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Foreign Exchange Management 

Question 1 
Write a short note on Leading and Lagging. 
 
Answer 
Leading implies speeding up collections on receivables if the foreign currency in which they are 
invoiced is expected to appreciate. Lagging implies delaying payments of payables invoiced in a 
foreign currency that is expected to depreciate. At the level of an individual transaction this is a 
specific protection measure; but at the corporate level this requires forecasting of currency 
movements, centralisation of information on transactions, and evolving guidelines for 
subsidiaries. Hence, it has been located here as a general protection measure. 
Leading and lagging is primarily an intra-firm measure, because in third party trade there is a 
clear conflict of interest between buyer and seller. It involves both costs and benefits. There are 
three elements in this calculation: 
(i) cash cost/benefit represented by the interest rate differential between the lead and lag 

countries; 
(ii) an expected cash gain/loss to be realised on the altered transactional exposure in the 

said countries, and 
(iii) an expected translation gain/loss on the altered translation exposure. The corporate 

policy should take them into account and also consider effective tax rates in the two 
countries as also the currency of intra-firm 

 
Question 2 
Write a short note on Netting. 
 
Answer 
All transactions-gross receipts and payments among the parent firm and subsidiaries should be 
adjusted and only net amounts should be transferred. This technique is called netting. This 
again involves centralisation of data at the corporate level, selection of the time period at 
which netting is to be done, and choice of the currency in which netting is to be done. The 
currency could be the home currency of the firm. Netting reduces costs of remittance of funds, 
and increases control of intra-firm settlements. It also produces savings in the form of lower 
float (funds in the pipe-line) and lower exchange costs. 
 
Question 3 
Differentiate between Interest Rate Parity and Purchasing Power Parity 
 
 
 
Answer 
‘Interest Rate Parity’ and ‘Purchasing Power Parity’  
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Interest Rate Parity : According to interest rate parity principle, the forward premium (or 
discount) on currency of a country vis-à-vis the currency of another country will be exactly 
offset by the interest rate differential between the countries. The currency of the country with 
lower interest rate is quoted at a forward premium and vice versa.  
 
Purchasing Power Parity : According to the Purchasing Power Parity (PPP), Principle, the 
currency of a country will depreciate vis-à-vis the currency of another country on the basis of 
differential in the rates of inflation between them. The rate of depreciation in the currency of a 
country would roughly be equal to the excess inflation rate in the country over the other 
country. 
 
Question 4 
Briefly discuss the various participants in Forex market. 
 
Answer 
Participants in foreign exchange market 
 
1.  Authorised Money Changers : In order to provide facilities for encashment of foreign 

currency to visitors from abroad, especially foreign tourists, Reserve Bank has granted 
licences to certain established firms, hotels and other organizations permitting them to deal 
in foreign currency notes, coins and travellers cheques subject to directions issued to them 
from time to time. Authorized money changers are of two types: Full-fledged money 
changers and Restricted money changers. 
 

2. Authorised Dealers in Foreign Exchange : Banks and some financial institutions that have 
been authorized to deal in foreign exchange by the Reserve Bank are known as authorized 
dealers. An authorized dealer should comply with the directions and instructions of the 
Reserve Bank given from time to time. These authorized dealers deals in foreign exchange 
from the customs (importers, exporters and others receiving or making personal 
remittances).  

 
3. Reserve Bank of India : The Reserve Bank participates in the market to acquire or spend 

their country’s foreign exchange reserves as well as to influence the price at which their 
own currency is traded. It may act to support the value of rupee because of policies 
adopted at the national level or because of commitments entered into at international 
level. 

 
Question 5 
What are the various types of Foreign Exchange Risk exposures? 
 
 
 
Answer 
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1. Transaction Exposure: A transaction exposure occurs when a value of a future transaction, 
through known with certainty, is denominated in some currency other than the domestic 
currency. In such cases, the monetary value is fixed in terms of foreign currency at the time 
of agreement which is completed at a later date.  
 
Transaction exposure basically covers the following: 
 

(a) Rate Risk: this will occur 
(i) When there is mismatch of maturities and borrowings: 
(ii) In foreign exchange, it results in net exchange positions (long or short). 

 
(b) Credit Risk: A situation when the borrower is not in a position to pay. 

 
(c) Liquidity Risk: Same as in the case of credit risk. 
 
2. Translation Exposure: This is also called the accounting exposure. It refers to and deals with 

the probability that the firm may suffer a decrease in assets value due to devaluation of a 
foreign currency even if no foreign exchange transaction has occurred during the year. This 
exposure needs to be measured so that the financial statements i.e the balance sheet and 
the income statement reflect the change in value of assets and liabilities. 
 

3. Economic Exposure: The economic exposure refers to the probability that the change in 
foreign exchange rate will affect the value of the firm. Since the intrinsic value of the firm is 
equal to the sum of the present values of future cash flows discounted at an appropriate 
rate of return, the risk contained in economic exposure requires a determination of the 
effect of changes in exchange rates on each of the expected future cash flows. 

 
Question 6 
Differentiate between Ask price and Bid price. 
 
Answer 
The Ask Price is the rate at which the foreign exchange dealer asks its customers to pay in local 
currency in exchange of the foreign currency. In other words, ask price is the selling rate or the 
offer rate and refers to the rate at which the foreign currency can be purchased from the 
dealer. On the other hand, the Bid price is the rate at which the dealer is ready to buy the 
foreign currency in exchange for the domestic currency. So, the bid price is the rate which the 
dealer is ready to pay in domestic currency in exchange for the foreign currency and therefore, 
it is the buying rate. 
 
Question 7 
What is the role of Company Secretary as a forex manager? 
 
 
Answer 
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Company Secretary as a forex manager 
The developments in international trade have resulted in the emergence of a new brand of 
manager called the forex manager. The forex manager is a category apart from the finance 
manager or the treasury manager. He has to transact with dealers, brokers and bankers in the 
foreign exchange market. He has to face special kind of risk. Yet his vocation is full of 
opportunities and challenges. For effective management of forex transactions, the forex 
manager is expected to have awareness of historical development of world trade, ability to 
forecast future trends in exchange movements, have comparative analysis skills, have indepth 
knowledge of forex market and movement of interest rates,. He should also be able to hedge 
his position. By virtue of their training and education, a company secretary is competent in 
dealing with all these situations. 
 
Question 8 
On 25th March 2012, 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 2012. The inter-bank market rates were as follows- 
 

Place 25.03.2012 02.04.2012 

Bombay [US $/Rs. 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? 

Question 9 
Mr. Amit has the following quotes from Bank X and Bank Y-  

 Bank X Bank Y 

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 

 25/20  

 35/25  
 

Calculate -  
(a) How much minimum CHF amount Mr. Amit has to pay for 1 Million GBP spot? 

(b) Considering quotes from Bank X only, for GBP / CHF, what are the Implied Swap Points for 

spot over 3 months? 

 
Question 10 
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Following information is given: 
 

$/£ 1.3670/1.3708 

S.Fr/DEM 1.0030/1.0078 

$/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 Mr. X can be used to generate risk-less profit. 
 
Question 11 
Vikrant Ltd., an Indian company, has an export exposure of ¥ 100 lakh value at September end. 
Yen is not directly quoted against rupee. The current spot rates are INR/USD = 62.685 and 
JPY/USD = 194.625. It is estimated that Yen will depreciate to 216 level and rupee to depreciate 
against dollar to 64.50. Forward rate for September, 2013 was JPY/USD = 206.025 and INR/ USD 
= 64.335. If the spot rate on 30th September, 2013 was eventually INR/ USD = 64.17 and 
JPY/USD = 206.775, is the decision to take forward cover justified? 
 
Question 12 
The following 2 – way quotes appears in the foreign exchange market – 
 

 Spot Rate 2-Months Forward 

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

 
Required – 
(a) How many US Dollars should a firm sell to get Rs. 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 or 2 months later? 
 
Question 13 
Jasmine Ltd. is engaged in the production of synthetic yarn and is planning to expand its 
production. In this context, the company is planning to import a multi-purpose machine from 
Osaka in Japan at a cost of ¥2,400 lakh. The company is in a position to borrow funds to finance 
import at 12% interest per annum with quarterly rests. India-based Osaka branch has also 
offered to extend credit of 90-days at 2% per annum against opening of an irrevocable letter of 
credit. Other information are as under: 
 
Present exchange rate : 100 = ¥246 
 
90-day forward rate : 100 = ¥250 
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Commission charges for letter of credit is 4% per 12 months. Advise, whether the offer from the 
foreign branch should be accepted. 
 
