscellaneous items. The number of transactions for revenue expenditure is large and 
the amount involved per transaction is smaller as compared to the capital expenditure.  
For deploying the right amount of funds, the treasury manager has to keep track of all receipts of 
funds. Simultaneously, the time table of deployment of funds is to be drawn up. In this time table, the 
payees are prioritized according to the urgency of their payments. There are certain expenses like 
important raw material payments, utility payments etc. which have to be accorded top priority over 
others. Other payments like payment to capital goods suppliers and financiers have also to be arranged 
in the right quantity. Apart from these payments, some extra funds have to be kept available for 
meeting contingencies. The sum of all these deployments makes the right quantum of funds to be 
deployed. For making the right development of funds at right time, it is necessary to have a close tie-
up with different department i.e. Purchase department, HR Department. Without this type of tie-up, 
right quantity of funds cannot be deployed. 
If the deployment is not in right quantity, the result can either be under deployment resulting in higher 
cost of funds or over deployment resulting in funds remaining idle. In case all the requirements of 
deployment of funds have been met and procurement of funds has been done in the right quantity, 
there is a possibility that some amount of funds would remain in surplus with the treasury department. 
This surplus would be in excess of the contingency requirements and as such can be deployed further 
on short term or long term basis depending upon the quantum of funds. If the quantum of surplus is 
large enough, some amount from this can be earmarked for long term deployment in investments etc. 
otherwise the entire surplus can be parked in short term securities. 
Deployment of the right quantity of funds cannot be achieved in case the procurement of funds has 
not been done in right quantity in the first place. This is because ultimately the inflows of funds shall be 
utilized for feeding the outflows on whatsoever account. If the deployment has been done rightly, 
there shall be no bottlenecks in the funds flow of the firm.  
4. Deployment of funds at right time 
The description of the right time is a relative term and what amount of time is appropriate varies from 
firm to firm. The span of time varies from a week to a month in case of purchase of fixed assets. 
However, in working capital deployment, the range of time allowed may be quite narrow – say 2–3 
days only. The treasury manager has to honour the outstanding commitments on working capital 
account within this short span of time. Payment for wages and utilities etc. has to be made in time to 
avoid any defaults. Similarly, payment to trade creditors, domestic and overseas, has to be made 
within a stipulated short period of time for avoiding interest payments etc. 
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Timely disbursement ensures that the funds are not left idle for the shortest span of time. In case the 
sourcing and deployment of funds is well organized, surplus of funds shall soon start emerging which 
can be deployed in short term liquid investments. However, if the inflow and outflow of funds is not 
evenly matched in the time dimension, bottlenecks and mismatch of funds are sure to emerge. Apart 
from causing administrative problems and rationing of funds, such a situation also leads to increase in 
cost of funds. Thus the treasury manager seeks to avoid such situations. Timely deployment of funds is 
a well planned activity requiring intra-organisation coordination and liaison with banks and financial 
institutions apart from forex dealers. 
 
5. Profiting from availability and deployment 
One of the prime objectives of a treasury manager is to ensure timely procurement of right amount of 
funds and timely deployment of right amount of funds. This objective results in administrative 
smoothening and paves way for easier achievement of performance targets of the firm. Modern day 
treasury manager has another objective, which is to profit from such sourcing and deployment. Profit 
from this function is derived as under: 
Sourcing of funds at the right time and in right quantity is a result of realization of debtors and 
financing of borrowings. Realisation of debtors in time has a direct impact upon profitability of the firm 
through decrease in cost of holding debtors. Financing of borrowings is a capital structure decision but 
the actual availment of these borrowings is the domain of the treasury manager. Adequate and timely 
utilization of the borrowed funds results in the avoidance of strain on other sources of funds. 
Once the funds have been sourced in correct measure, the deployment adds further to the profitability 
of the firm it has been done in tandem with the pace of sourcing. Correct deployment ensures that 
there is no unnecessary accumulation of funds in the firm at any point in time. Needs of every 
department are met as per schedule. This action results in avoidance of special and extraordinary 
costs, interests and the like. With costs being in control, surplus funds emerge from the system which 
is deployed profitably either as long term investments or as short term parking tools. Both ways, the 
net result for the firm is an addition to profits. 
ROLE OF TREASURY MANAGEMENT AND BENEFITS 
In its broadest sense Treasury covers cash management, corporate finance and financial risk 
management. Closer inspection reveals that the Treasury function undertakes a range of complex and 
skilled tasks; liaises with internal and external stakeholders and plays a key role in the smooth 
functioning and value creation of an organization. 
 
Role of the Treasury function  
1. Planning and Operations 

Key Activities Key benefits 

Cash flow forecasting Subsidiary and Group financial management 

Risk forecasting Risks are identified early and mitigated 

Investment appraisal Resources are directed to the best opportunities 

Tax planning Clear and quantifiable approach to the future 

Pensions planning Tested contingencies in the event of exceptions 

Co-operate with Board on strategic 
development 

Operational risk management 
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Choose and operate Treasury systems Transaction costs minimized 

Negotiate, analyze and manage the fee’s and 
margins of service providers 

Smooth operations 

Ensure quality standards of service providers  Efficiency gains 

 
 
2. Cash and Liquidity Management 

Key Activities Key benefits 

Manage internal capital market by investing and  
lending to subsidiaries 

Minimize external borrowing requirement 

Work with the business to optimize commercial 
cash flows 

Optimize interest expense 
 

Work with the business to optimize working 
capital 

Optimize tax expense 

Minimize idle cash through netting and cash  
Concentration 

Avoid future liquidity problems 

Confirmation and reconciliation of receipts Create ‘cash is king’ culture 

Timely disbursement of payments Smooth operations and supplier relationships 

 
3. Funding and Capital Markets 

Key Activities Key benefits 

Optimization of capital structure Optimization of Weighted Average Cost of 
Capital 

(WACC) 

Manage short, medium and long-term 
investments 

Maximize yield on assets 

Ensure adequate liquidity to support the 
business 

Minimize interest expense 

Ensure adequate liquidity to meet obligations as 
they fall due 

Access to capital at the right time, price and 
conditions 

Arrange liquidity for strategic events such as  
M&A, Divestiture and JV’s 

Removal of concentration risks 

Diversify capital sources, partners and 
maturities 

Ensure good credit ratings 

Portfolio management of debt, derivatives and 
investments requirement 

Ensure limits accurately reflected the borrowing 
 (thus minimizing commitment fees) 
 

Ensure contractual terms and covenants do not 
constrain the business 

Ensure hedging matches the funding profile (no 
over hedging) 

 
4. Financial Risk Management 

Key Activities Key benefits 

Seek natural hedges and offsets within the Visibility of financial risks on an enterprise basis 
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business 

Interest Rate risk management Minimize external hedging requirement 

FX risk management Minimize impact of external risk on P&L and 
Balance 

Sheet 

Commodity risk management Reduce volatility 

Counterparty risk management Access to capital at the right time, price and 
conditions 

Credit risk management Improve asset quality 

Liquidity risk management Create ‘risk aware’ culture 

Pension risk management Certainty facilitates better decisions 

Work with the business to avoid bad debts 
 

de-risk contracts and Scenario planning and 
stress testing avoid surprises 

 
5. Corporate Governance 

Key Activities Key benefits 

Ensure accurate valuation of financial 
instruments 

Ensure the financial profile represents and true 
and 

fair view 

Ensure accurate accounting of Treasury 
transactions 

Adequate internal controls 

Implement and manage treasury policies and 
procedures 

 

Demonstrate preparedness 
 

Provision of covenant tests and information to  
Investors 

Reputational risk management 

Provision of compliance information to 
regulators 

 

Ensure accurate transaction history and audit 
trail 

 

Work with internal and external auditors  

 
6. Stakeholder Relations 
Key Activities Key benefits 

Provide performance and risk analytics to Board  Access to capital at the right time, price and 
conditions 

Manage relationship with banks and other 
investors  

Relationship benefit from proactive 
communication 

Manage relationship with credit rating agencies  Reputational risk management 

Co-operate with Board and Investor Relations 
on  

shareholder matters  

Valuable knowledge and contacts from deep 
involvement with financial markets 

Ensure the Treasury function is understood and  Tangible financial results in the form of cost 
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valued within the business  savings, efficiency gains, yield enhancement 
and protecting 

profitability 

 
Significance of treasury function 
The Treasury function in any corporate has always been important in making sure that the business has 
sufficient liquidity to meet its obligations, whilst managing payments, receipts and financial risks 
effectively. With the ever increasing pace of change to regulation, compliance and technology in the 
financial sector, Treasury has increasingly become a strategic business partner across all areas of the 
business, adding value to the operating divisions of the company: for example, working with the sales 
department to establish good financial contract terms so that any trade discounts offered and the 
payment method agreed are beneficial to the business. 
 
Current market conditions also reinforce the need for corporates to ensure that their financial position 
is managed 
as efficiently as possible, with no excess working capital tied up in the business - the old adage ‘cash is 
king’ is certainly as relevant today as it has always been. 
Treasury departments need to cover the complete financial environment; from capital structure and 
long term investments to liquidity and working capital management. If Treasury can drive 
improvements in the Purchase To Pay and Order-To Cash cycles, there can be a direct effect on the 
overall debt and investment requirements and thus on the capital structure required in the business. 
 
Function and Scope  
Government sector, business sector and the foreign sector are the major sectors of country’s economy. 
For macro operations of these sectors, there is requirement of cash, currency and credit. In broader 
terms, all financial resources including foreign exchange are to be made available to the industrial or 
business units. Similarly, at the macro level return flow of funds in the form of taxes and repayment of 
loans is needed. Such to and from movement of funds is part of the financial functioning.  
Any business enterprise requires finance to start business operations. The first requirement is in the 
form of capital for setting up of the project. Project finance needs long term funds. These funds can be 
obtained from equity and debt both. Equity and internal accruals are considered the owners’ 
contribution whereas debt is treated as the outsiders’ stake in the project. Once the company starts 
operations of production and manufacture, it needs working capital funds also. These funds are 
required to meet the payments for raw materials and other inputs, spares, utilities etc. The quantum of 
funds needed for working capital depends upon nature of the company’s business and nature of its 
products or services. 
 
The function of treasury management is concerned with both macro and micro facets of the economy. 
At the macro level, the pumping in and out of cash, credit and other financial instruments are the 
functions of the government and business sectors, which borrow from the public. These two sectors 
spend more than their means and have to borrow in order to finance their ever-growing operations. 
They accordingly issue securities in the form of equity or debt instruments. The latter are securities 
including promissory notes and treasury bills which are redeemable after a stipulated time period. 
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Such borrowings for financing the needs of the government and the business sector are met by surplus 
funds and savings of the household sector and the external sector. 
 
These two sectors have a surplus of incomes over expenditure. The micro units utilize these surpluses 
and build up their capacities for production of output and this leads to the productive system and 
distribution and consumption systems. 
 
No company can operate in a vacuum. Its assets are both financial and human. As such, there are both 
quantifiable and non-quantifiable factors involved in financial performance, forecasting and 
achievement of targets. The company’s treasury manager is the pivot around which day to day 
operations of the company revolve. His operations and performance have an impact on the company 
itself and the financial system and the economy in the broad sense. An analysis of the sources of funds 
of business units reveals that broadly there are three categories of resources – internal accruals of the 
unit, external sources from the capital and the money market and the external sources. The same 
analysis holds good at the sectoral and national level. In fact, the emergence of international financial 
markets can be traced to this sectoral inter-dependence, including the foreign sector and intra-national 
dependence. Basically, as no country is self-sufficient, international economic and economic relations 
emerge. 
 
In a similar fashion, it would be appropriate to set out the pattern of use of funds of any company into 
various sectors of the economy, including the foreign sector. Dispensation of funds for current or 
capital expenditures in domestic and international markets can be separately set out. Such an analysis 
is particularly more relevant to multinational corporations and branches or subsidiaries of foreign 
companies in whose case foreign markets and foreign sources of supply play an important part. The 
head office or the holding company may spend apart of its funds in investment in the host country, 
make inward remittances for working capital or investment purposes and outward remittances for 
royalty and dividend payments or technical fees. 
 
International financial markets emerged out of the need to facilitate operations of nations arising out 
of commercial and financial transactions with the rest of the world. This emergence can be attributed 
logically to the interrelations of the economic unit with the corporate sector and of the latter with the 
other sectors of the economy, including the foreign sector. It would be apt to set out here the inter-
relations between micro level operations of a treasury manager with the macro level working of the 
corporate sector and foreign sector. A treasury manager is a micro unit in the financial sector. The 
environment he faces is competition from other similar units in the corporate sector. Besides this, the 
corporate sector, in turn, is inter-linked with all other sectors of the economy. 
The treasury manager is thus faced with a total environment of the economy which includes foreign 
sector and it is thus necessary for him to be familiar with the international financial system, as much as 
to the domestic financial system. 
 
(1) Scope of Treasury Management of Unit Level 
At the unit level, the treasury manager’s activities encompass all other management functions. The 
performance of production, marketing and HRD functions is dependent upon the performance of the 
treasury department.  
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The treasury is involved in all the budgeting activities of the unit, whether these are financial budget, 
costing budget, the marketing budget or the HRD budget. The feedback available from interactions 
with the various departments of the company is utilized by the treasury department to fine tune the 
overall performance targets of the company within the constraints of availability of currency, cash and 
cash equivalents. 
 
The scope of the treasury management function at the unit level can be better described in the 
following routine duties of the treasury manager: 
1. Keeping a track, on monthly, fortnightly or weekly basis, of all cash inflows and outflows and their 
variance with budget projections. 
2. Maintaining a record of all receivables and payables, credit instruments, credit sales, deposits, loans 
and advances etc. 
3. Study regularly the quantity and quality of current assets and liabilities and position of current 
liquidity. 
4. Assess from time to time the long-term and short-term solvency of the company and its overall 
solvency position. 
5. Keep liaison with stock exchanges, where the shares of the company are listed for a study of the 
share price movements. 
6. Keep liaison with banks and financial institutions for ant change in borrowing limits or to inform 
them of any imminent changes in company’s financial position or policies. Payments of interest and 
instalment of principal are to be arranged at the right times. 
7. Keep liaison with Registrar of Companies and government departments concerned with the 
investment and financing decisions for any information regarding policy changes. 
8. Keep abreast with all legal and procedural requirements for raising funds and investment decisions. 
9. Keep the top management or the board informed of any likely changes in the financial position of 
the company due to internal factors. 
 
(2) Scope of Treasury Management of Domestic Level 
At the domestic or national level, the scope of treasury management function is to channelise the 
savings of the community into profitable investment avenues. This job is performed by the commercial 
banks. Treasury management is a crucial activity in banks and financial institutions as they deal with 
the funds, borrowing and lending and investments. By nature of their activity, they earn their profits 
through operations in money or near money claims. They borrow from the public in the form of 
deposits which along with other borrowings constitute their liabilities. Their assets are mostly in the 
form of loans, advances and investments. As their liabilities are mostly of short and medium term 
nature, funds management becomes critical for ensuring a proper matching of assets and liabilities 
according to the maturity of each and their costing.  
Commercial banks being the creators of credit have an additional responsibility of maintaining their 
image of creditworthiness, safety and integrity. 
Banks are also enjoined by regulations to maintain Cash Reserve Ratio (CRR) of a minimum of 3% and 
Statutory 
Liquid Ratio (SLR) of 25% of their net demand and time liabilities. 
The gilt edged market has two forms–primary and secondary. The primary market is a wholesale 
market where RBI is the underwriter and allots the securities to applicants on behalf of the 
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government. On the same basis, the RBI sells the repos (or repurchase agreements) of government 
securities to the institutions, banks, etc. to meet the market demands. The interest rates are decided 
by the discounts quoted in these bids and these are market related rates. In the primary market, RBI 
sells securities to banks, FIs, PF trusts, etc. RBI as the underwriter of government securities, makes up 
for any shortfall in subscription for them. But in the case of state government securities, it only 
arranges for subscription. 
The main features of the primary market are listed below: 
– New borrowings to be made on behalf of govt. is decided by RBI and terms such as tenor and coupon 
rates are announced. 
– The RBI acts as underwriter and contributes to the loans unsubscribed by the public. Work of the RBI 
is shared with a class of primary dealers. 
– The timing and conditions, and the amounts involved are discussed by RBI with banks and FIs and 
sometimes prior commitments are enlisted. 
– The floatation of bonds is effected throughout the year depending on the conditions of the market 
and requirements of the government. 
– The timing and quantum is also adjusted having regard to overall liquidity in the market. 
– The subscription to the loans can be in cash as also in the form of rolling over of existing securities 
which have fallen due for repayment. 
In the secondary market, which is a retail market, trading is over the counter. Main operators in the 
secondary market are the Discount and Finance House of India (DFHI), banks, FIs, PFs etc. This market 
is an over-the counter (OTC) market where trading is done through phones, fax etc. 
 
The concept of yields is important for understanding of the government securities market. Yield, as we 
know, is 
the rate of return on an investment.  
Nominal Yield 
Coupon rate is the rate of interest payable per annum per Rs. 100/- or the face value. If the purchase 
price is different from the face value then the return is equal to (coupon rate/purchase price) x 100. 
This return is called 
the normal yield. 
Real Yield 
Nominal yields deflated by the index of inflation rate, such as WPI or CPI will give real yields, which 
reflect the true purchasing power of the return on these securities. 
Net Yield 
Nominal yields adjusted for the tax rate or payment of relevant taxes at which deduction of tax at 
source takes place are called the net yield. 
Current Yield 
Coupon rate is the rate at which the bond carries interest. This is the nominal yield payable on on the 
face value of the bond regularly and remains unaltered, say, for example 7.75% loan 2005. Current 
yield is equal to (coupon rate x face value)/ cost or market price. 
Redemption yield or yield to maturity 
This takes into account the price paid for the bond, length of time to maturity and the coupon rate of 
the bond. This is the yield which the holder gets per annum if he holds it until maturity and is the same 



CS PROFESSIONAL                                                                       CS ABHISHEK KAUSHIK 

                                                                                                                                                      Page 141 

 

as current yield if the bond is purchased at par. Redemption yield is equal to current yield +/– average 
annual capital gain or loss (for the bond purchased at a discount or premium as the case may be). 
 
 (3) Scope of Treasury Management of International Level 
At the international level, the function of treasury management is concerned with management of 
funds in the foreign currencies. Foreign exchange as a subject refers to the means and methods by 
which the rights to income and wealth in one currency are converted into similar rights in terms of 
another country’s currency. Such exchanges may be in the form of one currency to another or of 
conversion of credit instruments denominated in different currencies such as cheques, drafts, 
telegraphic transfers, bills of exchange, trade bills or promissory notes. Exchange is done through 
dealers in foreign exchange regulated by the central bank of a country. Banks are usually the dealers 
apart from other specialized agencies. 
One of the important components of the international financial system is the foreign exchange market. 
The various trade and commercial transactions between countries result in receipts and payments 
between them. 
 
Companies having an import or export component in their business profile have to frequently deal in 
forex operations. Forex operations in a country being supervised by the central bank, reference to the 
central bank in one form or the other is necessary to use foreign exchange. If the country on the whole 
is a net exporter of goods and services, it would have a surplus of foreign exchange. If, on the other 
hand, it is a net importer then it would have a shortage of foreign exchange.  
Every foreign exchange transaction involves a two-way conversion – a purchase and sale. Conversion of 
domestic currency into foreign currency involves purchase of the latter and sale of the former and vice 
versa. These transactions are routed through the banks. The transactions take the shape of either 
outright release of foreign currency for meeting travel and related requirements or payments to 
outside parties in the denominated currency via the medium of correspondent banks. For effecting 
payment, following instruments are generally used: 
Telegraphic transfers (TT) 
Mail Transfers (MT) 
It is an order to pay cash to a third party sent by mail by a bank to its correspondent or branch abroad.  
Drafts and cheques 
Bills of exchange 
 
There are four major components of the forex markets, depending upon the level at which the 
transactions are put through. These can be either 
– Banks with public 
– Inter-bank deals 
– Deals with correspondents and branches abroad 
– Deals with RBI. 
 
Relationship between Treasury and Financial Management 
Finance function is a key element in the corporate activity. Its main objective is to keep the firm in 
good financial health. To secure financial health, the finance manager has to perform the following 
functions: 



CS PROFESSIONAL                                                                       CS ABHISHEK KAUSHIK 

                                                                                                                                                      Page 142 

 

– Investment functions and decisions 
– Financing function and decisions 
Investment function elates to the efficient use of funds in alternate activities. The aim is to allocate 
funds to each activity so as to obtain optimal returns from such allocation. The short-term and long-
term investment strategy has to be planned in line with the objective of maximization of wealth of 
shareholders. The utilization of funds, as and when they accrue, should take care of two prime 
considerations. The first consideration is that there should not be any idle funds and second 
consideration is that there should be no threat of liquidity crisis. Idle funds have their own cost and it 
results in lowering of profitability. Extreme tightness of funds, on the other hand, raises the specter of 
default and loss of commercial reputation. So a delicate balance between these two conflicting 
objectives has to be maintained by the finance manager. It is in this context that the function of 
finance becomes crucial to the survival and growth of a firm. 
The financing function refers to the securing of right resources of funds at an appropriate cost and at 
the right time. Here the decision is to be taken about the least cost combination of funds for capital 
requirements and for working capital needs. Whether owners’ equity should be used for financing or 
should the firm resort to external financing? If owners’ equity is to be arranged, what returns are to be 
assured? If borrowing has to be done, then what rate of interest is to be paid? 
In line with the twin objectives of investment and financing, the finance manager has to take 
responsibility for all decisions pertaining to these areas. In the finance function, a macro view of the 
requirements and uses of funds is to be taken. The finance manager has to arrange the funds within 
the approved capital structure of the firm. 
 
Financial management is also concerned with the overall solvency and profitability of the firm. By 
overall solvency, we mean that the funds should be able at all times to meet its liabilities. The liabilities 
can be short-term or long-term. The long-term liabilities pertain to payment of long-term borrowings. 
Internal liabilities like payment to shareholders are a matter of consideration once external solvency 
has been attained by the firm. Profitability means that the firm should run its affairs profitably. It may 
be possible that some segments of the firm may at times face strain upon their profitability due to 
macro-economic or internal causes. But the firm should be in a position to earn reasonable return on 
its investment on the capital employed.  
The treasury function is concerned with management of funds at the micro level. It means that once 
the funds have been arranged and investments identified, handling of the funds generated from the 
activities of the firm should be monitored with a view to carry out the operations smoothly. Since 
funds or cash is the lubricant of all business activity, availability of funds on day to day basis is to be 
ensured by the treasury manager. The role of treasury management is to manage funds in an efficient 
manner, so that the operations in the area of finance are facilitated in relation to the business profile 
of the firm.  
The treasury function is thus supplemental and complemental to the finance function. As a 
supplemental function, it reinforces the activities of the finance function by taking care of the finer 
points while the latter delineates the broad contours. As a complementary function, the treasury 
manager takes care of even those areas which the finance function does not touch. Looked at from this 
point of view, the treasury function integrates better with manufacturing and marketing functions than 
the finance function. 
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This is because the treasury department of a firm is involved in more frequent interaction with other 
departments. 
For the purpose of performing this role, the treasury manager operates in various financial markets 
including the inter-corporate market, money market, G-sec market, forex market etc. 
DIFFERENCE BETWEEN FINANCIAL MANAGEMENT AND TREASURY MANAGEMENT 
Difference between Treasury and Financial Management 
Following differences can be observed between financial management and treasury management: 
1. Control Aspects 
The objective of financial management is to establish, coordinate and administer as an integral part of 
the management, an adequate plan for control of operations. Such a plan should provide for capital 
investment programs, profit budgets, sales forecasts, expenses budgets and cost standards. 
The objective of treasury management is to execute the plan of finance function. Execution of the plan 
takes care of the issues arising in routine operations of the firm which have a bearing upon the funds 
position. 
 
Thus the finance function of a firm would fix the limit for investment in short term instruments for a 
firm for example. It is the treasury function that would decide which particular instruments are to be 
invested in within the overall limit having regard to safety, liquidity and profitability. Again, the finance 
function would arrange the borrowed funds for the firm but the treasury function would take care of 
day-to-day monitoring of the funds. 
2. Reporting Aspects 
Financial management is concerned with the preparation of overall financial reports of the firm such as 
Profit and Loss account and the Balance Sheet. It also takes care of the taxation aspects and external 
audit. Based upon the performance of the firm, budgets for the ensuing years are fixed. The reports 
are submitted to the top management of the firm. 
Treasury management is concerned with monitoring the income and expense budgets on a periodic 
basis visà- vis the budgets. Variances from the budgets are analysed by the treasury department on a 
continual basis for taking corrective measures. The corrective measures that can be taken are pointing 
out of discrepancies to departmental heads and refuse payments that are not according to approved 
procedures and guidelines. The treasury department is also involved in the internal audit of the firm. 
3. Strategic Aspects 
The finance function is involved in formulating overall financial strategy for the firm. The top 
management chooses the line of activity for the firm. The finance function firms up the investment and 
financing plans for the activity. The strategic choices before the financial manager are the options of 
investment and financing. While making these choices, the finance manager is taking a long-term view 
of the state of affairs. It is just possible that the 
business of a firm may not be profitable in the initial years but it does not mean that the choice 
regarding 
investing has been strategically incorrect. In fact, there are many mega projects where the gestation 
period is 
even upto seven years. But given the correctness of the original assumptions, performance of the 
finance 
function would be measured by the number of years that gets reduced in breaking even. 
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Strategy for treasury management is more short-term in nature. The treasury manager has to decide 
about the 
tools of accounting and development of systems for generation of controlling reports. The 
maintenance of 
proper systems of accounting is one of the objectives of treasury management. Another strategic 
objective for 
treasury management would be maintenance of short-term liquidity. This is done through regulation of 
payments 
and speedy realization of receivables. 
4. Nature of assets 
The finance manager is concerned with creation of fixed assets for the firm. Fixed assets are those 
assets which 
yield benefit to the firm over a longer period of time. It can be said that the time span of a project 
coincides with 
the span of the fixed assets. In case the fixed assets have depreciated physically by a significant 
measure, then 
a decision has to be taken for upgradation and replacement of the assets. 
The treasury manager is concerned with the net current assets of the firm. Net current assets are the 
difference 
between the current assets and current liabilities of the firm, both normally realizable within a period 
of one year. 
Current assets should always be more than the current liabilities for ensuring liquidity of the firm. 
Current assets 
are the inventory, receivables and cash balances. Current liabilities are the trade creditors, statutory 
payables 
and loan repayables within one year. To ensure a healthy level of net current assets, the treasury 
manager is to 
ensure that the quality of the assets does not deteriorate. 
As regards investments, the finance manager is concerned with long-term and strategic investments. 
These 
investments could be funded from borrowed funds or from internal accruals. The investments are 
expected to 
be held over a longer period of time as such day-to-day monitoring of the investments is not required. 
The 
treasury manager is concerned with short-term investments. The tenor and quality of these 
investments has to 
be constantly monitored by the treasury manager for ensuring safety and profitability. 
TREASURY ORGANIZATION: PICKING THE RIGHT MODEL 
Role of a treasury manager 
A treasury manager has a significant part to play in the overall functioning of the firm. At any point of 
time he is engaged in a number of roles played. While the production manager or the marketing 
manager may be involved in limited roles pertaining to their own fields, the roles of treasury manager 
intermingle with and overlap other role sets. In any business entity which is engaged in marketing, a 
treasury manager could be performing a variety of roles. The expected roles to be carried out by him 
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would be slightly less in number in case the firm is engaged in service activity but that does not deride 
the importance of treasury manager for a services organization. 
The treasury manager has the following roles: 
(a) Originating roles 
The treasury manager inducts and originates system of accounting for the firm. Routine accounting of 
the firm is then carried out along these established systems. These systems are the pivot around which 
the functioning of the unit revolves. For operations of these systems, the treasury manager compiles 
exhaustive operations manual for the guidance of the users. It is expected that all the users shall 
comply with all important disclosure requirements for endorsing the integrity and validity of the 
systems. 
(b) Supportive Roles 
The second role expected from a treasury manager is a supportive role. In this role, the treasury 
manager supports the activities of other departments like manufacturing, marketing and HRD. The 
support is evidenced through a meaningful and constructive coordination with the other departments. 
While doing this, the treasury manager is acting as an extended arm of the finance manager. Allocation 
for expenses for every department is made by the finance manager in the annual budget. It is the duty 
of treasury manager to ensure that each department is able to spend the earmarked amount subject to 
completion of disclosure and documentation formalities. 
(c) Leadership Roles 
The treasury manager also has a leadership role to play. This role comes into play during times of 
exigency. An exigency could occur during times of systems break-down. During such periods, the 
treasury manager has to make alternative arrangements for transaction processing. While doing this, 
he has to act like a leader and carry the team along with him. Another example of exigency could be a 
situation when the firm is face to face with a sudden and unexpected liquidity crunch. During such an 
eventuality, the treasury manager has to use his ingenuity and leadership skills for tiding over the 
crunch. These skills could take the shape of postponing and prioritizing payments and expediting 
recoveries. 
(d) Watchdog Roles 
The treasury department is the eyes and ears of the management. Every financial transaction passes 
through his accounting system. As a processor of all the financial transactions, he keeps a watch on 
suspected bungling and frauds in the firm. He sets an example for other departments of the firm by 
adhering to sound accounting practices and transparent dealings. 
(e) Learning Roles 
The accounting practices all over the world are in a state of constant flux due to evolution of new 
accounting concepts and technological changes. The treasury manager accepts these changes with an 
open mind and adopts the changes best suited to the organization. Simultaneously, he educates the 
other departments of the firm also about the changes. 
(f) Informative Roles 
The treasury manager is the source of information for the top management regarding performance of 
the firm vis-à-vis the budgets. For conveying this information, he develops a management information 
system suited for the organization. This system provides concise and timely information on all the 
relevant parameters which enable the top management to take decisions. 
Apart from the above roles, the treasury manager has the under-mentioned responsibilities which he is 
expected to shoulder along with his roles: 
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1. Compliance with statutory guidelines 
While establishing operational systems for the firm, the treasury manager has a duty to ensure that the 
systems comply with all statutory and regulatory guidelines. Particularly, he has to take care of 
provision regarding taxation and other government dues. He must ensure that the system should be 
simple and not cumbersome. 
The system should be transparent and it should protect the integrity of the transactions. Moreover, it 
should be impersonal and capable of being operated on the basis of pre-established guidelines. It 
should be flexible also to incorporate any subsequent changes in accounting and taxation norms. 
2. Equal treatment to all departments 
While playing the supportive role, the treasury manager has a responsibility of professionalism and 
impartiality. 
In accepting the demands for expenditure from various departments, the treasury manager has to 
ensure that the role is carried out without any undue favour or bias. He has to keep the interest of the 
organization in mind and not to promote intra-organisation conflicts. The support that he provides 
must be detached and objective. 
3. Ability to network 
While playing the leadership role in case of systems break-down or during periods of cash crunch, the 
treasury manager should be able to exhibit traits of public relationship and networking. A crisis 
situation requires level headedness and ability to think straight. What it also requires is the ability to 
provide comfort to all users of the system. This can be done by exercising PR skills of a high order. 
Apart from this, the treasury manager should have networking abilities for outsourcing some of the 
accounting work to outside agencies during the period of interruption. 
4. Integrity and impartial dealings 
Since the treasury manager is the watchdog of the management regarding honest and straight 
dealings, he has to be impartial in his dealings. He must highlight the true state of affairs of the 
finances to the management. In case of any inadvertent shortcoming on the part of his department, 
the same should be admitted and the whole matter should be looked at in an impartial manner. 
5. Willingness to learn and to teach 
The treasury manager is required to keep himself of all the developments in the field. He should be 
able to pick out the latest developments that are likely to help his organization. He must accept new 
ideas in an open minded state rather than treating new ideas as a threat to his fiefdom. 
Simultaneously, he should be willing to teach and inculcate the latest developments among his 
colleagues. 
 
Tools of Treasury management 
Treasury manager is required to work in a fast changing and competitive environment. For carrying out 
his activities, he has resort to certain tools and techniques. The tools are being described below: 
1. Analytic and planning tools 
In treasury function, planning and budgeting are essential to achieve targets and to keep effective 
control on costs. Analysis of the data and information is necessary for planning and budgeting. 
Performance budgeting is referred to as setting of physical targets for each line of activity. The financial 
outlay or expenditure needed for each is earmarked to choose the least cost mode of activity to 
achieve the targets. Productivity and efficiency improves by decentralization of responsibility and that 
is achieved by performance budgeting, where each department or section is made a profit center and 
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is accountable for its targets, financial involvement and profits in financial terms, relative to the targets 
in physical terms. 
 