Question 14 
Radhika Papers Ltd. (RPL) on 1st July 2012 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 

01.07.2012 Spot Rs. 81.50 - 81.85 

3-Month Forward Rs. 81.90 - 82.30 

01.08.2012 Spot Rs. 82.10- 82.40 

2-Month Forward Rs. 82.25 - 82.60 

01.09.2012 Spot Rs. 81.70 - 82.05 

1-Month Forward Rs. 82.00 - 82.30 

2-Month Forward Rs. 82.40 - 82.70 

01.10.2012 Spot Rs. 82.50 - 82.75 

1-Month Forward Rs. 82.60 - 82.90 

 
Explain the further course of action if RPL— 
 
(a) Honours the contract on: 

 01.10.2012 

  01.09.2012; and meets the import obligation on the same date. 
(b) Cancels the contract on: 

 01.08.2012 

 01.09.2012 

 01.10.2012; as the import obligation does not materialize. 
(c) Rolls over the contract for: 

 2 Months on 01.09.2012 

 1 Month on 01.10.2012; as the import obligation gets postponed to 01.11.2012. Also 
determine the cost / gain of that action. Ignore transaction costs. 

 
Question 15 
An Indian importer has to settle an import bill for $1,30,000. The exporter has given the Indian 
exporter two options : 
 
(i) Pay immediately without any interest charges. 
(ii) Pay after three months with interest @ 5% per annum. 
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The importer’s bank charges 15% per annum on overdrafts. The exchange rates in the  market 
are as follows : Spot rate (Rs./$) : 48.35/48.36 3-Month forward rate (Rs./$): 48.81/48.83 The 
importer seeks your advice. Give your advice. 
 

Evaluation of two options offered by exporter for settlement of payment 
 
Option I : Pay immediately without any interest charges 

 (a) Bill value converted to Indian rupees ($ 1,30,000 x Rs. 48.36)   = Rs. 62,86,800 
(b) Interest on the borrowing from bank (o/d) @ 15% p.a. 

For three months Rs. 62,86,800 x 15/100 x 3/12 =    Rs. 2,35,755 
Total :          Rs. 65,22,555 

 
Option II: Pay after 3 months with interest @ 5% p.a. 
(a) Bill value          $ 1,30,000 
(b) Interest @ 5% p.a. for 3 months 

= $ 1,30,000 x 0.05 x 0.25        $ 1,625 
$ 1,31,625 

 
(c) Forward Rs./$ rate ($ 1,31,625 x Rs. 48.83)     =  Rs. 64,27,249 

Difference in outflows in Option I and Option II 
= Rs. 65,22,555 – Rs. 64,27,249 
= Rs. 95,306. 
 

Advice: it is advisable to settle bill payable after three months (i.e. choose option II) since rupee 
outflow is less by Rs. 95,306. 
 
Question 16 
The spot exchange rate is Rs.15/€ and the three months forward exchange rate is Rs.15.20/€. 
The three month interest rate is 8% per annum in India and 5.8% per annum in Germany. 
Assume that you can borrow as much as Rs.15 lakh or € 10 lakh. 
 
(i) Determine whether the interest rate parity is currently holding. 
(ii) How would you carry out covered interest arbitrage? Show all steps and determine the 

arbitrage profit. 
 
Answer 
(i) Spot Exchange Rate = Rs.15/€ 

3 months forward exchange = 15.20/€ 
3 months interest rate = 8% p.a. (India) 
3 months interest rate = 5.8% p.a. (Germany) 
For interest rate parity to hold true 
(1 + rh) = F/S (1 + rf) 
rh = rate of interest in home currency 
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rf = rate of interest in foreign currency 
LHS = (1 + 0.02) 
RHS = (1 + rf) (F/S) = (1.0145) (1.52/1.50) = 1.0280 (€ return) 
Since LHS #RHS, Interest Rate Parity does not hold exactly. 

 
(ii) Step 1 Borrow Rs.15 lakh, repayment will be Rs.15,30,000. 

Step 2 buy € 10,00,000 using spot rate 
Step 3 invest €10 lakh at the Germany interest rate, maturity value will be € 10,14,500 
Step 4 sell €10,14,500 forward for Rs.15,42,040 
Arbitrage Profit = Rs.12,040. 

 
Question 17 
A Mobile phone is priced at $ 105.00 at Chicago. The same mobile phone is priced at Rs. 4,250 in 
Delhi. Determine Exchange Rate in Delhi. 
 
(a) If, over the next one year, price of the Mobile phone increases by 7% in Delhi and by 4% in 

Chicago, determine the price of the mobile phone at Delhi and Chicago? Also determine the 
exchange rate prevailing at Chicago for Rs. 100. 

(b) Determine the appreciation or depreciation in Re. in one year from now. 
 
Answer 
1. Exchange Rate in Delhi (Purchasing Power Parity Theory) 

Exchange Rate in Delhi per $ = mobile phone price in Rs. at Delhi / mobile phone price in $ 
at Chicago 
= Rs. 4,250 ÷ USD 105 = Rs. 40.4762 
 

2. Price in a Year’s time 
Delhi = Prevailing Price x (1 + Increase in Rate) = Rs. 4250 X (1 + 7%) 
= Rs. 4,250 x 1.07 = Rs. 4,547.50 
Chicago = Prevailing Price x (1 + Increase in Rate) = USD 105 X (1 + 4%) 
= USD 105 X 1.04 = USD 109.20 
 

3. Exchange Rate in Chicago (after one year) 
Exchange Rate in Chicago per Rs. 100 = Mobile phone price in $ at Chicago/ Mobile phone 
price in Rs. at Delhi x Rs. 100 
= (USD 109.20 ÷ Rs. 4.547.50) x Rs. l00= USD 2.4013 
 

4. Depreciation (in %) of Re. over the year 
Depreciation = [(1 + Indian Inflation Rate) / (1 + US Inflation Rate)] - 1 
= [(1 + 7%) / (1 + 4%) ] - 1 = 1.07 / 1.04 - 1 = 2.88% 

 
Alternatively = (Future Spot Rate Rs. / $ - Spot Rate of Rs. / $) ÷ Spot Rate X 100 

 
Future Spot = Mobile phone Price in Delhi / Mobile phone Price in Chicago in one year 
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= Rs. 4,547.50 / USD 109.20 
= Rs. 41.6438 
 
Depreciation ={ (Future Spot Rs. 41.6438 - Spot Rate Rs. 40.4762) ÷ Spot Rate Rs. 
40.4762} x 100 
= Rs. {1.1676 ÷ Rs. 40.4762} X 100 = 2.88% 

 
Question 18 
An Indian Company Mukta Ltd. has availed the services of two London based Architects on 1st 

April 2012 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 (Rs. / GBP) Money Market Rates (p.a.) 

 Bid Ask  Deposit Borrowings 

Spot Rs. 81.60 Rs. 81.90 GBP 6% 9% 

3 – Months 
Forward 

Rs. 82.70 Rs. 83.00 Rupees 8% 12% 

 
Answer 

(i) Forward Rate 
 

Particulars Rs. 

Amount to be settled (Rs.)= GBP 50,000 x 3 Months forward Rate Rs. 
83.00 

41,50,000 

 
(ii) Money Market Hedge 
 

Action Date Activity 

Borrow 01.04.2012 Borrow in Rupee at 12%, an amount equivalent to 
GBP, which if invested at 6% p.a., will yield GBP 
50,000 in 3 Months. 

Therefore, GBP required to be invested 

   ⇒ GBP 50,000 ÷ (1 + GBP Deposit Interest Rate for 3 
Months) 

⇒ GBP 50,000 ÷ (1 + 6% p.a. x 3 Months/ 12 Months) 

⇒ GBP 50,000 ÷ (1 + 1.5%) 

⇒ GBP 50,000 ÷ 1.015 = GBP 49,261.0837 

Amount to be borrowed = GBP to be invested X 
Spot Rate (Ask Rate) 

= GBP 49,261.0837 x Rs. 81.90/GBP = Rs. 40,34,483 
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Convert 01.04.2012 Convert Rs. 40,34,483 into GBP at Spot Rate (Ask 
Rate since GBP is bought). 

 

⇒ Rs. 40,34,483 ÷ Rs. 81.90 / GBP = GBP 49,261.0837 Invest 01.04.2012 Invest GBP 49,261.0837 in GBP Deposit for 3 
Months at 6% p.a. 

Realize 01.07.2012 Realize the maturity value of GBP Deposit along 
with Interest. Amount receive will be GBP 50,000 

Settle 01.07.2012 Settle the GBP 50,000 liability to the Architects, 
using the maturity proceeds of the GBP Deposits. 

Repay 01.07.2012 Repay the Rupee Loan. Amount Payable = Amount 
Borrowed Rs. 40,34,483 x (1 + 12% p.a. for 3 
Months) 

= Rs. 40,34, 483 x 1.03 = Rs. 41,55,517 

 
Analysis and Conclusion 
 

 

Alternatives 
 

Forward Rate 
 

Money Market Hedge 
 

Spot Settlement 

Present Value of 
Outflow in Rupees 

Rs. 41,50,000 Rs. 41,55,517 Rs. 40,95,000 

 
If the Company Settles now, Rupee outflow will be GBP 50,000 X 81.90 = Rs. 40,95,000 
 

Question 26 
Good Morning Ltd., London will have to make a payment of $3,64,897 in six month’s time.  It is 
currently 1st October. The company is considering the various choices it 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 
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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. 