2. Zero Based Budgeting (ZBB) 
Another tool of analysis and performance is ZBB wherein each manager establishes objectives for his 
function and gain agreement on them with top management. Then alternate ways for achieving these 
targets are defined and most practical way for achieving the targets is selected. This alternative is then 
broken into incremental levels of effort required to achieve the objective. For each incremental level of 
activity, costs and benefits are assessed. The alternative with the least cost is then selected. 
 
3. Financial Statement Analysis 
Financial analysis of a company is necessary to help the treasury manager to decide whether to invest 
in the company.  
 
4. Internal Treasury Control 
All economic units have the goal of profit maximization or wealth maximization. This objective is 
achieved by short-term and long-term planning for funds. The plans are incorporated in the budget in 
the form of activities and corresponding targets are fixed accordingly. The next step in the process is 
the control function to see that the budgets are being implemented as per plans. Control is thus part of 
planning and budgeting in any organization. 
 
Internal treasury control is a process of self improvement. It is concerned with all flows of funds, cash 
and credit and all financial aspects of operations. From time to time and on regular basis, the internal 
treasury control is exercised on financial targets. The financial aspects of operations include procuring 
of inputs, paying creditors, making arrangement for finance against inventory and receivables. The 
gaps between inflows and outflows are met by planned recourse to low cost mix of financing. 
The control aims at operational efficiency and removal of wastages and inefficiencies and promotion of 
cost effectiveness in the firm. The control is exercised under phases of planning and budgeting. These 
phases include setting up of targets, laying down financial standards, evaluation of performance as per 
these norms and reporting in a standard format. 
The quarterly and annual budgets would set the targets for each department and financial standards 
are set out for each activity. Monthly budgets are evaluated by the performance sheets maintained 
daily and regular reports go to the financial controller. Reporting and evaluation go together and on 
the basis of information system built in the past, plans are prepared for the next period. 
Following principles of internal control need to be mentioned here: 
1. Control should be at all levels of management and participation should be from all cadres of 
personnel. More important are specific levels of operations. The top management should concern itself 
with strategic controls. The middle management is more concerned with segmental controls whereas 
the lower management concerns itself with operational controls. 
2. The management control can be decentralized or decentralized. In a decentralized form of control, 
responsibility is given to lower managers to achieve the targets. A margin of deviation from the targets 
is allowed but the basic objective of control is to see that activities are in the direction of the plan and 
the budgetary targets are a guide. 
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3. For effective control, there has to be a system of building up of effective communication from top to 
bottom and bottom to the top. 
4. The control should be built upon the management information system. This function involves the 
collection of data from all departments on their operations, analysis of operations and suggesting the 
methods of improving the efficiency and productivity. 
 
Environment with treasury Management 
Treasury management is carried out in the real corporate world and the corporate functioning is 
carried out in the overall corporate environment. Environment for treasury operations can broadly be 
classified as under: 
(a) Legal environment 
By legal environment we refer to the legislations which govern corporate functioning. These 
legislations are the one pertaining to company law, taxation, industrial regulation etc. 
(b) Regulatory environment 
The regulatory environment encompasses regulations regarding employment, wages, land laws, 
promotion of units and closure of units etc. 
(c) Financial environment 
Financial environment pertains to policies regarding monetary and fiscal control, financial supervision, 
exchange control etc. 
 
Role of IT in Treasury Management 
With the ever increasing pace of change to regulation, compliance and technology in the financial 
sector, treasury has increasingly become a strategic business partner across all areas of the business, 
adding value to the operating divisions of the company: for example, working with the sales 
department to establish good financial contract terms so that any trade discounts offered and the 
payment method agreed are beneficial to the business. 
The major role the information technology is playing in effective treasury management is as follows: 
1. Automate repetitive tasks 
Technology today is being leveraged to automate repetitive tasks such as data gathering, accounting, 
bank polling, portfolio tracking and reporting. By automating these processes, the delays and the 
possibility of human error may be minimized. Automation also facilitate information sharing across 
departments, offices and geographies, and provide an accurate audit trail.  
2. Implement internal controls 
To ensure compliance with rule and regulations, sound and effective internal controls must be 
implemented. The 
focus should not only on system-related controls, but also on clear cut segregation of duties. In 
treasury workstation, sophisticated rules must be implemented to ensure policy compliance. The 
solution that has obtained a Internal audit and other compliance activities must be implemented. 
3. Time saver and fraud & error detection Methodology 
This best practice is a great time saver, especially when it’s time to close the books. On the first day of 
the accounting close, there is a need to balance that day’s transactions, not the entire months. In 
treasury management system, the source of cash transactions is the previous day’s bank data.  
4. Forecast cash flows 
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Effective forecasting helps manage financial risk by enabling to predict a cash shortfall or liquidity 
crisis, taking into account interest rate changes and foreign exchange fluctuations.  
5. Communicate with operating units 
Operating units must be involved while building your forecasts to ensure incorporation of all the 
necessary and up-to-date information. 
6. Choose a Web-based treasury management system 
The full benefits of technology without unnecessary costs or delays may be achieved by selecting a 
web-based treasury management system. Web-based solutions significantly reduce implementation 
costs and timeframes, and enable to access the system from anywhere at any time.  
7. Rethink treasury processes 
There should be reassessing of the treasury workstation at transparent intervals to evaluate processes 
and identify how they can/should be revised to maximize efficiencies. While reevaluating treasury 
management system, the focus should not only be on data, but on experience and knowledge. 
8. Pay for performance 
To reinforce the importance of forecasting, portfolio management, cash consolidation, and other value 
added activities across treasury department, benchmarks should be defined.  
 
Liquidity management Vs Treasury management 
Liquidity management ensures that the right amount of cash is available, at the right time and in the 
right place, is firmly positioned as a pivotal task for every treasurer. Over the past few years, many 
treasurers have made substantial progress towards increasing the visibility of their cash flow and 
centralising cash within countries or regions. However, industry surveys indicate year on year that 
liquidity management and particularly cash flow forecasting remain the greatest challenges facing 
treasurers. With credit more expensive and elusive for many companies, it is now imperative to tackle 
these challenges effectively. Working capital management of a financial institution or bank or company 
is some how different to that of other trading units, the process starts with tapping of funds at lower 
rate in shape of deposits/borrowing and ends with investing the same in higher rate to earn profit out 
of business with a margin of small portion of cash-in-hand kept to meet day to day operation. 
Efficient account and cash pooling structures are key to efficient and cost-effective liquidity 
management. Every investment has a cost to the company even the shares tapped from the share 
holders. Deposits are tapped in exchange of payment of interest. Borrowing has cost of payment of 
interest to creditors. So every fund has dividend/interest payment risks for the banks/company. So if 
funds tapped are not properly utilized, the banks/ company should suffer loss. Idle cash balance in 
hand has no yield. On the other hand if we do not keep balanced liquid cash-in-hand, we may not be 
able to pay the demand withdrawal of depositors, as well as, installment of creditors and untimely 
payment for other contingent liabilities. These will lead overtrading position to the company. So there 
must be a scientific liquidity management policy for the company/bank/financial institution. 
 
Proper liquidity management can increase the turnover of business and also creates additional profit 
to the company/banks. Liquidity management has great significance in modern days to the 
company/bankers/financial institution, because they engage not only in retail business, but also deal in 
wholesale banking and investment banking business. 
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Over liquidity on the other hand implies excess idle cash balance in hand. So every company should 
avoid both the position and should manage the company without less/excess funds in hand i.e. just 
liquid position. 
 
Role of treasury in Regulation and supervision 
 (a) Policy Analysis: develop the risk management framework, taking into account Board’s risk 
preferences, balance sheet dynamics and market limitations, as well as credit, interest rate, 
operational and foreign currency risks, and the different instruments available for risk transfer. 
(b) Strategy Design: advise on optimal risk transfer through a broad-based suit of risks to be hedged 
out and the instruments available, based on modeling and evaluation of risk management options. 
(c) Structuring, Negotiating and Executing transactions: The treasury manager is responsible to 
efficiently remove interest rate and foreign currency exposure based on board-approved risk 
management strategy; tactical decision-making on overall execution strategy and timing for transacting 
on the different currencies to accommodate to market and liquidity limitations; benchmark 
counterpart market quotes based on in-house models to negotiate prices and ensure best execution. 
 
Treasury operation in Banks 
All banks/financial institution (core principals and brokers) should ensure that they should try to serve 
for giving best service in the market operation within code of conduct issued for time to time. Core 
principals should be conducted non-investment business with private individuals should segregate 
them into retail or wholesale for smooth function of business within sound guidelines. It is essential 
that all staff should be familiar to code of conducts, in professional manner while entering into dealing 
transactions.  
Banks/financial institution will be responsible for dealing actions of the staff members. So it should be 
segregated work for the staff members such as no staff member control the full operation. 
Banks/financial institution should identify any potential or actual conflict of interest that might arise 
when undertaking wholesale market transactions; and take measures either to eliminate these 
practices and provide fair treatment to counter parties. Banks/financial institution should know their 
counter party and their credit worthiness before entering into contract. It is good practice for 
principals, subject to their own legal advice, to alert counter party to any legal or tax uncertainty which 
they know are relevant to a proposed relationship or transaction. All principals have the responsibility 
to assessing the credit worthiness of their counter parties, or potential counter parties whether dealing 
directly or through a brokers/ firms. Bank/financial institution should take measure of risk control and 
meet proper legal obligation for each contract to minimize the loss. It is better to prepare a dealing 
mandate for each transaction. The mandate will be helpful to clarify the extent of a relationship 
between core principals and their customers with responsibility.  
 
Banks/financial institutions should observe confidentiality. It is essential for the preservation of 
reputable and efficient market place for bank/financial institution. The transactions should not be dealt 
in non-market rates. So this practice should be avoided. Adequate safeguards should be established to 
prevent abuse of informations by staff members with respect to non-public price-sensitive 
informations. 
PRE 
Treasury management in India 
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Treasury management is still in its infancy in India. It is still considered as a sub-function of the financial 
management. In most of the companies, it is the finance manager which is also taking care of the 
treasury function. Treasury operations are carried out professionally and systematically by some banks 
and financial institutions. The first stage of evolution in treasury management is the establishment of a 
treasury function. The second stage is running it as a profit center. In India, treasury operations at the 
micro level are expected to grow at a fast pace with increasing integration of the Indian economy with 
the world economy.  
Treasury management is the science of managing treasury operations of a firm. Treasury in its literal 
sense refers to treasure or valuables of the Government. The valuables are nothing but the coins and 
the currency which are the medium of financial transactions in the country. In the earlier days when 
the level of governmental operations was comparatively smaller, there used to be a centralized 
treasury into which the revenue receipts of the government were credited and from which the 
payments of the government were withdrawn. In a federal setup, both the central govt. and the state 
govts. had their treasuries for managing the inflows and outflows of government finances. 
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Chapter-8 
Derivatives 

Meaning and Types of Derivative  
Derivative is a financial instrument which derives its value from some other financial price. This ‘other 
financial price’ is called the underlying. 
User & Purpose : Derivative serve as a method to hedge and reduce risks . 

Users    Purpose 
(i) Corporation   To hedge currency risk and inventory risk 
(ii) Individual Investors For speculation, hedging and yield enhancement. 
(iii) Institutional Investor For hedging asset allocation, yield enhancement and to avail arbitrage  

opportunities. 
(iv) Dealers   For hedging position taking, exploiting inefficiencies and earning dealer 
spreads. 
Example : The most important derivatives are Futures, Options, Forward, Swaps 
Types of Derivative Market : (a) Exchange Traded Derivatives (b) OTC (Over the Counter) Derivatives 
Exchange-traded derivatives : Derivatives which trade on an exchange are called ‘Exchange-traded 
derivatives’. Trades on an exchange generally take place with anonymity. Trades at an exchange 
generally go through the clearing corporation. Example : Interest rate futures, Interest rate options, 
Currency futures, Currency options. 
Forward 
A forward contract is an agreement between a buyer and a seller obligating the seller to deliver a 
specified asset of specified quality and quantity to the buyer on a specified date at a specified place 
and the buyer, in turn, is obligated to pay to the seller a pre-negotiated price in exchange of the 
delivery. 
 
Future Contract 
 A futures contract is an agreement between two parties that commits one party to buy an underlying 
financial instrument (bond, stock or currency) or commodity (gold, soybean or natural gas) and one 
party to sell a financial instrument or commodity at a specific price at a future date. The agreement is 
completed at a specified expiration date by physical delivery or cash settlement or offset prior to the 
expiration date. In order to initiate a trade in futures contracts, the buyer and seller must put up "good 
faith money" in a margin account. 
All Futures contract are usually subject to two types of margins i.e. 
(i) Initial margin 
(ii) Maintenance margin 
(i) Initial margin 
Margin is money deposited by both the buyer and the seller to assure the integrity of the contract. 
Initial margin is the amount of money, which a buyer or a seller must deposit in his account whenever 
he establishes a futures position. Minimum margins are set by the exchange and are usually about 10% 
of the total value of the contract. The computation of an initial margin is done using the concept of 
Value-at-risk (Var). The initial margin deposit is represents the likely loss that a buyer or seller of the 
futures contract may incur on his position with a 99% confidence and over a period of say 2 days. The 
clause ‘with a 99% confidence’ and ‘over a period 2 days’ is to be interpreted as that number such that 
the actual position loss over 2 days is expected to exceed the number only 2% of the time. The range of 
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price movements is determined taking into account the historic volatility of the underlying contract. 
Several popular methods are used to compute initial margins. They include the SPAN (a grid simulation 
method used by many exchanges), STANS (a monte carlo simulation based methodology), and TIMS 
(earlier used and now used by few other exchanges like the Bursa malaysia). 
(ii) Maintenance Margin 
Maintenance margin is the minimum margin required to hold a position. We can call it a sub-limit 
within initial margin limit. Maintenance margin is normally 75% to 80% of the initial margin. 
Maintenance margin should be sufficient to support the daily settlement process called “mark-to-
market”, where by losses that have already occurred are collected. Initial margin, on the other hand 
seeks to safeguard against potential losses on outstanding positions. In case maintenance margin is not 
met, the investor is advised to deposit cash to make up for the shortfall. If the investor does not 
respond, then the broker closes out the investor’s position by entering a reverse trade in the investor’s 
account. 
 
Marking to Market 
Once a future is bought / sold and a contract is issued, its value with respect to market price of futures 
fluctuates on a daily basis. This renders the owner liable to adverse changes in value, and creates a 
credit risk to the exchange.  
If the daily fluctuations are large then we have a worse situation to handle. To minimize this risk, the 
exchange demands that contract owners pay what is known as margin. The amount of margin changes 
each day, involving movements of cash handled by the exchange’s clearing house. At the end of every 
trading day, the contract is marked to its closing market price of the futures contract. If the closing 
price of futures contract is not given, one can use the closing prices of the underlying for this purpose. 
If the trader is on the winning side of a deal, his contract increases in value that day, and the exchange 
becomes liable to the trader, and his margin account is credited with the differential amount. On the 
other hand, if he is on the losing side, he may face a “margin call,” from the exchange / broker, 
depending on the fall in margin account balance and in this case he is liable to the exchange for the 
difference. In this way, each account is credited or debited according to the settlement price on a daily 
basis. This is known as marking to market. 
Whenever the margin account is short of the required amount, margin call is made and the buyer or 
seller is expected to fill up the account up to the initial margin level. And whenever the margin account 
is above the initial margin limit, then the buyer/seller can theoretically withdraw the entire amount 
above the initial margin limit on a daily basis.  
 
OTC derivative: A derivative contract which is privately negotiated is called an OTC derivative. OTC 
trades have no anonymity, and they generally do not go through a clearing corporation. Example : 
Interest rate swaps, Currency swaps, Caps, collars, floors, forward. 
The different types of derivatives risks are: 
(a) Credit risk: Credit risk in derivative products comes in two forms: 
(i) Pre-Settlement Risk: (ii) Settlement risk: 
(b) Market risk: 
(c) Liquidity risk: 
(i) Market liquidity risk: (ii) Funding liquidity risk: 
(d) Operational risk: 
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(e) Legal risk: 
(f) Regulatory risk: 
(g) Reputation risk: 
 
Major players in derivatives markets 
Hedgers 
A hedger holds a position in the cash market and is worried about fall in the value of his portfolio. He 
would take an opposite position in the futures market to protect against fall in value of his portfolio. 
Against his view if the market rises, his portfolio value increases to compensate for fall in futures value. 
 
Speculators 
Speculators as such make guess about the movement of stock prices. They undertake buy or sell 
transactions in the cash/future markets accordingly. Speculators accept the risk passed on by a hedger, 
in anticipation of making a profit. Speculators provide depth and liquidity to the futures market and in 
their absence the price protection sought by the hedger would be very costly. 
Concept 
Hedgers buy or sell futures contracts in order to offset the risk in some other position. They want to 
reduce the risk of adverse price fluctuations. Hedgers forego some potential profits to eliminate part of 
the risk. Speculators buy or sell futures contracts in an attempt to earn a return. they are willing to 
assume the risk of price; fluctuations, hoping to profit from them. 
 
Spreaders 
Spreaders, as the term indicates, work on spreads that are observed and believed to be ‘non-aligned’ 
i.e. beyond their normal difference. They use future spreads to speculate and earn profit a low level of 
risk. 
Arbitrageurs 
Arbitrageurs try to identify deviations in futures prices from their fair (theoretical) values in order to 
obtain a risk free rate of return. Though deviations persist, arbitrage is not free, nor is it perfectly risks 
less. Arbitrage involves transaction costs, brokerage costs, bid-ask spreads between the purchase and 
sales price and most importantly, impact cost. 
Scalpers 
Scalping means, resorting to large number of quick trades and make small profits. Scalpers hold 
positions only for minutes and attempt to profit from either very small price changes or the bid-ask 
spread. They trade in using their skills in short term movement of prices. They are constantly alert to 
market news or big order flow of buy/sell in that stock and trade on them. They prefer those counters 
where the day’s volume would be high. They operate on very low transaction costs and they make 
money by doing hundreds of transactions in a day. Many scalpers disregard economic or company 
fundamentals and even technical indicators. Their only benchmark is the price movement and 
momentum, over a few minutes.  
 
Day traders 
Day traders enter into futures positions and liquidate their positions by the end of the day. Day traders 
often use proprietary models to estimate which way they believe prices will move. They normally do 
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not disclose what their trades are based upon. They take a far sighted approach in contrast to scalpers. 
They close their position before the end of trading session, ensuring that he has no position overnight. 
 
Position traders 
Position traders maintain positions in a contract for longer than a day. They believe on market rumours 
and they hold their positions till a significant movement takes place. This period could be many weeks 
or months. 
 
Advantages & disadvantages of Futures Trading  
The Major Advantages of Futures Trading Vs. Stock Trading: Compared to directly trading stocks, 
stock futures provide several major advantages: 
(i) Leverage: Compared to buying stock on margin, investing in futures is less costly.An investor can use 
leverage to control more stock with a smaller cash outlay. 
(ii) Ease of Shorting: Taking a short position in futures is simpler, less costly and may be executed at 
any time - there is no requirement for an uptick. 
(iii) Flexibility: Future investors can use the instruments to speculate, hedge, spread or for use in a 
large array of sophisticated strategies. 
Stock Futures also have disadvantages. These include: 
(i) Risk: In a stock future contract, there is the risk of losing significantly more than the initial 
investment (margin deposit). 
(ii)No Stockholder Privileges: The future owner has no voting rights and no rights to dividends. 
(iii)Required Vigilance: Stock Futures are investments that require investors to monitor their positions 
more closely than many would like to do. Because future accounts are marked to the market every 
business day, there is the possibility that the brokerage firm might issue a margin call, requiring the 
investor to decide whether to quickly deposit additional funds or liquidate the position. 
 
Reasons for stock index futures becoming more popular financial derivatives over stock futures  
Trading in stock index futures contracts was introduced by the Kansas City Board of Trade on February 
24, 1982. In April 1982, the Chicago Mercantile Exchange (CME) began trading in futures contract 
based on the Standard and Poor’s Index of 500 common stocks. The introduction of both contracts was 
successful, especially the S&P 500 futures contract, adopted by most institutional investors. 
In India, both the NSE and the BSE have introduced index futures in the S&P CNX Nifty and the BSE 
Sensex. 
 
Uses of Stock Index Futures 
Investors can use stock index futures to perform myriad tasks. Some common uses are: 
(i)to speculate on changes in specific markets; 
(ii)to change the weightings of portfolios; 
(iii)to separate market timing from market selection decisions; and 
(iv)to take part in index arbitrage, whereby the investors seek to gain profits whenever a futures 
contract is trading out of line with the fair price of the securities underlying it. 
(v)Using Indexes to Hedge Portfolio Risk: Aside from the above uses of indexes, investors often use 
stock index futures to hedge the value of their portfolios. 
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Main reasons to trade stock index futures are: 
Stock index futures is most popular financial derivatives over stock futures due to following reasons: 
1.It adds flexibility to one’s investment portfolio. The stock systems do not provide this flexibility and 
hedging. 
2.It creates the possibility of speculative gains using leverage. Speculative gains in stock futures are 
limited but liabilities are greater. 
3.Stock index futures are the most cost efficient hedging device whereas hedging through individual 
stock futures is costlier. 
4.Stock index futures cannot be easily manipulated whereas individual stock price can be exploited 
more easily. 
5.Since, stock index futures consists of many securities, so being an average stock, is much less volatile 
than individual stock price. 
Further, it implies much lower capital adequacy and margin requirements in comparison of individual 
stock futures. 
Risk diversification is possible under stock index future than in stock futures. 
6.One can sell contracts as readily as one buys them and the amount of margin required is the same. 
7.In case of individual stocks the outstanding positions are settled normally against physical delivery of 
shares. In case of stock index futures they are settled in cash all over the world on the premise that 
index value is safely accepted as the settlement price. 
8.It is also seen that regulatory complexity is much less in the case of stock index futures in comparison 
to stock futures. 
9.It provides hedging or insurance protection for a stock portfolio in a falling market. 
 
Option 
An option is a contractual agreement that gives the option buyer the right, but not the obligation, to 
purchase (in the case of a call option) or to sell (in the case of a put option) a specified instrument at a 
specified price at any time of the option buyer’s choosing by or before a fixed date in the future. Upon 
exercise of the right by the option holder, an option seller is obliged to deliver the specified instrument 
at the specified price. 
 

Features of Options 
The important features of options contracts are as follows: 
• The buyer has the right to buy or sell the asset. 
• To acquire the right of an option, the buyer of the option must pay a price to the seller. This is called 
the option price or the premium. 
• The exercise price is also called the fixed price, strike price or just the strike and is determined at the 
beginning of the transaction. It is the fixed price at which the holder of the call or put can buy or sell 
the underlying asset. 
• Exercising is using this right the option grants you to buy or sell the underlying asset. The seller may 
have a potential commitment to buy or sell the asset if the buyer exercises his right on the option. 
• The expiration date is the final date that the option holder has to exercise his right to buy or sell the 
underlying asset. 
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• Time to expiration is the amount of time from the purchase of the option until the expiration date. At 
expiration, the call holder will pay the exercise price and receive the underlying securities (or an 
equivalent cash settlement) if the option expires in the money.  
• Defaults on options work the same way as they do with forward contracts. Defaults on over-the 
counter option transactions are based on counterparties, while exchange-traded options use a clearing 
house. 
• Option Premium is the consideration for the Writer of the option, for assuming or taking up the 
liability to perform. It is the price to be paid by the Holder, irrespective of whether the option is 
exercised or not. 
 
Terms Used in Relation t o Options Contract: 
(a) strike price / Exercise price: 
Strike Price / Exercise Price is the price at which the option can be exercised i.e. the price at which the 
underlying asset can be bought or sold on the expiry date (European Option) or before the expiry date 
(in case of American Option). Strike Price / Exercise Price is fixed by the Stock Exchange, and not by the 
Writer or Holder of an option. The Stock Exchange fixes a series of prices spaced at appropriate price 
intervals for an underlying asset. An investor can choose his preferred Strike Price from such a range of 
prices. 
 
(b) Premium 
Premium is the price at which the options contracts for an asset with a given expiry date and strike 
price is traded. It is paid by the Buyer to the Writer / Seller of the option. The writer keeps the 
premium whether or not the option is exercised. It is the consideration paid to the Writer / Seller for 
undertaking to deliver / buy the underlying security, if the option is exercised. Option Premium is 
market determined, i.e. based on the demand for the options with a given strike price. Premium 
payable on an Options Contract depends upon various factors like Strike Price, Expiry Date etc. 
Option Premium consists of two components — (i) Intrinsic Value; and (ii) Time Value 
 
(c) Expiry Date: 
It is the last day (in the case of American style) or the only day (in the case of European style) on which 
an option may be exercised. Generally, Options contract on any security is traded based on its strike 
price and the expiry date. 
(d) Contract size: 
Contract size is the number of units of the underlying asset covered by an options contract. Contract 
size is fixed by the Exchange. 
 
“In-the-Money”, “At-the-Money”, and “Out-of-Money”, with reference to Options: 
(a) These terms describe the position of options contract from the trader’s perspective (both Buyer 
and Seller of an option). 
(i) in the Money: It is a situation, when exercising the option would be advantageous and result in gain 
or profit to the option holder. 
(ii) At the Money: Exercise of option in this position, would neither result in a gain or loss to the option 
holder. At this stage the Current Market Price (CMP) and the Exercise Price (EP) are equal. 
(iii) Out of Money: Exercise of option in this situation would result in a loss to the Option Holder. 



CS PROFESSIONAL                                                                       CS ABHISHEK KAUSHIK 

                                                                                                                                                      Page 158 

 

 

Combination trading strategy- its variants: 
Combination is a Trading Strategy that involves taking a position in both calls and puts on the same 
stock. 
Types: 
(a) Straddle: Straddle involves buying a call and put with the same strike price and same expiry date. 
(b) Strangle: Strangle involves buying a put and call with the different strike price and same expiry 
date. 
(c) Strips: Strip involves selling one call and two puts with the same strike price and same expiry date. 
(d) Straps: Strap involves selling two calls and one put with the same strike price and same expiry date. 
 
Put-Call parity theory 
Put-Call Parity is the relationship between the price of an European Call Option and the price of the 
European Put Option, when they have the same strike price and maturity date, namely that a portfolio 
of long a call option and short a put option is equivalent to (and hence has the same value as) a single 
forward contract at this strike price and expiry. This is because if the price at expiry is above the strike 
price, the call will be exercised, while if it is below, the put will be exercised, and thus in either case 
one unit of the asset will be purchased for the strike price, exactly as in a forward contract. 
The validity of this relationship requires that certain assumptions be satisfied; these are specified and 
the relationship derived below. In practice transaction costs and financing costs (leverage) mean this 
relationship will not exactly hold, but in liquid markets the relationship is close to exact.  
Theory: 
C + PV of EP = SP + P 
Where, C = Price of a Call Option, i.e. Call Option Premium 
EP = Exercise Price 
SP = Current Stock Price 
P = Price of a Put Option, i.e. Put Option Premium 
 
Binomial tree approach to valuing or pricing an option: 
This model assumes that the underlying asset can have only two values at the time of maturity of an 
option. One will be higher than the strike price and the other will be lower than the strike price. 
The option premium calculated under this method provides risk-free rate of return, at either of the two 
prices, on the investment made by option –writer. (in case the option writer uses borrowed funds, the 
return at risk free rate will be provided on borrowed funds.) 
Factors Considered: Following are the factors considered in valuing / pricing an option under the 
Binomial Tree approach — 
(a) Current Spot Price of the underlying asset, 
(b) Exercise Price under the Options Contract, 
(c) Set of Expected Future Spot Prices — one above the Exercise Price and one below the Exercise 
Price, 
(d) Risk Free Rate of Return, 
(e) Period to Expiry. 
 
Risk neutral Valuation approach to pricing options : 
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This method provides an alternative way of obtaining same results as those of Binomial Model. The 
following steps are required : 
Step Description 
1 Identification of Probability: Ascertain the probability of upper limit and lower limit of Future Spot 
Price (FP), by equating the present value of expected Future Spot Price to the Current Spot Price (S0). 
2 nominal Value of an Option: Apply the probabilities so identified on the value of the option at the 
two Future Spot Prices, to get the expected value of option on expiry. 
3 present Value: Discount the expected value of option (nominal value) to present value to identify the 
value of an option. 
 
EMBEDDED DERIVATIVES 
An embedded derivative is a derivative instrument that is embedded in another contract - the host 
contract. The host contract might be a debt or equity instrument, a lease, an insurance contract or a 
sale or purchase contract. 
Illustration: A coal purchase contract may include a clause that links the price of the coal to a pricing 
formula based on the prevailing electricity price or a related index at the date of delivery. The coal 
purchase contract, which qualifies for the executory contract exemption, is described as the host 
contract, and the pricing formula is the embedded derivative. 
When must embedded derivatives be accounted for? An embedded derivative is split from the host 
contract and accounted for separately if: 
(i)Its economics are not ‘closely related’ to those of the host contract; 
(ii)A separate instrument with the same terms as the embedded derivative would meet the definition 
of a derivative; and 
(iii)The entire contract is not carried at fair value through profit or loss. 
 
SIDEWAYS MARKET  
A situation where stock prices change little over a specific period of time. Consequently, traders who 
follow trends when making their investment decisions will tend to perform poorly during a sideways 
market. 
 
Commodity Derivatives  
Trading in derivatives first started to protect farmers from the risk of the value of their crop going 
below the cost price of their produce. Derivative contracts were offered on various agricultural 
products like cotton, rice, coffee, wheat, pepper and so on. 
Necessary Conditions To Introduce Commodity Derivatives: The following attributes are considered 
crucial for qualifying for the derivatives trade: 
(1) a commodity should be durable and it should be possible to store it; 
(2) units must be homogeneous; 
(3) the commodity must be subject to frequent price fluctuations with wide amplitude; supply and 
demand must be large; 
(4) supply must flow naturally to market. 
Total set of customer needs concerning commodity derivatives 
The total set of customer needs concerning commodity derivatives is differentiated into instrumental 
needs and convenience needs . 



CS PROFESSIONAL                                                                       CS ABHISHEK KAUSHIK 

                                                                                                                                                      Page 160 

 

Instrumental needs are the hedgers’ needs for price risk reduction. 
Not only do hedgers wish to reduce price risk,they also desire flexibility in doing business, easy access 
to the market, and an efficient clearing system. These needs are called convenience needs. 
Some of the advantages of commodity markets are: 
(i) Most money managers prefer derivatives to tangible commodities; 
(ii) Less hassle (delivery, etc); 
(iii) Allows indirect investment in real assets that could provide an additional hedge against inflation 
risk. 
Special characteristics of Commodity derivatives trading are: 
(i)To complement investment in companies that use commodities; 
(ii) To invest in a country’s consumption and production; 
(iii)No dividends, only returns from price increases 
Four popular national commodity exchanges of India are :National Multi-Commodity Exchange of India 
(NMCE), National Board of Trade (NBOT),National Commodity and Derivatives Exchange (NCDEX) and 
Multi Commodity Exchange (MCX). 
National Commodity and Derivatives Exchange (NCDEX) is the largest commodity derivatives exchange 
with a turnover of around Rs 3,000 crore (Rs 30 billion) every fortnight. 
 
Advantage/Disadvantage Commodity Futures 
Commodities futures, or futures contracts, are an agreement to buy or sell a commodity at a specific 
date in the future at a specific price. 
Just like the price of bananas at the grocery store, the prices of commodities can change on a weekly or 
even daily basis. If the price goes up, the buyer of the futures contract makes money, because he gets 
the product at the lower, agreed-upon price and can now sell it at the higher, market price. If the price 
goes down, the seller makes money, because he can buy the commodity at the lower market price, and 
sell it to the buyer at the higher, agreed-upon price. 
Advantages Of Commodity Futures :1 Easiest and cheapest way to invest in commodities 
2. Can either buy (go long) or sell (go short) 
3. Can trade with a small amount of capital 
4. Volatility offers potential for quick profits 
Disadvantage Of Commodity Futures : 
1. Principal/Initial Investment is not guaranteed 
2. High risk due to use of leverage 
3. High price volatility could lead to margin calls 
Major Categories of Commodity Futures Are: 
1. Agricultural products (soft commodities) –fibers, grains, food, livestock 
2. Energy – crude oil, heating oil, natural gas 
3. Metals – copper, aluminum, gold, silver, platinum 
 
Commodity Swaps  
A swap where exchanged cash flows are dependent on the price of an underlying commodity. This is 
usually used to hedge against the price of a commodity. The vast majority of commodity swaps involve 
oil. Commodity swaps are used to lock-in the price of a commodity. Commodity swaps are becoming 
increasingly common in the energy and agricultural industries, where demand and supply are both 
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subject to considerable uncertainty. It is a swap in which at least one set of payments is based on the 
price of a commodity, such as oil. 
Types Of Commodity Swaps :There are two types of commodity swaps: fixed-floating or commodity-
for-interest. 
(a) Fixed-Floating Swaps 
(b) Commodity-for-Interest Swaps 
Commodity swaps are characterized by some distinctive peculiarities, though. These include the 
following factors for which we must account (at a minimum): 
(i)The cost of hedging 
(ii) The institutional structure of the particular commodity market in question 
(iii) The liquidity of the underlying commodity market 
(iv) Seasonality and its effects on the underlying commodity market 
(v) The variability of the futures bid/offer spread 
(vi) Brokerage fees 
(vii) Credit risk, capital costs and administrative costs. 
 