Answer 
(a) Forward Market 

 
(b) Cash Money Market 

 
 

 Particulars Computation Amount ($) 

 Amount Payable Given $ 3,64,897 

Amount under Forward 
Contract 

$3,64,897÷1.5455 
(Forward Bid Rate) 

£2,36,103 

Particulars Amount 

Amount Payable After 6 Months US $ 
3,64,897 

Amount to be Invested at 4.5% p.a. for realizing US $   3,64,897= US $ 
3,56,867 

US $ 3,64,897 

÷ (1 + Interest Rate of 4.5% p.a. X 6/12) = $ 3,64,897 ÷ 1.0225 

 

Amount be borrowed Amount to be invested in US $ 3,64,897 ÷ 1.5617 (Spot Bid Rate) £2,28,512 

Interest payable On money borrowed @ 7% p.a. for 6 Months 

= Rs. 2,28,512 X 7% X 6 Months / 12 Months 

£ 7,998 

Total Amount Payable Amount Borrowed £ 2,28,5124+ Interest £ 7,998 £2,36,510 
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(c) Currency Options 
 

Payment is to be made in Pounds after 6 months, hence Put option to sell Pounds is 
relevant. 
 
Number of Options Contract 
Value of one Options Contract = Value per unit x Exercise price = £ 12,500 x 1.70 = 
£21,250 
 
Number of Contracts to be purchased = Amount payable in 6 month’s time ÷ Value per 
contract 
 
= 3,64,897 ÷ 21,250 = 17.17 Contracts 
 
Alternative 1: 17 Options Contracts are undertaken and the balance through 
Forward Contract. 
Value covered under Options = 17 Contracts x $ 21,250 per Contract = $ 3,61,250 
Value under Forward Contract = Amount payable after 6 months - Value under 
Options 
= $ 3,64,897 - $ 3,61,250 = $3,647 

 
Cash Flows under Options 
 

Particulars Amount 

Value of Forward Contract in £ = ($ 3,64,897  $ ] ÷ 1.5455) £ 2360 

Premium Payable [$0.096 X 17 x 12,500 = $ 20,400 = $ 20,400 
÷1.5617 (Spot Bid Rate) 

£ 13,063 

Value of the 17 Options Contract [ 17 x 12,500] £2,12,500 

Total Outflow under Options £ 2,27,923 

 
Alternative 2: 18 Option Contracts are undertaken and the excess Dollars are sold in the 
Forward Market 
 
Value covered under Options = 18 Contracts x $ 21,250 per Contract = $ 3,82,500 
Value sold under Forward Contract = Amount payable after 6 months - Value under 
Options 
= $3,64,897 - $ 3,82,500 = $17,603 
 
Cash Flows under Options 
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Particulars Amount 

Value of Forward Contract in £ = ($ 17,063 ÷ 1.5609) £ 11,277 

Premium Payable [$0,096 x 18 x 12,500 = $ 21,600 = $21,400 ÷ 
1.5617 (Spot Bid Rate) 

$21,600 

Value of the 18 Options Contract [18 x 12,500] £ 2,25,000 

Total Outflow under Options £ 2,27,554 

 
Conclusion: The Cash outflow under Options is the lowest and hence it may be undertaken. 
 
Question 20 
Following are the details of cash and outflows in foreign currency denominations of ABC Co., an 
Indian export firm, which has no foreign subsidiaries — 

 
(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? 
 
Answer 
(a) Computation of Net Exposure 

 

Particulars US $ F Fr UK £ Japanese Yen 

Inflow (in Lakhs) 400.00 200.00 300.00 150.00 

 

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 
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Less : Outflow (200.00) (80.00) (200.00) (250.00) 

Net Exposure 
(Foreign Currency 
Terms) 

200.00 120.00 100.00 (100.00) 

Spot Exchange Rate 48.01 7.45 75.57 3.20 

Net Exposure (in Rupee 
Terms based  on Spot 
Exchange Rate) 

9602 

[200x48.01] 

894 

[120 x 7.45] 

7557 

[100 x 75.57] 

(32) 

[100 x 3.20/10] 

  
 

Particulars US $ F Fr UK£ Japanese Yen 

 
Forward Rate [Rs. , FC] 

 
Less : Spot Exchange Rate 
[Rs. / FC] 

 
48.82 

 
48.01 

 
8.12 

 
7.45 

 
75.98 

 
75.57 

 
2.40 

 
3.20 

 
Forward Premium/ 
(Discount) 

 
0.81 

 
0.67 

 
0.41 

 
(0.80) 

 
Net Exposure in Rupee 
Terms based on extent of 
uncertainty represented by 
Premium / (Discount) 

 
162.0 

 
[200 x 0.81] 

 
80.4 

 
[120 x 0.67] 

 
41.0 

 
[100 x 0.41] 

 
8.0 

 
[(100) x (0.8)/ 10] 

 
(b) Off Setting Position 

 
(i) Net Exposure in all the currencies are offset by better forward rates. In the case of USD, 

F Fr and UK Pound, the net exposure is receivable, and the forward rates are quoted at a 
premium for these currencies. 
 

(ii) In case of Japanese Yen, the net exposure is payable, and the forward rate is quoted at a 
discount. Therefore, a better forward rate is also offsetting the net payable in Japanese 
Yen. 

 
Question 21 
XYZ Ltd. is an export oriented business house based in Mumbai. The Company invoices in 
customers’ currency. Its receipt of US $ 1,00,000 is due on September 1, 2009.  
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Market information as at June 1, 2009 is: 
 
Exchange Rates 

  
Currency Futures 

  US $/Rs. 
  

US $/Rs. 
 

Contract size Rs .4,72,000 
Spot 0.0214 

 
June 0.02126 

 1 Month Forward 0.02136 
 

September 0.02118 
 3 Months Forward 0.02127 

    
   

Initial Margin 
 

Interest Rates in India 
June 

  
Rs.10,000 

 
7.50% 

September 
  

Rs.15,000 
 

8.00% 

      On September 1, 2005 the spot rate US $Re. is 0.02133 and currency future rate is 0.02134. 
Comment which of the following methods would be most advantageous for XYZ Ltd. 
 
(a) Using forward contract 
(b) Using currency futures 
(c) Not hedging currency risks. 
 
It may be assumed that variation in margin would be settled on the maturity of the futures 
contract. 
 
Answer 
Receipts using a forward contract = 1,00,000/0.02127    = Rs. 47,01,457 
Receipts using currency futures 
The number of contracts needed is (1,00,000/0.02118)/4,72,000   = 10 
Initial margin payable is 10 x Rs. 15,000 = Rs. 1,50,000 
On September 1 Close at 0.02133 
Receipts = US$1,00,000/0.02133       = 46,88,233 
Variation Margin = [(0.02134 – 0.02118) x 10 x 472000/-]/0.02133 
OR (0.00016x10x472000)/.02133 = 755.2/0.02133 35,406    = 47,23,639 
Less: Interest Cost – 1,50,000 x 0.08 x 3/12      = 3,000 
Net Receipts          = 47,20,639 
 
Receipts under different methods of hedging 

Forward contract = 47,01,457 
Futures  = 47,20,639 

 
No hedge 
US$ 1,00,000/0.02133  =46,88,233 
The most advantageous option would have been to hedge with futures. 
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Question 22 
An importer requests his bank to extend the forward contract for US$ 20,000 which is due for 
maturity on 30th October, 2012, for a further period of 3 months. He agrees to pay the required 
margin money for such extension of the contract. 
 
Contracted Rate – US$ 1= Rs. 42.32 
 
The US Dollar quoted on 30-10-2012: 
 
Spot – 41.5000/41.5200 
 
3 months’ Premium -0.87% /0.93% 
 
Margin money for buying and selling rate is 0.075% and 0.20% respectively. 
 
Compute: 

(i) The cost to the importer in respect of the extension of the forward contract, and 
(ii) The rate of new forward contract. 

 
Answer 
(i) The contract is to be cancelled on 30-10-2012 at the spot buying rate of US$ 1 = 41.5000 

Less : Margin Money 0.075% =0.0311= 41.4689 or 41.47 
US$ 20,000 @ Rs. 41.47 = Rs. 8,29,400 
US$ 20,000 @ Rs. 42.32 = Rs. 8,46,400 
The difference in favour of the Bank/Cost to the importer 17,000 
 

(ii) The Rate of New Forward Contract 
Spot Selling Rate US$ 1 = Rs. 41.5200 
Add : Premium @ 0.93% = Rs. 0.3861 = Rs. 41.9061 
Add : Margin Money 0.20% = Rs. 0.0838= Rs. 41.9899 or Rs. 41.99 

 
Question 23 
A Ltd. an Australian firm will need £ 3,00,000 in 180 days. In this connection, the following 
information is available: 
Spot rate 1 £ = AUD 2.00 
180 days forward rate of £ as of today = AUD1.96 
 
Interest rates are as follows: 
 

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

Future rate    Probability 
AUD    1.91     25% 
AUD    1.95     60% 
AUD    2.05     15% 

 
Which of the following strategies would be most preferable to A Ltd.? 

(a) A forward contract; 
(b) A money market hedge; 
(c) An option contract; 
(d) No hedging. 

 
Show calculations in each case 
 
Answer 

(a) Forward contract: AUD needed in 180 days = £3,00,000 x AUD 1.96 = AUD 5,88,000/ 
(b) Money market hedge: Borrow AUD, convert to £, invest £, repay AUD loan in 180 days 

Amount in £ to be invested = 3,00,000/1.045 = £ 2,87,081 
Amount of AUD needed to convert into £ = 2,87,081 x 2 = AUD 5,74,162 
Interest and principal on AUD loan after 180 days = AUD 5,74,162 x 1.055 = AUD 
6,05,741 
 

(c) Call option 

Expected 
Spot rate in 
180 days 

Prem./ 
unit 

Exercise 
Option 

Total price 
per unit 

Total price 

Xi 

Pi Pi  x xi 

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

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

2.05 0.04 Yes 2.01 (AUD 
1.97 + 
$0.04) 

6,03,000 0.15 90,450 

      AUD 
5,94,900 
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(d) No hedge option 

Expected Future 
spot rate 

AUD needed Xi Prob. Pi Pi xi 

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

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

2.05 6,15,000 0.15 92,250 

   AUD 5,86,500 

 
The probability distribution of outcomes for no hedge strategy appears to be most preferable 
because least number of AUD are needed under this option to arrange £3,00,000. 
 
Question 24 
An Indian exporting company Fany Ltd. would be covering itself against a likely depreciation of 
pound sterling. The following data is given in this regard: 
 
Receivables of Fany Ltd.: £ 500,000 

Spot rate     :  Rs. 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? 
 
Answer 
The following steps are required to be taken by Fany Ltd. in order to cover the risk in the money 
market: 
(i) Borrow pound sterling for 3 months. The borrowing has to be such that at the end of 

three months, the amount becomes £ 500,000. 
Say, the amount borrowed is £ x. 
Therefore 
x(1+.05x3/12)= 500,000 or 
x = £493,827 

(ii) Convert the borrowed sum into rupees at the spot rate. This gives: £493,827 × Rs. 56 
=27,654,312 

(iii) The sum thus obtained is placed in the money market at 12 per cent to obtain at the 
end of 3 months: 
=27,654,312 (1+.12x3/12)= 28,483,941 

(iv) The sum of £500,000 received from the client at the end of 3- months is used to refund 
the loan taken earlier. 
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From the calculations. It is clear that the money market operation has resulted into a 
net gain of Rs. 483,941 (Rs. 28,483,941 – Rs. 500,000 × 56). 
 
If pound sterling has depreciated in the meantime. The gain would be even bigger. 
 

Question 25 
An Indian importer has to settle an import bill for $1,30,000. The exporter has given the 
Indian exporter two options: 
 

(i) Pay immediately without any interest charges. 
(ii) Pay after three months with interest @ 5% per annum. 

 
The importer’s bank charges 15% per annum on overdrafts. The exchange rates in the  market 
are as follows: 
 

Spot rate (Rs./$) : 48.35/48.36 
 
3-Month forward rate (Rs./$): 48.81/48.83 
 
The importer seeks your advice. Give your advice. 

 
Answer 

Evaluation of two options offered by exporter for settlement of payment 
 
Option I : Pay immediately without any interest charges 
 

Bill value converted to Indian rupees ($ 1,30,000 x Rs.48.36) Rs. 62,86,800 

Add : Overdraft interest @ 15% p.a. for 3 months 
           (Rs. 62,86,800 *15%*3/12) 

Rs. 2,35,755 

Total Rs. 65,22,555 

 
Option II : Pay after 3 months with interest @ 5% p.a. 
 

Bill value $ 1,30,000 
Add : Interest @ 5% p.a. for 3 months $1,625 
 $1,31,625 

 
Therefore amount to be paid in Indian Rupees after 3 months under forward purchase contract 
 

= $ 1,31,625 * Rs.48.83 = Rs. 64,27,249 
 
Difference in outflows in Option I and Option II 
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= Rs. 65,22,555 – Rs. 64,27,249 = Rs. 95,306 
 
Advice: it is advisable to settle bill payable after three months (i.e. choose option II) since rupee 
outflow is less by Rs. 95,306. 

 
Question 26 
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? 
 
Answer 
 

Particulars Value 

1. Difference in Floating Rates [(LIBOR + 1%) - (LIBOR 
+ 0.5%)] 

0.5% 

2.    Difference in Fixed Rates [6.5% - 5%] 1.5% 

3.    Net Difference {[(a) - (b)] in Absolute Terms} 1.0% 

4.    Amount paid for arrangement of Swap Option (0.5%) 

5.    Net Gain [(c) - (d)] 0.5% 

6.    Company X’s share of Gain [0.5% X 60%] 0.3% 

7.    Company Y’s share of Gain [0.5% X 40%] 0.2% 

 

 Company X Company Y 

1. Company X will borrow at Fixed Rate. Company Y will borrow at Floating 
Rate. 

2. Pay interest to Bankers at Fixed Rate 
(i.e. 5.0%) 

Pay interest to its Bankers at Floating 
Rate (i.e. LIBOR+1.0%) 

3. Will collect from Company Y interest 
amount differential i.e. Interest 
computed at Fixed Rate (5.0%) Less 
Interest Computed at Floating Rate of 

Will pay interest amount differential to 
Company X i.e. Interest computed at 
Fixed Rate (5.0%) Less Interest 
Computed at Floating Rate of 
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(LIBOR+0.5%) = 4.5% - LIBOR (LIBOR+0.5%) = 4.5% -LIBOR 

4. Receive its share of Gain from 
Company 
Y = 0.3% 

Pay to Company X its share of Gain = 
0.2% 
Pay Commission Charges to the 
Financial Institution for arranging 
Interest Rate Swaps i.e. 0.5% 

5. Effective Interest Rate: 2 - 3 - 4 
= Fixed Rate paid by Company X - 
Interest Differential Received 
from Company Y - Share of Gain. 
= (5.0%) - (4.5% - LIBOR) - 0.3% 
= LIBOR + 0.2% 

Effective Interest Rate: 2 + 3 + 4 + 5 
= Floating Rate to Company Y 
(LIBOR+1.0%) + Interest 
Differential paid to Company X 
(4.5% -LIBOR) + Share of Gain 
paid to Company X (0.25%) + 
Commission charges paid (0.5%) 
= LIBOR + 1.0 % + 4.5% - LIBOR + 
0.2% + 0.5% = 6.2% 

  
Question 27 
Company PQR and DEF have been offered the following rate per annum on a $ 200 million five 
year loan; 
 

Company Fixed Rate Floating Rate 

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. 
 
Answer 

Particulars Rs. 

(a) Difference in Floating Rates [(LIBOR + 0.1%) - (LIBOR + 0.6%)] 0.5% 

(b) Difference in Fixed Rates [13.4% - 12%] 1.4% 

(c) Net Difference {[(a) - (b)] in Absolute Terms} 0.9% 

(d) Amount paid for arrangement of Swap Option (0.5%) 

(e) Net Gain [(c) - (d)] 0.8% 

(f) Company PQR’s share of Gain [0.8% X 50%] 0.4% 

(g) Company DEF’s share of Gain [0.8% X 50%] 0.4% 
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PQR is the stronger Company (due to comparative interest advantage). PQR has an advantage 
of 1.40% in Fixed Rate and 0.50% in Floating Rate. Therefore, PQR enjoys a higher advantage in 
Fixed Rate loans. Therefore, PQR will opt for Fixed Rate Loans with its Bankers. Correspondingly 
DEF Ltd will opt for Floating Rate Loans with its bankers. 
 

Company PQR Company DEF 

1. Company PQR will borrow at Fixed Rate. 
 

2. Pay interest to Bankers at Fixed Rate (i.e. 
2.0%) 

 
3. Will collect from Company DEF interest 

amount differential i.e. Interest computed 
at Fixed Rate (12.0%) Less Interest 
Computed at Floating Rate of (LIBOR + 
0.1%) = 11.9% -LIBOR 

 
4. Receive share of Gain from Company DEF 

(0.4%) 
 
5. Effective Interest Rate: 2 - 3 = 12.0% - 

(11.90% - LIBOR) -0.4% = LIBOR - 0.3% 

1. Company DEF will borrow at Floating Rate. 
 

2. Pay interest to its Bankers at Floating Rate 
(i.e. LIBOR + 0.6%) 
 

3. Will pay to Company PQR interest amount 
differential i.e. Interest computed at Fixed 
Rate (12.0%) Less Interest Computed at 
Floating Rate of (LIBOR + 0.1%) = 11.9% - 
LIBOR 
 

4. Pay to Company PQR its share of Gain = 
0.4% 
 

5. Pay Commission Charges to the Financial 
Institution for arranging Interest Rate 
Swaps i.e. 0.5%. 
 

6. Effective Interest Rate: 2 + 3 + 4+5  
= Floating Rate to Company DEF (LIBOR + 
0.6%) + Interest Differential paid to 
Company PQR (11.9% - LIBOR) + 
Commission charges paid for arranging 
Swaps + Share of gain paid to Company 
PQR  
= LIBOR + 0.60 % + 11.9% - LIBOR + 0.5% + 
0.4% = 13.4% 

 
Question 28  
Company X wishes to borrow U.S. dollars at a fixed rate of interest. Company Y wishes to borrow 
Japanese yen at a fixed rate of interest. The amount required by the two companies are roughly 
the same at the current exchange rate. The companies have been quoted the following interest 
rates: 
 

 Yen Dollars 

Company X 6.0% 9.6%, 

Company Y 7.5% 10.0% 
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Design a swap that will net a bank, acting as an intermediary, 50 basis points per annum. Make 
the swap appear equally attractive to the two companies. 
 