Types of ORDERS in a future market  
Customers in futures and option markets are able to submit a complete range of dealing instructions to 
their brokers. This allows them to give precise instructions as to how their orders will be treated. 
Generally, following types of orders are issued: 
(i) Market Order : When a trader places a buy or sell order at the price which prevails in the futures 
market at the time the order is given, it is called a market order. 
(ii) Limit Order : If the trader specifies a particular price or the price limit within which the order should 
be executed, such an order is called a limit order. 
(iii) Market-if-touched (MIT) Order : If an order is executed at the best available price after a trade 
occurs at a particular price or at a price more favourable than the specified price, it is called a Market-
if-touched order. 
(iv) Stop Loss Order : Stop loss orders are normally placed by specifying a range in which the order 
should be executed instead of giving a single price order. 
(v) Good Till Cancelled (GTC) Order : In terms of National Stock Exchange (NSE) regulations, Good till 
cancelled orders shall be cancelled at the end of 7 calendar days from the date of entering the order. 
Other type of orders include: (vi) Guaranteed Stop.(vii) Spread Order.(viii) Scale Order.(ix) Opening 
Order.(x) Closing Order.(xi) Limit or Market on Close Order.(xii) Stop Limit Order.(xiii) Public Limit 
Order. 
 
Difference between Cash and the Derivative Market 
The basic differences between Cash and the Derivative market are as follows : 
(a) In cash market tangible assets are traded whereas in derivative markets contracts based on tangible 
or intangibles assets likes index or rates are traded. 
(b) In cash market, we can purchase even one share whereas in Futures and Options minimum lots are 
fixed. 
(c) Cash market is more risky than Futures and Options segment because in “Futures and Options” risk 
is often limited. 
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(d) Cash assets may be meant for consumption or investment. Derivative contracts are for hedging, 
arbitrage or speculation. 
(e) The value of derivative contract is always based on and linked to the underlying security. Though 
this linkage may not be on point-to-point basis. 
(f) In the cash market, a customer must open securities trading account with a securities depository 
whereas to trade futures a customer must open a future trading account with a derivative broker. 
(g) Buying securities in cash market involves putting up all the money upfront whereas buying futures 
simply involves putting up the margin money. 
(h) With the purchase of shares of the company in cash market, the holder becomes part owner of the 
company. While in future it does not happen. 
 
Forwards-Based Derivatives  
Forwards-Based Derivatives: There following divisions of forwards-based derivatives are 
(a) Forward Contracts: 
(b) Swaps: 
Interest Rate Swaps: (CA Final) 
Meaning : An Interest Rate Swap is a transaction involving an exchange of one stream of interest 
obligations for another. In an interest rate swap, no exchange of principal takes place but interest 
payments are made on the notional principal amount. 
Interest payments can be exchanged between two parties to achieve changes in the calculation of 
interest on the principal, for example :(a)Floating to fixed;(b)Fixed to floating;(c)LIBOR to prime - 
based;(d)Prime to LIBOR; 
Major Players : The major players in the swap markets are banks (or other intermediaries on the one 
side) and medium and large size corporates on the other. Individual borrowers generally do not 
perform swap. 
Features of Interest Rate Swap : 
(a) It is treated as an off - the balance sheet transaction. 
(b) It is structured as a separate contract distinct from the underlying loan agreement. 
(c) There is no exchange of principal repayment obligations. 
(d) It effectively translates a floating rate borrowing into a fixed rate borrowing and vice versa. 
(e) The motivation of interest rate swap is to save interest cost. 
Types of Interest Rate Swaps : 
(a) Liability Swap - Where there is an exchange of interest obligation i.e., interest is to be paid, the 
swap is liability swap. 
(b) Asset Swap - Where there is an exchange of interest receipts i.e., interest is to be received, the 
swap is asset swap. 
Purpose: Interest Rate Swap is intended to hedge against the intetrest rate fluctuations to some extent 
through careful planning with the help of swap dealer . 
Provision of Interest Rate Swaps: Some of the provisions of IRS are as follows : 
1. The notional principal value upon which the interest rate is to be applied. 
2. The fixed interest rate to be exchanged for another rate. 
3. Formula type of index used to determine the floating rate. 
4. Frequency of payments, such as quarterly or every six months is also agreed. 
5. Life time of the swap. 
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Currency Swaps: (CA Final) 
These involve an exchange of liabilities between currencies. A currency swap can consist of three 
stages: 
(a)A spot exchange of principal. 
(b)Continuing exchange of interest payments during the term of the swap . 
(c)Re-exchange of principal on maturity. 
A currency swap has the following benefits: 
(a)Treasurers can hedge currency risk. 
(b)It can provide considerable cost savings. So a strong borrower in the Deutschmark market may get a 
better US dollar rate by raising funds in the Deutschmark market and swapping them for US dollars. 
(c)The swap market permits funds to be accessed in currencies, which may otherwise command a high 
premium. 
(d)It offers diversification of borrowings. 
(e) Cost cutting is the major motivation behind currency swap. 
(f) It enables access to a sector of international capital market otherwise not available. 
In a currency swap the principal sum is usually exchanged: 
• At the start;  
• At the end;  
• At a combination of both; or Neither. 
Other Type Of Swaps: 
Circus Swaps 
Plain Vanilla Swaps 
Basis Rate Swaps 
Asset Swaps 
Mortgage Swaps 
Amortising Swaps 
Forward Swaps 
Swaptions 
Callable Swaps 
Canape’ Swaps 
(c) Futures Contracts. 
(d)Options 
 
Difference between Futures and Forward Contracts 
Distinction between forward and futures contracts are as follows: 
1.Organised exchanges/Trading: Forward contracts are traded in over the counter market. Futures 
contracts are traded on organised exchanges with a designated physical location for example : Stock 
Exchange . 
2.Transaction costs: Cost of forward contracts is based on bid-ask spread. Futures contracts entail 
brokerage fees for buy and sell orders. 
3.Marking to Market: Forward contracts are not subject to marking to market. Futures contracts are 
subject to marking to market in which the loss or profit is debited or credited in the margin account on 
daily basis due to change in price. 
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4. Margins: Margins are not required in forward contract. In futures contracts every participant is 
subject to maintain margin as decided by the exchange authorities. 
5. Liquidity: Forward contracts is exposed to the problem of liquidity whereas in futures there is no 
liquidity problem as they are traded in stock exchange. 
6. Disclosure: In forward contracts, price are not publicly disclosed whereas in future contracts price is 
transparent. 
 
ARBITRAGE 
Meaning: Arbitrage by definition is a financial transaction that makes an immediate profit without 
involving any risk.  
Arbitrage is a strategy to take advantage of price differential of a product in different markets.An 
arbitrageur makes money by buying an asset at low price in a market and selling it in any other market 
at a relatively higher price. 
For instance, If one can buy an asset for $5, sell it for $20 and make a profit of $15 that is arbitrage. 
The $15 gain represents an arbitrage profit. 
Arbitrage profits are the result of 
(i) the difference in exchange rates at two different exchange centres, 
(ii) the difference. due to interest yield which can be earned at different exchanges. 
Types of Arbitrage 
(i) Geographical/Space Arbitrage - 
(ii) Cross - Rate Arbitrage - 
(iii) Time Arbitrage - 
 
Types of risks to which the Swap Dealer is exposed  
In the process of swap, the role of swap dealer is significant insofar as it brings together two counter-
parties whose interests are complementary to each other. For this role, it takes a small part of the 
interest payment flow. Since the principal amount is large, even a small percentage of the interest 
payment adds considerably to its profit. But, on the other hand, the swap dealer has to face a variety 
of risks. These different forms of risks as follows: 
(a) Interest-rate Risk : 
(b) Exchange-rate Risk : 
(c) Credit Risk : 
(d) Mismatch Risk : 
(e) Sovereign Risk: 
(f) Delivery Risk: 
 
Forward Rate Agreements  
Meaning: In finance, a forward rate agreement (FRA) is a forward contract in which one party pays a 
fixed interest rate, and receives a floating interest rate and vice versa .In other words, Agreement to 
borrow or lend at a specified future date at an interest rate that is fixed today. 
How It Is Quoted: FRAs are quoted in the format AxB, with (A) representing the number of months 
until the loan is set to begin, and (B) representing the number of months until the loan ends. To find 
the length of the loan, subtract A from B. 
For Example : 
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A 1 x 4 quote would mean a 3 month loan, set to begin 1 month in the future. 
A t1 X t2 FRA: The start date, is t1 months hence. The end of the forward period is t2 months hence. 
The loan period is t1-t2 months long. 
A 9 X 12 FRA has a contract period beginning nine months hence, ending 12 months hence.  
Payoff formula :The netted payment made at the effective date is: 
 
Rate At Expiration or LIBOR or Reference Rate Days in Underlying Rate or FRA Days 
                                                             360 
Notional Amount Of Loan x (Rate At Expiration or LIBOR or Reference Rate FRA or Fixed Rate) Days in 
Underlying Rate or FRA Days 
If LIBOR > FR the seller owes the payment to the buyer, and if LIBOR < FR the buyer owes the seller the 
absolute value of the payment amount . 
Under an FRA 
-The buyer (borrower) is the party seeking to protect itself against a rise in interest rates. 
-The seller (lender) is the party seeking to protect itself against a fall in interest rates. 
 
FRAs are commonly used to hedge against the risk of rising interest rates by a company with a 
borrowing. In general, 
FRA's are used by corporates for the following broad purposes: 
To lock in the cost of borrowing on an existing floating-rate loan.  
To guarantee the rate of interest a company has to pay on future draw downs. 
To guarantee the interest rate earned on surplus funds for any period. 
 
Users of FRAs : 
1. FRAs are far more widely used than futures by corporates. Usually, this is because corporates, being 
less interest-rate sensitive on the whole than financial institutions, do not place such a high value on 
the facility futures offer of being in and out of the market in minutes. The forward rate agreement 
provides corporate treasurers with approximately the same hedging benefits of futures, but with none 
of the technical and administrative difficulties. 
2. Banks are also heavy users of the FRA market. The most common use of FRAs by banks is to iron out 
mismatches in the short-term structure of their assets and liabilities. 
Other Points 
FRAs are cash-settled forward contracts on interest rates traded among major international banks 
active in the Eurodollar market. 
An FRA can be viewed as the OTC equivalent of a Eurodollar futures contract. 
Most FRAs trade for maturities corresponding to standard Eurodollar time deposit maturities, although 
nonstandard maturities are sometimes traded. 
Trading in FRAs began in 1983 (Norfield 1992). A forward rate agreement (FRA) is an over-the-counter 
version of a short interest rate future. Primarily used as an interbank hedging instrument in the early 
1980s, its use has since spread to a number of corporates as well. FRA is very popular method of 
hedging interest rate risk. 
 
SWAPTIONS  
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A swaption is an option granting its owner the right but not the obligation to enter into an underlying 
swap. Although options can be traded on a variety of swaps, the term "swaption" typically refers to 
options on interest rate swaps. There are two types of swaption contracts: 
A payer swaption gives the owner of the swaption the right to enter into a swap where they pay the 
fixed leg and receive the floating leg. 
A receiver swaption gives the owner of the swaption the right to enter into a swap where they will 
receive the fixed leg, and pay the floating leg. 
The buyer and seller of the swaption agree on: the premium (price) of the swaption the strike rate 
(equal to the fixed rate of the underlying swap) length of the option period (which usually ends two 
business days prior to the start date of the underlying swap), the term of the underlying swap, notional 
amount, amortization, if any frequency of settlement of payments on the underlying swap 
 
Exercise Date: 
There are three different ways the right to exercise the option in a swaption contract can be scheduled 
European – the owner of the contract can exercise his right to enter the swap at maturity 
American – the owner of the contract can exercise his right to enter the swap at any date between the 
start and end dates of the option period agreed to  
Bermudan – the owner of the contract can exercise his right to enter the swap at certain 
predetermined dates between the start and end dates of the option period. 
Uses of swaptions: 
(a)Swaptions can be used as an effective tool to swap into or out of fixed rate or floating rate interest 
obligations, according to a treasurer’s expectation on interest rates. Swaptions can also be used for 
protection if a particular view on the future direction of interest rates turned out to be incorrect. 
(b)Swaptions can be applied in a variety of ways for both active traders as well as for corporate 
treasures. Swap traders can use them for speculation purposes or to hedge a portion of their swap 
books. It is a valuable tool when a borrower has decided to do a swap but is not sure of the timing. 
(c)Swaptions have become useful tools for hedging embedded option which is common in the natural 
course of many businesses. 
(d)Swaptions are useful for borrowers targeting an acceptable borrowing rate. By paying an upfront 
premium, a holder of a payer’s swaption can guarantee to pay a maximum fixed rate on a swap, 
thereby hedging his floating rate borrowings. 
(e)Swaptions are also useful to those businesses tendering for contracts. A business, would certainly 
find it useful to bid on a project with full knowledge of the borrowing rate should the contract be won. 
(f) Swaptions also provide protection on callable/putable bond issues. 
(g) Swap also provide arbitrage opportunity. The more innovative borrowers can use this arbitrage 
opportunity to their advantage in order to bring down their funding cost. 
CA Aaditya Jain 
INTEREST RATE CAP/FLOOR/COLLAR 
INTEREST RATE CAP 
An interest rate cap is a derivative in which the buyer receives payments at the end of each period in 
which the interest rate exceeds the agreed strike price. 
It is a type of European Call Option and for this buyer is required to pay premium. 
In other words A caplet is an interest rate call option that provides the purchaser an upper limit on 
interest rates. 
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The payoff (Gross Profit ) of a cap is given by the following formula: 
(Actual Interest Rate– Strike or Floating Rate) x (Days to maturity / 360) x (Nominal Loan Amount) 
INTEREST RATE FLOOR 
An interest rate floor is a derivative in which buyer of the floor receives money if on the maturity, the 
interest rate is below the agreed strike price of the floor. 
It is a type of European Put Option and for this buyer is required to pay premium. 
A floor let is an interest rate put option that provides the purchaser an lower limit on interest rates 
The payoff (Gross Profit ) of a Floor is given by the following formula: 
(Strike or Floating Rate– Actual Interest Rate) x (Days to maturity / 360) x (Nominal Loan Amount) 
 
INTEREST RATE COLLAR 
Collar can be created in two manner : 
Buy a collar (whereby you buy a cap and sell a floor both with the same expiry but different strike 
prices and notionals) Premium is received by Selling a Floor and Premium is paid by Buying a Cap. 
Sell a collar (whereby you sell a cap and buy a floor both with the same expiry but different strike 
prices and notionals) 
Premium is received by Buying a Floor and Premium is paid by Selling a Cap. 
When the premium of the floor exactly matches that of the cap this is known as a Zero Cost Collar. 
An Interest Rate Collar sets a maximum (cap) and minimum (floor) boundary on a given floating rate 
Interest rates quoted in cap/floor & Collar agreements follow money market day-count conventions, so 
that payment calculations assume a 360-day year. 
 
Hedging  
Hedging is the practice of taking a position in one market to offset and balance against the risk adopted 
by assuming a position in a contrary or opposing market or investment. In simple language, hedging is 
used to reduce any substantial losses/gains suffered by an individual or an organization. To hedge, the 
investor takes a stock future position exactly opposite to the stock position. That way, any losses on 
the stock position will be offset by gains on the future position. 
 
Greeks 
The Greeks are a collection of statistical values (expressed as percentages) that give the investor a 
better overall view of how a stock has been performing. These statistical values can be helpful in 
deciding what options strategies are best to use. The investor should remember that statistics show 
trends based on past performance. It is not guaranteed that the future performance of the stock will 
behave according to the historical numbers. These trends can change drastically based on new stock 
performance. 
 
(i) Delta: A by-product of the Black-Scholes model is the calculation of the delta. It is the degree to 
which an option price will move given a small change in the underlying stock price. 
For example, an option with a delta of 0.5 will move half a rupee for every full rupee movement in the 
underlying stock.  
A deeply out-of-the-money call will have a delta very close to zero; a deeply in-the-money call will have 
a delta very close to 1. The formula for a delta of a European call on a non-dividend paying stock is: 
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Delta = N (d1) (see Black-Scholes formula above for d1) Call deltas are positive; put deltas are negative, 
reflecting the fact that the put option price and the underlying stock price are inversely related. The 
put delta equals the call delta - 1. 
The delta is often called the hedge ratio: If you have a portfolio short ‘n’ options (e.g. you have 
written n calls) then n multiplied by the delta gives you the number of shares (i.e. units of the 
underlying) you would need to create a riskless position - i.e. a portfolio which would be worth the 
same whether the stock price rose by a very small amount or fell by a very small amount. In such a 
"delta neutral" portfolio any gain in the value of the shares held due to a rise in the share price would 
be exactly offset by a loss on the value of the calls written, and vice versa. Note that as the delta 
changes with the stock price and time to expiration the number of shares would need to be continually 
adjusted to maintain the hedge. How quickly the delta changes with the stock price are given by 
gamma. In addition to delta there are some other "Greeks" which some find useful when constructing 
option strategies. 
 
(ii) Gamma: It measures how fast the delta changes for small changes in the underlying stock price. i.e. 
the delta of the delta. If you are hedging a portfolio using the delta-hedge technique described under 
"Delta", then you will want to keep gamma as small as possible, the smaller it is the less often you will 
have to adjust the hedge to maintain a delta neutral position. If gamma is too large, a small change in 
stock price could wreck your hedge. Adjusting gamma, however, can be tricky and is generally done 
using options . 
 
(iii) Theta: The change in option price given a one day decrease in time to expiration. Basically it is a 
measure of time decay. Unless you and your portfolio are travelling at close to the speed of light the 
passage of time is constant and inexorable. Thus, hedging a portfolio against time decay, the effects of 
which are completely predictable, would be pointless. 
(iv) Rho: The change in option price given a one percentage point change in the risk-free interest rate. 
It is sensitivity of option value to change in interest rate. Rho indicates the absolute change in option 
value for a one percent change in the interest rate. For example, a Rho of .060 indicates the option's 
theoretical value will increase by .060 if the interest rate is decreased by 1.0. 
 
(v) Vega: Sensitivity of option value to change in volatility. Vega indicates an absolute change in option 
value for a one percent change in volatility. For example, a Vega of .090 indicates an absolute change 
in the option's theoretical value will increase by .090 if the volatility percentage is increased by 1.0 or 
decreased by .090 if the volatility percentage is decreased by 1.0. Results may not be exact due to 
rounding. It can also be stated as the change in option price given a one percentage point change in 
volatility. Like delta and gamma, Vega is also used for hedging. 
 
Bullish Market Scenario:- 
• Bull Call Spread: The bull call spread option trading strategy is employed when the options trader 
thinks that the price of the underlying asset will go up moderately in the near term. Bull call spreads 
can be implemented by buying an at-the-money call option while simultaneously writing a higher 
striking out-of-the-money call option. By shorting the out-of-the-money call, the options trader 
reduces the cost of establishing the bullish position but forgoes the chance of making a large profit in 
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the event that the underlying asset price skyrockets. The bull call spread option strategy is also known 
as the bull call debit spread as a debit is taken upon entering the trade. 
• Bull Put Spread: The bull put spread option trading strategy is employed when the options trader 
thinks that the price of the underlying asset will go up moderately in the near term. 
The bull put spread options strategy is also known as the bull put credit spread as a credit is received 
upon entering the trade. Bull put spreads can be implemented by selling a higher striking in-the-money 
put option and buying a lower striking out-of-the-money put option on the same underlying stock with 
the same expiration date. 
• Bull Calendar Spread: Using calls, the bull calendar spread strategy can be setup by buying long term 
slightly out-of-the-money calls and simultaneously writing an equal number of near month calls of the 
same underlying security with the same strike price. 
The options trader applying this strategy is bullish for the long term and is selling the near month calls 
with the intention to ride the long term calls for free. 
• Diagonal Bull Call Spread: The diagonal bull call spread strategy involves buying long term calls and 
simultaneously writing an equal number of near-month calls of the same underlying stock with a 
higher strike. This strategy is typically employed when the options trader is bullish on the underlying 
stock over the longer term but is neutral to mildly bullish in the near term. 
 
Bearish Market Scenario 
• Bear Call Spread:- The bear call spread option trading strategy is employed when the options trader 
thinks that the price of the underlying asset will go down moderately in the near term. 
The bear call spread option strategy is also known as the bear call credit spread as a credit is received 
upon entering the trade. Bear call spreads can be implemented by buying call options of a certain 
strike price and selling the same number of call options of lower strike price on the same underlying 
security expiring in the same month. 
• Bear Put Spread:- The bear put spread option trading strategy is employed when the options trader 
thinks that the price of the underlying asset will go down moderately in the near term. 
Bear put spreads can be implemented by buying a higher striking in-the-money put option and selling a 
lower striking out-of-the-money put option of the same underlying security with the same expiration 
date. 
By shorting the out-of-the-money put, the options trader reduces the cost of establishing the bearish 
position but forgoes the chance of making a large profit in the event that the underlying asset price 
plummets. The bear put spread options strategy is also known as the bear put debit spread as a debit is 
taken upon entering the trade. 
• Diagonal Bear Put Spread:- The diagonal bear put spread strategy involves buying long term puts and 
simultaneously writing an equal number of near-month puts of the same underlying stock with a lower 
strike. 
This strategy is typically employed when the options trader is bearish on the underlying stock over the 
longer term but is neutral to mildly bearish in the near term 
 
2. Straddles: An options strategy with which the investor holds a position in both a call and put with 
the same strike price and expiration date. Straddles are a good strategy to pursue if an investor 
believes that a stock's price will move significantly, but is unsure as to which direction. The stock price 
must move significantly if the investor is to make a profit. As shown in the diagram below, should only 
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a small movement in price occur in either direction, the investor will experience a loss. As a result, a 
straddle is extremely risky to perform. 
Additionally, on stocks that are expected to jump, the market tends to price options at a higher 
premium, which ultimately reduces the expected payoff should the stock move significantly.  
This is a good strategy if you think there will be a large price movement in the near future but is unsure 
of which way that price movement will be. It has one common strike price. In India straddles are 
mostly used by traders on Index Options during major political events such as general elections or 
annual budget when they expect a major movement in the Index but are not sure of the direction in 
which the Index would move. 
 
Suppose XYZ stock is trading at $40 in June. An options trader enters a long straddle by buying a JUL 40 
put for $200 and a JUL 40 call for $200. The net debit taken to enter the trade is $400, which is also his 
maximum possible loss. If XYZ stock is trading at $50 on expiration in July, the JUL 40 put will expire 
worthless but the 
JUL 40 call expires in the money and has an intrinsic value of $1000 (Assuming of lot of option contract 
contains 100 shares of XYZ) . Subtracting the initial debit of $400, the long straddle trader's profit 
comes to $600. 
On expiration in July, if XYZ stock is still trading at $40, both the JUL 40 put and the JUL 40 call expire 
worthless and the long straddle trader suffers a maximum loss which is equal to the initial debit of 
$400 taken to enter the trade. 
 
3. Strangle: The strategy involves buying an out-of-the-money call and an out-of-the-money put 
option. A strangle is generally less expensive than a straddle as the contracts are purchased out of the 
money. Strangle is an unlimited profit, limited risk strategy that is taken when the options trader thinks 
that the underlying stock will experience significant volatility in the near term. It has two different 
strike prices. 
 
4. Butterfly Spreads: The butterfly spread is a neutral strategy that is a combination of a bull spread 
and a bear spread. It is a limited profit, limited risk options strategy. There are 3 striking prices involved 
in a butterfly spread and it can be constructed using calls or puts. This strategy has limited risk and 
limited profit. 
Types of Butterfly Spreads 
Long Call Butterfly: - Long butterfly spreads are entered when the investor thinks that the underlying 
stock will not rise or fall much by expiration. Using calls, the long butterfly can be constructed by 
buying one lower striking in-the-money call, writing two at-the-money calls and buying another higher 
striking out-of-the-money call. A resulting net debit is taken to enter the trade. 
 
Short Call Butterfly:- Using calls, the short call butterfly can be constructed by selling one lower strike 
price in-the-money call, buying two at-the-money calls and selling another higher strike price out-of-
the-money call, giving the trader a net credit to enter the position. 
Long Put Butterfly:- The long put butterfly spread is a limited profit, limited risk options trading 
strategy that is taken when the options trader thinks that the underlying security will not rise or fall 
much by expiration. There are 3 strike prices involved in a long put butterfly spread and it is 
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constructed by buying one lower strike price put, selling two at-the-money puts and buying another 
higher strike price put for a net debit. 
 
Short Put Butterfly:- The short put butterfly is a neutral strategy like the long put butterfly but bullish 
on volatility. It is a limited profit, limited risk options strategy. There are 3 strike prices involved in a 
short put butterfly and it can be constructed by selling one lower strike price out of-the-money put, 
buying two at-the-money puts and selling another higher strike price in the- money put, giving the 
options trader a net credit to put on the trade. 
 
Iron Butterfly:- The iron butterfly spread is a limited risk, limited profit trading strategy that is 
structured for a larger probability of earning a smaller limited profit when the underlying stock is 
perceived to have a low volatility. To setup an iron butterfly, the options trader buys a lower strike 
price out-of-the-money put, sells a middle strike price at-the-money put, sells a middle strike at-the-
money call and buys another higher strike out-of-the-money call. This results in a net credit to enter 
into the trade. 
 
Reverse Iron Butterfly:- The reverse (short) iron butterfly is a limited risk, limited profit options trading 
strategy that is designed to make a profit when the underlying stock price makes a sharp move either 
up or down. To setup a reverse iron butterfly, the options trader sells a lower strike price out-of-the-
money put, buys a middle strike price at-the-money put, buys another middle strike price at-the-
money call and sells another higher strike price out-of-the money call. There will be a net debit taken 
to enter into the trade. 
 
Collective Investment Schemes  
Any scheme or arrangement which satisfies the conditions referred to in sub-section shall be a 
collective investment scheme if it satisfies the following conditions:- 
Any scheme or arrangement made or offered by any person under which,— 
(i) the contributions, or payments made by the investors, by whatever name called, are pooled and 
utilized for the purposes of the scheme or arrangement; 
(ii) the contributions or payments are made to such scheme or arrangement by the investors with a 
view to receive profits, income, produce or property, whether movable or immovable, from such 
scheme or arrangement; 
(iii) the property, contribution or investment forming part of scheme or arrangement, whether 
identifiable or not, is managed on behalf of the investors; 
(iv) the investors do not have day-to-day control over the management and operation of the scheme or 
arrangement. 
(v) Any scheme or arrangement made or offered by any person satisfying the conditions as may be 
specified in accordance with the regulations made under this Act. 
 
REITS (Real Estate Investment Trusts) 
A Real Estate Investment Trust (REIT) is a trust that pools resources by offering units to the investors. 
Such funds are used to acquire and manage income producing properties and income generated from 
such properties is distributed to investors. REITs receive special tax considerations and are 
characterized by lower transaction costs. 
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The concept of Real Estate Investment Trust was first introduced in 1960’s in the United States through 
a legislation authorizing REITs passed by the Congress. Realizing the benefit that a REIT provides to the 
population of the country, economy in general and real estate industry in particular , other countries 
introduced REIT legislations subsequently such as Australia in 1985 , UK and Germany in 2007 , 
Singapore in 1999, Japan in 2000 , Hong Kong in 2003 and Philippines in 2009. 
 
Reits typically offer the following benefits:- 
� For the Investors:- REITs as an investment class provide the common man an opportunity to invest in 
fixed income securities which also provide long term capital appreciation and a natural inflation hedge. 
It also opens to small investors an arena (i.e rent generating real estate assets) which was hitherto the 
monopoly of large investors. 
� For the Industry:- REITs assist in streamlining the real estate sector by creating a new and 
transparent source of raising finance in the real estate sector. Further, REITs can provide developers 
with institutional capital to sell their assets and use funds to repay banks and/or utilize the funds for 
more development. 
 
INVITS (Infrastructure Investment Trusts) 
INVITS or Infrastructure Investments Trusts are similar to REITs with the difference that INVITs invest in 
income generating infrastructure projects as compared to REITs wherein investments are made in 
income generating real estate assets. 
SEBI notified SEBI (Infrastructure Investment Trusts) Regulations, 2014 on September 26, 2014. The 
salient features of the regulations are as under:- 
a) Infrastructure is as defined by Ministry of Finance vide its notification dated October 07, 2013 and 
shall include any amendments/additions made thereof. 
b) INVITs shall be set up as a trust and registered with SEBI. It shall have parties such as Trustee, 
Sponsor(s), Investment Manager and Project Manager The trustee of an INVIT shall be a SEBI 
registered debenture trustee who is not an associate of the Sponsor/Manager. 
c) INVITs shall invest in infrastructure projects, either directly or through SPV. In case of PPP projects, 
such investments shall only be through SPV. 
d) An INVIT shall hold or propose to hold controlling interest and more than 50% of the equity share 
capital or interest in the underlying SPV, except where the same is not possible because of a regulatory 
requirement/ requirement emanating from the concession agreement. In such cases sponsor shall 
enter into an agreement with the INVIT, to ensure that no decision taken by the sponsor, including 
voting decisions with respect to the SPV, are against the interest of the INVIT its unit holders. 
e) Sponsor(s) of an INVIT shall, collectively, hold not less than 25% of the total units of the INVIT on 
post issue basis for a period of at least 3 years, except for the cases where a regulatory 
requirement/concession agreement requires the sponsor to hold a certain minimum percent in the 
underlying SPV. In such cases the consolidated value of such sponsor holding in the underlying SPV and 
in the INVIT shall not be less than the value of 25% of the value of units of INVIT on post-issue basis. 
f) The proposed holding of an INVIT in the underlying assets shall be not less than `. 500 crore and the 
offer size of the INVIT shall not be less then ` 250 crore at the time of initial offer of units. 
g) The aggregate consolidated borrowing of the INVIT and the underlying SPVs shall never exceed 49% 
of the value of INVIT assets. Further, for any borrowing exceeding 25% of the value of INVIT assets, 
credit rating and unit holders' approval is required. 
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h) An INVIT which proposes to invest at least 80% of the value of the assets in the completed and 
revenue generating Infrastructure assets, shall : 
i. raise funds only through public issue of units. 
ii. have a minimum 25% public float and at least 20 investors. 
iii. have minimum subscription size and trading lot of ` ten lakhs and ` five lakhs respectively. 
iv. distribute not less than 90% of the net distributable cash flows, subject to applicable laws, to the 
investors, at least on a half yearly basis. 
 
Functions of Merchant Bankers 
 The basic function of merchant banker or investment banker is marketing of corporate and other 
securities. In the process, he performs a number of services concerning various aspects of marketing, 
viz., origination, underwriting, and distribution, of securities. During the regime of erstwhile Controller 
of Capital Issues in India, when new issues were priced at a significant discount to their market prices, 
the merchant banker’s job was limited to ensuring press coverage and dispatching subscription forms 
to every corner of the country. Now, merchant bankers are designing innovative instruments and 
perform a number of other services both for the issuing companies as well as the investors The 
activities or services performed by merchant bankers, in India, today include: 
(a) Project promotion services. 
(b) Project finance. 
(c) Management and marketing of new issues. 
(d) Underwriting of new issues. 
(e) Syndication of credit. 
(f) Leasing services. 
(g) Corporate advisory services. 
(h) Providing venture capital. 
(i) Operating mutual funds and off shore funds. 
(j) Investment management or portfolio management services. 
 