Answer 
Let x be the spread in the yen market (in this case 150 basis points) and let y be the spread in 
the dollar market (40 basis points). The total gain available is x-y = 110 basis points. The bank 
will take 50 basis points, so that leaves 60 basis points to be split equally between x and y. 
Therefore, x must end up paying 9.3% in dollars and y must end up paying 7.2% in yen. One way 
to accomplish this is as follows: 
 

X Pay 6% in yen to outside lenders 

 Pay 9.3% in dollars to the bank in the swap 

 Receive 6% in yen from the bank in the swap 

Total 9.3% in dollars 

Y Pay 10% in dollars to outside lenders 

 Pay 7.2% in yen to the bank in the swap 

 Receive 10% in dollars from the bank in the swap 

Total 7.2% in yen 

 
Note that the bank’s profits of 50 basis points come from receiving 7.2% and paying 6% in yen 
(thereby gaining 120 basis points in yen) while receiving 9.3% and paying 10% in dollars (thus 
losing 70 basis points in dollars). Also, the final exchange of principal will expose X and, Y to 
exchange rate risk, but not the bank. 
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Security Analysis & Portfolio 
Management 

Question 1 
What is Risk in securities analysis? Discuss different types of risks in securities analysis? 
 
Answer 
Risk in security analysis is generally associated with the possibility that the realized returns will  
be less than the returns that were expected. 
 
Risk can be classified as systematic risk and unsystematic risk. Those forces that are 
uncontrollable, external and broad in their effect are called sources of systematic risk. On the 
other hand, controllable, internal factors which are peculiar to a particular industry or firm/(s) 
are known as unsystematic risk. 
 
In this way economic, political and sociological changes are sources of systematic risk. For 
example, if an economy moves into recession or if there is a political upheaval, it will cause the 
prices of nearly all the securities, whether bond or equity to decline. 
 
Conversely, unsystematic risk is the portion of the total risk that is unique to a firm or industry. 
It may be because of change in management, labour strikes, lower sales, profitability etc. which 
will impact the returns of only specific firms which are facing the problem. 
 
Systematic and unsystematic risk can be subdivided. Systematic risk for bonds is normally 
identified with interest rate risk; for stocks with market risk. Unsystematic risk includes business 
and financial risk. 
 
Question 2 
What is Portfolio Management? State its objectives. 
 
Answer 
Portfolio management refers to managing efficiently the investment in the securities by 
diversifying the investments across industry lines or market types.  
 
Following are key objectives of portfolio management: 
 

1. Security/Safety of Principal 
2. Stability of Income 
3. Capital Growth 
4. Marketability 
5. Liquidity 
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6. Reducing risk through diversification 
7. Favorable Tax Status 
8. Return of amount investment at pre-decided time 
9. Preserving purchasing power of investment 

 
Question 3 
What is Fundamental Analysis? What are the key variables that an investor must monitor in 
order to carry out his fundamental analysis? 
 
Answer 
Fundamental analysis is the analysis of past financial statements of any company or firm, its 
financial health, management, business concept as well as competition with a view to make its 
future financial forecasts. Actually, it is a logial and systematic approach to estimate future 
dividends and share price of any company.  
 
Fundamental Analysis is based on the premise that the price of a share is derived from the 
benefits the holders of the share are 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                             ∶ Po =
DPS

ke
 

 
 

Dividend Growth Approach : Po =
DPS1

Ke − g
= or

DPS0

Ke − g
  

 
 
The fundamental analysts uses 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 its estimated fundamental value, the security is overpriced, the decision 
in turn 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 carry out his fundamental analysis are: 
 

1. Economic Analysis 
2. Industry Analysis 
3. Firm/Company Analysis 
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Economic Analysis Industry Analysis Firm/Company Analysis 

 Growth Rates of 
National  Income, 
Savings, Monetary 
Policy, Fiscal Policy 
Export-import Policies, 
Population,  Price 
Levels etc. 

 Product Life-Cycle  Net worth & book 
value 

 Growth Rates of 
Industrial Sector, 
National Wage Policy 

 Demand Supply Gap  Sources & uses of funds 

 Inflation and deflation  Barriers to Entry  Cross-sectional & time 
series analysis 

 Monsoon  Government Attitude  Size and ranking 

 Interest rates and Capital
 Market 
Conditions 

 State of Competition in 
the Industry 

 Growth record 

 Foreign markets  Cost of Capital and 
Profitability 

 Financial analysis 

 Economic 
Infrastructure 

 Technology and 
Research 

 Quality of management 

  Industry Wage Levels  Location and labour- 
management relations 

  Industry practices  Pattern of existing 
stock holding 

  Industrial lobby  Marketability of the 
shares 

 
 
 
 

Question 4 
Briefly Explain ‘Technical Analysis’ to Portfolio Management? 
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Answer 
 
Meaning 
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 security prices and volume in past suggest their future price behavior. 
 
Technical analysts use three types of charts for analyzing data. They are: 

i. Bar Chart 
ii. Line Chart 
iii. Point and Figure Chart 

 
Question 5 
Write a short note on DOW JONES THEORY? 
 
Answer 
Formulated by Charles H. Dow, the Dow theory on stock price movement is a type of technical 
analysis that consists of some aspects of sector rotation. The Dow Jones Theory is probably the 
most popular, oldest and most famous theory regarding the behaviour of stock market prices 
The Dow Theory’s purpose is to determine where the market is and where is it going. It 
classifies the movements of the prices on the share market into three major categories: 
 

1. Primary Movements, 
2. Secondary Movements, and 
3. Daily Fluctuations. 

 
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: 



CA. Arun Setia Classes 
 

9899259817, 9811059817 Page 5 
 

 
(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. 

 
Question 6 
Write a short note on Efficiency Market Theory? 
 
Answer 
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 
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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, 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 

 
Question 7 
What are the assumptions of Markowitz Model of Risk-Return Optimization or the Modern 
Approach to Portfolio Management? 
 
Answer 
Markowitz model provides a theoretical framework for analysis of risk-return choices. The 
concept of efficient portfolios has been enunciated in this model. A portfolio is efficient when it 
yields highest return for a particular level of risk or minimizes risk for a specified level of 
expected return. 
 
The Markowitz model makes the following assumptions regarding investor behaviour: 

– Investors consider each investment alternative as being represented by a probability 
distribution of expected returns over some holding period. 

– Investors maximize one period expected utility and possess utility curve, which 
demonstrates diminishing marginal utility of wealth. 

– Individuals estimate risk on the basis of variability of expected returns. 
– Investors base decisions solely on expected return and variance of returns only. 
– At a given risk level, higher returns are preferred to lower returns. Similarly for a given 

level of expected returns, investors prefer less risk to more risk. 
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Question 8 
Explain the Random Walk Theory to Portfolio Management? 
 
Answer 
Random walk theory gained popularity in 1973 when Burton Malkiel wrote a book "A Random 
Walk Down Wall Street", which is now regarded as an investment classic. It’s a stock market 
theory that states that the past movement or direction of the price of a stock or overall market 
cannot be used to predict its future movement. It propounds that stocks take a random and 
unpredictable path and no connection can be established between two successive peaks (high 
price of stocks) and troughs (low price of stocks). The chance of a stock's future price going up 
is the similar as chance of its going down. A follower of random walk believes it is impossible to 
outperform the market without assuming additional risk. This is because, the price trends are 
not the result of any underlying factors, but represent a statistical expression of past data. 
 
Question 9 
Write a short note on CAPM? What are its Assumptions? 
Answer 
Capital asset pricing model (CAPM) helps to work out the required rate of return required by 
investor in the form of equity investment. It establishes a linear relationship between the 
required rate of return of a security and its beta (β). 
 
CAPM model is based on certain assumptions: 
 

1. Market efficiency: the capital market efficiency means that share prices reflect all  
available information. 

2. Risk aversion and mean variance optimization: investors are risk averse. They evaluate a 
security’s return and risk in terms of expected return and variance or standard deviation 
respectively. They prefer the highest expected return for a given level of risk. This 
implies that the investors are mean variance optimizers and they form efficient 
portfolios. 