Asset Securitisation: Securitisation is a process of transformation of illiquid asset into security which 
may be traded later in the open market. It is the process of transformation of the assets of a lending 
institution into negotiable instruments. The term ‘securitisation’ refers to both switching away from 
bank intermediation to direct financing via capital market and/or money market, and the 
transformation of a previously illiquid asset like automobile loans, mortgage loans, trade receivables, 
etc. into marketable instruments. 
This is a method of recycling of funds. It is beneficial to financial intermediaries, as it helps in enhancing 
lending funds. Future receivables, EMIs and annuities are pooled together and transferred to an special 
purpose vehicle (SPV). These receivables of the future are shifted to mutual funds and bigger financial 
institutions. This process is similar to that of commercial 
banks seeking refinance with NABARD, IDBI, etc. 
Insider Trading 
The insider is any person who accesses the price sensitive information of a company before it is 
published to the general public. Insider includes corporate officers, directors, owners of firm etc. who 
have substantial interest in the company. 
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Even, persons who have access to non-public information due to their relationship with the company 
such as internal or statutory auditor, agent, advisor, analyst consultant etc. who have knowledge of 
material, ‘inside’ information not available to general public.  
Insider trading practice is the act of buying or selling or dealing in securities by as a person having 
unpublished inside information with the intention of making abnormal profit’s and avoiding losses. This 
inside information includes dividend declaration, issue or buy back of securities, amalgamation, 
mergers or take over, major expansion plans etc. 
The word insider has wide connotation. An outsider may be held to be an insider by virtue of his 
engaging himself in this practice on the strength of inside information. Insider trading practices are 
lawfully prohibited. The regulatory bodies in general are 
imposing different fines and penalties for those who indulge in such practices. Based on the 
recommendation of Sachar Committee and Patel Committee, SEBI has framed various regulations and 
implemented the same to prevent the insider trading practices.  
Stock Lending: 
In ‘stock lending’, the legal title of a security is temporarily transferred from a lender to a borrower. 
The lender retains all the benefits of ownership, other than the voting rights. The borrower is entitled 
to utilize the securities as required but is liable to the lender for all benefits. 
A securities lending programme is used by the lenders to maximize yields on their portfolio. Borrowers 
use the securities lending programme to avoid settlement failures. 
Securities lending provide income opportunities for security-holders and creates liquidity to facilitate 
trading strategies for borrowers It is particularly attractive for large institutional shareholders as it is an 
easy way of generating income to offset custody fees and requires little involvement of time. It 
facilitates timely settlement, increases the settlements, reduces market volatility and improves 
liquidity. 
The borrower deposits collateral securities with the approved, intermediary. In case the borrower fails 
to return the securities, he will be declared a defaulter and the approved intermediary will liquidate 
the collateral deposited with it. In the event of default, the approved intermediary is liable for making 
good the loss caused to the lender. The borrower cannot discharge his liabilities of returning the 
equivalent securities through payment in cash or kind. 
 
National Securities Clearing Corporation Ltd. launched its stock lending operations (christened 
Automated Lending & Borrowing Mechanism – ALBM) on February 10, 1999. This was the beginning of 
the first real stock lending operation in the country. Stock Holding Corporation of India, Deutsche Bank 
and Reliance are the other three 
stock lending intermediaries registered with SEBI. 
Calculation of Index 
1. A base year is set alongwith a basket of base shares. 
2. The changes in the market price of these shares is calculated on a daily basis. 
3. The shares included in the index are those shares which are traded regularly in high volume. 
4. In case the trading in any share stops or comes down then it gets excluded and another company’s 
shares replace it. 
5. Following steps are involved in calculation of index on a particular date: 
� Calculate market capitalization of each individual company comprising the index. 
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� Calculate the total market capitalization by adding the individual market capitalization of all 
companies in the index. 
� Computing index of next day requires the index value and the total market 
capitalization of the previous day and is computed as follows: 
  Index Value =Index on Previous Day  X  Total market capitalisation for current day 

Total capitalisationof the previousday 
 
� It should also be noted that Indices may also be calculated using the price weighted method. Here 
the share the share price of the constituent companies form the weights. However, almost all equity 
indices world-wide are calculated using the market capitalization weighted method. 
Each stock exchange has a flagship index like in India Sensex of BSE and Nifty of NSE and outside India 
is Dow Jones, FTSE etc. 
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Practical Questions 

Q.1.Deep is planning to invest ` 25,00,000 in Bank Deposits for one year. All the banks offer an interest 
rate of 12% p.a. for 12 month deposits. Deep has enquired deposit application forms of 4 banks, 
particulars of which are as fellows —  
• Bank M: Interest will be credited at half-yearly basis.  
• Bank N: Interest will be credited at quarterly rests .  
• Bank O: Interest will be credited at monthly rests.  
• Bank P: Interest will be credited at weekly rests.  
If Deep cares for every extra rupee, which Bank will be prefer? What should be the minimum rate Bank 
N should offer to attract Deep’s deposit?  
If Bank M agrees to credit interest at continuous compounding basis, what will be return for Deep? 
  
 
Q.2.Shares of Sandeep Ltd are being quoted at `600. 3-Months Futures Contract Rate is `636 per share 
for a lot size of 500 shares. If the Sandeep Ltd is not expected to distribute any dividend in the interim, 
risk free rate of return is 9%, what is the recommended course of action for a trader in shares? If the 3-
Months Futures Contract Rate is ` 600, what should be the action? 
 
Q.3.Compute the theoretical forward price of the following securities for 1 month, 3 months and 6 
months —  
Securities of  A Ltd.  B Ltd.  D Ltd.  
Spot Price [So]  `4,550  `360  `900  
Dividend Expected  `50  `20  `50  
Dividend Receivable in  2 Months  3 Months  4 Months  
6 Month’s Futures 
Contract Rate  

`4600  `390  `920  

 
Q.4.Compute the theoretical forward price of the following securities —  
Securities of  R Ltd.  S Ltd.  
Current Market Price i.e. Spot Price [So]  `1,300  `600  
Dividend Expected  2%  16%  
3-Month’s Futures Contract Rate  `1,360  `580 
You may assume a risk free interest rate of 10% p.a. What action should follow to benefit from futures 
contract? 
 
Q.5.The following data relate to JB Ltd.’s share Price:  
1. Current Price Per Share - `1,820; 2.6 months’ Futures price per share - `2,028.  
2. Assuming it is possible borrow money in the market for transactions in securities at 12% per annum, 
you are required - to calculate the theoretical minimum price of a 6 months forward purchase; and to 
explain arbitrating opportunity. 
 
Q.6.The price of Compact Stock of a face value of `10 on 31st December, 2012 was `414 and the futures 
price on the same stock on the same date i.e., 31st December, 2012 for March, 2013 was `444.  
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Other features of the contract and the related information are as follows:  
• Time to expiration 3 months (0.25 year)  
• Annual dividend on the stock of 30% payable before 31.3.2012.  
• Borrowing Rate is 20 % p.a.  
Based on the above information, calculate future price for compact stock on 31st December, 2012. 
Please also explain whether any arbitrage opportunity exists. 
 
Q.7.The following data relates to DCB Ltd’s share prices:  
Current price per share  `170  
Price per share in the futures 
market - 6 months  

`190  

It is possible to borrow money in the market for securities transactions at the rate of 12 % p.a.  
Required—  
(a) Calculate the theoretical minimum price of 6 month-futures contract.  
(b) Explain if any arbitraging opportunities exist. 
 
Q.8.Given the following information—  
BSE Index 50,000  
Value of Portfolio `1,01,00,000  
Risk Free Interest Rate 9% p.a.  
Dividend Yield on Index 6% p.a.  
Beta of Portfolio 2.0  
We assume that a futures contract on the BSE index with 4 months maturity is used to hedge the value 
of portfolio over next 3 months. One future contract is for delivery of times the index. Based on the 
information, Calculate — (a) Price of future contract, (b) The gain on short futures position if index 
turns out to be 45,000 in 3 months. 
 
Q.9. Equity share of PQR Ltd. is presently quoted at ` 320. The Market Price of the share after 6 months 
has the following probability distribution: 
Market Price `   180  260  280  320  400 
Probability  0.1  0.2  0.5 0.1  0.1 
A put option with a strike price of ` 300 can be written. 
You are required to find out expected value of option at maturity (i.e. 6 months) 
 
Q.10.A sold in June Nifty futures contract for `3,60,000 on June 15, For this he had paid an initial 
margin of `34,000 to his broker. Each Nifty futures contract is for the delivery of 200 Nifties. On June 
25, the index was closed on 1850. How much profit / loss A has made? 
 
Q.11.A portfolio manager owns 3 stocks  
Stock  Shares owned  Stock price (`)  Beta  
1  1 lakh  400  1.1  
2  2 lakhs  300  1.2  
3  3 lakhs  100  1.3  
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The spot Nifty Index is at 1350 and futures price is 1352. Use stock index futures to (a) decrease the 
portfolio beta to 0.8 and (b) increase the portfolio beta to 1.5. Assume the index factor is `100. Find out 
the number of contracts to be bought or sold of stock index futures. 
 
Q.12.Fill up the blanks in the following matrix —  
Case  Portfolio Value  Existing 

Beta  
Outlook  Activity  Desired 

Beta  
No. of 
Futures 
Contracts  

M 
N 
O 
P 
Q 
R  

?  
`3,60,00,000  
`2,00,00,000  
`6,40,00,000  
`2,50,00,000  
`5,00,00,000  

1.20  
?  
1.60  
1.10  
1.40  
?  

Bullish  
? 
?  
Bullish  
Bearish  
Bearish  

?  
Buy Index Futures  
? 
? 
?  
Sell Index Futures  

1.8  
2.3  
1.2  
? 
1  
1.25  

90  
45  
?  
48  
?  
45  

S&P index is quoted at 4000 and the lot size is 100. 
 
Q.13.Sundar Ramalingam had entered into 5 Put Options and 5 Call Options in different securities, the 
particulars of which are given below, along with their exercise price and actual market price on the 
date of exercise —  
Call Options  Put Options  
Security  Exercise Price  Actual 

Market Price  
Security  Exercise Price  Actual 

Market Price  
P  `370  `376  A  `118  `122  
Q  `450  `444  B  `758  `758  
R  `1790  `1700  C  `350  `340  
S  `135  `140  D  `65  `69  
T  `953  `953  E  `230  `220  
What is his position on the date of exercise and what would he do? 
 
Q.14.Determine the value of option , both call and put, on expiry for the stock of Nirmal Spice Foods 
(NSF) Ltd. from the following information-  
• Exercise Price - `510  
• Spot Price on Exercise Date Ranges between `495 and `525, with interval of `5.  
Also state what will be the action on the above range of prices for both the options. 
 
 
Q.15.Shares of Swastik Industrial Equipments Ltd are quoted at `1,200. 30-Days Call option on SPEL is 
available with an Exercise Price of ` 1,250 with a premium of ` 30.  
Required —  
• Time Value and Intrinsic Value of the premium  
• Value of the option if the spot price on the expiry date is in the range of ` 1,160 — ` 1,360, with 
intervals of ` 20.  
• Pay graph from Call Buyers perspective. 
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Q.16.A put and a call option each have an expiration date 6 months hence and an exercise price of `9.  
The interest rate for the 6 month period is 3 per cent.  
(a) If he put has a market price of `2 and share is worth `10 per share, what is the value of the call?  
(b) If the put has a market price of `1 and the call `4, what is the value of the share per share?  
(c) If the call has a market value of `5 and market price of the share is `12 per share, what is the value 
of the put? 
 
Q.17.Shoaib is furnished with the following information about securities of two Companies — Manju 
Ltd and Sanju Ltd.  
1. Manju Ltd: Call option is traded is at `85 for an exercise price of `700. Presently stock of Manju Ltd is 
traded for `650. Put options is available for `110.  
2. Sanju Ltd: Put option is traded at `40 at an exercise price of `200. Presently stock of Sanju are traded 
at `180. Call options are available for `20.  
If Shoaib has sufficient money and also holds stock in both these companies, wants to make only 
ascertained profit and no loss, advice him on the course of action and the resultant gain / loss.  
Risk Free Interest rate may be assumed at 10% and expiry date for option is 3 Months away. 
 
Q.18.Mr. Khan established the following spread on the Delta Corporation’s stock:  
(i) Purchased one 3-month call option with a premium of `20 and an exercise price of `550.  
(ii) Purchased one 3-month put option with a premium of `10 and an exercise price of `450.  
Delta Corporation’s stock is currently selling at `500. Determine profit or loss, if the price of Delta 
Corporation’s:  
(i) remains at `500 after 3 months.  
(ii) falls at `350 after 3 months.  
(iii) rises to `600.  
Assume the size option is 100 shares of Delta Corporation. 
 
Q.19. Ascertain the value of Options expiring one year later, for the following securities —  
1. ABC Ltd (ABCL) is quoted at `110. At the end of 3 Months, the stock price will either be `100 or `150. 
Exercise price is `120.  
2. 3-Month Options on MN Ltd (MNL) carry an exercise price of `350. Stock Price is expected to be `250 
or `450.Presently the shares are traded for `380  
Risk Free Rate may be assumed at 12% for continuous discounting. 
 
Q.20. Stock of Kamla Woodwork is currently quoted at `110. In three months time it could either be `90 
or `135. Ascertain the value of Call Option with an exercise price of `120 if the risk free rate of return is 
8%. 
 
Q.21.A share price is currently priced `40, it is known that at end of one month, it will be either `38 or ` 
42, the risk free interest rate is 8% per annum with continuous compounding. Find the value of a one - 
month European call option with a strike price of `39.5 with the help of Binomial and Risk 
Neutralization Model? 
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Q.22.A Inc. and B Inc. intend to borrow $200,000 and $200,000 in ¥ respectively for a time horizon of 
one year. The prevalent interest rates are as follows: 
Company   ¥ Loan   $ Loan 
A Inc    5%   9% 
B Inc    8%   10% 
The prevalent exchange rate is $1 = ¥120. 
They entered in a currency swap under which it is agreed that B Inc will pay A Inc @ 1% over the ¥ Loan 
interest rate which the later will have to pay as a result of the agreed currency swap whereas A Inc will 
reimburse interest to B Inc only to the extent of 9%. Keeping the exchange rate invariant, quantify the 
opportunity gain or loss component of the ultimate outcome, resulting from the designed currency 
swap. 
 
Q.23.From the following data for certain stock, find the value of a call option: 
Price of stock now = `80, Exercise price = `75 
Standard deviation of continuously compounded annual return= 0.40 
Maturity period = 6 months, Annual interest rate = 12% 
Given Number of S.D. from Mean,   (z) cumulative area 
0.25       0.5987 
0.30       0.6179 
0.55       0.7088 
0.60       0.7257 
e 0.12x0.5 = 1.062, In 1.0667 = 0.0646 
 
Q.24.Trie market received rumor about XYZ Corporation’s tie - up with a multinational company. This 
has induced the market price to move up. If the rumor is false, the XYZ Corporation’s stock price will 
probably fall dramatically. To protect from this an investor has bought the call and put options.  
He purchased one 3 months call with a strike price of `42 for `2 premium, and paid Re.1 per share 
premium for a 3 months put with a strike price of `40.  
(a) Determine the Investor’s position if the tie up offer bids the price of XYZ Corporation’s stock up to 
`44 in 3 months.  
(b) Determine the Investor’s ending position, if the tie up programme fails and the price of the stocks 
falls to `35 in 3 months. 
 
Q.25.On 01.04.2010, following are the interest rate quotes available on different Government of India 
Bonds, based on the tenor of the Bonds —  
Period to Maturity  Interest Rate  
1Year  9.50%  
2 Years  10.25%  
3 Years  11.00%  
4 Years  10.75%  
Calculate the forward rates of interests as at the following dates —  
(a) As on 01.04.2011,1-Year Bond, 2-Year Bond and 3-Year Bond  
(b) As on 01.04.2012,1-Year Bond and 2-Year Bond  
(c) As on 01.04.2013,1-Year Bond 
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Q.26. Suppose a dealer Rupam quotes ‘All-in-cost’ for a generic swap at 8% against six month LIBOR 
flat. If the notional principal amount of swap is `5,00,000,  
1. Calculate Semi-Annual fixed payment.  
2. Find the first floating rate payment for (i) above if the six month period from the effective date of 
swap to the settlement date comprises 91 days and that the corresponding LIBOR was 6% on the 
effective date of swap.  
3. In 2 above, if settlement is on ‘Net’ basis, how much the fixed rate payer would pay to the floating 
rate payer?  
4. Generic swap is based on 30/360 days basis. 
 
Q.27.United Bankers Ltd offer the following interest rates to two of its customers for a loan of `100 
Crores, repayable in 7 Years —  
Company  Somnath Ltd  Amal IT Services Ltd  
Nature of Activity  Supply and Installation of 

Security  
Systems for Home, Office, 
Corporate Surveillance and 
other Security Services and 
products  

Providing IT support to various  
Airlines, Shipping Companies 
and  
Government Companies  

Years in Industry  25  1.5  
Market Position  Market Leaders  Market Entrants (Infant)  
Rating by UBL  A++  B+  
Floating Interest Rate  MIBOR - 0.50%  MIBOR + 1%  
Fixed Interest Rate  10.00%  12.50%  
Share in the Net Gain on ac-
count of Interest Rate Swap  

60%  40%  

Assuming, principal amount is repaid at the end of the seven years, what is the effective gain in 
percentage as well as in value for both the Companies, if they enter into an Swap Arrangement for 
reducing interest effect.  
Also ascertain the net interest cost (in %) for both the Companies. 
 
Q.28. Companies X and Y face the following interest rates:  

                                                       X Y 
U.S. Dollars (floating rate)  LIBOR + 0.5%  LIBOR+ 1.0%  
Canadian (fixed rate)  5.0%  6.5%  
X wants to borrow U.S. Dollars at a floating rate of interest and Y wants to borrow Canadian dollars at a 
fixed rate of interest.  X financial institution is planning to arrange a swap and requires a 50 basis point 
spread. If the swap is attractive to X and Y at 60:40 ratio, what rates of interest will X and Y end up 
paying? 
 
Q.29. Company PQR and DEF have been offered the following rate per annum on a $ 200 million five 
year loan;  
Company  Fixed Rate  Floating Rate  
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PQR  12.0  LIBOR+ 0.1%  
DEF  13.4  LIBOR + 0.6%  
Company PQR requires a floating - rate loan; Company DEF requires a fixed rate loan. Design a swap 
that will net a bank acting as intermediary at 0.5 percent per annum and be equally attractive to both 
the companies. 
 
Q.30.Consider that a bank sells a 3 x 6 FRA worth $3,000,0.00. The agreed rate with the buyer is 5.5 
percent. There are actually 92 days in the three-month FRA period. Assume that three months from 
today the settlement rate is 4-7/8 percent. Determine how much the FRA is worth and who pays who 
i.e. whether the buyer pays the seller or seller pays the buyer. Had the settlement rate been 6-1/8 
percent, what is the answer? 
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Chapter-9 
Foreign Exchange Management 

Direct and Indirect Quote: As indicated earlier, a currency quotation is the price of a currency in terms 
of another currency. For example, $1 = `48.00, means that one dollar can be exchanged for `48.00. 
Alternatively; we may pay `48.00 to buy one dollar. A foreign exchange quotation can be either a direct 
quotation and or an indirect quotation, depending upon the home currency of the person concerned. 
A direct quote is the home currency price of one unit foreign currency. Thus, in the aforesaid example, 
the quote $1 =`48.00 is a direct-quote for an Indian. 
An indirect quote is the foreign currency price of one unit of the home currency. The quote Re.1 
=$0.0208 is an indirect quote for an Indian. ($1/` 48.00 =$0.0208 approximately) 
Direct and indirect quotes are reciprocals of each other, which can be mathematically expressed as 
follows. 
Direct quote = 1/indirect quote and vice versa 
 
Bid, Offer and Spread 
A foreign exchange quotes are two-way quotes, expressed as a 'bid' and an offer' (or ask) price. Bid is 
the price at which the dealer is willing to buy another currency. The offer is the rate at which he is 
willing to sell another currency. Thus a bid in one currency is simultaneously an offer in another 
currency. For example, a dealer may quote Indian rupees as `48.80 - 48.90 vis-a-vis dollar. That means 
that he is willing to buy dollars at`48.80/$ (sell rupees and buy dollars), while he will sell dollar at ` 
48.90/$ (buy rupees and sell dollars). The difference between the bid and the offer is called the spread. 
The offer is always higher than the bid as inter-bank dealers make money by buying at the bid and 
selling at the offer. 
 
Cross Rate 
Cross Rate denotes an exchange rate that does not involve the home currency. It is an exchange rate 
between 
the currencies of two countries that are not quoted against each other, but are quoted against one 
common 
currency. 
Example: From an Indian perspective, USD per GBP, FFr. Per Euro are cross rates. 
Benefits: When a Foreign Currency (A) is not traded locally, or no exchange rates are available in terms 
of the local 
currency, but only in terms of some other Foreign Currency (B) and Currency B is traded locally, then 
Exchange 
Rate for Currency A can be obtained in terms of Local Currency. 
 
Cross Currency using Two Way Quotes: In case of Two Way Quotes, Exchange Rate between two 
currencies A and 
B, using C should be determined as follows — 
(a) Bid Rate (A per unit of B) = Bid Rate of A per unit of C × Bid Rate of C per unit B 
= Bid A/C + Bid C/B 
(b) Ask Rate (A per unit of B) = Ask Rate of A per unit of C × Ask Rate of C per unit B 
= Ask A/C + Ask C/B 
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Currency at premium or at discount? 
Rule for ascertaining whether quoted at Premium / Discount [Based on Forward Rates]: 
Foreign Currency is Expressed Premium Discount 
Under Direct Quote Forward Rate > Spot Rate Forward Rate < Spot Rate 
Under Indirect Quote Forward Rate < Spot Rate Forward Rate > Spot Rate 
Forward Rates are Quoted in Terms of Swap Points: 
Foreign Currency is Expressed Premium Discount 
Under Direct Quote Swap Points are increasing Swap Points are decreasing 
Under Indirect Quote Swap Points are decreasing Swap Points are increasing 
 
Currency Arbitrage 
A forex strategy in which a currency trader takes advantage of different spreads offered by brokers for 
a particular currency pair by making trades. Different spreads for a currency pair imply disparities 
between the bid and ask prices. Currency arbitrage involves buying and selling currency pairs from 
different brokers to take advantage of this disparity. 
Currency arbitrage involves the exploitation of the differences in quotes rather than movements in the 
exchange rates of the currencies in the currency pair. Forex traders typically practice two-currency 
arbitrage, in which the differences between the spreads of two currencies are exploited. Traders can 
also practice three-currency arbitrage, also known as triangular arbitrage, which is a more complex 
strategy. Due to the use of computers and high-speed trading systems, large traders often catch 
differences in currency pair quotes and close the gap quickly. 
 
Interest Rate Arbitrage 
Opportunities for interest arbitrage arise when the money rates differ among countries. Gold arbitrage 
and securities arbitrage operate in principle very much like commodity arbitrage in the domestic 
market, except that in the two former cases exchange rates are important, either because funds must 
be remitted abroad for the operation or because the proceeds must be brought home at the end of the 
operation. 
 
Covered Interest Arbitrage 
An arbitrage transaction that takes advantage of any instance when the forward premium or forward 
discount between two currencies does not equal the interest rate differential. When this occurs, 
arbitrageurs can use covered interest arbitrage to generate profits until the relationships return to 
equilibrium. This may be done by buying / selling one currency in the spot market and simultaneously 
selling / buying it in the forward market and using the sale proceeds to invest in an asset denominated 
in the spot currency; when the asset matures, the proceeds are used to fulfill the purchase and the 
arbitrage transaction concludes with a risk free profit. 
 
Steps in Covered Interest Arbitrage: 
(a) Identify Future Spot Price based on Interest Rate Parity Theory. 
(b) Compare Future Spot Price with Forward Rate available for the period. 
(c) If Future Spot Price > Forward Rate, i.e. Forward Rate is Undervalued, Buy Forward. Sell Spot. 
Action Time Activity 
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Borrow Now Borrow in Foreign Currency at its Borrowing Rate. 
Contract Now Enter into Forward Contract for buying Foreign Currency at the maturity date. 
Convert Now Sell Foreign Currency at Spot Rate and realize the proceeds in Home Currency. 
Invest Now Invest the Home Currency available in Home Currency Deposits. 
Realize Maturity Realize the maturity value of Home Currency Deposits. 
honour Maturity Honour the Forward Contract for buying Foreign Currency at Forward Rates using the 
Home Currency Deposit proceeds. 
Repay Maturity Repay the Foreign Currency Liability using the Foreign Currency bought. 
gain Maturity Foreign Currency Bought less Foreign Currency Settled. 
(d) If Future Spot Price < Forward Rate i.e. Forward Rate is Overvalued. Sell Forward. Buy Spot. 
Action Time Activity 
Borrow Now Borrow in Home Currency at its Borrowing Rate. 
Contract Now Enter into Forward Contract for selling Foreign Currency at the Maturity date. 
Convert Now Buy Foreign Currency at Spot Rate, using the amount borrowed. 
Invest Now Invest the Foreign Currency available in Foreign Currency Deposits. 
Realize Maturity Realize the maturity value of Foreign Currency Deposits. 
honour Maturity Honour the Forward Contract for selling the maturity proceeds of Foreign Currency 
Deposits at Forward Contract Rates to realize Home Currency. 
Repay Maturity Repay the Home Currency Liability using the proceeds of Forward Sale. 
gain Maturity Home Currency Proceeds on Forward Contract Sale less Home Currency Liability Paid 
including interest. 
 
Exchange Rate Forecasting  
Meaning: The foreign exchange market has changed dramatically over the past few years. The amounts 
traded each day in the foreign exchange market are now huge. In this increasingly challenging and 
competitive market, investors and traders need tools to select and analyze the right data from the vast 
amounts of data available to them to help them make good decisions. Corporate need to do the 
exchange rate forecasting for taking decisions regarding hedging, short-term financing, short-term 
investment, capital budgeting, earnings assessments and long-term financing. 
 
Techniques of Exchange Rate Forecasting 
There are numerous methods available for forecasting exchange rates. They can be categorized into 
four general groups- 
(a) Technical Forecasting: It involves the use of historical data to predict future values.For example 
time series models. 
Speculators may find the models useful for predicting day-to-day movements. However, since the 
models typically focus on the near future and rarely provide point or range estimates, they are of 
limited use to MNCs. 
(b) Fundamental Forecasting: It is based on the fundamental relationships between economic variables 
and exchange rates. For example subjective assessments, quantitative measurements based on 
regression models and sensitivity analyses. In general, fundamental forecasting is limited by: 
(i) the uncertain timing of the impact of the factors, 
(ii)the need to forecast factors that have an immediate impact on exchange rates, 
(iii)the omission of factors that are not easily quantifiable, and 
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(iv)changes in the sensitivity of currency movements to each factor over time. 
(c) Market-Based Forecasting: It uses market indicators to develop forecasts. The current spot/forward 
rates are often used, since speculators will ensure that the current rates reflect the market expectation 
of the future exchange rate. 
(d) Mixed Forecasting: It refers to the use of a combination of forecasting techniques.The actual 
forecast is a weighted average of the various forecasts developed. 
 
Exchange Rate Theories  
There are three theories of exchange rate determination- 
(a)Interest Rate Parity (IRP) 
(b)Purchasing Power Parity(PPP) : 
(c)International Fisher Effect (IFE) 
 
 
Nostro Vostro and loro accounts 
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 is 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. 
 
Interest Rate Parity (IRP) 
Interest rate parity is a theory which states that ‘the size of the forward premium (or discount) should 
be equal to the interest rate differential between the two countries of concern”. When interest rate 
parity exists, covered interest arbitrage (means foreign exchange risk is covered) is not feasible, 
because any interest rate advantage in the foreign country will be offset by the discount on the 
forward rate. Thus, the act of covered interest arbitrage would generate a return that is no higher than 
what would be generated by a domestic investment. The Covered Interest Rate Parity equation is given 
by: 
(1 + rD)= (1+ rF) F/S 
Where (1 + rD) = Amount that an investor would get after a unit period by investing a rupee in the 
domestic market at rD rate of interest and (1+ rF) F/S = is the amount that an investor by investing in 
the foreign market at rF that the investment of one rupee yield same return in the domestic as well as 
in the foreign market. 
 
Thus IRP is a theory which states that the size of the forward premium or discount on a currency 
should be equal to the interest rate differential between the two countries of concern.  
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Types of Interest Rate Parity 
There are two types of IRP : 
1. Covered Interest Rate Parity (CIRP) 
Covered Interest Rate theory states that exchange rate forward premiums (discounts) offset interest 
rate differentials between two sovereigns. 
In another words, covered interest rate theory holds that interest rate differentials between two 
countries are offset by the spot/forward currency premiums as otherwise investors could earn a pure 
arbitrage profit. 
 
2. Uncovered Interest Rate Parity (UIP) 
Uncovered Interest Rate theory states that expected appreciation (depreciation) of a currency is offset 
by lower (higher) interest. 
 
Limitations of Interest Rate Parity Model 
In recent years the interest rate parity model has shown little proof of working. 
In many cases, countries with higher interest rates often experience currency appreciation due to 
higher demands and higher yields and has nothing to do with risk-less arbitrage. 
 
Purchasing Power Parity (PPP) 
Purchasing Power Parity theory focuses on the ‘inflation – exchange rate’ relationship. There are two 
forms of PPP theory:- 
The ABSOLUTE FORM, also called the ‘Law of One Price’ suggests that “prices of similar products of two 
different countries should be equal when measured in a common currency”. If a discrepancy in prices 
as measured by a common currency exists, the demand should shift so that these prices should 
converge. 
The RELATIVE FORM is an alternative version that accounts for the possibility of market imperfections 
such as transportation costs, tariffs, and quotas. It suggests that ‘because of these market 
imperfections, prices of similar products of different countries will not necessarily be the same when 
measured in a common currency.’ However, it states that the rate of change in the prices of products 
should be somewhat similar when measured in a common currency, as long as the transportation costs 
and trade barriers are unchanged.  
The formula for computing the forward rate using the inflation rates in domestic and foreign countries 
is as follows: 
F = S (1+ If ) 
        (1+ id ) 
Where F= Forward Rate of Foreign Currency and S= Spot Rate 
iD = Domestic Inflation Rate and iF= Inflation Rate in foreign country 
Thus PPP theory states that the exchange rate between two countries reflects the relative purchasing 
power of the two countries i.e. the price at which a basket of goods can be bought in the two 
countries. 
 
Criticism of Purchasing Power Parity (PPP) Theory 
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1. limitations of the Price Index : As seen above in the relative version the PPP theory uses the price 
index in order to measure the changes in the equilibrium rate of exchange. However, price indices 
suffer from various limitations and thus theory too. 
2. Neglect of the demand / supply Approach : The theory fails to explain the demand for as well as the 
supply of foreign exchange. The PPP theory proves to be unsatisfactory due to this negligence. Because 
in actual practice the exchange rate is determined according to the market forces such as the demand 
for and supply of foreign currency. 
3. Unrealistic Approach : Since the PPP theory uses price indices which itself proves to be unrealistic. 
The reason for this is that the quality of goods and services included in the indices differs from nation 
to nation. Thus, any comparison without due significance for the quality proves to be unrealistic. 
4. Unrealistic Assumptions : It is yet another valid criticism that the PPP theory is based on the 
unrealistic 
assumptions such as absence of transport cost. Also it wrongly assumes that there is an absence of any 
barriers to the international trade. 
5. Neglects Impact of International Capital Flow : The PPP theory neglects the impact of the 
international capital movements on the foreign exchange market. International capital flows may 
cause fluctuations in the existing exchange rate. 
6. Rare occurrence : According to critics, the PPP theory is in contrast to the Practical approach. 
Because, the rate of exchange between any two currencies based on the domestic price ratios is a very 
rare occurrence. 
 
International Fisher Effect (IFE) 
International Fisher Effect theory uses interest rate rather than inflation rate differentials to explain 
why exchange rates change over time, but it is closely related to the Purchasing Power Parity (PPP) 
theory because interest rates are often highly correlated with inflation rates. 
According to the International Fisher Effect, ‘nominal risk-free interest rates contain a real rate of 
return and anticipated inflation’. This means if investors of all countries require the same real return, 
interest rate differentials between countries may be the result of differential in expected inflation. 
The IFE theory suggests that foreign currencies with relatively high interest rates will depreciate 
because the high nominal interest rates reflect expected inflation. The nominal interest rate would also 
incorporate the default risk of an investment. The IFE equation can be given by: 
rD – PD = rF – ΔPF 

or 
PD – PF = ΔS = rD –rF 

The above equation states that if there are no barriers to capital flows the investment will flow in such 
a manner that the real rate of return on investment will equalize. In fact, the equation represents the 
interaction between real sector, monetary sector and foreign exchange market. 
If the IFE holds, then a strategy of borrowing in one country and investing the funds in another country 
should not provide a positive return on average. The reason is that exchange rates should adjust to 
offset interest rate differentials on the average. As we know that purchasing power has not held over 
certain periods, and since the International Fisher Effect is based on Purchasing Power Parity (PPP). It 
does not consistently hold either, because there are factors other than inflation that affect exchange 
rates, the exchange rates do not adjust in accordance with the inflation differential. 
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Types of Foreign Exchange Risk 
There are several types of risk that an investor should consider and pay careful attention to. Deciding 
the potential return while respecting risk is the age-old decision that investors must make. 
1.Financial Risk: 
2.Business Risk: 
3.Credit or Default Risk: 
4.Country Risk: 
5.Interest Rate Risk: 
6.Political Risk: 
7.Market Risk: 
8.Foreign Exchange Fluctuation Risk: 
 
Foreign Exchange Exposures  
 “An Exposure can be defined as a Contracted, Projected or Contingent Cash Flow whose magnitude is 
not certain at the moment. The magnitude depends on the value of variables such as Foreign Exchange 
rates and Interest rates.” 
In other words, exposure refers to those parts of a company’s business that would be affected if 
exchange rate changes. 
Foreign exchange exposures arise from many different activities. 
For example, travelers going to visit another country have the risk that if that country’s currency 
appreciates against their own their trip will be more expensive. An exporter who sells his product in 
foreign currency has the risk that if the value of that foreign currency falls then the revenues in the 
exporter’s home currency will be lower. An importer who buys goods priced in foreign currency has the 
risk that the foreign currency will appreciate thereby making the local currency cost greater than 
expected. Fund Managers and companies who own foreign assets are exposed to falls in the currencies 
where they own the assets. This is because if they were to sell those assets their exchange rate would 
have a negative effect on the home currency value. 
 
Types of Exposure: The foreign exchange exposure may be classified under three broad categories: 
1. Transaction Exposure: It measures the effect of an exchange rate change on outstanding obligations 
that existed before exchange rates changed but were settled after the exchange rate changes. Thus, it 
deals with cash flows that result from existing contractual obligations. 
2. Translation Exposure: Also known as accounting exposure, it refers to gains or losses caused by the 
translation of foreign currency assets and liabilities into the currency of the parent company for 
accounting purposes. 
3. Economic Exposure: It refers to the extent to which the economic value of a company can decline 
due to changes in exchange rate. It is the overall impact of exchange rate changes on the value of the 
firm. The essence of economic exposure is that exchange rate changes significantly alter the cost of a 
firm’s inputs and the prices of its outputs and thereby influence its competitive position substantially. 
 
Methods of Managing Risk 
(a) Exposure Netting, i.e. creating an offsetting borrowing or asset. Also called Money Market 
Operations. 
(b) Forward Exchange Contracts. 
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(c) Currency Futures and Options. 
(d) Appropriate Capital Structure (for long term risks) [Expectations on funds raised in Foreign Currency 
will also 
vary with exchange rate fluctuations, thereby leaving the Value of the Firm unaffected to a great 
extent). 
(e) Diversified production, Marketing and Financing (for Economic Risk). 
(f) Foreign Currency Bank Account, so that inflow and outflow are matched at different points time, 
and 
protecting the Firm against exchange rate fluctuations. 
(g) Currency Swap Arrangement. 
 
Foreign Exchange Risk hedging Tools 
Forward Contract 
Hedging refers to managing risk to an extent that it is bearable. In international trade and dealings 
foreign 
exchange plays an important role. Fluctuations in foreign exchange rates can have significant 
implications 
on business decisions and outcomes. Many international trade and business dealings are shelved or 
become unworthy due to significant exchange rate risk embedded in them. Historically, the foremost 
instrument used for managing exchange rate risk is the forward rate. Forward rates are custom 
agreements between two parties to fix the exchange rate for a future transaction. This simple 
arrangement easily eliminates exchange rate risk, however, it has some shortcomings, particularly the 
difficulty in getting a counter party who would agree to fix the future rate for the amount and at the 
time period in question. By entering into a forward rate agreement with a bank, the businessman 
simply transfers the risk to the bank, which will now have to bear this risk. Of course, the bank, in turn, 
may have to make some other arrangement to manage this risk. Forward contracts are somewhat less 
familiar, probably because no formal trading facility, building or even regulating body exists. 
 
Futures Contract 
The futures market came into existence as an answer for the shortcomings inherent in the forward 
market. The futures market solves some of the shortcomings of the forward market, particularly the 
need and the difficulty in finding a counter party. A currency futures contract is an agreement between 
two parties to buy or sell a particular currency at a future date, at a particular exchange rate that is 
fixed or agreed upon upfront. This sounds a lot like the forward contract. In fact, the futures contract is 
similar to the forward contract but is much more liquid. It is liquid because it is traded in an organized 
exchange — 
i.e. the futures market. Futures contracts are standardized contracts and thus are bought and sold just 
like shares in a stock market. The futures contract is also a legal contract just like the forward, 
however, the obligation can be ‘removed’ prior to the expiry of the contract by making an opposite 
transaction, i.e. if one had purchased a futures contract then one may exit by selling the same contract. 
When hedging with futures, if the risk is an appreciation in value, then one needs to buy futures, 
whereas if the risk is a depreciation then one needs to sell futures.  
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Currency options 
A currency option may be defined as a contract between two parties — a buyer and a seller — 
whereby the buyer of the option has the right but not the obligation, to buy or sell a specified currency 
at a specified exchange rate, at or before a specified date, from the seller of the option. While the 
buyer of an  option enjoys a right but not an obligation, the seller of the option, nevertheless, has an 
obligation in the event the buyer exercises the given right. There are two types of options: 
• Call option — gives the buyer the right to buy a specified currency at a specified exchange rate, at or 
before a specified date. 
• Put option — gives the buyer the right to sell a specified currency at a specified exchange rate, at or 
before a specified date. 
 
Money Market operations 
Money Market Operations refers to creating; an equivalent asset or liability against a Foreign Currency 
Liability or Receivable. It involves a series of transactions for taking the opposite position. It involves 
creating an Foreign Currency Asset (Deposits) or Foreign Currency Liability (Borrowings), based on the 
respective positions. All markets are not open and all currencies are not fully convertible. Therefore, 
this option may have very little practical application. 
 
Currency Swaps 
Currency Swap involves an exchange of cash payments in one currency for cash payments in another 
currency. It is an agreement to exchange principal and interest-rate obligations in different currencies 
at an agreed rate. Currency Swaps allows a Firm to re-denominate a loan from one currency into 
another currency. 
 
Currency Forward Contract Agreement 
Foreign currency forward contracts are used as a foreign currency hedge when an investor has an 
obligation to either make or take a foreign currency payment at some point in the future. If the date of 
the foreign currency payment and the last trading date of the foreign currency forwards contract are 
matched up, the investor has in effect “locked in” the exchange rate payment amount. 
 
Roll over of Forward Contract 
In the forex (FX) market, rollover is the process of extending the settlement date of an open position. 
In most currency trades, a trader is required to take delivery of the currency two days after the 
transaction date. However, by rolling over the position - simultaneously closing the existing position at 
the daily close rate and re-entering at the new opening rate the next trading day - the trader artificially 
extends the settlement period by one day. 
 
Leading And Lagging  
This technique is used by subsidiaries for optimizing cash flow movements by adjusting the timing of 
payments to determine expectations about future currency movements. 
MNCs accelerate (lead) or delay (lag) the timing of foreign currency payments through adjustment of 
the credit terms extended by one unit to another. 
The technique helps to reduce foreign exchange exposure or to increase available working capital. 
The advantages associated with Leading and Lagging are : 
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(1) No formal recognition of indebtedness is required and the credit terms can be altered by increase / 
decrease of the terms on the accounts. 
(2) It helps in minimizing foreign exchange exposure and helps in transferring liquidity among affiliates 
by changing credit terms and is dependent on the opportunity cost of funds to both paying and 
receiving units. 
(3) It is an aggressive technique aimed at taking advantage of expected revaluations and devaluations 
of currency movements. 
 
Netting  
Meaning: Exposure Netting refers to offsetting exposures in one currency with Exposures in the same 
or another currency, where exchange rates are expected to move in such a way that losses or gains on 
the first exposed position should be offset by gains or losses on the second currency exposure. 
Objective: The objective of the exercise is to offset the likely loss in one exposure by likely gain in 
another. 
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. 
Example: A Bank is required to pay USD 1,00,000 and USD 2,75,000 to Mr. A, and collect from him USD 
1,75,000, Euro 50,000, then the net payable is called the settlement netting or settlement risk. 
 
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 
There are two types of Netting : 
(1) Bilateral Netting System – 
(2) Multilateral Netting System – 
 
Sources of Foreign currency 
Major sources for raising foreign currency finances are as follows : 
1. Foreign Currency Term loan: 
2. Export Credit Schemes: 
Export Credit Agencies finance exports of capital goods and related technical services. 
Types of Export Credit: 
• Buyer's Credit: Credit is provided directly to the Indian buyer, for purchase of capital goods and / or 
technical service from the overseas exporter. 
• Supplier's Credit: Credit is provided to the overseas exporters, so that they can make available 
medium-term finance to Indian importers. 
 
3. External Commercial Borrowings(ECB) : 
These include raising finance from international markets for plant and machinery imports. Funds can 
be raised subject to the terms and conditions stipulated by the Government of India, which imposes 
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restrictions on the amount raised under automatic route. Funds raised above the stipulated limit 
would require the prior approval of the Ministry of Finance. 
Types of ECB: External Commercial Borrowings include Bank Loans, Supplier’s and Buyer’s credit, fixed 
and floating rate bonds and Borrowing from private sector windows of Multilateral Financial 
Institutions such as International Finance Corporation. 
4. Euro Issues: 
Subscription can come from any part of the world except India. This takes the following forms — 
(a) Depository Receipts Mechanism: An indirect equity investment, these are issued through Overseas 
Depository Banks, on behalf of the issuing Company. 
(b) Foreign Currency/ Euro Convertible Issues: Euro Convertible Issues is a debt with ‘an option to 
convert it into equity. 
(c) Debt Route: Funds can also be raised by way of pure Debt Bonds. 
 
5. Issues in Foreign Domestic Markets: 
Capital can also be raised by issuing Exchange Traded instruments in Foreign Markets. These include 
ADRs, 
GDRs, etc. 
 
Advantages and limitations: 
(a) Access to Large Capital. 
(b) Access to Foreign Exchange. 
(c) No Change in the Shareholding / voting pattern. 
(d) Increased recognition for the Company internationally by bankers, customers, etc. 
(e) No Exchange Rate risk since the Company pays interest and dividends in Indian Rupees. 
(a) High cost of Issue. 
(b) Requirement as to large size of issue. 
(c) Stringent compliance requirements. 
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Practical Questions 
Q.1.The following spot rates are observed in the foreign currency market. 
Currency Foreign currency per U.S.$ 
Britain pound 00.62 
Netherlands Guilder 1.90 
Sweden Kroner 6.40 
Switzerland Franc 1.50 
Italy Lira 1,300.00 
Japan Yen 140.00 
On the basis of this information, compute to the nearest second decimal the number of : 
a. British pounds than can be acquired for $100. 
b. Dollars that 50 Dutch guilders (a European Monetary Union legacy currency) will buy. 
c. Swedish krona that can be acquired for $40. 
d. Dollars that 200 Swiss francs can buy. 
e. Italian lira (an EMU legacy currency) that can be acquired for $10. 
f. Dollars that 1,000 Japanese yen will buy. 
 
Q.2.On 25th March 2007, a customer requested his bank to remit DG 12,50,000 to Holland in payment 
of import of diamonds under an irrevocable LC. However due to bank strikes, the bank could affect the 
remittance only on 2nd April 2007. The inter -bank market rates were as follows-  
Place  25.03.2007  02.04.2007  
Bombay [S/` 100]  2.2873 - 2.2962  2.3063 - 2.3159  
London[US$/Pound]  1.9120 -1.9135  1.9050 - 1.9070  
DG/Pound  4.1125 - 4.1140  4.0120 - 4.0130  
The bank wishes to retain an exchange margin of 0.25%. How much does the customer stand to gain or 
lose due to the delay? 
 
Q.3.You have the following quotes from Bank A and Bank B —  

 Bank A Bank B  

Spot  USD/CHF 1.4650/55  USD/CHF 1.4653/60  

3 Months  5/10   

6 Months  10/15   

Spot  GBP/USD 1.7645/60 GBP /USD 1.7640/50  

3 Months  25/20   

6 Months  35/25   

Calculate —  

(a) How much minimum CHF amount you have to pay for 1 Million GBP spot?  
(b) Considering quotes from Bank A only, for GBP / CHF, what are the Implied Swap Points for spot over 
3 months? 
 
Q.4.Given the following -  
$/£  1.3670/1.3708  
S.Fr/DEM  1.0030/1.0078  
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$/S.Fr  0.8790 / 0.8803  
And if DEM / £ in the market are 1.5560 /1.5576  
Find out if any arbitrage opportunity exists.  
If so, show how $10,000 available with you can be used to generate risk - less profit. 
 
Q.5.The following 2 – way quotes appear in the foreign exchange market –  

 Spot Rate 1-Months Forward 

Rs./ US $  ` 46.00/ ` 46.25  47.00/ ` 47.50 

Required –  
(a) How many US Dollars should a firm sell to get ` 25 Lakhs after two months?  
(b) How many Rupees is the firm required to pay to obtain US $2,00,000 in the spot market?  
(c) Assume the firm has US $ 69,000 current account's earning interest. ROI on Rupee Investment is 
10% p.a. should the firm encash the US $ now 2 months later? 
 
Q.6.Ankita Papers Ltd (APL), on 1st July 2007 entered into a 3 Month forward contract for buying GBP 
1,00,000 for meeting an import obligation. The relevant rates on various dates are-  
Date  Nature of Quote  Quote  
01.07.2007  Spot  ` 81.50 - 81.85  
3-Month Forward  ` 81.90 - 82.30 
01.08.2007  Spot  ` 82.10- 82.40  
2-Month Forward  ` 82.25 - 82.60 
01.09.2007  Spot  ` 81.70 - 82.05  
1-Month Forward  ` 82.00 - 82.30 
2-Month Forward  ` 82.40 - 82.70 
01.10.2007  Spot  ` 82.50 - 82.75  
1-Month Forward  ` 82.60 - 82.90 
Explain the further course of action if APL—  
(a) Honours the contract on  
• 01.10.2007  
• 01.09.2007; and meets the import obligation on the same date.  
(b) Cancels the contract on —  
• 01.08.2007  
• 01.09.2007  
• 01.10.2007; as the import obligation does not materialize.  
(c) Rolls over the contract for --  
• 2 Months on 01.09.2007  
• 1 Month on 01.10.2007; as the import obligation gets postponed to 01.11.2007. Also determine the 
cost / gain of that action. Ignore transaction costs. 
 
Q.7.Sunny Ltd. (SL), have exported goods to UAE for Universal Apparatus (UA) 5,00,000 at a credit 
period of 90 days. Rupee is appreciating against the UA and SL is exploring alternatives to mitigate loss 
due to UA Depreciation. From the following information, analyze the possibility of Money Market 
Hedge —  
Foreign Exchange Rates  Money Market Rates  
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Bid  Ask  Deposit  Borrowings  
Spot  ` 11.50  ` 11.80  UA  9%  12% 
3-Month 
Forward  

` 11.20  ` 11.40  Rupees  8%  10% 

 
Q.8. The following table shows interest rates and exchange rates for the US Dollar and French Franc. 
The spot exchange rate is 7.05 Francs per Dollar. Complete the missing entries —  

3 Months   6 Months 1 Year  

Eurodollar Interest Rate (Annual)  11½%  12¼%  ?  

Euro Franc Interest Rate (Annual)  19½%  ?  20%  

Forward Francs per Dollar  ?  ?  7.52  

Forward Discount on Franc (Percent per Year)  ?  (6.3%)  ?  

 
Q.9. Following information is made available —  
Spot rate for 1 US $  
180 -Days Forward rate for 1 US $  
Annualized Interest Rate for 6 Months - Rupee  
Annualized Interest Rate for 6 Months - US $  

` 48.0123  
` 48.8190  
12%  
8%  

Is there any arbitrage possibility? If yes how an arbitrageur can take advantage of the situation, if he is 
willing to borrow ` 40,00,000 or US $ 83,312? 
 
Q.10.A Laptop Bag is priced at $ 105.00 at New York. The same bag is priced at ` 4,250 in Mumbai. 
Determine Exchange Rate in Mumbai.  
(a) If, over the next one year, price of the bag increases by 7% in Mumbai and by 4% in New York, 
determine the price of the bag at Mumbai and-New York? Also determine the exchange rate prevailing 
at New York for ` 100.  
(b) Determine the appreciation or depreciation in Re. in one year from now. 
 
Q.11. An exporter is a UK based company. Invoice amount is $3,50,000.  
Credit period is three months.  
Exchange rates in London  Rate of interest in money market  
Particulars  Exchange rate  Currency  Deposit  Loan  
Spot Rate ($/£)  1.5865 -1.5805  $  7%  9%  
3 Month forward 
rate ($/£)  

1.6100 -1.6140  £  5%  8%  

Compute and show how a money market hedge can be put in place. Compare and contrast the 
outcome with a forward contract. 
 
Q.12.An Indian Company Mukta Ltd. has availed the services of two London based Interior Decorators 
and are required to pay GBP 50,000 in 3 Months. From the following information, advice the course of 
action to minimize rupee outflow -  
Foreign Exchange Rates (` / GBP)  Money Market Rates (p.a.)  
Bid  Ask  Deposit  Borrowings  
Spot  ` 81.60  ` 81.90  GBP  6%  9%  
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3 – Months Forward  ` 82.70  ` 83.00  Rupees  8%  12%  
 
Q.13. Following information relates to Utkal Ltd, which manufactures some parts of an electronics 
device which are exported to USA, Japan and Europe on 90 days credit terms.  
Cost and Sales information —  
Particulars  Japan  USA  Europe  
Variable Cost per Unit  
Export sale price per Unit  
Receipts from sale due in 90 
Days  

` 225  
Yen 650  
Yen 78,00,000  

` 395  
US$10.23  
US S 1,02,300  

` 510  
Euro 11.99  
Euro 95,920  

Foreign exchange rate information  
Particulars  Yen/`  USS/`  Euro/`  
Spot Market  2.417-2.437  0.0214-0.0217  0.0177- 0.0180  
3-Months Forward  2.397-2.427  0.0213 - 0.0216  0.0176 - 0.0178  
3 months spot  2.423-2.459  0.02144 - 0.02156  0.0177- 0.0179  
Advice Utkal Ltd by calculating average contribution to sales ratio whether it should hedge it’s foreign 
currency risk or not. 
 
Q.14.Good Morning Ltd., London will have to make a payment of S 3,64,897 in six month’s time. It is 
currently 1st October. The company is considering the various choices if has in order to hedge its 
transaction exposure.  
Exchange rates:  
Spot rate  $1.5617 – 1.5773  
Six month forward rate  $1.5455 – 1.5609  
Exercise Price  Call option (March)  Put option (March)  
$1.70  $ 0.037  $ 0.096  
By making the appropriate calculations and ignoring time value of money (in case of Premia) decide 
which of the following hedging  
(a) Forward market;  
(b) Cash (Money) market;  
(c) Currency options. 
 
Q.15.Your Company has to make a US $ 1 Million payment in three month’s time. The dollars are 
available now. You decide to invest them for three months and you are given the following 
information.  
(i) The US deposit rate is 8% p.a.  
(ii) The sterling deposit rate is 10% p.a.  
(iii) The spot exchange rate is S 1.80 / pound.  
(iv) The three month forward rate is $ 1.78/ pound.  
Where should your company invest for better results?  
Assuming that the interest rates and the spot exchange rate remain as above, what forward rate would 
yield an equilibrium situation?  
Assuming that the US interest rate and the spot and forward rates remain as in the original question, 
where would you invest if the sterling deposit rate were 14% per annum? 
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With the originally stated spot and forward rates and the same dollar deposit rate, what is the 
equilibrium sterling deposit rate?  
 
Q.16. DS Inc. is considering a new plan in Netherlands. The plan will cost 26 Million Guilders. 
Incremental Cash Flows are expected to be 3 Million Guilders per year for the first 3 years. 4 Million 
Guilders for the next 3, 5 Million Guilders in Years 7 to 9, and 6 Million Guilders in years 10 through 19, 
after which the project will terminate with no residual value.  
The present exchange rate is 1.90 Guilders per dollar. The required rate of return on repatriated dollar 
is 16%.  
(a) If the exchange rate states at 1.90, what is the project NPV?  
(b) If the guider appreciates to 1.84 for years 1 - 3, to 1.78 for years 4-6,1.72 for years 7-9, and to 1.65 
for years 10-19, what happens to the NPV? 
 
Q.17.A USA based company is planning to set up a software development unit in India. Software 
development at the Indian unit will be bought back by the US parent at a transfer price of US $ 10 
million. The unit will remain in existence in India for one year; the software is expected to get 
developed within this time frame.  
The US based company will be subject to corporate tax of 30 per cent and a with -holding tax of 10% in 
India and will not be eligible for tax credit in the US.  
The software developed will be sold in the US market for US $ 12.0 million. Other estimates are as 
follows  
Rent for fully furnished unit with necessary hard ware in India  ` 15,00,000  
Man power cost (80 software professional will be working for 10 hours each day)  ` 400 per man hour  
Administrative and other costs  ` 12,00,000  
Advise the US company on financial viability of the project. The rupee-dollar rate is ` 48/$. 
 
Q.18.ABC Ltd is considering a project in US, which will involve an initial investment of US $1,10,00,000. 
The project will have 5 years of life. Current spot exchange rate is ` 48 per US $. The risk free rate in US 
is 8% and the same in India is 12%. Cash inflows from the project are as follows —  
Years  1  2  3  4  5  
Cash Inflow (US $)  20,00,000  25,00,000  30,00,000  40,00,000  50,00,000  
Calculate the NPV of the project using foreign currency approach. Required rate of return on this 
project is-14%. 
 
Q.19.Following are the details of cash and outflows in foreign currency denominations of M Co., an 
Indian export firm, which have no foreign subsidiaries —  
Currency  Inflow  Outflow  Spot rate  Forward rate  
US $  4,00,00,000  2,00,00,000  48.01  48.82  
French Franc (F Fr)  2,00,00,000  80,00,000  7.45  8.12  
UK £  3,00,00,000  2,00,00,000  75.57  75.98  
Japanese Yen  1,50,00,000  2,50,00,000  3.20  2.40  
(a) Determine the net exposure of each foreign currency in terms of Rupees.  
(b) Are any of the exposure positions off-setting to some extent? 
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Q.20.You sold Hong Kong Dollar 1,00,00,000 value spot to your customer at ` 5.70 & covered yourself 
in London market on the same day, when the exchange rates were  
US$ 1 = H.K.$ 7.5880 7.5920 
Local inter bank market rates for US$ were 

Spot US$ 1 = ` 42.70 -42.85 
Calculate cover rate and ascertain the profit or loss in the transaction. Ignore brokerage. 
 

Q.21.A company operating in Japan has today effected sales to an Indian company, the payment being 
due 3 months from the date of invoice. The invoice amount is 108 lakhs yen. At today's spot rate, it is 

equivalent to ` 30 lakhs. It is anticipated that the exchange rate will decline by 10% over the 3 months 
period and in order to protect the yen payments, the importer proposes to take appropriate action in 
the foreign exchange market. The 3 months forward rate is presently quoted as 3.3 yen per rupee. You 
are required to calculate the expected loss and to show how it can be hedged by a forward contract. 

 
Q.22.The United States Dollar is selling in India at ` 45.50. If the interest rate for a 6-months borrowing 
in India is 8% per annum and the corresponding rate in USA is 2%. 
(i) Do you expect United States Dollar to be at a premium or at discount in the Indian forward market? 
(ii) What is the expected 6-months forward rate for United States Dollar in India; and 
(iii) What is the rate of forward premium or discount? 
 

Q.23.On 1st April, 3 months interest rate in the US and Germany are 6.5 per cent and 4.5 per cent per 
annum respectively. The $/DM spot rate is 0.6560. What would be the forward rate for DM for delivery 
on 30th June? 
 

Q.24.Given the following information: 
Exchange rate – Canadian dollar 0.665 per DM (spot) 
Canadian dollar 0.670 per DM (3 months) 
Interest rates – DM 7% p.a. 
Canadian Dollar – 9% p.a. 
What operations would be carried out to take the possible arbitrage gains? 
 

Q.25.An Indian exporting firm, Rohit and Bros., would be cover itself against a likely depreciation of 

pound sterling. The following data is given: 
Receivables of Rohit and Bros: £500,000 

Spot rate: ` 56.00/£ 
Payment date: 3-months 
3 months interest rate:  
India : 12 per cent per annum 
UK : 5 per cent per annum 
What should the exporter do? 
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Q.26.The rate of inflation in India is 8% per annum and in the U.S.A. it is 4%. The current spot rate for 
USD in India is ` 46. What will be the expected rate after 1 year and after 4 years applying the 
Purchasing Power Parity Theory. 
 

Q.27. The rate of inflation in USA is likely to be 3% per annum and in India it is likely to be 6.5%. The 

current spot rate of US $ in India is ` 43.40. Find the expected rate of US $ in India after one year and 3 
years from now using purchasing power parity theory. 
 
Q.28. On April 1, 3 months interest rate in the UK £ and US $ are 7.5% and 3.5% per annum 
respectively. The UK £/US $ spot rate is 0.7570. What would be the forward rate for US $ for delivery 
on 30th June? 
 
Q.29.XYZ Ltd. a US firm will need £ 3,00,000 in 180 days. In this connection, the following information 

is available: 
Spot rate 1 £ = $ 2.00 
180 days forward rate of £ as of today = $1.96 
Interest rates are as follows: 

U.K.   US 
180 days deposit rate   4.5%   5% 
180 days borrowing rate  5%   5.5% 
A call option on £ that expires in 180 days has an exercise price of $ 1.97 and a premium of $ 0.04. XYZ 
Ltd. has forecasted the spot rates 180 days hence as below: 

Future rate  Probability 
$  1.91   25% 
$  1.95   60% 
$  2.05   15% 
Which of the following strategies would be most preferable to XYZ Ltd.? 
(a) A forward contract; 
(b) A money market hedge; 
(c) An option contract; 
(d) No hedging. 
Show calculations in each case 
 
Q.30.Beta Ltd. is planning to import a multi-purpose machine from Japan at a cost of 7,200 lakhs yen. 
The company can avail loans at 15% interest per annum with quarterly rests with which it can import 
the machine. However, there is an offer from Tokyo branch of an India based bank extending credit of 
180 days at 2% per annum against opening of an irrevocable letter of credit. 
Other Information 
Present exchange rate ` 100 = 360 yen. 
180 days' forward rate ` 100 = 365 yen. 
Commission charges for letter of credit at 2% per 12 months. 
Advise whether the offer from the foreign branch should be accepted? 
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Q.31.JKL Ltd., an Indian company has an export exposure of JPY 10,000,000 payable August 31, 2014. 
Japanese Yen (JPY) is not directly quoted against Indian Rupee. The current spot rates are: 
INR/US $ = ` 62.22 
JPY/US$ = JPY 102.34 
It is estimated that Japanese Yen will depreciate to 124 level and Indian Rupee to depreciate against US 
$ to ` 65. 
Forward rates for August 2014 are 
INR/US $ = ` 66.50 
JPY/US$ = JPY 110.35 
Required: 
(i) Calculate the expected loss, if the hedging is not done. How the position will change, if the firm 
takes forward cover? 
(ii) If the spot rates on August 31, 2014 are: 
INR/US $= ` 66.25 
JPY/US$ = JPY 110.85 
Is the decision to take forward cover justified? 
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Chapter-10 

Dividend Decisions 

Dividend refers to that portion of profit (after tax) which is distributed among the owners/shareholders 
of the firm and the profit which is not distributed is known as retained earnings. The dividend policy of 
the company should aim at achieving the objective of the company to maximise shareholder’s wealth. 
 
Forms of Dividend 
Dividends can be divided into the following forms: 
(i) Cash Dividend; and 
(ii) Stock Dividend. 
Form of Dividend: Dividends can be divided into following forms: 
(i) Cash dividend: The company should have sufficient cash in bank account when cash dividends are 
declared. If it does not have enough bank balance, it should borrow funds. For stable dividend policy a 
cash budget may be prepared for coming period to indicate necessary funds to meet regular dividend 
payments. 
The cash account and reserve account of the company will be reduced when cash dividend is paid. 
Both total assets and net worth of the company are reduced when cash dividend is distributed. 
According to Hastings, market price of share drops by the amount of cash dividend distributed. 
(ii) Stock Dividend (Bonus shares): It is distribution of shares in lieu of cash dividend to existing 
shareholders. Such shares are distributed proportionately thereby retaining proportionate ownership 
of the company. If a shareholder owns 100 shares at a time, when 10% dividend is declared he will 
have 10 additional shares thereby increasing the equity share capital and reducing reserves and surplus 
(retained earnings). The total net worth is not affected by bonus issue. 
Advantages: There are many advantages both to the shareholders and to the company. Some of the 
important ones are listed as under: 
(1) To Share Holders: (a) Tax benefit –At present there is no tax on dividend received. 
(b) Policy of paying fixed dividend per share and its continuation even after declaration of stock 
dividend will increase total cash dividend of the share holders in future. 
(2) To Company: (a) Conservation of cash for meeting profitable investment opportunities. 
(b) Cash deficiency and restrictions imposed by lenders to pay cash dividend. 
Limitations: Some of the limitations are: 
(1) To Shareholders: Stock dividend does not affect the wealth of shareholders and therefore it has no 
value for them. This is because the declaration of stock dividend is a method of capitalising the past 
earnings of the shareholders and is a formal way of recognising earnings which the shareholders 
already own. It merely divides the company's ownership into a large number of share certificates. 
James Porterfield regards stock dividends as a division of corporate pie into a larger number of pieces. 
Stock dividend does not give any extra or special benefit to the shareholder. His proportionate 
ownership in the company does not change at all. 
Stock dividend creates a favourable psychological impact on the shareholders and is greeted by them 
on the ground that it gives an indication of the company's growth. 
(2) To Company: Stock dividends are more costly to administer than cash dividend. It is 
disadvantageous if periodic small stock dividends are declared by the company as earnings. 
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This result in the measured growth in earnings per share being less than the growth based on per share 
for small issues of stock dividends are not adjusted at all and only significant stock dividends are 
adjusted. Also, companies have to pay tax on distribution. 
 
Theories on Dividend Policies 
(a) Traditional Position: Expounded by Graham and Dodd, the stock market places considerably more 
weight on dividends than on retained earnings. Expressed quantitatively in the following valuation 
model: 
P = m (D + E/3) 
If E is replaced by (D+R) then, 
P = m ( 4D/3 ) + m ( R/3 ) 
The weights provided by Graham and Dodd are based on their subjective judgments and not derived 
from objective empirical analysis. Notwithstanding the subjectivity of these weights, the major 
contention of the traditional position is that a liberal payout policy has a favourable impact on stock 
prices. 
 
(b) Walter Approach: Given by Prof. James E. Walter, the approach focuses on how dividends can be 
used to maximise the wealth position of equity holders.  The relationship between dividend and share 
price on the basis of Walter’s formula 
is shown below: 
Vc = D+ Ra (E-D) 
             Rc         .   

            Rc   

Where, 
Vc = Market value of the ordinary shares of the company 
Ra = Return on internal retention, i.e., the rate company earns on retained profits 
Rc = Cost of Capital 
E = Earnings per share 
D = Dividend per share. 
A close study of the formula indicates that Professor Walter emphasises two factors which influence 
the market price of a share. The first is the dividend per share and the second is the relationship 
between internal return on retained earnings and the market expectation from that company as 
reflected in the capitalisation rate. In other words, if the internal return of retained earnings is higher 
than market capitalisation rate, the value of ordinary shares would be high even if dividends are low. 
However, if the internal return within the business is lower than what the market expects, the value of 
the share would be low. In such a case, shareholders would prefer a higher dividend so that they can 
utilise the funds so obtained elsewhere in more profitable opportunities. 
 