3. Homogenous expectations: all investors have the same expectations about expected 
returns and risks of securities. 

4. Single time period: all investors’ decisions are based on a single time period. 
5. Risk-free rate: all investors can lend and borrow at a risk-free rate of interest. 
6. No Taxes : there exist no taxes whether personal or corporate. 
7. No Transaction cost : Transaction in securities is without any transaction cost. 

 
Transaction in securities is without any transaction cost. 
 
 
 
Question 10 
Differentiate between 'Capital market line' and 'security market line' 
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Answer 
Capital Market Line and Security Market Line 
Capital Market Line (CML) shows the linear relationship between expected rate of return and 
total risk (r) for efficient portfolios whereas Security Market Line (SML) describes the linear risk-
return relationship between systematic risk (ß) and return for both efficient and inefficient 
portfolios. Some of the major points of distinction between the two are as under: 
 

— In CML, the risk is defined by total risk (r), while in SML the risk is defined by 
undiversifiable market related risk (ß). 

— CML is valid only for fully diversified (efficient) portfolios while SML is valid for all 
portfolios and for individual securities as well. 

 

Qusetion 11 
Write a short note on Sharpe index model. 
 
Answer 
Sharpe Index model William Sharpe introduced a model in which return on a security is 
correlated to an index of securities or an index or an economic indicator like GDP or prices. 
According to the Sharpe single index model, the return for each security can be given by the 
following equation: 
 

R = α + β I + e 
 

Where R = Expected return on a security 
 

α = Alpha Coefficient 
β = Beta Coefficient 
I = Expected Return of an index 
e = Error term with a mean of zero and a constant standard deviation. 
 

Alpha Coefficient refers to the value of Y; in the equation, Y = α + β x, when x = 0. Beta 
Coefficient is the slope of the regression line and is a measure of the changes in value of the 
security relative to changes in values of the index. 
 
A beta of +1.0 means that a 10% change in index value would result in a 10% change in the 
same direction in the security value. A beta of 0.5 means that a 10% change in index value 
would result in 5% change in the security value. A beta of 1.0 means that the returns on the 
security are inversely related. 
 
 
 
Question 12 
Distinguish between ‘Systematic risk’ and ‘Unsystematic risk’. 
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Answer 
Systematic 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 Unsystematic risk refers to risk unique to a particular company or industry. It 
can be avoided 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. 
 
Question 13 
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. 
 
Solution: 
 

1. Rule for determining Expected Return on Portfolio under CAPM 
 
Under Capital Asset Pricing Model (CAPM) Rp = Rf + β (Rm - Rf) 
 

Notation Particulars Value 

Rp Expected Return on Portfolio To be computed 

Rf Risk Free Rate of Interest/ Return 10% 

Β Portfolio Beta 0.10/0.30 

Rm Expected Return on Market 
Portfolio 

15% 

 
2. Computation of Expected Return on Portfolio 

 

Beta Expected Return = Rf + β (Rm - Rf) 

0.10 = 10% + 0.10(15%-10%)=10.5% 

0.30 = 10% + 0.30(15%-10%)=11.5% 
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Question 14 
Compute Return under CAPM and the Average Return of the Portfolio from the following 
information— 
 

Investment in equity 
Shares 

Initial price 
Rs. 

Dividends 
Rs. 

Market price at the 
end of the year Rs. 

Beta risk 
Factor 

A Ltd. 25 2 50 0.8 

B Ltd. 35 2 60 0.7 

C Ltd. 40 2 130 0.5 

Govt. of India Bonds 1,000 150 1,010 0.99 

 
Risk free return = 15% 
 
Answer 

1. Computation of Expected Return and Average Return 
 

Securities Cost 
Rs. 

Dividend 
Rs. 

Capital Gain 
Rs. 

Expected Return = Rf + (Rm-Rf) β 

A Ltd. 25 2 25 [15 + 0.80 x (27.82 - 15)] = 25.26% 

B Ltd. 35 2 25 [15 + 0.70 x (27.82 - 15)] = 23.97% 

C Ltd. 40 2 90 [15 + 0.50 x (27.82 - 15)] = 21.41% 

Govt. of India 
Bonds 

1,000 150 10 [15 + 0.99 x (27.82 - 15)] = 27.69% 

Total 1,100 156 150  
 

 
Notes: 
1. Return on Market Portfolio 

Expected Return on Market Portfolio (Rm) = (Dividend + Capital Gains) ÷ Cost of the Total 
Investment 

 
= (156+150) / 1,100 x 100 = 27.82% 

 
In the absence of Return of a Market Portfolio, it is assumed that portfolio containing one unit 
of the four securities listed above would result in a completely diversified portfolio, and 
therefore represent the market portfolio. 
2. Portfolio’s Expected Return based on CAPM 
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(a) If the Portfolio contains the above securities in equal proportion in terms of  

value — 
 

Expected Return= (25.26+23.97+21.41+27.69) ÷ 4 = 24.58 
 
(b) If the Portfolio contains one unit of the above securities, then 

 

Securities Cost (Rs.) Proportion Expected Return Weighted Return 

(1) (2) (3) = (2) ÷ 1,100 (4) (5) = (3) x (4) 

A Ltd. 25 0.023 25.26% 0.581% 

B Ltd. 35 0.032 23.97% 0.767% 

C Ltd. 40 0.036 21.41% 0.771% 

Govt. of India Bonds 1000 0.909 27.69% 25.170% 

 
Total 

 
1,100 

   
27.289% 

 

 
Question 15 
Sticks A and B have the following historical returns — 
 

Year 2010 2011 2012 2013 2014 

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 2010 
through 2014. Assume that someone held a Portfolio consisting 50% of Stock A and 50% of 
Stock B. 
 
What would have been the realized rate of return on the Portfolio in each year from 2010 
through 2014? What would been the average return on the Portfolio during the period? 
(You may assume that year ended on 31st March). 
 
 

Answer 
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1. Calculation of average rate of return on Portfolio during 2010-2014 
 

Year Stock A’s Return % Stock B’s Return % 

2010 -12.24 -7.00 

2011 23.68 25.55 

2012 34.44 44.09 

2013 5.82 2.20 

2014 28.30 20.16 

Total 80.00 85.00 

Average rate of 
return 

80/5 years = 16% 85/5 years =17% 

 
2. Calculation of realized rate of return on Portfolio during 2010-2014 
 

 
Stock A Stock B Total 

Year Propor- 
tion 

Return Net 
Return 

Propor- 
tion 

Return Net Return Net Return 

1 2 3 4 = 3 x 2 5 6 7 = 5 x 6 8 = 4 + 7 

2010 0.50 -12.24 -6.12 0.50 -7.00 -3.50 -9.62 

2011 0.50 23.68 11.84 0.50 25.55 12.78 24.62 

2012 0.50 35.44 17.72 0.50 44.09 22.05 39.77 

2013 0.50 5.82 2.91 0.50 2.20 1.10 4.01 

2014 0.50 28.30 14.15 0.50 20.16 10.08 24.23 

   
40.50 

  
42.51 83.01 
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Question 16 
From the following information, calculate the expected rate of return of a portfolio : 
Risk-free rate of return      12% 
Expected return on market portfolio     20% 
Standard deviation of an asset     3% 
Market standard deviation      2.5% 
Correlation coefficient of portfolio with market   0.80 

 
 
Answer 
Calculation of Expected Rate of Return of a Portfolio: 
 
Expected Rate of Return of a portfolio can be worked by using following formula: 

 
Re = Rf + βj(Rm - Rf ) …....(1) 

 
Where 

Re stands for expected rate of return of a portfolio 
Rf = Risk free rate of interest or return 
Rm = Expected return of market portfolio 
βj = Beta co-efficient of Security j 

 
Since in the question, information on β is not given, it is essential to find it. The formula to 
calculate βj is: 
 

=  
𝒓𝒔𝒎  ×  𝒔

𝒎
 

 
Where rsm stands for correlation co-efficient of portfolio with market 

σs Standard deviation of an asset 
σm Market standard deviation 
 

By substituting the available information in above formula, (2) we may get: 
β = (0.80 × 0.03) ÷ 0.025 
= 0.96 
 

Now we may get expected rate of return by substituting available information in equation 
(1) 

Re = 12 + 0.96 (20 – 12) 
= 19.68% 

 

Question 17 
Your client is holding following securities as proxy of market portfolio: 
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Particulars of 
Securities 

Purchase 
price (Rs.) 

Dividends (Rs.) Expected market 
price after 1 year 

(Rs.) 

Beta (β) 

Equity 
shares: 

    

Company A 8000 800 8200 0.80 

Company B 10000 800 10500 0.70 

Company C 16000 800 22000 0.50 

PSU Bonds 34000 3400 32300 1.00 

 
Assume a risk free rate of 15%. 
 
Calculate expected rate of return in each, using capital asset pricing model if shares are held for 
1 year. 
 
Answer 
Calculation of expected return on market portfolio (Rm) 
 

Particulars of 
Securities 

Purchase price 
(Rs.) 

Dividends 
(Rs.) 