(c) Gordon Growth Model: This theory also contends that dividends are relevant.  This model explicitly 
relates the market value of the firm to dividend policy. The relationship between dividend and share 
price on the basis of Gordon's formula is shown as: 
Another theory which contends that dividends are relevant is the Gordons' model. This model explicitly 
relates the market value of the firm to dividend policy. In this model, the current ex dividend at the 
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amount which shareholders expected date of return exceeds the constant growth rate of dividends. It 
is based on the following assumptions: 
• The firm is an all equity firm, and it has no debt. 
• No external financing is used and investment programmes are financed exclusively by retained 
earnings. 
• The internal rate of return, r, of the firm is constant. 
• The appropriate discount rate, ke, for the firm remains constant. 
• The firm has perpetual life. 
• The retention ratio, b, once decided upon, is constant. Thus, the growth rate, g = br, is also constant. 
• The discount rate is greater than the growth rate, ke> br. 
Myron Gordon argues that what is available at present is preferable to what may be available in the 
future. As investors are rational, they want to avoid risk and uncertainty. They would prefer to pay a 
higher price for shares on which current dividends are paid. Conversely, they would discount the value 
of shares of a firm which postpones dividends. The discount rate would vary with the retention rate. 
The relationship between dividend and share price on the basis of Gordon's formula is shown as: 
VE  =D0(1+g)  
         Ke -g 
Where, 
VE = Market price per share (ex-dividend) 
do = Current year dividend 
g = Constant annual growth rate of dividends 
Ke = Cost of equity capital (expected rate of return) 
 
The formula given by Gordon shows that when the rate of return is greater than the discount rate, the 
price per share increases as the dividend ratio decreases and if the return is less than discount rate it is 
vice-versa. The price per share remains unchanged where the rate of return and discount rate are 
equal. 
 
(d) Modigliani and Miller (MM) Hypothesis: This hypothesis states that under conditions of perfect 
capital markets, rational investors, absence of tax discrimination between dividend income and capital 
appreciation, given the firm's investment policy, its dividend policy may have no influence on the 
market price of shares. MM Hypothesis is primarily based on the arbitrage argument. Market price of a 
share after dividend declared on the basis of MM model is shown below:  
VE  =P1 + D1  
         1+ Ke  
 
Ke = The cost of equity capital 
D1 = Dividend to be received at the end of period one 
P1 = Market price of a share at the end of period one. 
If the firm were to finance all investment proposals, the total amount raised through new shares will 
be ascertained with the help of the following formula: 
 
ΔN = I - (E – nD1) 
 P1 
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Where, 
ΔN = Change in the number of shares outstanding during the period 
n = Number of shares outstanding at the beginning of the period 
I = Total investment amount required for capital budget 
E = Earnings of net income of the firm during the period. 
 
Radical Approach 
This approach takes into consideration the tax aspects on dividend i.e. the corporate tax and the 
personal tax. Also it considers the fact that tax on dividend and capital gains are taxed as different rate. 
The approach is based on one premise that if tax on dividend is higher than tax on capital gains, the 
share of the company will be attractive if the company is offering capital gain. Similarly, if tax on 
dividend is less than the tax on capital gains, i.e. company offering dividend rather than capital gains, 
will be priced better. 
 
Dividend Discount Model 
It is a financial model that values shares at the discounted value of the future dividend payments. The 
model provides a means of developing an explicit expected return for the market. Since shares are 
valued on the actual cash flows received by the investors, it is theoretically the correct valuation 
model. Under this model, the price a share will be traded is calculated by the net present value of all 
expected future divided payment discounted by an appropriate risk-adjusted rate. This dividend 
discount model price is the intrinsic value of the stock. If the stock pays no dividend, then the expected 
future cash flows is the sale price of the stock. The security with a greater risk must potentially pay a 
greater rate of return to induce investors to buy the security. The required rate of return (capitalization 
rate) is the rate of return required by investors to compensate them for the risk of owning the security. 
This capitalization rate can be used to price a stock as the sum of its present values of its future cash 
flows in the same way that interest rates are used to price bonds in terms of its cash flows. The price of 
a bond is the sum of the present value of its future interest payments discounted by the market rate. 
Similarly, the dividend discount model (DDM, dividend valuation model, DVM) prices a stock by the 
sum of its future cash flows discounted by the required rate of return that an investor demands for the 
risk of owning the stock. Future cash flows include dividends and the sale price of the stock when it is 
sold. This DDM price is the intrinsic value of the stock. If the stock pays no dividend, then the expected 
future cash flow is the sale price of the stock. 
Intrinsic Value = Sum of Present Value of Future Cash Flows 
Intrinsic Value = Sum of Present Value of Dividends + Present Value of Stock Sale Price 
 
Factors Determining the Dividend Policy of a Company 
(i) Liquidity: In order to pay dividends, a company will require access to cash. Even very profitable 
companies might sometimes have difficulty in paying dividends if resources are tied up in other forms 
of assets. 
(ii) Repayment of debt: Dividend payout may be made difficult if debt is scheduled for repayment. 
(iii) Stability of Profits: Other things being equal, a company with stable profits is more likely to pay out 
a higher percentage of earnings than a company with fluctuating profits. 
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(iv) Control: The use of retained earnings to finance new projects preserves the company’s ownership 
and control. This can be advantageous in firms where the present disposition of shareholding is of 
importance. 
(v) Legal consideration: The legal provisions lay down boundaries within which a company can declare 
dividends. 
(vi) Likely effect of the declaration and quantum of dividend on market prices. 
(vii) Tax considerations and 
(viii) Others such as dividend policies adopted by units similarly placed in the industry, management 
attitude on dilution of existing control over the shares, fear of being branded as incompetent or 
inefficient, conservative policy Vs non-aggressive one. 
(ix) Inflation: Inflation must be taken into account when a firm establishes its dividend policy. 
 
Dividend Decision and Tax Considerations 
Traditional theories might have said that distribution of dividend being from after-tax profits, tax 
considerations do not matter in the hands of the payer-company. However, with the arrival of 
Corporate Dividend Tax on the scene in India, the position has changed. Since there is a clear levy of 
such tax with related surcharges, companies have a consequential cash outflow due to their dividend 
decisions which has to be dealt with as and when the decision is taken. 
In the hands of the investors too, the position has changed with total exemption from tax being made 
available to the receiving-investors. In fact, it can be said that such exemption from tax has made the 
equity investment and the investment in Mutual Fund Schemes very attractive in the market. 
Broadly speaking Tax consideration has the following impacts on the dividend decision of a company: 
Before Introduction of Dividend Tax: Earlier, the dividend was taxable in the hands of investor. In this 
case the shareholders of the company are corporates or individuals who are in higher tax slab; it is 
preferable to distribute lower dividend or no dividend. Because dividend will be taxable in the hands of 
the shareholder @ 30% plus surcharges while long term capital gain is taxable @ 10%. On the other 
hand, if most of the shareholders are the people who are in no tax zone, then it is preferable to 
distribute more dividends. 
We can conclude that before distributing dividend, company should look at the shareholding pattern. 
After Introduction of Dividend Tax: Dividend tax is payable @ 12.5% - surcharge + education cess, 
which is effectively near to 14%. Now if the company were to distribute dividend, shareholder will 
indirectly bear a tax burden of 14% on their income. On the other hand, if the company were to 
provide return to shareholder in the form of appreciation in market price – by way of Bonus shares – 
then shareholder will have a reduced tax burden. For securities on which STT is payable, short term 
capital gain is taxable @ 10% while long term capital gain is totally exempt from tax. 
Therefore, we can conclude that if the company pays more and more dividend (while it still have 
reinvestment opportunities) then to get same after tax return shareholders will expect more before tax 
return and this will result in lower market price per share. 
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Practical Question 
Question 1 
Sahu & Co. earns ` 6 per share having capitalisation rate of 10 per cent and has a return on investment 
at the rate of 20 per cent. According to Walter’s model, what should be the price per share at 30 per 
cent dividend payout ratio? Is this the optimum payout ratio as per Walter? 
 
Question 2 
The following figures are collected from the annual report of XYZ Ltd.: 
Net Profit 30 lakhs 
Outstanding 12% preference shares 100 lakhs 
No. of equity shares 3 lakhs 
Return on Investment 20% 
What should be the approximate dividend pay-out ratio so as to keep the share price at ` 42 by using 
Walter model? 
 
Question 3 
The following information pertains to M/s XY Ltd. 
Earnings of the Company `5,00,000 
Dividend Payout ratio 60% 
No. of shares outstanding 1,00,000 
Equity capitalization rate 12% 
Rate of return on investment 15% 
(i) What would be the market value per share as per Walter’s model? 
(ii) What is the optimum dividend payout ratio according to Walter’s model and the market value of 
Company’s share at that payout ratio? 
 
Question 4 
The following information is supplied to you: 
Total Earnings 2,00,000 
No. of equity shares (of `100 each) 20,000 
Dividend paid 1,50,000 
Price/Earning ratio 12.5 
(i) Ascertain whether the company is the following an optimal dividend policy. 
(ii) Find out what should be the P/E ratio at which the dividend policy will have no effect on the value 
of the share. 
(iii) Will your decision change, if the P/E ratio is 8 instead of 12.5? 
 
Question 5 
The following information relates to Maya Ltd: 
Earnings of the company ` 10,00,000 
Dividend payout ratio 60% 
No. of Shares outstanding 2,00,000 
Rate of return on investment 15% 
Equity capitalization rate 12% 
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(i) What would be the market value per share as per Walter’s model ? 
(ii) What is the optimum dividend payout ratio according to Walter’s model and the market value of 
company’s share at that payout ratio? 
 
Question 6 
The earnings per share of a company is ` 10 and the rate of capitalisation applicable to it is 10 per cent. 
The company has three options of paying dividend i.e.(i) 50%,(ii)75% and (iii)100%. Calculate the 
market price of the share as per Walter’s model if it can earn a return of (a) 15, (b) 10 and (c) 5 per 
cent on its retained earnings. 
 
Question 7 
A company has a book value per share of `137.80. Its return on equity is 15% and follows a policy of 
retaining 60 percent of its annual earnings. If the opportunity cost of capital is 18 percent, what is the 
price of its share?[adopt the perpetual growth model to arrive at your solution]. 
 
Question 8 
X Ltd has an internal rate of return @ 20%. It has declared dividend @ 18% on its equity shares, having 
face value of ` 10 each. The payout ratio is 36% and Price Earning Ratio is 7.25. Find the cost of equity 
according to Walter's Model and hence determine the limiting value of its shares in case the payout 
ratio is varied as per the said model. 
 
Question 9 
Mr. A is contemplating purchase of 1,000 equity shares of a Company. His expectation of return is 10% 
before tax by way of dividend with an annual growth of 5%. The Company’s last dividend was ` 2 per 
share. Even as he is contemplating, Mr. A suddenly finds, due to a Budget announcement Dividends 
have been exempted from Tax in the hands of the recipients.  
But the imposition of Dividend Distribution Tax on the Company is likely to lead to a fall in dividend of 
20 paise per share. A’s marginal tax rate is 30%. 
Required: 
Calculate what should be Mr. A’s estimates of the price per share before and after the Budget 
announcement? 
 
Question 10 
A firm had been paid dividend at `2 per share last year. The estimated growth of the dividends from 
the company is estimated to be 5% p.a. Determine the estimated market price of the equity share if 
the estimated growth rate of dividends (i) rises to 8%, and (ii) falls to 3%. Also find out the present 
market price of the share, given that the required rate of return of the equity investors is 15.5%. 
 
Question 11 
The following information is given for QB Ltd. 
Earning per share ` 12 
Dividend per share ` 3 
Cost of capital 18% 
Internal Rate of Return on investment 22% 
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Retention Ratio 40% 
Calculate the market price per share using 
(i) Gordon’s formula (ii) Walter’s formula 
 
Question 12 
X Ltd., has 8 lakhs equity shares outstanding at the beginning of the year 2003. The current market 
price per share is ` 120. The Board of Directors of the company is contemplating ` 6.4 per share as 
dividend. The rate of capitalisation, appropriate to the risk-class to which the company belongs, is 
9.6%: 
(i) Based on M-M Approach, calculate the market price of the share of the company, when the 
dividend is – (a) declared; and (b) not declared. 
(ii) How many new shares are to be issued by the company, if the company desires to fund an 
investment budget of ` 3.20 crores by the end of the year assuming net income for the year will be ` 
1.60 crores? 
 
Question 13 
ABC Ltd. has 50,000 outstanding shares. The current market price per share is ` 100 each. It hopes to 
make a net income of ` 5,00,000 at the end of current year. The Company’s Board is considering a 
dividend of ` 5 per share at the end of current financial year. The company needs to raise ` 10,00,000 
for an approved investment expenditure. The company belongs to a risk class for which the 
capitalization rate is 10%. Show, how the M-M approach affects the value of firm if the dividends are 
paid or not paid. 
 
Question 14 
M Ltd. belongs to a risk class for which the capitalization rate is 10%. It has 25,000 outstanding shares 
and the current market price is ` 100. It expects a net profit of ` 2,50,000 for the year and the Board is 
considering dividend of ` 5 per share. 
M Ltd. requires to raise ` 5,00,000 for an approved investment expenditure. Show, how the MM 
approach affects the value of M Ltd. if dividends are paid or not paid. 
 
Question 15 
RST Ltd. has a capital of ` 10,00,000 in equity shares of ` 100 each. The shares are currently quoted at 
par. The company proposes to declare a dividend of ` 10 per share at the end of the current financial 
year. The capitalization rate for the risk class of which the company belongs is 12%. What will be the 
market price of the share at the end of the year, if 
(i) a dividend is not declared ? 
(ii) a dividend is declared ? 
(iii) assuming that the company pays the dividend and has net profits of `5,00,000 and makes new 
investments of `10,00,000 during the period, how many new shares must be issued? Use the MM 
model. 
 
Question 16 
In December, 2011 AB Co.'s share was sold for ` 146 per share. A long term earnings growth rate of 
7.5% is anticipated. AB Co. is expected to pay dividend of ` 3.36 per share. 
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(i) What rate of return an investor can expect to earn assuming that dividends are expected to grow 
along with earnings at 7.5% per year in perpetuity? 
(ii) It is expected that AB Co. will earn about 10% on book Equity and shall retain 60% of earnings. In 
this case, whether, there would be any change in growth rate and cost of Equity? 
 
Question 17 
Piyush Loonker and Associates presently pay a dividend of Re. 1.00 per share and has a share price of ` 
20.00. 
(i) If this dividend were expected to grow at a rate of 12% per annum forever, what is the firm’s 
expected or required return on equity using a dividend-discount model approach? 
(ii) Instead of this situation in part (i), suppose that the dividends were expected to grow at a rate of 
20% per annum for 5 years and 10% per year thereafter. Now what is the firm’s expected, or required, 
return on equity? 
 
Question 18 
Capital structure of Sun Ltd., as at 31.3.2003 was as under: (` in lakhs) 
Equity share capital    80 
8% Preference share capital   40 
12% Debentures    64 
Reserves     32 
Sun Ltd., earns a profit of ` 32 lakhs annually on an average before deduction of income-tax, which 
works out to 35%, and interest on debentures. 
Normal return on equity shares of companies similarly placed is 9.6% provided: 
(a) Profit after tax covers fixed interest and fixed dividends at least 3 times. 
(b) Capital gearing ratio is 0.75. 
(c) Yield on share is calculated at 50% of profits distributed and at 5% on undistributed profits. 
Sun Ltd., has been regularly paying equity dividend of 8%. 
Compute the value per equity share of the company. 
 
Question 19 
A Company pays a dividend of ` 2.00 per share with a growth rate of 7%. The risk free rate is 9% and 
the market rate of return is 13%. The Company has a beta factor of 1.50. However, due to a decision of 
the Finance Manager, beta is likely to increase to 1.75. Find out the present as well as the likely value 
of the share after the decision. 
 
Question 20 
Delta Ltd.’s current financial year’s income statement reports its net income as 15,00,000. Delta’s 
marginal tax rate is 40% and its interest expense for the year was 15,00,000. The company has ` 
1,00,00,000 of invested capital, of which 60% is debt. In addition, Delta Ltd. Tries to maintain a 
Weighted Average Cost of Capital (WACC) of 12.6%. 
(i) Compute the operating income or EBIT earned by Delta Ltd. in the current year. 
(ii) What is Delta Ltd.’s Economic Value Added (EVA) for the current year? 
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(iii) Delta Ltd. has 2,50,000 equity shares outstanding. According to the EVA you computed in (ii), how 
much can Delta pay in dividend per share before the value of the company would start to decrease? If 
Delta does not pay any dividends, what would you expect to happen to the value of the company? 
 
Question 21 
Zumo & Co. is a watch manufacturing company and is all equity financed and has paid up capital 
`10,00,000 (`10 per shares). The other data related to the company is as follows: 

Year EPS Dividend per share (`) Share Price (`) 

2004 4.20 1.70 25.20 

2005 4.60 1.80 18.40 

2006  5.10 2.00 25.50 

2007  5.50 2.20 27.50 

2008  6.20 2.50 37.20 

Zumo & Co. has hired one management consultant, Vidal Consultants to analyze the future earnings 
and other related item for the forthcoming years. As per Vidal Consultant’s report 
(1) The earnings and dividend will grow at 25% for the next two years. 
(2) Earnings are likely at rate of 10% from 3rd year and onwards. 
(3) Further if there is reduction in earnings growth occurs dividend payout ratio will increase to 50% 
Assuming the tax rate as 33% (not expected to change in the foreseeable future) calculate the 
estimated share price and P/E Ratio which analysts now expect for Zumo & Co., using the dividend 
valuation model. 
You may further assume that post tax cost of capital is 18%. 
(Answer: Expected Market Price of Share ` 53.34 and PE Ratio= 8.6) 
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Chapter-11 

Financial Services  

INDIAN CAPITAL MARKET & ITS CLASSIFICATION 

The capital markets are the markets for relatively for long term (greater than one year maturity) 
financial instruments .e.g. bonds, debentures and equity share. 
The capital market is divided into two parts, namely, primary and secondary stock market. A primary 
market (Also known as IPO Market) refers to the set up which helps the industry to raise funds by 
issuing different types of securities. The secondary market is market for subsequent sale/purchase and 
trading in the securities. 
 
Regulatory architecture 
From the view point of regulatory set up the Indian financial system can be classified in the following 
categories 
• Banking Sector regulated by Reserve Bank of India (RBI) 
• Securities Market regulated by Securities & Exchange Board of India(SEBI) 
• Commodities Market regulated by Forward Market Commission(FMC) 
• Pension Schemes regulated by Pension Fund Regulatory Authority of India 
(PFRDA) 
• Insurance Sector regulated by Insurance Regulatory and Development Authority of 
India (IRDA) 
 
Primary Market:  
A market where new securities are bought and sold for the first time is called the New Issues market or 
the IPO market. In other words, the first public offering of equity shares or convertible securities by a 
company, which is followed by the listing of a company’s shares on a stock exchange, is known as an 
initial public offering (IPO). The Primary market also includes issue of further capital by companies 
whose shares are already listed on the stock exchange. 
 
Secondary Market:  
A market in which an investor purchases a security from another investor rather than the issuer, 
subsequent to the original issuance in the primary market. So, it can be stated that secondary markets 
are the stock exchanges and the over-the-counter market. When the securities are traded from that 
first holder to another, the issues trade in these secondary markets. 
Difference between Primary and Secondary Market 
Basis Primary Markets Secondary Markets 

(a)Meaning A primary market refers to the set up which 
helps the industry to raise funds by 
issuing different types of securities. 

The secondary market is market for 
subsequent sale/purchase and 
trading in the securities. 

(b)Nature of     
Securiti
es 

It deals with new securities, i.e. securities 
which were not previously available, 
and are offered for the first time to the 
investors. 

It is a market for old securities which 
have been issued already. 
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(c)Sale/     
Purchas
e 

Securities are acquried from issuing 
Companies themselves. 

Securities, are purchased and sold by 
the investors without any 
involvement of the companies. 

(d)Nature of 
Financi
ng 

It provides funds to new enterprises & also
  for expansion and diversification of 
the existing one. 

It does not supply additional funds to 
company Since the company is 
not involved in transaction. 

(e)Liquidity It does not lend any liquidity to the 
securities. 

The secondary market provides 
facilities for the continuous 
purchase and sale of securities, 
thus lending liquidity & 
marketability to the securities. 

(f)Organisati 
onal 

It is not rooted in any particular spot and 
has no geographical existence. 

Secondary market has physical 
existence in the form of stock 
exchange. 

 
Similarities between Primary and Secondary Market 
(a) Listing 
(b) Control 
(c) Mutual Interdependence 
 
Two Leading Stock Exchange of India: 
(a) Bombay Stock Exchange(BSE) 
(b) National Stock Exchange(NSE) 
 
Stock Exchanges Abroad 
(a) New York Stock Exchange (NYSE) 
(b) Nasdaq 
(c) London Stock Exchange 
 
Functions of the Stock Exchanges 
(a) Liquidity and Marketability of Securities 
(b) Fair Price Determination 
(c) Source for Long term Funds 
(d) Helps in Capital Formation 
(e) Reflects the General State of Economy 
 
Clearing House 
Clearing house is an exchange-associated body charged with the function of ensuring (guaranteeing) 
the financial integrity of each trade. Orders are cleared by means of the clearinghouse acting as the 
buyer to all sellers and the seller to all buyers. Clearing houses provide a range of services related to 
the guarantee of contracts, clearance and settlement of trades, and management of risk for their 
members and associated exchanges. 
Role: 
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(i) It ensures adherence to the system and procedures for smooth trading. 
(ii) It minimises credit risks by being a counter party to all trades. 
(iii) It involves daily accounting of all gains or losses. 
(iv) It ensures delivery of payment for assets on the maturity dates for all outstanding contracts. 
(v) It monitors the maintenance of speculation margins. 
The credit risk of the clearing house is then minimised by employing some deposits as collaterals by 
both, buyers and sellers. These deposits, known as Margins, which normally are in form of cash or T-
bills, can be categorised into the following types: - 
(i)Initial Margins on Securities 
(ii)Initial Margins on Derivatives 
(iii)Maintenance Margins 
(iv)Variation Margin 
 
Rolling Settlement Cycle 
SEBI introduced a new settlement cycle known as the ‘rolling settlement cycle’. This cycle starts and 
ends on the same day and settlement takes place on the ‘T+X’ days where X is 2 days, which is the 
business days from the date of the transactions. Thus unlike periodic settlement cycle in a rolling 
settlement the decision has to be made at the conclusion of the trading session, on the same day. 
 
Advantages of Rolling Settlements: In rolling settlements, payments are quicker than in weekly 
settlements. Thus, investors benefit from increased liquidity. From an investor's perspective, rolling 
settlement reduces delays. This also reduces the tendency for price trends to get exaggerated. Hence, 
investors not only get a better price but can also act at their leisure. 
 
IPO through Stock Exchange On-line System (e-IPO)  
A company proposing to issue capital to public through the on-line system of the stock exchange for 
offer of securities has to comply with the additional requirements as given by SEBI. They are applicable 
to the fixed price issue as well as for the fixed price portion of the book-built issues. The issuing 
company would have the option to issue securities to public either through the on-line system of the 
stock exchange or through the existing banking channel. For E-IPO the company should enter into 
agreement with the stock-exchange(s) and the stock exchange would appoint SEBI registered 
stockbrokers of the stock exchange to accept applications. The brokers and other intermediaries are 
required to maintain records of 
(a) orders received, (b) applications received, (c) details of allocation and allotment, (d) details of 
margin collected and refunded and (e) details of refund of application money. 
Capital Market Instruments 
The capital markets are relatively for long term (greater than one year maturity) financial instruments 
(e.g. bonds and stocks). It is the largest source of funds with long and indefinite maturity for companies 
and thereby enhances the capital formation in the country.The following instruments are available for 
investors in the capital market :- 
• Shares (Equity and preference) 
• Debentures/ Bonds 
• Depository Receipts (ADR’s, GDR’s and IDR’s) 
• Derivatives 
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Public Issue of shares Mechanism: 
The methods by which new issues are made are:  
(i) Public issue through prospectus,  
(ii)Tender/Book building, 
 (iii) Offer for sale 
 (iv) Placements  
(v) Rights issue. 
 
Public Issue through Prospectus:  
Under this method, the issuing companies themselves offer directly to general public a fixed number of 
shares at a stated price, which in the case of new companies is invariably the face value of the 
securities, and in the case of existing companies, it may sometimes include a premium amount, if any. 
Another feature of public issue is that generally the issues are underwritten to ensure success arising 
out of unsatisfactory public response. Transparency and wide distribution of shares are its important 
advantages. 
Tender / Book building 
 When a company plans for raising of funds from the market, the book building method is one such 
way to raise more funds. After accepting the free pricing mechanism by the SEBI, the Book building 
process has acquired too much significance and has opened a new lead in development of capital 
market. 
A company can use the process of book building to fine tune its price of issue. When a company 
employs book building mechanism, it does not pre-determine the issue price (in case 
of equity shares) or interest rate (in case of debentures) and invite subscription to the issue. Instead it 
starts with an indicative price band (or interest band) which is determined through consultative 
process with its merchant banker and asks its merchant banker to invite bids from prospective 
investors at different prices (or different rates). Those who bid are required to pay the full amount. 
Based on the response received from investors the final price is selected. The merchant banker (called 
in this case Book Runner) has to manage the entire book building process. Investors who have bid a 
price equal to or more than the final price selected are given allotment at the final price selected. 
Those who have bid for a lower price will get their money refunded. 
In India, there are two options for book building process. (a) 100% of net offer to public through the 
book building route. (b) 75% of net offer to public through book building process and 25% through the 
fixed price portion. 
 
Green shoe option (GSO) 
A company making an initial public offer of equity shares through the book-building mechanism can 
avail of the green shoe option (GSO) for stabilising the post-listing price of its shares. The GSO means 
an option of allocating shares in excess of the shares included in the public issue and operating a post 
listing price stabilising mechanism through a stabilising agent (SA). The concerned issuing company 
should seek authorisation for the possibility of allotment of further issues to the SA at the end of the 
stabilising period together with the authorisation for the public issue in the general meeting of its 
shareholders. It should appoint one of the lead book runners as the SA who would be responsible for 
price stabilisation process. The SA should enter into an agreement with the issuer company prior to the 
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filling of the offer document with SEBI, clearly stating all the terms and conditions relating to GSO 
including fees charged/expenses to be incurred by him for this purpose. He should also enter into an 
agreement with the promoter(s) who would lend their shares, specifying the maximum number of 
shares that may be borrowed from their promoters. But in no case exceeding 15% of the total issue 
size. The details of these two agreements should be disclosed in the draft red herring prospectus, red 
herring prospectus and final prospectus. 
 
To stabilise the post listing prices of the shares, the SA would determine the timing of buying them, the 
quantity to be bought, the prices at which to be bought and so on. In case the SA does not buy shares 
to the extent of their over allotment from the market, the issuer company should allot shares to the 
extent of the shortfall in dematerialised form to the GSO Demat account within 5 days of the closure of 
the stabilisation period. Those would be returned to the promoters by the SA in lieu of those borrowed 
from them and the GSO Demat account would 
be closed. 
 
Placement Method 
Yet another method to float new issues of capital is the placing method defined by London Stock 
Exchange as “sale by an issue house or broker to their own clients of securities which have been 
previously purchased or subscribed”. Under this method, securities are acquired by the issuing houses, 
as in offer for sale method, but instead of being subsequently offered to the public, they are placed 
with the clients of the issuing houses, both individual and institutional investors. Each issuing house 
has a list of large private and institutional investors who are always prepared to subscribe to any 
securities which are issued in this manner. Its procedure is the same with the only difference of 
ultimate investors. 
 
Rights Issue 
This method can be used only by the existing companies. In the case of companies whose shares are 
already listed and widely-held, shares can be offered to the existing shareholders. This is called rights 
issue. Under this method, the existing shareholders are offered the right to subscribe to new shares in 
proportion to the number of shares they already hold. This offer is made by circular to ‘existing 
shareholders’ only. 
American Depository Receipt (ADR) 
An American Depository Receipt (ADR) is a negotiable receipt which represents one or more 
depository shares held by a US custodian bank, which in turn represent underlying shares of non-US 
issuer held by a custodian in the home country. ADR is an attractive investment to US investors willing 
to invest in securities of non US issuers for following reasons: 
• ADRs provide a means to US investors to trade the non-US company’s shares in US dollars. ADR is a 
negotiable receipt (which represents the non US share) issued in US capital market and is traded in 
dollars. The trading in ADR effectively means trading in underlying shares. 
• ADRs facilitates share transfers. ADRs are negotiable and can be easily transferred among the 
investors like any other negotiable instrument. The transfer of ADR automatically transfers the 
underlying share. 
• The transfer of ADRs does not involve any stamp duty and hence the transfer of underlying share 
does not require any stamp duty. 



CS PROFESSIONAL                                                                       CS ABHISHEK KAUSHIK 

                                                                                                                                                      Page 217 

 

• The dividends are paid to the holders of ADRs in U.S. dollars. A non U.S. issuer has to work with its US 
investment bankers, US depository bank, US and non US legal counsel and independent accountant to 
prepare the registration documents and offering materials. 
 
Global Depository Receipts (GDRs) 
Global Depository Receipts are negotiable certificates with publicly traded equity of the issuer as 
underlying security. An issue of depository receipts would involve the issuer, issuing agent to a foreign 
depository. The depository, in turn, issues GDR to investors evidencing their rights as shareholders. 
Depository receipts are denominated in foreign currency and are listed on an international exchange 
such as London or Luxembourg. GD` enable investors to trade a dollar denominated instrument on an 
international stock exchange and yet have rights in foreign shares. 
The principal purpose of the GDR is to provide international investors with local settlement. The issuer 
issuing the shares has to pay dividends to the depository in the domestic currency. The depository has 
to then convert the domestic currency into dollars for onward payment to receipt holders. GD` bear no 
risk of capital repayment. 
 
Role of Financial Advisor in PSU 
The financial adviser occupies an important position in all public sector undertakings (PSU). He 
functions as the principal advisor to the chief executive of the enterprise on all financial matters. The 
committee on public sector undertakings has specified the following functions and responsibilities for a 
financial adviser: 
(i) Determination of financial needs of the firm and the ways these needs are to be met. 
(ii) Formulation of a programme to provide most effective cost-volume profit relationship. 
(iii) Analysis of financial results of all operations and recommendations concerning future operations. 
(iv) Examination of feasibility studies & detailed project reports from the point of view of overall 
economic viability of the project. 
(v) Conduct of special studies with a view to reduce costs and improve efficiency and profitability. 
 
Rigidities in the Indian Money Market 
The money market is not free from certain rigidities which are hampering the growth of the market. 
The most important rigidities in the Indian money market are: (i) Markets not integrated.(ii) High 
volatility, (iii) Players restricted, (iv) Supply based-sources influence uses, (v) Not many instruments,(vi) 
Players do not alternate between borrowing and lending, (vii) Reserve requirements, (viii) Lack of 
transparency, and, (ix) Inefficient Payment Systems (x) Interest rates not properly aligned. 
 
Call/Notice Money 
The core of the Indian money market structure is the interbank call money market which is centralised 
primarily in Mumbai, but with sub-markets in Delhi, Calcutta, Chennai and Ahmedabad. 
Meaning: Call money or inter-bank call money is the medium through which the scheduled commercial 
banks lend, borrow or call at short notice to manage the day-to-day surpluses and deficits in the cash 
flow. The money that is lent for one day in this market is known as ‘call money’ and if it exceeds one 
day (but less than 15 days), it is referred as ‘notice money’. 
Participants: The participants in the markets are commercial banks, cooperative banks and primary 
dealers who can borrow and lend funds. Large mutual funds promoted by nationalised banks, private 
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sector mutual funds and all India financial institutions can participate in the market as lenders only. 
Brokers are not permitted in the market. 
Risk Involved: 
(a) Interest rate in the market is market driven and is highly sensitive to the forces of demand and 
supply. Hence, the participants in the markets are exposed to a high degree of interest rate risk. 
(b) The activities in the money market are subjected to fluctuations due to seasonal factors, i.e. busy 
(November to April) and slack (May to October) seasons. 
Factor Affecting Call Rates: There are different factors which affect & make the call rates to be volatile. 
Some of these factors are: 
(a) Liquidity Position: Call rates depend on the liquidity position of the economy in general and of the 
banking system in particular 
(b) CRR Requirement: A reduction in CRR results in lesser cash balance to be maintained by banks 
which dampens the demand in call market and thus reducing the call rate. 
(c) Volatility in the Foreign Exchange Market: Volatility in the foreign exchange market affects 
fluctuations in call rates. 
(d) Capital Market Conditions: The volatility in call rate is also affected by the capital market conditions. 
(e) Level of Competition in the Call Market: The level of competition and the number of participants 
affect the volatility in the call money market. 
Security: No collateral security is required to cover these transactions. 
Account with RBI: In view of the short tenure of such transactions, both the Borrowers and the Lenders 
are required to have current accounts with the Reserve Bank of India. 
Indian Scenario: The emergence of a purely inter bank call money market is shaping up. In a recent 
development, Corporates are now not allowed to route call money transactions through primary 
dealers 
 
Benefits: 
(a) Even out day to day deficts: Call Market enables Banks and Financial institutions to even out their 
day-to-day deficts and surplus of money. 
(b) Cash Reserve Requirements: Commercial Banks, Co-operative Banks and Primary Dealers are 
allowed to borrow and lend in this market for adjusting their cash reserve requirements. 
(c) Outlet for Deploying Funds: It serves as an outlet for deploying funds on short-term basis to the 
lenders having 
steady inflow of funds.. 
 