Expected price 
after 1 year 
(Rs.) 

Capital 
gains/loss 
(Rs.) 

Equity 
shares: 

    

Company A 8,000 800 8,200 200 

Company B 10,000 800 10,500 500 

Company C 16,000 800 22,000 6,000 

PSU Bonds 34,000 3,400 32,300 (1,700) 

Total 68,000 5,800 73,000 5,000 

 
 
Rm  = (Total Dividend +Total capital gains)/ Total purchase price * 100 

= (5,800 + 5,000)/ 68,000 * 100 = 15.88% 
 
Calculation of expected rate of return in each, using CAPM 

Re = Rf + β (Rm - Rf) 
 
Equity shares of Company A 

Re = 15 + 0.80(15.88 – 15) = 15.70% 
 
Equity shares of Company B 
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Re = 15 + 0.70(15.88 – 15) = 15.62% 
 
Equity shares of Company C 

Re = 15 + 0.50(15.88 – 15) = 15.44% 
 

PSU Bonds 
Re = 15 + 1.00(15.88 – 15) = 15.88% 

 
Question 18 
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. 
 
Answer 

1. Basic Values of Factors for Determination of Portfolio Risk 

Standard Deviation of Security A σ A 18% 

Standard Deviation of Security B σ B 15% 

Correlation co-efficient of Securities A and B -1.50 

Weight of Security A WA X 

Weight of Security B WB 1-x 

 
2. Computation of Investment in Security A (WA) 

 

Proportion or Investment in A Ltd., =  
𝜎𝐵2− 𝐶𝑂𝑉𝐴𝐵

𝜎𝐴2+𝜎𝑏2+2𝐶𝑂𝑉𝐴𝐵
 

 
 

Proportion of Investment in B Ltd., WB= 1 - WA 
 
 
 
 
 
(a) Computation of Covariance 

covAB= rAB x σA σB 
= -1.50 x 18 x 15 = -405 
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(b) Proportion of investment in A Ltd. 

→ WA = [ (σY)2
 - CovXY] ÷ [(σx)2

 + (σY)2
 - 2CovXY] 

→ WA = [(15)2 - (-405)] ÷ [(18)2 + (15)2 - 2 x (-405)] 
→ WA = [225 + 405] ÷ [324 + 225 + 810] =630/1359 = 0.46 
 

(c) Proportion of investment in B Ltd. 
→ WB = 1 - 0.46 = 0.54 

 
Question 19 
An investor is holding 1,000 shares of Horizon Ltd. Presently, the rate of dividend being paid by 
the company is Rs. 2 per share and the share is sold at Rs. 25 per share. However, several factors 
are likely to change during the course of the year as given below: 
 

Existing   Revised 
Risk-free rate (%)    12     10 
Market risk premium (%)   6     4 
Beta (β) value     1.40     1.25 
Expected growth rate (%)   5     9 
 
In view of above factors, should the investor buy, hold or sell the shares and why? 
 
Answer 
On the basis of given information, the rate of return of shares may be found with the help of 
the Capital Asset Pricing Model (CAPM) model 
 
Expected Rate of Return on Security as per CAPM Model: Re = Rf + β (Rm - Rf ) 

Re = Expected rate of return on the security 
Rf = Risk free rate of return 
β = Beta 
Rm = Rate of return from the market portfolio 

 
Existing Return= 0.12+ (0.06)* 1.4 = 0.12 + .084 = 0.204 or 20.4% 
 
Revised Return = 0.10 + 0.04*1.25 = 0.10 + 0.05 = 0.15 or 15% 
 

Existing Share Price (Po) = 
𝐷0+  (1+𝑔)

𝐾𝑒− 𝑔
=  

2(1.05)

0.154
 = Rs. 13.64 

 

Revised selling price a share = 
𝐷0+  (1+𝑔)

𝐾𝑒− 𝑔
=  

2(1.05)

0.154
 = Rs. 36.33 

The current market price of the share is given at Rs. 25 per share but under equilibrium process 
it is expected that share price fell to Rs. 13.64. So it is overpriced and it should be sold. 
 



CA. Arun Setia Classes 
 

9899259817, 9811059817 Page 17 
 

However in the revised situation, the theoretical price of a share is expected to increase to 
Rs.36.33. Subject to other factors, the investor may hold the share with a view to have capital 
gain in future. 
 
Question 20 
The prevailing risk-free rate of interest in 10-Year GOI Treasury Bonds is 5.5%. The average risk 
premium is 8%. The beta of the company is 1.1875. The company now wants to take up a 
project requiring an investment of Rs.75 crore with a debt-equity ratio of 20%. The beta of this 
project is 1.4375. The debt can be raised at an interest rate of 9.5% upto first Rs.10 crore and @ 
10% for the rest of the amount. Find out the marginal cost of capital, if the tax rate is 35%. 
 
Answer 
Risk free rate of interest (Rf) = 5.5% 
 
Average Risk Premium = 8% 
 
Investment required = Rs. 75 crore 
 
Debt Equity Ratio = 20% 
 
β of Project = 1.4375 
 
Interest rate = 9.5% upto first Rs.10 crore 
 
= 10% for rest of the amount 
 
Tax Rate = 35% 
 
Total investment required = Rs.75 crore 
 
Debt Equity Ratio = 20% 
 
Equity = Rs. 60 crore 
 
Debt = 15 crore 
 
Ke = Rf + (Risk Premium x beta) 

 
= 0.055 + (0.08 x 1.4375) 
 
= 17% 

Kd = I (1-T) = 9.5 x 0.65 = 6.175 for Rs.10 crore 
 

= 10 x 0.65 = 6.5% for Rs. 5 crore 
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Proportion of equity in new project = 80% 
 
Weighted Marginal Cost of Capital = (Ke x equity %) + (Kd x debt %) + (Kd x debt %) 

 
= (17 x 60/75) + (6.175 x 10/75) + (6.5 x 5/75) 
 
= 14.86% 
 

Note : Cost of Equity Capital has been calculated with reference to β of the project. 
 
Question 21 
X, an investor, is seeking the price to pay for a security, whose standard deviation is 5%. The 
correlation coefficient for the security with the market is 0.75 and the market standard 
deviation is 4%. The return from risk-free securities is 6% and from the market portfolio is 11%. X 
knows that only by calculating the required rate of return, he can determine the price to pay for 
the security. What is the required rate of return on the security? 
 
Answer 
Calculation of beta coefficient 
Standard deviation = 5% 
Correlation coefficient = 0.75 
Market Standard Deviation = 4% 
βi = σi /σm x rm = (0.05 x 0.75)/0.04 = 0.9375 
Calculation of required rate of return on security – 

 
Rf  = 6% 
Rm  = 11% 
E(R1)  = Rf +ß [Rm – Rf] 

= 6.0 + 0.9375 [11.00 - 6.00] 
= 6.0 + 0.9375X5 
= 6.0 + 4.6875 
= 10.6875% 

 
Question 22 
A Portfolio Manager (PM) has the following four stocks in his portfolio: 
 

Security No. of 
shares 

Market price per 
share (Rs.) 

β 

Varun Shipping Ltd. (VSL) 10,000 50 0.9 
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Chowgle Steamship Ltd. (CSL) 5,000 20 1.0 

Mercatorlines Ltd. (ML) 8,000 25 1.5 

Aurbindo Pharma Ltd. (APL) 2,000 200 1.2 

 
Compute the following: 

(i) Portfolio beta. 
(ii) If the PM seeks to reduce the beta to 0.8, how much risk free investment should 

he bring in? 
(iii) If the PM seeks to increase the beta to 1.2, how much risk free investment should 

he bring in? 
 

Security No. of 
shares 

Market 
price per 

share (Rs.) 

Value of 
portfolio 

Proportion 
(W) 

β Portfolio 
beta (β ix) 

Varun Shipping 
Ltd. (VSL) 

10,000 50 5,00,000 5/12 = 
0.4167 

                                                                     
0.9 

0.3750 

Chowgle 
Steamship Ltd. 

(CSL) 

5,000 20 1,00,000 1/12 = 
0.0833 

1.0 0.0833 

Mercatorlines 
Ltd. (ML) 

8,000 25 2,00,000 2/12 = 
0.1667 

1.5 0.2501 

Aurbindo 
Pharma Ltd. 