INTER-BANK PARTICIPATION CERTIFICATE (IBPC) 
Meaning: A IBPC is a deed of transfer through which a bank, sells or transfers to a third party 
(transferee) a part or all of a loan made to its clients (borrowers). In other words The Inter Bank 
Participation Certificates are short term instruments to even out the short term liquidity within the 
Banking system particularly when there are imbalances affecting the maturity mix of assets in Banking 
Book. 
 
It is called a participation certificate because through it, the PC holder participates in a bank loan, and 
so also in the interest, the security of the loan, and risk of default on a proportionate basis. 
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Objective: The primary objective is to provide some degree of flexibility in the credit portfolio of banks 
& to smoothen the consortium arrangements. 
Who can Issue & Subscribe: The IBPC can be issued by scheduled commercial bank and can be 
subscribed by any commercial bank. 
Issued against underlying advance: The IBPC is issued against an underlying advance, classified 
standard during the currency of the participation. 
Types: The participation can be issued in two types, viz. with and without risk to the lender. 
While the participation without risk can be issued for a period not exceeding 90 days. Participation 
with risk can be issued for a period between 91 days and 180 days. 
Benefits: The scheme is beneficial both to the issuing and participating banks. The issuing bank can 
secure funds against advances without actually diluting its asset-mix. A bank having the highest loans 
to total asset ratio and liquidity bind can square the situation by issuing IBPCs. To the lender, it 
provides an opportunity to deploy the short term surplus funds in a secured and profitable manner. 
The IBPC with risk can also be used for capital adequacy management. 
Interest Rate: The interest rate on IBPC is freely determined in the market. The certificates are neither 
transferable nor prematurely redeemable by the issuing bank. 
Current Scenario: Despite its advantages, the IBPC scheme has not become a popular money market 
instrument. One of the reason for this may be the prohibition against transferability as the participants 
are not allowed to transfer the certificates. Secondly due to the absence of a ceiling on the interest 
rate the borrower bank has to pay the issuing bank a rate higher than that agreed with the borrower. 
 
TREASURY BILLS (TBs) 
Meaning: T-Bills are short term instruments issued by RBI on behalf of the Governement of India to 
tide over short term liquidity shortfalls. 
Periodicity: The periodicity of the T-Bills is 14 days, 28 days, 91 days, 182 days & 364 days. 
Issue Price: Treasury Bills are issued at a discount and redeemed at face value . 
SGL Account: T-Bills transactions are routed through the Special General Ledger (SGL) Accounts. 
Yield / Return: The return from T-Bills is in the form of Capital Profit i.e difference betwen issue price 
(which is at a discount ) & redemption price ( at par ) . Their yields can be calculated with the help of 
the following formula : 
Y=P x 365 x100 
     F P x m 
 
Where Y = Yield, F = Face Value, P = Issue Price/Purchase Price, M=Maturity 
 
Features: (i) Government’s contribution to the money market,  
(ii) Mop-up short-term funds in the money market  
(iii) Sold through auctions,  
(iv) Discount rate is market driven  
(v) Focal Point for monetary policy. 
 
Advantages to Investor  
(i)Manage cash position with minimum balances, 
(ii)Increased liquidity, 
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(iii) Very little risk, 
(iv) Market related yield, 
(v)Eligible for repos, 
(vi)SLR security, 
(vii)Two-way quotes by DFHI/Primary Dealers Bank 
(viii)No capital loss, 
 
Auction: T-bills are issued by the RBI through the auction method. There are two types of auctions for T 
Bills (i) Multiple Price Based (ii) Uniform Price Based 
In Multiple Price Based all bids equal to or above the cut off price is accepted however, the bidder has 
to obtain the T-bills at the price quoted by him. 
In Uniform Price Based all the bids equal to or above the cut off price are accepted at the cut off level. 
However unlike the multiple price based model, the bidder obtains the T-Bills at the cut off price and 
not the price quoted by him. 
91 days T-Bills are auctioned under uniform price auction method where as 364 days T- Bills are 
auctioned on the basis of multiple price auction method. 
RBI Role: The amount to be accepted at the auctions and the cut-off price are decided by the Reserve 
Bank of India on the basis of its public debt management policy, the conditions in money market and 
its monetary policy. 
Participants: TBs can be purchased by any person, firm, company, corporate body and institutions. 
Lots : TBs are issued in lots of Rs. 25,000 (14 days and 91 days)/Rs. 1,00,000 (364 days) 
Importance The treasury bills are extremely important among money market instruments, both for the 
issuer & investors. 
Through these instruments, Government can raise funds for short term to meet the temporary 
mismatches in cash flows & mop up excess liquidity in the system. Thus it have emerged as an effective 
instrument for dynamic asset-liability management. 
 
COMMERCIAL BILLS or Derivative Usance Promissory Notes (DUPNs) : 
The commercial bill is a instrument drawn by a seller of goods on a buyer of goods. 
RBI has pioneered its efforts in developing bill culture in India, keeping in mind the distinct advantages 
of commercial bills, like, self-liquidating in nature, recourse to two parties, knowing exact date of 
transactions, transparency of transactions etc. 
Under the Scheme, commercial banks can discount with approved institutions (i.e. Commercial Banks, 
Insurance Companies, Development Financial Institutions, Mutual Funds, Primary Dealers, etc.) the 
bills which were originally discounted by them provided that the bills should have arisen out of genuine 
commercial trade transactions. 
The need for physical transfer of commercial bills has been waived and the rediscounting institution 
can now raise Derivative Usance Promissory Notes (DUPNs). 
DUPN is an innovative instrument issued by the RBI to eliminate movement of papers and facilitating 
easy rediscounting. 
Backing: DUPN is backed by up to 90 Days Usuance Commercial Bills 
Transfer: DUPN is transferable by endorsement and delivery and hence liquid . 
Stamp Duty : Government has exempted stamp duty on derivative usance promissory notes. 
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Maturity : These DUPNs are sold to investors in convenient lots and maturities (15 days to 90 days) on 
the basis of genuine trade bills, discounted by the discounting bank. 
 
Condition: The discounting bank should, comply with the following conditions, 
(i) Bank which originally discounts the bills only draw DUPN. 
(ii) Continue to hold unencumbered usance bills till the date of maturity of DUPN. 
(iii) Matured bills should be substituted by fresh eligible bills. 
(iv) The transactions underlying the DUPN should be bonafide commercial or trade transactions. 
(v) The usance of the bill should not exceed 120 days & the unmatured period of such bills for drawing 
DUPN should not exceed 90 days. 
 
Issue at a discount : The DUPN is issued at a discount which is realised at front-end. 
Importance : Commercial bills re-discounting is a safe and highly liquid instrument having advantage to 
both borrower and lender It can be better used for management of temporary mismatches in cash 
flows and asset-liability management. 
Hence it can be said that it is a negotiable self - liquidity instrument with low degree of risk. 
E. CERTIFICATE OF DEPOSITS (CDs) 
Certificate of Deposit (CD) is a front ended negotiable instrument, issued at a discount and the face 
value is payable at maturity by the issuing bank. In short CDs are money market instruments in the 
form of usance Promissory 
Notes issued at a discount & are negotiable in character. There is a lock-in-period of 15 days, after 
which they can be sold. 
History: The CDs was introduced in June, 1989 with the primary objective of providing a wholesale 
resource base to banks at market related interest rates. 
Eligible Issuers of CD - CDs can be issued only by scheduled commercial banks excluding Regional Rural 
Banks (RRBs). Recently Financial Institution (FIs) has also been allowed to issue CDs. 
Subscribers/Investors to CDs : CDs can be issued to individuals, corporations, companies, trusts, funds, 
association, etc. Non-Resident Indians (NRIs) may also subscribe to CDs, but only on non-repatriable 
basis which should be clearly stated on the Certificate. Such CDs cannot be endorsed to another NRI in 
the secondary market. 
Minimum size of issue : CDs can be issued for minimum amount of Rs. 5 lakhs to a single investor. CDs 
above Rs. 5 lakhs should be in multiples of Rs. 1 lakh. There is however no limit on the total quantum 
of funds raised through CDs Transferability : CDs are freely transferable by endorsement and delivery 
but only 15 days after the date of issue. 
Stamp Duty : CDs are eligible to stamp duty as per provisions of Indian Stamps Act. 
Reserve requirements : Banks have to maintain CRR and SLR on the issue price of the CDs. 
Loans/buy backs - Banks cannot grant loans against CDs. Further, they cannot buy-back their own CDs 
before maturity 
Interest : The rate of interest is determined by the parties to the transaction freely. 
Importance : The instrument has emerged as effective asset - liability management. 
 
F. COMMERCIAL PAPER (CP) (CA Final) 
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Meaning :CP is an unsecured debt instrument in the form of a promissory note issued by highly rated 
borrowers for tenors ranging between 15 days to one year for meeting working capital requirement 
directly from the market instead of borrowing from banks. 
Origination: The concept of CPs was originated in USA in early 19th century when commercial banks 
monopolized and charged high rate of interest on loans and advances. In India, the CP was introduced 
in January 1990 on the recommendation of Vaghul Committee. 
 
Conditions under which the CPs can be issued  
(i) the issuer company should have a minimum net worth and fund-based working capital limit of not 
less han Rs. 4 crores each. 
(ii) the company should obtain a minimum rating as required from CRISIL/ICRA/CARE etc. which should 
not be more than 2 months old at the time of issue of CPs. 
(iii)CP should be issued for a minimum period of 7 days and a maximum of less than 1 year 
(iv) minimum amount of CP issued for a single investor will be Rs. 25 Lakhs in the minimum 
denomination of Rs. 5 Lakhs, 
(v) CPs can be issued to a maximum of 100% of the fund-based working capital limits of issuer 
company, 
(vi) the banks can neither extend any stand-by or underwriting facility nor guarantee payment of the 
instrument on maturity. 
(vii) the CPs are subject to stamp duty. Besides, the issuer has to incur rating agency fee, issuing and 
paying agents fee, etc. 
 Mode of CP: CP has to be issued at a discount to face value. Discount rate has to be freely determined 
by the market. 
Negotiability of CP CP (being usance promissory note) would be freely negotiable by endorsement and 
delivery. 
Stamp Duty The issue of CP would be subject to payment of stamp duty. 
Benefits of CP to the Issuer 
(i) Low interest expenses: The interest cost associated with the issuance of CP is normally expected to 
be less than the cost of bank financing. 
(ii) Access to short term funding: CP issuance provides a company with increased access to short term 
funding sources. 
(iii) Flexibility and liquidity: CP affords the issuer increased flexibility and liquidity in matching the exact 
amount and maturity of its debt to its current working capital requirement. 
(iv)Investor recognition: The issuance of CP provides the issuer with favourable exposure to major 
institutional investors as well as wider distribution of its debt. 
(v) Ease and low cost of establishment: A CP programme can be established with ease at a low cost, 
once the basic criteria have been satisfied. 
 
Benefits of CP to the Investor 
(i) Higher yield: Higher yields are expected to be generally obtainable on CP than on other short term 
money market instruments like bank deposits. 
(ii) Portfolio diversification: Commercial Paper provides an attractive avenue for short term portfolio 
diversification. 
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(iii) Flexibility: CPs can be issued for periods ranging from 15 days to less than one year, thereby 
affording an opportunity to precisely match cash flow requirements. 
(iv)Liquidity: Liquidity in CP is generaly provided by a dealer offering to buy it back from an investor 
prior to maturity, for which a market quote will be available. The investment in CP will therefore be 
quite liquid. 
Principal Parties to a Commercial Paper Transaction: 
(i) The Issuer (ii) The Head Bank (iii) The Issuing and Paying Agency (iv)The Investor 
(v) The Dealer (vi) Credit Rating Agency, e.g., CRISIL, ICRA etc. (vii) RBI 
Governing Authority: Issue of CP is governed by RBI guidelines as amended from time to time. 
Limitation of Commercial Paper: CP as a source of financing has its own limitations : 
(i) Only highly credit rating firms can use it.New and moderately rated firms generally are not in a 
position to issue CP 
(ii) CP can neither be redeemed before maturity nor can be extended beyond maturity. 
 
Repo [Repurchase Option ] Agreement  
A Repurchase Agreement (or repo) is an agreement of sale of a security with a commitment to 
repurchase or buy the security back at a specified price and on a specified date . 
Reverse repo is a term used to describe the opposite side of a repo transaction. Reverse Repo is a 
purchase of security with a commitment to sell at a pre-determined price and date .Accordingly, there 
are two possible motives for entering into a reverse repo: short-term investment of funds, or to obtain 
temporary use of a particular security. Repos/Reverse Repos are used : 
(i) to meet shortfall in cash position  
(ii) augment returns on funds held  
(iii) to borrow securities to meet regulatory requirement 
(iv)An SLR surplus bank and a CRR deficit bank can use the Repo deals as a convenient way of adjusting 
CRR/SLR positions simultaenously  
(v)RBI uses Repo and Reverse Repo deals as a convenient way of adjusting liquidity in the system. 
 
The securities eligible for trading under Repo/Reverse Repo are: (i)GOI & State Govt. Securities 
(ii)Treasury Bills(iii)PSU bonds, (iv)FI bonds & Corporate bonds held in Dematerialised form Issuer  
 
In India, only RBI, Banks and PDs are allowed to enter into Repos. Financial institutions and others 
specified can only do reverse Repos. 
Coupon/Interest terms: 
(a) Computation:Interest for the period of Repo is the difference between Sale Price and Purchase 
Price The amount of interest earned on funds invested in a Repo is determined as follows : 
Interest earned = Funds Invested × Repo Rate × Number of Days/365 
(b) Recognition: Interest should be recognized on a time -proportion basis , both in the books of the 
buyer and seller. 
(c) Time Period: Interest to be payable on maturity and rounded-off to the nearest rupee.Interest to be 
calculated on an actual/365-day year basis. 
Maturity: Repos are normally done for a minimum maturity period of one day & a maximum maturity 
period of fourteen days. 
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Minimum denomination and transaction size : Generally Repo transactions are done in market lots of 
Rs 5 crores. The essential feature of Repo transaction are: 
(i) A financial institution places certain securities (presently restricted to Treasury bills) with the buyer 
and borrows a certain amount of money. 
(ii) On a given date specified in advance (between 14 days to 1 year) the entire transaction is reversed. 
(iii) The difference between the purchase and sale price is the interest or gain to the buyer. Sometimes 
the seller may also gain from a transaction. This is when the buyer is in need of securities and initiates 
the transaction. 
 
Difference Between Repo & Reverse Repo : 
Reverse repo is a term used to describe the opposite side of a repo transaction. 
The term Repurchase Agreement (Repo) and Reverse Repurchase Agreement (Reverse Repo) refer to a 
type of transaction in which money market participant raises funds by selling securities and 
simultaneously agreeing to repurchase the same after a specified time generally at a specified price, 
which typically includes interest at an agreed upon rate. 
Such a transaction is called a Repo when viewed from the perspective of the seller of securities (the 
party acquiring funds) and Reverse Repo when described from the point of view of the supplier of 
funds. 
Thus, whether a given agreement is termed a Repo or a Reverse Repo depends largely on which party 
initiated the transaction. 
India’s Position: Indian Repo market is governed by Reserve Bank of India. At present Repo is permitted 
between 64 players against Central and State Government Securities (including T-Bills) at Mumbai. 
 
Costs & Benefits of Host & Home country associated with FDI  
Costs Involve Host Country 
(i) Inflow of foreign investment improves balance of payments position while outflow due to imports, 
dividend payments, technical service fees, royalty reduces balance of payments position. 
(ii)Use of imported raw materials may be harmful to the interest of the domestic country whereas it 
may be useful to the interests of the foreign country. 
(iii)Supply of technology to the host country makes it dependent on the home country resulting in the 
payment of higher price for acquisition. 
(iv)The technology may not be suitable to the local environment causing substantial loss to the host 
country. 
(v)MNCs are reluctant to hire and train local persons. Advanced technology being capital intensive 
does not ensure bigger job prospects. 
(vi)Foreign investors do not care to follow pollution standards; nor do they stick to the optimal use of 
natural resources nor have any concern about location of industries while opting for a manufacturing 
process. Such violation affects host nations interest. 
(vii)Domestic industries cannot withstand the financial power exercised by the foreign investors and 
thereby die a premature death. 
(viii)Because of their oligopolistic position in the market, foreign companies charge higher prices for 
their products. Higher prices dampen the spirit of the buyers and at the same time lead to an 
inflationary pressure. 
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(ix)Foreign culture is infused by these foreign companies in industrial units as well as to the society at 
large. Governmental decisions fall prey to such measures as they become a dominant force to reckon 
with. 
 
Home Country 
(i)Any foreign investment causes a transfer of capital, skilled personal and managerial talent from the 
country resulting in the home country’s interest being hampered. 
(ii)MNCs have the primary objective of maximising their overall profit while operating in different 
countries. The standards followed by them in most cases are not beneficial to the host nation. Such an 
action leads to deterioration in bilateral relations between the host and home country. 
FDI is a mixed bag of bright features and dark spots. So it requires careful handling by both sides. 
Benefits Derived  Host Country 
(a) Improves balance of payment position by crediting the inflow of investment to capital account. Also 
current account improves as FDI aids import substitution/export promotion. 
(b)Exports get a boost through the expertise of foreign investors possessing export market intelligence 
and their mechanism. 
 
Updated technology of producing world standard goods at low cost are available to the host country. 
(c)Export credits from the cheapest source in the international market can be availed of quite easily. 
(d) Foreign firms foster forward and backward economic linkages. Demand for various inputs give rise 
to the development of the supplying industries which through employment of labour force raise their 
income and increase the demand for domestic industrial production. The living standard of the 
domestic consumers improves as quality products at competitive prices are available. Also a pool of 
trained personnel is created in this context. 
(e) Foreign investors by investing in economic / social infrastructure, financial markets and marketing 
systems helps the host country to develop a support base essential for quick industrialisation. The 
presence of foreign investors creates a multiplier effect leading to the emergence of a sound support 
system. 
(f) Foreign investors are a boon to government to revenue with regard to the generation of additional 
income tax. Also they pay tariff on their imports. It results in lessening the burden on national budget. 
(g) FDI aids to maintain a proper balance amongst the factors of production by the supply of scarce 
resources thereby accelerating economic growth. 
Home Country 
(i)The home country gets the benefit of the supply of raw materials if FDI helps in its exploitation. 
(ii)BOP (Balance Of Payment) improves due to the parent company getting dividend, royalty, technical 
service fees and also from its increased exports to the subsidiary. 
(iii)Also there is employment generation and the parent company enters into newer financial markets 
by its investment outside. 
(iv)FDI helps to develop closer political relationship between the home and the host country which is 
advantageous to both. 
 
Foreign Institutional Investment (FIIs) 
Meaning: FII means an entity established or incorporated outside India which proposes to make 
investment in India. India is being described as magnet to FIIs investments. 
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Advantage of FII invests in India: (a) Enhanced flow of equity capital, (b) Improving capital markets, (c) 
Better corporate governance, and (d) Foreign investors confidence in India attracting FDI. 
Disadvantage of FII investments in India : (a) Fear of management control, (b) Potential capital 
outflows—foreign capital is hot money, it may leave any time— and (c) Foreign portfolio investment is 
described as notoriously volatile. 
 
External Commercial Borrowings (ECB) 
The foreign currency borrowings raised by the Indian corporates from confirmed banking sources 
outside India are called “External Commercial Borrowings” (ECBs). 
These Foreign Currency borrowings can be raised within ECB Policy guidelines of Govt. of India/ 
Reserve Bank of India applicable from time to time. 
External Commercial Borrowings (ECB) are defined to include 
1. commercial bank loans, 
2. buyer’s credit, 
3. supplier’s credit, 
4. securitised instruments such as floating rate notes, fixed rate bonds etc., 
5. credit from official export credit agencies, 
6. commercial borrowings from the private sector window of multilateral financial institutions such as 
IFC, ADB, AFIC, CDC etc. and 
7. Investment by Foreign Institutional Investors (FIIs) in dedicated debt funds 
 
Benefits: The ECBs route is beneficial to the Indian corporates on account of following :- 
1. It provides the foreign currency funds which may not be available in India. 
2. The cost of funds at times works out to be cheaper as compared to the cost of rupee funds. 
3. The availability of the funds from the International market is huge as compared to domestic market 
and corporates can raise large amount of funds depending on the risk perception of the International 
market. 
4. ECBs provided an additional source of funds to the Indian companies, allowing them to supplement 
domestically available resources and to take advantage of lower international interest rates. 
5. ECB encourages infrastructure/core and export sector financing which are crucial for overall growth 
of the economy. 
 
Instruments of International Finance 
The various financial instruments dealt with in the international market are briefly described below : 
1 Euro Bonds : 
2 Foreign Bonds: 
3 Fully Hedged Bonds : 
4 Floating Rate Notes : 
5 Euro Commercial Papers : 
6 Foreign Currency Options : 
7 Foreign Currency Futures : 
 
FCCB (Foreign Currency Convertible Bonds) 
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A type of convertible bond issued in a currency different than the issuer’s domestic currency. In other 
words, the money being raised by the issuing company is in the form of a foreign currency. A 
convertible bond is a mix between a debt and equity instrument. It acts like a bond by making regular 
coupon and principal payments, but these bonds also give the bondholder the option to convert the 
bond into stock. These types of bonds are attractive to both investors and issuers. The investors 
receive the safety of guaranteed payments on the bond & are also able to take advantage of any large 
price appreciation in the company’s stock. 
 
Advantages of FCCBs 
1. The convertible bond gives the investor the flexibility to convert the bond into equity at a price or 
redeem the bond at the end of a specified period, normally three years if the price of the share has not 
met his expectations. 
2. Companies prefer bonds as it defers the dilution of equity and earnings per share . 
3. FCCBs are easily marketable as investors enjoys option of conversion into equity if resulting to 
capital appreciation. Further investor is assured of a minimum fixed interest earnings . 
Disadvantages of FCCBs 
1. Exchange Risk is more in FCCBs as interest on bonds would be payable in foreign currency. Thus 
companies with low debt equity ratios, large forex earnings potential only opt for FCCBs. 
2. FCCBs mean creation of more debt and a forex outgo in terms of interest which is in foreign 
exchange. 
3. There is exchange risk on the interest payment as well as re-payment if the bonds are not converted 
into equity shares. 
Recent Example: In the first quarter of 2007 Reliance Communications company raised $1 billion FCCB. 
It was one of the biggest FCCBs from India. 
 
GDR (Global Depository Receipts) Or Impact of GDRs on Indian Capital Market 
A Global Depository Receipt or Global Depositary Receipt (GDR) is a certificate issued by a depository 
bank, which purchases shares of foreign companies and deposits it on the account. Global Depository 
Receipts facilitate trade of shares, and are commonly used to invest in companies from developing or 
emerging markets. 
Several international banks issue GDRs, such as JPMorgan Chase, Citigroup, Deutsche Bank, Bank of 
New York. GDRs are often listed in the Frankfurt Stock Exchange, Luxembourg Stock Exchange and in 
the London Stock Exchange, where they are traded on the International Order Book (IOB). 
GDR are negotiable instruments issued to Overseas Depository Bank on behalf of an Indian Company 
to raise funds abroad. 
Impact of GDRs on Indian Capital Market 
Since the inception of GDRs a remarkable change in Indian capital market has been observed as 
follows. 
(i) Indian stock market to some extent is shifting from Bombay to Luxemberg. 
(ii) There is arbitrage possibility in GDR issues. 
(iii) Indian stock market is no longer independent from the rest of the world. This puts additional strain 
on the investors as they now need to keep updated with-world wide economic events. 
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(iv)Indian retail investors are completely sidelined. By placement of GDRs to Foreign Institutional 
Investors’ plus free pricing implies that retail investors can no longer expect to make easy money on 
heavily discounted rights/public issues. 
As a result of introduction of GDRs a considerable foreign investment has flown into India. 
 
Markets of GDR’S 
(i) GDR’s are sold primarily to institutional investors. 
(ii) Demand is likely to be dominated by emerging market funds. 
(iii) Switching by foreign institutional investors from ordinary shares into GDRs is likely. 
(iv) Major demand is also in UK, USA, South East Asia (Hong kong, Singapore), and to some extent 
continental Europe (principally France and Switzerland). 
Profile of GDR investors: The following parameters have been observed in regard to GDR investors. 
(i) Dedicated convertible investors 
(ii) Equity investors who wish to add holdings on reduced risk or who require income enhancement. 
(iii) Fixed income investors who wish to enhance returns. 
(iv)Retail investors: Retail investment money normally managed by continental European banks which 
on an aggregate basis provide a significant base for Euro-convertible issues. 
 
Characteristics 
(i) Holders of GDRs participate in the economic benefits of being ordinary shareholders though they do 
not have voting rights. 
(ii) GDRs are settled through CEDEL & Euro-clear international book entry systems. 
(iii) GDRs are listed on the Luxemberg stock exchange. 
(iv) Trading takes place between professional market makers on an OTC (over the counter) basis. 
 
Advantages of GDRs: 
(a)The issuer has the benefit of collecting the issue proceeds in foreign currency which may be utilized 
for meeting the foreign exchange component of the project cost, repayment of foreign currency / loan 
etc. 
(b)It has been perceived that a GDR issue has been able to fetch higher prices from international 
investors than those that a domestic public issue would have been able to extract from Indian 
investors. 
(c)GDR does not entitle the holder to any voting rights, so there is no fear of loss of management and 
control. 
(d)GDR does not involve any foreign exchange risk to the issuing company , as the shares represented 
by GDR are expressed in rupees. 
Current Scenario: It has been perceived that a GDR issue has been able to fetch higher prices from 
international investors than those that a domestic public issue would have been able to extract from 
Indian investors. 
Indian Example:  
Among the Indian companies, Reliance Industries Ltd. was the first company (1992) to raise funds 
through a GDR Issue. Recently Tata Motors on 9th Oct 2009 raised $375 million through a GDR issue, 
becoming the third company from the Tata Empire, after Tata Steel and Tata Power. 
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Euro Convertible Bonds (CA Final) 
A convertible bond is a debt instrument which gives the holders of the bond an option to convert the 
bond into a predetermined number of equity shares of the company. Usually, the price of the equity 
shares at the time of conversion will have a premium element. The bonds carry a fixed rate of interest. 
If the issuer company desires, the issue of such bonds may carry two options viz. - 
(i)Call Options: (Issuer’s Option) -Where the terms of issue of the bonds contain a provision for call 
option, the issuer company has the option of calling (buying) the bonds for redemption before the date 
of maturity of the bonds. This call option forces the investors to convert the bonds into equity. 
(ii)Put Options: (Holder’s Option) - A provision of put option gives the holder of the bonds a right to put 
(sell) his bonds back to the issuer company at a pre-determined price and date. 
In case of Euro-convertible bonds, the payment of interest and the redemption of the bonds will be 
made by the issuer company in US dollars 
Indian companies which have opted ECBs issue are Jindal Strips, Reliance, Essar Gujarat, Sterlite etc. 
Indian companies are increasingly looking at Euro-Convertible bond in place of Global Depository 
Receipts because GDRs are falling into disfavour among international fund managers. 
 
Amercian Depository Receipts  
Meaning: An American Depositary Receipt (abbreviated ADR) represents ownership in the shares of a 
non-U.S. company that trades in U.S. financial markets. The stock of many non-US companies trade on 
US stock exchanges through the use of ADRs. ADRs enable U.S. investors to buy shares in foreign 
companies without the hazards or inconveniences of cross-border & cross-currency transactions. ADRs 
carry prices in US dollars, pay dividends in US dollars, and can be traded like the shares of US-based 
companies. 
The first ADR was introduced by JPMorgan in 1927, for the British retailer Selfridges. Four major 
commercial banks that provide depositary bank services - JPMorgan, Citibank, Deutsche Bank and the 
Bank of New York Mellon. 
Statutory Compliance: Such receipts have to be issued in accordance with the provisions stipulated by 
the Securities and Exchange Commission of USA (SEC) which are very stringent. Regulations include 
requirement such as minimum size of issue, reporting to SEC, adherence to US GAAP in reporting etc. 
Mechanism for ADR issue: An ADR is generally created by the deposit of the securities of a non-United 
States company with a custodian bank in the country of incorporation of the issuing company. The 
custodian bank informs the depository in the United States that the ADRs can be issued. ADRs are 
United States dollar denominated and are traded in the same way as are the securities of United States 
companies.  
Types of ADRs: There are three types of ADRs: 
Unsponsored ADRs are issued without any formal agreement between the issuing company and the 
depository, although the issuing company must consent to the creation of the ADR facility. For the 
issuing company, they provide a relatively inexpensive method of accessing the United States capital 
markets (especially because they are also exempt from most of reporting requirements of the 
Securities and Exchange Commission). 
Sponsored ADRs are created by a single depository which is appointed by the issuing company under 
rules provided in a deposit agreement. There are two broad types of sponsored ADRs Restricted ADRs 
(RADRs) These are restricted with respect to the type of buyer which is allowed and are privately 
placed. They are allowed to be placed only among selected accredited investors and face restrictions 
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on their resale. As these are not issued to the general public, they are exempt from reporting 
requirements of the Securities and Exchange Commission and are not even registered with it. 
Restricted ADR issues are sometimes issued by companies that seek to gain some visibility and perhaps 
experience in the United States capital markets before making an unrestricted issue. 
Unrestricted ADRs (URADRs) are issued to and traded by the general investing public in United States 
capital markets.  
There are three classes of URADR, each increasingly demanding in terms of reporting requirements of 
the Securities and Exchange Commission, but also increasingly attractive in terms of degree of visibility 
provided. The three classes of 
Unrestricted ADRs are 
(i) Level 1 URADRs , (ii) Level II URADRs and (iii) Level III URADRs 
 
Benefit of ADR for US investors ADR is an attractive investment to US investors willing to invest in 
securities of non US issuers for following reasons 
(a) ADRs provide a means to US investors to trade the non US company’s shares in US dollars.The 
trading in ADR effectively means trading in underlying shares. 
(b) ADRs facilitates share transfers. ADRs are negotiable and can be easily transferred among the 
investors like any other negotiable instrument. The transfer of ADRs automatically transfers the 
underlying share. 
(c)The transfer of ADRs does not involve any stamp duty. 
(d)The dividends are paid to the holders of ADRs in US dollars. 
Benefits of ADR Issue to Indian Company 
(a) Better corporate image both in India & abroad which is useful for strengthening the business 
operation in the overseas market. 
(b) Exposure to international markets and hence stock prices in line with international trends. 
(c) Means of raising capital abroad in foreign exchange. 
(d) Use of foreign exchange proceeds for activities like overseas acquisitions, setting offices abroad & 
other capital expenditure. 
(e) Increased recognition internationally by bankers, customers, suppliers etc. 
(f) No risk of foreign exchange fluctuations as the company will be paying the interest and dividends in 
Indian rupees to the 
domestic depository bank. 
 
Documents used in ADRs A public offering of ADRs by a non US private issuer will require, in general, 
the following documents :(a) Form F1 (b) Form F6 (c) Listing Application (d) Blue Sky Survey (e) Deposit 
Agreement (f) Custodian Agreement (g) Under writing Agreement 
 
Example of Indian ADRs :Only few Indian companies have gone for ADRs so far. Some of which are (1) 
Infosys, (2) Wipro, (3) MTNL, (4) VSNL, (5) Silverline, (6) Dr. Reddy. These are listed on two stock 
exchanges (i) NASDAQ (National Association of Securities Dealers Automatic Quotes) and (ii) New York 
Stock Exchange, both have their head offices at New York. 
 
Indian Depository Receipts(IDRs) 
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IDR means any instrument in the form of depository receipt created by the domestic depository in 
India against the underlying equity shares of the issuing foreign company . 
Companies incorporated outside the country can now raise resources from the Indian capital market 
through the issue of Indian Depository Receipts (IDRs). 
An IDR is a financial instrument similar to a Global Depository Receipt (GDR) and American Depository 
Receipt (ADR), the objective of which is to provide a platform to foreign firms to directly raise capital in 
India. For Indian investors, IDRs would provide a route to invest in foreign firms. 
In an IDR, foreign companies would issue shares, to an Indian Depository (say National Security 
Depository Limited – NSDL), which would in turn issue depository receipts to investors in India. 
Recent Example: Standard Chartered Bank became the first foreign company to list IDR in India. 
The largest foreign bank in India, which reeled in a billion dollar of profit from domestic operations last 
year (India is its most profitable unit after Hong Kong), will sell 24 crore IDRs through a public issue. 
Listing: These IDRs would be listed on stock exchanges in India and would be freely transferable. 
Benefits to Indian Investors: IDR is an additional investment opportunity for Indian investors for 
overseas 
investment. Indian citizens will be able to easily improve their portfolio diversification as well as a 
chance to sample new companies that would otherwise not be available for investment. 
 
Venture Capital Financing 
Meaning: The Venture Capital Financing refers to financing of new high risky ventures promoted by 
qualified entrepreneurs who lack experience & funds to give form to their ideas. 
Methods of Venture Capital Financing : 
(i) Equity Financing 
(ii) Conditional Loan : 
(iii) Income Note : 
(iv) Participating Debenture: 
The following are the criteria which may be applied to find out the eligibility of an undertaking for 
Venture Capital Financing (i)The venture must be a technically feasible proposition(ii)It should be 
commercially viable(iii)The entrepreneurs must be technically competent & having managerial skill  
(iv)The undertaking must have a long run competitive advantage over other units 
Benefits Of Venture Capital Financing : 
(i) This is the only feasible source of funds available for new enterprising projects , since bank loan & 
public issues are quite difficult at start up stage . 
(ii) There is flexibility in structuring the mode of finance i.e debt or equity. 
(iii)Tax concessions available for VCF help in promoting and increasing the availability of venture 
capital. 
 
Limitations Of Venture Capital Financing : 
(i) Availability of Venture Capital is limited in practice & it depends mostly on the personal contacts of 
the entrepreneurs. 
(ii) It is a very expensive source of finance and also dilutes managerial control of the entrepreneur. 
Example of Indian Venture Capital Funds: Infosys Technologies co-founder and chairman NR Narayana 
Murthy recently sold company shares worth around $37 million to set up a VC fund for incubating 
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Indian start-ups.A statement issued by Infosys said the VC fund would encourage & support young 
entrepreneurs having brilliant business ideas.  
 
Capital Market and Money Market 
Basics Money Market Capital Market 
(i)Tenure It is a market for lending and borrowing of short Capital markets deals in long term secure 
term funds, upto one year . ties for a period beyond one year. 
(ii)Well defined It is a not a well-defined market where business It is a well defined market where 
business is done e.g. stock exchange. 
(iii)Short Term It deals in short term financial assets e.x .interbank It deals in medium & long term 
financial /Long Term call money, treasury bills, commercial paper, etc. assets e.g equity shares, 
debentures etc. 
 
Book Building 
Book Building is a price discovery mechanism and is becoming increasingly popular as a method of 
issuing capital. The idea behind this process is to find a better price for the issue. 
The issue price is not determined in advance.Book Building is a process wherein the issue price of a 
security is determined by the demand and supply forces in the capital market. 
An issuer company may make an issue of securities to the public through a prospectus in the following 
manner 
• 100% of the net offer to the public through the book building process or 
• 75% of the net offer to the public through the book building process and 25% at the price determined 
through the book building. 
Advantages 
(i) The book building process helps in discovery of price & demand. 
(ii) The costs of the public issue are much reduced. 
(iii) The time taken for the completion of the entire process is much less than that in the normal public 
issue. 
(iv) In book building, the demand for the share is known before the issue closes. Infact, if there is not 
much demand, the issue may be deferred. 
(v) It inspires investors confidence leading to a large investor universe. 
(vi) Issuers can choose investors by quality. 
(vii) The issue price is market determined. 
Disadvantages 
(i) There is a possibility of price rigging on listing as promoters may try to bail out syndicate members. 
(ii) The book building system works very effeciently in matured market conditions. But, such conditions 
are not commonly found in practice. 
(iii) It is appropriate for the mega issues only. 
(iv) The company should be fundamentally strong & well known to the investors without it book 
building process will be unsuccessful. 
Recent Example : Recent example of a book buliding process in Indian context is the IPO of Reliance 
Power. The issue was made through 100 % book building process .The price band for the the book 
buliding pocesss was between Rs 405 and Rs 450 with Rs 20 discount for retail investors . 
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Bond indenture or ‘deed of trust’ 
A Bond or Debenture is a long term security.The agreement between issuer and investor (or creditor 
and lender) is called the bond indenture or deed of trust. It contains all the information which is 
normally seen in any loan agreement, including the following 
1. Amount of the loan 
2. Rate of interest 
3. Schedule or form of interest payments 
4. Terms 
5. Call feature (if any) 
6. Refunding 
 
Hedge Funds 
Hedge Fund is an aggressively managed portfolio of investments that uses advanced investment 
strategies such as leverage, long, short and derivative positions in both domestic and international 
markets with the goal of generating high returns (either in an absolute sense or over a specified market 
benchmark).  
Benefits Of Hedge Funds :There are many advantages of hedge funds. Some of the important 
advantages are: 
(a) Many hedge fund strategies have the ability to generate positive returns in both rising and falling 
equity and bond markets. 
(b) Inclusion of hedge funds in a balanced portfolio reduces overall portfolio risk and volatility and 
increases returns. 
(c) Huge variety of hedge fund investment styles – many uncorrelated with each other – provides 
investors with a wide choice of hedge fund strategies to meet their investment objectives. Academic 
research proves hedge funds have higher returns and lower overall risk than traditional investment 
funds. 
(d) Hedge funds provide an ideal long-term investment solution, eliminating the need to correctly time 
entry and exit from markets. 
(e) Adding hedge funds to an investment portfolio provides diversification not otherwise available in 
traditional investing. 
 
Main Features Of Hedge Funds :The key characteristics of hedge funds can be stated as follows: 
(a) Hedge funds utilize a variety of financial instruments to reduce risk, enhance returns and minimize 
the correlation with equity and bond markets. Many hedge funds are flexible in their investment 
options (can use short selling, leverage, derivatives such as puts, calls, options, futures, etc.). 
(b) Hedge funds vary enormously in terms of investment returns, volatility and risk. Many, but not all, 
hedge fund strategies tend to hedge against downturns in the markets being traded. 
(c) Many hedge funds have the ability to deliver non-market correlated returns. 
(d) Many hedge funds have as an objective consistency of returns and capital preservation rather than 
magnitude of returns. 
(e) Most hedge funds are managed by experienced investment professionals who are generally 
disciplined and diligent. 
(f) Pension funds, endowments, insurance companies, private banks and high net worth individuals and 
families invest in hedge funds to minimize overall portfolio volatility and enhance returns. 
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(g) Most hedge fund managers are highly specialized and trade only within their area of expertise and 
competitive advantage. 
(h) Hedge funds benefit by heavily linking hedge fund managers’ remuneration towards performance 
incentives, thus attracting the best brains in the investment business. In addition, hedge fund 
managers usually have their own money invested in their fund. 
Hedging Strategies: Wide ranges of hedging strategies are available to hedge funds. For example: 
(i) Selling Short: 
(ii) Using Arbitrage : 
(iii) Trading Options or Derivatives : 
(iv) Investing in Anticipation of a Specific Event : 
(v) Investing in Deeply Discounted Securities : 
(vi)Investing In Securities Which Are Non-Correlated to the direction of Equity Market 
Hedge Funds Industry Scenario Of The World :The hedge funds industry around the world is estimated 
to be $300-$400 billion and is growing at about 20% per year with between 4,000 and 5,000 active 
hedge funds. 
Different Styles Of Hedge Funds : 
(a) Aggressive Growth: 
(b) Distressed Securities: 
(c) Emerging Markets: 
(d) Funds of Hedge Funds: 
(e) Income: 
(f) Macro: 
(g) Market Neutral: Arbitrage: 
(h) Market Neutral: Securities Hedging: 
(i) Market Timing: 
(j) Opportunistic: 
(k) Multi Strategy: 
(l) Short Selling: 
(m) Special Situations: 
(n) Value: 
Broad Categories Of Hedge Fund: The three broad hedge fund categories are based on the types of 
strategies they use: 
(a) Arbitrage Strategies (Relative Value): 
(b) Event-Driven Strategies: 
(c) Directional or Tactical Strategies: 
 
Reasons For Investing In a Hedge Fund : 
(a) Potential for Higher Returns, Especially in a Bear Market: 
(b) Diversification Benefits: 
 
Demerits Of Hedge Funds - 
(i)Hedge fund investors are exposed to multiple risks, and each strategy has its own unique risks. 
(ii)Fat Tails Are The Problem:The problem is that hedge fund returns do not follow the symmetrical 
return paths implied by traditional volatility. Instead, hedge fund returns tend to be skewed. 
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Difference Between Hedge Funds and Mutual Funds 
Hedge funds are like mutual funds in two respects: 
(i) they are pooled investment vehicles (i.e. several investors entrust their money to a manager) and 
(ii) they invest in publicly traded securities. 
But there are important differences between a hedge fund and a mutual fund. 
(i) Investors give hedge funds the freedom to pursue absolute return strategies.While Mutual Funds 
Seek Relative Returns 
(ii)Unlike mutual funds, which are “long-only” (make only buy-sell decisions), a hedge fund engages in 
more aggressive strategies and positions,such as short selling, trading in derivative instruments like 
options and using leverage (borrowing) 
Leveraging and other higher-risk investment strategies are a hallmark of hedge fund management. 
(iii)Hedge funds are more popular in bear markets. In a bull market,hedge funds may not perform as 
well as mutual funds, but in a bear market - taken as a group or asset class - they should do better than 
mutual funds because they hold short positions and hedges. 
(iv)Hedge funds are “liberated” with respect to registration, investment positions, liquidity and fee 
structure. Hedge funds in general are not registered with the authorities like in USA with SEC. Mutual 
funds are heavily regulated by the SEC(Securities & Exchange Commission). 
(iv)Furthermore, hedge funds are prohibited from soliciting or advertising to a general audience.Hedge 
funds aren’t supposed to publicly market themselves. Mutual funds advertise heavily. 
(v)In hedge funds, liquidity is a key concern for investors. Liquidity provisions vary, but invested funds 
may be difficult to withdraw “at will”. 
(vi)Hedge funds are more expensive than Mutual Funds. 
(vii)Hedge funds are private investment pools that apply aggressive investment strategies and 
leverage. Mutual funds are public investment companies that typically invest in stocks, bonds and cash. 
(viii)Typically hedge funds are used by wealthy individuals. The US government only allows high net 
worth individuals and institutional investors to invest in them. However anyone can invest in mutual 
funds. 
(ix)Hedge Funds are not required to make periodic reports under the regulations. Mutual funds report 
their prices daily. 
 
Benefits of International Portfolio Management 
(a) Reduce Risk & Diversification Benefits: 
(b) Raise Return through better Risk – Return Trade off : 
 
Functions of an investment bank 
Main Functions of an Investment Bank :The following are, briefly, a summary of investment banking 
functions: 
-Managing an IPO (Initial Public Offering): 
-Issue of debt: 
-Mergers and Acquisitions: 
-Private Placement: 
-Financial Restructuring: 
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"Credit Rating"  
Meaning Credit Rating is an act of assigning values to credit instruments by assessing the solvency i.e. 
the ability of the borrower to repay debt.Thus Credit Rating is: 
(1) An expression of opinion of a rating agency.(2) The opinion is in regard to a debt instrument.(3) The 
opinion is as on a specific date. 
(4) The opinion is dependent on risk evaluation. 
(5) The opinion depends on the probability of interest and principal obligations being met timely. What 
Credit Rating do not indicate It may be noted that credit rating is only an opinion and not the 
guarantee or 
protection against default. It is not a recommendation to buy, or sell, or hold a security.  
Thus Credit Rating does not in any way linked with 
(1) Performance Evaluation of the rated entity unless called for. 
(2) Investment Recommendation by the rating agency to invest or not in the instrument to be rated. 
(3) Legal Compliance by the issuer-entity through audit. 
(4) Opinion on the holding company, subsidiaries or associates of the issuer entity. 
Credit Rating in India  
(i) CRISIL (Credit Rating & Information Services of India Ltd.)  
(ii) ICRA ( Investment Information and Credit Rating Agency of India ) 
(iii) CARE (Credit Analysis and Research Limited) 
(iv)Fitch Ratings India (P) Ltd.  
CRISIL was the first credit rating agency in India, incorporated in 1987 jointly by ICICI and the UTI. 
CRISIL has pioneered the concept of Credit Rating in India. 
 
Credit Rating Process 
(1) Request from issuer and analysis – 
(2) Rating Committee – 
(3) Communication to management and appeal – 
(4) Pronouncement of the rating – 
(5) Monitoring of the assigned rating – 
(6) Rating Watch – 
(7) Confidentiality of information – 
(8) Rating Credibility – 
(9) Rating Coverage – 
(10) Rating Scores – 
 
Uses Of Credit Rating ? 
For users – 
(i) Aids in investment decisions. 
(ii) Helps in fulfilling regulatory obligations. 
(iii) Provides analysts in Mutual Funds to use credit ratings as one of the valuable inputs to their 
independent evaluation system. 
For issuers – 
(i) Requirement of meeting regulatory obligations as per SEBI guidelines. 
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(ii)Recognition given by prospective investors of providing value to the ratings which helps them to 
raise debt equity capital. 
The rating process gives a viable market driven system which helps individuals to invest in financial 
instruments which are productive assets. 
 
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: 
(a) Capital – Composition of Retained Earnings and External Funds raised; Fixed dividend component 
for preference shares and fluctuating dividend component for equity shares and adequacy of long term 
funds adjusted to gearing levels; ability of issuer to raise further borrowings. 
(b) 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 
viz receivables and its linkage with turnover. 
(c) 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. 
(d) Earnings – Absolute levels, trends, stability, adaptability to cyclical fluctuations ability of the entity 
to service existing and additional debts proposed. 
(e) 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. 
 
Limitations Of Credit Rating 
(1) Rating Changes – 
(2) Industry Specific rather than Company Specific – 
(3) Cost Benefit Analysis – 
(4) Conflict of Interest – 
(5) Corporate Governance Issues – 
 
Depository 
The term ‘Depository’ means a place where something is deposited for safe keeping; Depository 
system is concerned with conversion of securities from physical to electronic form, settlement of 
trades in electronic segment, electronic transfer of ownership of shares and electronic custody of 
securities. 
Major players of a depository system: 
•Depository •Issuers or Company •Depository participants •Clearing members 
•Corporation •Stock brokers •Clearing Corporation •Investors •Banks 
Advantages to Clearing Member 
•Enhanced liquidity, safety, and turnover on stock market. 
•Opportunity for development of retail brokerage business. 
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•Ability to arrange pledges without movement of physical scrip and further increase of trading activity, 
liquidity and profits. 
•Improved protection of shareholder’s rights resulting from more timely communications from the 
issuer. 
•Reduced transaction costs. 
•Elimination of forgery and counterfeit instruments with attendant reduction in settlement risk from 
bad deliveries. 
•Provide automation to post-trading processing. 
•Standardisation of procedures. 
Depositories In India: 
1.National Securities Depository Limited (NSDL)  
2.Central Depository Service (India) Limited (CSDL) NSDL was registered by the SEBI on June 7, 1996 as 
India’s first depository to facilitate trading and settlement of securities in the dematerialized form. 
Pros And Cons Of Depository Services: 
The major benefits accruing to investors & other market players are as follows : 
1. Securities are held in a safe and convenient manner 
2. Transfer of securities is effected immediately 
3. Stamp duty for transfer is eliminated and transaction costs are reduced 
4. Paper work is minimized 
5. Bad deliveries, fake securities and delays in transfers are eliminated. 
6. Routine changes viz. change in address of one person owning securities issued by different 
companies can be taken care of simultaneously for all securities with little delay. 
7. Benefit accruing from issue of bonus shares, consolidation, split or merger is credited without much 
difficulty. 
8. Payment of dividends and interest is expedited by the use of electronic clearing system. 
9. Securities held in electronic form can be locked in and frozen from either a sale or purchase for any 
definite period. 
10. Securities held in electronic form can also be pledged for any credit facility. 
There are however risks as well 
1. Systemic failure – 
2. Additional record keeping – 
3. Cost of Depository Participant (DP) – 
4. Human Fraud – 
 
Advantages of Online Trading 
1. Investors can have benefit of direct access to stock analysis. 
2. They can put their trades as it gives the advantage of the real time live rates and real time 
transactions. 
3. They can stream news and researsh, also get an advantage of viewing various charts and creating 
their own strategies. 
4. It gives the investors a real access to the market. 
5. Trade privacy is a key point which online trading offers. There is an increase in the trust and 
confidence of invetors, both large and small which has resulted in increased online traders. 
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6. Since trading is totally internet based they get direct access to their trading platform from any place 
and any computer in the world. 
7. Online trading has a great speed transparency at a very low cost. 
 
EXCHANGE TRADED FUNDS (ETFs)  
Meaning : Exchange Traded Funds (ETFs) were introduced in US in 1993 and came to India around 
2002. Exchange- Traded Funds (ETFs) are mutual fund schemes that are listed and traded on exchanges 
like any other stocks. An Exchange Traded Fund (ETF) is a hybrid product that combines the features of 
an index fund. 
ETFs invest in a basket of stocks and try to replicate a stock market index such as the S&P CNX Nifty or 
BSE Sensex 
Advantage : 
1.By owning an ETF, you get the diversification of an index fund as well as the ability to sell short, buy 
on margin and purchase as little as one share. 
2.Another advantage is that the expense ratios for most ETFs are lower than those of the average 
mutual fund.They have very low operating and transaction costs , since there are no loads required to 
purchase ETFs. 
3.There is no paper work involved for investing in an ETF. These can be bought like any other stock by 
just placing an order with a broker. 
4.A great reason to consider Exchange Traded Funds is that they simplify index and sector investing in a 
way that is easy to understand. If investors feel a turnaround is around the corner, they can go long. If, 
however, they think ominous clouds will be over the market for some time, they have the option of 
going short. 
5.The combination of the instant diversification,low cost and the flexibility that Exchange Traded Funds 
offer makes these instruments one of the most useful innovations and attractive pieces of financial 
engineering to date. 
 
Buy-Back of shares by companies 
Meaning: Buyback is reverse of issue of shares by a company , where it offers to take back its shares 
owned by the investors at a specified prices . 
Objectives of Buyback : The following are the management objectives of buying back securities : 
(i) To return excess cash to shareholders, in absence of appropriate investment opportunities. 
(ii) To give a signal to the market that shares are undervalued. 
(iii) To increase promoters holding, as a percentage of total outstanding shares, without additional 
investment. Thus, buy back is often used as a defence mechanism against potential takeover. 
(iv) To change the capital structure. 
(v)To Increase Earning per share 
Resources of Buy Back : A Company can purchase its own shares from 
(i)free reserves;(ii) securities premium account; or (iii) proceeds of any shares or other specified 
securities. 
Advantages of Buyback : The Advantages of Buyback of securities to investors, companies and 
economy are : 
(i)Revival of the Capital Market : 
(ii)Liquidity to Dormant Shares : 
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(iii)Odd Lots : 
(iv)Restructuring of capital base by Companies with special reference to public sector units : 
(v)Increasing the Earnings Per Share (EPS) and at the same time providing higher prices (P/E ratio) to 
Investors 
 (vi) Proper Utilisation of Excess Funds: 
(vii) For ensuring price stability in share prices 
(viii) For exercising control over the company 
(ix) For taking tax advantages 
(x) For saving the company from hostile takeover 
Disadvantages of Buyback : Some of the disadvantages of Buyback are as follows : 
(i) Manipulation of share prices by its promoters (ii) speculation (iii) collusive trading 
 
Re-financing  
Meaning : “Re-financing” is a process by which a large financial institution provides funds or 
reimburses funds to another institution to help development. relief or other similar causes identified as 
the purpose of the former. It can also, in another way, be described as a wholesale distribution of 
financial assistance to a retailing institution. Often, governmental support or subsidized funding is 
reached to the ultimate beneficiaries, through such channel. It is also termed as whole-sale financing.  
 
Institutions which offer Re-financing: 
National Bank for Agriculture and Rural Development (NABARD) is a governmental organization 
established with the primary objective of financing the farm sector; it is an arm through which 
government extends certain concessions/privileges to the farming community. NABARD does not deal 
with farmers directly but deals with many banks such as scheduled and nationalized banks providing 
re-financing for quite a few schemes intended for the benefit of the agricultural sector. 
Small Industries Development Bank of India (SIOBI) is another governmental organization whose 
objective is to assist the development of small industries. It is another institution which is engaged in 
refinancing activities; it funds a few schemes intended for SSls through scheduled/nationalized banks. 
 
Employees Stock Option Plans (ESOPs)  
1. Meaning : Employee Stock Option Scheme means a scheme Employee Stock Purchase Scheme 
means a scheme under under which the company grants options to employees which the company 
offers shares to employees as a part of public issue. 
2.Auditors Certificate : Auditors Certificate to be placed at each No such Certificate is required AGM 
stating that the scheme has been implemented as per the guidelines and in accordance with the 
special resolution passed  
3. Transferability : It is not transferable It is transferable after lock in period 
4. Consequences of failure :The amount payable may be Not applicable forfeited. If the option are not 
vested due to non-fulfillment of condition relating to vesting of option then the amount may be 
refunded to the employees 
5.Lock in period: Minimum period of 1 year shall be there One year from the date of allotment. If the 
ESPS is part of between the grant and vesting of options. Company is free public issue and the shares 
are issued to employees at the to specify the lock in period for the shares issued pursuant to same 
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price as in the public issue, the shares issued to employ exercise of option pursuant to ESPS shall not 
be subject to any lock in. 
 
 
Debt Securitisation 
Meaning : Securitisation is a process of pooling and repackaging homogeneous illiquid financial assets 
into market-able securities that can be sold to investors. Securitisation is the process by which financial 
assets are transformed into securities . 
Debt Securitisation will thus provide liquidity to the instrument. 
Steps involved in a Securitisation Process : 
(i) The Origination Function : 
(ii) The Pooling Function : 
(iii) The Securitisation Function : 
Parties involved in Securitisation Process : 
(i) The Originator : 
(ii) Special Pupose Vehicle (SPV) : 
(iii) The Investor: 
(iv) Other Parties : Borrowers, Obligators, Rating Agencies, Administrator, Agent and Trustee. 
Instruments of Securitisation: Under this process securities issued by SPV are in the form of Pass 
Through Certificate (PTC), Pay Through Securities (PTS) and Stripped Securities. Securities may be Asset 
Backed Securities and Mortgaged Backed Securities . 
(i) Asset Backed Securities: These are securities backed by other assets like credit card receivable, trade 
receivables etc  
(ii) Mortgage Backed Securities :These are the securities where the assets collaterised are mortgage 
loans i.e loans secured by a mortgage of specified immovable property. 
 
Benefits to the Originator : 
1. The assets are shifted off the balance sheet, thus giving the originator recourse to off balance sheet 
funding. 
2. It converts illiquid assets to liquid portfolio. 
3. It facilitates better balance sheet management as assets are transferred off balance sheet facilitating 
satisfaction of capital adequacy norms. 
4. The originator’s credit rating enhances. 
 
Benefits to the Investor: 
1. For the investor securitisation opens up new investment avenues. 
2. Though the investor bears the credit risk, the securities are tied up to definite assets. 
3. Securitisation helps to convert a stream of cash receivables into a source of long-term finance. 
4. Securities are rated by Credit Rating Agencies and it becomes easier for an investor to compare risk 
return profile and make an informed choice. 
 

Different types/categories of NBFCs registered with RBI  
NBFCs are categorized a) in terms of the type of liabilities into Deposit and Non-Deposit accepting 
NBFCs, b) non deposit taking NBFCs by their size into systemically important and other non-deposit 
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holding companies (NBFC-NDSI and NBFC-ND) and c) by the kind of activity they conduct. Within this 
broad categorization the different types of NBFCs are as follows:  
(i) Asset Finance Company (AFC) : An AFC is a company which is a financial institution carrying on as its 
principal business the financing of physical assets supporting productive/economic activity, such as 
automobiles, tractors, lathe machines, generator sets etc. 
(ii) Investment Company (IC): IC means any company which is a financial institution carrying on as its 
principal business the acquisition of securities,  
(iii) Loan Company (LC): LC means any company which is a financial institution carrying on as its 
principal business the providing of finance whether by making loans or advances or otherwise for any 
activity other than its own but does not include an Asset Finance Company.  
(iv) Infrastructure Finance Company (IFC): IFC is a non-banking finance company (a) which deploys at 
least 75 per cent of its total assets in infrastructure loans, (b) has a minimum Net Owned Funds of ` 300 
crores, (c) has a minimum credit rating of ‘A ‘or equivalent (d) and a CRAR of 15%.  
(v) Systemically Important Core Investment Company (CIC-ND-SI): CIC-ND-SI is an NBFC carrying on the 
business of acquisition of shares and securities which satisfies the following conditions:-  
(a) it holds not less than 90% of its Total Assets in the form of investment in equity shares, preference 
shares, debt or loans in group companies;  
(b) its investments in the equity shares (including instruments compulsorily convertible into equity 
shares within a period not exceeding 10 years from the date of issue) in group companies constitutes 
not less than 60% of its Total Assets;  
(c) it does not trade in its investments in shares, debt or loans in group companies except through 
block sale for the purpose of dilution or disinvestment;  
 
Stock Market Index  
Stock Market Index is representative of the entire stock market. Movements of the index represent the 
average returns obtained by investors in the stock market. A market Index acts as a barometer for 
market behavior. 
How is the index calculated: 
1. A base year is set along with a basket of base shares. 
2. The changes in the market price of these shares is calculated on a daily basis. 
3. The shares included in the index are those shares which are traded regularly in high volume. 
4. In case the trading in any share stops or comes down then it gets excluded and another company’s 
shares replace it. 
5. Following steps are involved in calculation of index on a particular date: 
-Calculate market capitalization of each individual company comprising the index. 
-Calculate the total market capitalization by adding the individual market capitalization of all 
companies in the index. 
-Computing index of next day requires the index value and the total market capitalization of the 
previous day and is computed as follows: 

Index Value =     Today's Market Capitalisation  x Yesterday's Index Point 
            Yesterday's Market Capitalisation 

Example : If the market capitalization of 10 securities ( considered to be the index ) as at the beginning 
of 01.04.2008 amount to Rs. 5 crores is taken as base and equated to 100 and at day end market 
capitalization amounts to Rs. 5.50 crores, then the index at the end of 01.04.2008 will be 110 . 
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i.e Opening Index x   Closing Market Capitalization  = 100 x 5.50  = 110 
        Opening Market Capitalization       5.00 

If at the end 02.04.2008 , the market capitalization is Rs. 6.30 crores, then the index value would be 
126. 
Opening Index x   Closing Market Capitalization  = 110 x 6.30  = 110 

   Opening Market Capitalization  5.50 
Two important market indices: Sensex and Nifty are two important share indices in India. 
Sensex is an index number that measures the relative average change in prices of 30 shares listed in 
the Bombay Stock Exchange Ltd (BSE). The base year of SENSEX is 1978-79 and the base value is 100.. It 
is calculated on a free-float market capitalization methodology. 
Nifty tracks the performance of equity share of 50 important companies listed on NSE. The base of the 
index is the close of prices on November 3, 1995. The base value of the index has been set at 1000.. It 
is also calculated on a free-float market capitalization methodology. 
 
Call Money 
The Call Money is a part of the money market where, day to day surplus funds, mostly of banks, are 
traded. Moreover, the call money market is most liquid of all short-term money market segments. 
The maturity period of call loans vary from 1 to 14 days. The money that is lent for one day in call 
money market is also known as ‘overnight money’. The interest paid on call loans are known as the call 
rates. The call rate is expected to freely reflect the day-to-day lack of funds. These rates vary from day-
to-day and within the day, often from hour-to-hour. High rates indicate the tightness of liquidity in the 
financial system while low rates indicate an easy liquidity position in the market. 
In India, call money is lent mainly to even out the short-term mismatches of assets and liabilities and to 
meet CRR requirement of banks. The short-term mismatches arise due to variation in maturities i.e. the 
deposits mobilized are deployed by the bank at a longer maturity to earn more returns and duration of 
withdrawal of deposits by customers vary. Thus, the banks borrow from call money markets to meet 
short-term maturity mismatches. 
Moreover, the banks borrow from call money market to meet the cash Reserve Ratio (CRR) 
requirements that they should maintain with RBI every fortnight and is computed as a percentage of 
Net Demand and Time Liabilities (NDTL). 
 
Moving Averages 
Moving Averages is one of the more popular methods of data analysis for decision making. Moving 
averages are frequently plotted with prices to make buy and sell decisions. The classic interpretation of 
a moving average is to use it in observing changes in prices. Investors typically buy when the price of an 
instrument rises above its moving average and sell when the it falls below its moving average. The 
two types of moving averages used by chartists are: 
(i) Arithmetic Moving Average (AMA) or Simple Moving Average (SMA) and (ii) the Exponential Moving 
Average (EMA). 
SIMPLE MOVING AVERAGE (SMA) 
A “simple” moving average is calculated by adding the instrument prices for the most recent “n” time 
periods and then dividing by “n”. 
EXPONENTIAL MOVING AVERAGE (EMA) 
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The exponential moving average is a type of moving average that gives more weight to recent prices in 
an attempt to make it more responsive to new information. 
Formula: EMA = EMA yesterday + a x [ Price Today - EMA Yesterday ] 
To identify trend, technical analysts use moving average analysis: 
(i) A 200 day’s moving average of daily prices or a 30 week moving of weekly price for identifying a long 
term trend. 
(ii) A 60 day’s moving average of daily price to discern an intermediate term trend. 
(iii) A 10 day’s moving average of daily price to detect a short term trend.  
Buy and Sell Signals Provided by Moving Average Analysis 
Buy Signal Sell Signal 
(a) Stock price line rise through the moving average line when graph of the moving average line is 
flattering out. 
(b) Stock price line falls below moving average line which is rising. 
(c) Stock price line which is above moving average line falls but begins to rise again before reaching the 
moving average line 
 
Bollinger Bands 
Bollinger Bands are a technical analysis tool invented by John Bollinger in the 1980s. Having evolved 
from the concept of trading bands, Bollinger Bands can be used to measure the highness or lowness of 
the price relative to previous trades. 
When stock prices continually touch the upper Bollinger band, the prices are thought to be 
overbought; conversely, when they continually touch the lower band, prices are thought to be 
oversold, triggering a buy signal.  
In other words The closer the prices move to the upper band, the more overbought the market, and 
the closer the prices move to the lower band, the more oversold the market. 
When the markets become more volatile, the bands widen (move further away from the average), and 
during less volatile periods, the bands contract (move closer to the average). 
The technician can be relatively certain that almost all of the price data needed will be found between 
the two bands. 
(a) Stock price line falls through moving average line when graph of the moving average line is 
flattering out. 
(b) Stock price line rises above moving average line which is falling. 
(c)Stock price line which is below moving average line rises but begins to fall again before reaching the 
moving average line. 
Bollinger Bands serve two primary functions: 
-To identify periods of high and low volatility 
-To identify periods when prices are at extreme, and possibly unsustainable, levels.  
Bollinger Bands consist of: 
·a middle band ·an upper band ·a lower band 
Calculation: 
Upper Band = SMA + (2 × Standard Deviation), Middle Bollinger Band = Simple Moving Average (SMA) 
Lower Band = SMA - (2 × Standard Deviation) 
There are two indicators derived from Bollinger Bands, %b pronounced ‘percent b’ and Band Width. 
Bandwidth = (Bollinger Upper Band - Bollinger Lower Band) / Bollinger Middle Band  
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%b = (last closing value- lowerBB) / (upperBB - lowerBB) 
 
Signals 
Momentum is a basic application of oscillator analysis, designated to measure the rate of price change, 
not the actual price level.  
Three common signals are 
(a) Zero-line Crossings: 
(b) Trend line Violations: 
(c) Extreme Values: 
 

Practical Questions 
Q.1. Justdial Ltd. has a surplus cash of `90 lakhs and wants to distribute 30% of it to the shareholders. 
The Company decides to buyback 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 `3. You are required to 
determine: 
(a) The price at which the shares can be repurchased, if the market capitalization of the company 
should be `200 lakhs after buyback. 
(b) The number of shares that can be re-purchased. 
(c) The impact of share re-purchase on the EPS, assuming the net income is same. 
 
Q.2.From the following particulars, calculate the effective interest p.a. as well as the total cost of funds 
to ABC Ltd., which is planning a CP issue: 
Issue Price of CP = ` 97,350 
Face Value = ` 1,00,000 
Maturity period = 3 months. 
Issue Expenses: 
Brokerage: 0.125% for 3 months. 
Rating Charges: 0.5% p.a. 
Stamp duty: 0.125% for 3 months 
 
Q.3.RBI sold a 91 day T-bill of face value of ` 100 at an yield of 6%. What was the issue price? 
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