(APL) 

2,000 200 4,00,000 4/12 = 
0.3333 

1.2 0.400 

   12,00,000   1.1084 

(i) Portfolio Beta = 1.1084 
The Present ß of the Portfolio is 1.1084. 
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(ii) If β is 0.8, Portfolio Beta (assuming only two securities) – Risky and Risk Free 
Securities 
= β of Risky Portfolio x W1 +β of risk free securities x W2 

0.8 = 1.1084 x W1 + O x (1 - W1) 
0.8 =1.1084 W1 

W1 = 0.8/1.1084 
W1 = 72.18% 
W2 = ( 1 - W1) 
= (1 – 0.7218) 
= 27.82% 
The portfolio manager should have (Rs.12,00,000 x 27.82%) = Rs.3,33,840 in the risk 
free security and (Rs.12,00,000 x 72.18%) = Rs.8,66,160 in the risky securities 

(iii) If β is 1.2, Portfolio Beta (assuming only two securities) - Risky and Risk Free 
Securities 
= β of Risky Portfolio x W1 + β of risk free securities x W2 

1.2 = 1.1084 x W1 + 0 x (1 - W1) 
1.2 = 1.1084 x W1 

W1 = 1.2/1.1084 
= 1.0826 
W2 = (1 - W1 ) 
= (1 – 1.0826) 
= - 0.0826 = - 8.26% 

 
The portfolio manager should borrow (Rs.12,00,000 x 8.26%) = Rs.99,120 at risk free rate and 
invest total funds. Rs.12,99,120 in the four aforementioned securities in the proportion, 0.4167, 
0.0833, 0.1667 and 0.3333 respectively. 
 
Question 23 
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 

5 18 20 

6 -5 8 
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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? 
 

Answer 
1. Computation of Beta of Security 

 

 Return of Deviation from Mean Variance of Covariance 
of 

Period Mkt. 
(RM) 

A 
(RA) 

Mkt. 

(RM -𝑅𝑚) 

A 

(RA -𝑅𝑎) 

Mkt. 
(RM -

𝑅𝑚)2 

A 

(RA -𝑅𝑎)2 

RM & RA 
[DM × DA] 

(1) (2) (3) (4) 
[(2)-12] 

(5) 
[(3)-15] 

(6) 
(4)2 

(7) 
(5)2 

(8) 
(4) × (5) 

1 22 18 10 3 100 9 30 

2 20 20 8 5 64 25 40 

3 18 24 6 9 36 81 54 

4 16 26 4 11 16 121 44 

5 20 18 8 3 64 9 24 

6 8 -5 -4 -20 16 400 80 

7 -6 17 -18 2 324 4 -36 

8 5 19 -7 4 49 16 -28 

9 6 -7 -6 -22 36 484 132 

10 11 20 -1 5 1 25 -5 

 
120 150 

  
706 1174 335 

 
 

 
Market Security A 
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Mean 120/10=12 150/10=15 

Variance 706/10=70.6 1174/10=11.74 

Standard Deviation =√70.6=8.40 =√117.4=10.84 

 
Covariance and co-relation 
 

COVMA ∑DM x DA ÷ n 

335/10=-3.35 

Beta Q COVMQ  ÷ σM
2
 

= 33.5/70.6=.4745 

 
2. Computation of Characteristic Line for Security A 

 

Particulars Value 

y= RA ( Expected Return on Share) 15 

β 0.4745 

x =  RM(Expected Return on Market Index) 12 

 
Characteristic Line for Security A, y = x β+ α , 
 
15= α +0.4745 × 12 
α= 15 - (0.4745 × 12) = 9.306% 
 
Characteristic line for Security A = 9.306 + 0.4745 RM 
 

Note: 
It is assumed that rates of return for market portfolio and the security given in the question are 
returns in excess of risk free rate of return. 
 
Question 24 
An investor is seeking the price to pay for a security, whose standard deviation is 5.00%. 



CA. Arun Setia Classes 
 

9899259817, 9811059817 Page 23 
 

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? 
 
Answer 
1. Computation of Beta Co-efficient 

Beta, β = ρSM × Sσ/M σ 
Where, ρSM = Correlation co-efficient between Security (S) and the Market (M). 
Sσ = Standard Deviation of the Security Return 
Mσ = Standard Deviation of the Market Return 
β = 0.80 x (5.00/4.40) = 0.909 

 
2. Computation of Required Rate of Return (Based on CAPM) 

Expected Return= RF + β of Security X (RM - RF) 
RF = Risk Free Return = 5.20% 
β = Beta of Security = 0.909 
RM = Return on Market Portfolio = 9.80% 
Expected Return= 5.20% + 0.909 × (9.80% - 5.20%) = 9.38% 

 
Question 25 
The Beta Co-efficient of Rex Ltd is 1.40. The Company has been maintaining 8% rate of growth in 
dividends and earnings. The last dividend paid was Rs.4 per share. Return on 
Government Securities is 12%. Return on Market Portfolio is 18%. The Current Market 
Price of one share of Rex Ltd is Rs.32.00. 
Required — 
 

1) What will be the equilibrium price per share of Rex Ltd ? 
2) Would you advise purchasing the share ? 

 
Answer 
1. Required Rate of Return on Shares of Rex Ltd 

(Based on Capital Asset Pricing Model) 
Expected Return   = Rf + β of Security X (Rm - Rf) 

 
Rf  = Risk Free Return =12% 
β  = Beta of Security (Target Ltd) = 1.40 
Rm  = Return on Market Portfolio =18% 

 
Expected Return  = 12% + 1.40 x (18% - 12%) = 20.4% 

2. Expected Market Price of Shares of Rex Ltd 
(Based on Dividend Growth Model) 



CA. Arun Setia Classes 
 

9899259817, 9811059817 Page 24 
 

Expected Return = G P/D0 (1+GR) 
D1  = Dividend at end of Year 1 = Last Years Dividend X (1 + Growth Rate) 

= Rs.4 x (1 + 8%) = Rs.4 X 1.08 = Rs.4.32 
P0  = Price at Year Beginning = To be determined (Expected Price) 
G  = Growth Rate in Dividends 
20.4  = (Rs.4.32 ÷ Expected Price) + Growth rate of 8% 

Or, 20.4% - 8% = Rs.4.32 ÷ Expected Price 
Or, Expected Price = Rs.4.32 ÷ 12.4 = Rs.34.83 

 
3. Evaluation of Shares of Rex Ltd 

Actual Market Price Rs.32.00 
Expected Market Price Rs.34.83 
Inference Shares of Rex Ltd. is underpriced. 
Decision : Share of Rex Ltd. should be purchased. 

 
Question 26 
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% Rs.100 Central Government guaranteed RBI Bonds is traded at Rs.116; 
b. Market’s Attitude towards risk is 3.5; 
c. Risk Free Return is 8%. 

 
Answer 

Expected Return on Portfolio 

Particulars Case 1 Case 2 Case 3 

Risk Free Return [RF] 5% 

[Note 1] 

2.5% 

[Note 2] 

8% 

[Given] 

Market’s Attitude towards 
Risk (λ) = (RM  - RF) ÷ σM 

2.875 

[16.50% - 
5%]/4% 

3.5 

[Given] 

2.125 

[16.50% - 
8%]/4% 

Expected Return  [RP] = RF 

+ λ x σp 

22.25% 

[5%  +  (2.875 x 
6%)] 

23.50% 

[2.5% + (3.5 X 
6%)] 

20.75% 

[8%   +   (2.125 x 
6%)] 

Note: 
1. Risk Free Return [Case 1]: 
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(a) Return on RBI Bonds = 5.80% on Face Value of Rs.100 Rs.5.80 
(b) Ruling Market Price of the Bond Rs.116 
(c) Rate of Return on Market Price (Rs.5.80/ Rs.116) 5% 

2. Risk Free Return [Case 2]: 
Market’s Attitude towards Risk (λ)   = (RM - RF) ÷ σM = 3.5 

(RM – RF)  = λ x σM 
RF = RM - λ x σM 

 
Therefore, RF = 16.50% - (3.5 x 4%) = 16.50% - 14% = 2.50% 

 
Question 27 
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? If these two stocks to be regarded as correctly 
priced, what should the risk free rate and market risk premium be? 
 
Answer 
1. Expected Return [E(R)] under CAPM 

Expected Return of Stock X [E(Rx)]  = RF + βx X [E(RM) - RF] 
Risk Free Return [RF]  = 6% 
Risk Premium [E(RM) - RF]  = 7% 

Beta of Stock P[βP]  = 1.50 
Beta of Stock Q[βQ]  = 0.80 

 
Stock P [E(RP)]  = RF + βP x [E(RM) - RF] 

= 6% + 1.50 x 7% 
= 6% + 10.50% = 16.50% 

Stock Q [E(RQ)]  = RF + βQ X [E(RM) - RF] 
= 6% + 0.80 x 7% 
= 6% + 5.60% = 11.30% 

 
Evaluation of Market Price 

Particulars Stock P Stock Q 

Expected   Return   (Market) 
[A] 

15.00% 12.50% 

Expected Return under 
CAPM [B] 

16.50% 11.30% 

Market Expectations [A] vs. 
CAPM Return [B] 

[B] is Higher [B] is Lower 



CA. Arun Setia Classes 
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Inference Stock P gives lesser re- 
turn than what it should 
give 

Stock Q gives higher return 
than what it should give 

Conclusion Stock P is Overvalued Stock P is Undervalued 
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WORKING CAPITAL – (PRACTICE MANUAL) 
 

2012 - June [3] (c) Sawan Ltd. currently has sales of Rs. 30,00,000 with an average collection 
period of two months. At present, no discounts are offered - to the customers. The management 
of the company is thinking to allow a discount of 2% on cash sales which will result as under: 

(i) The average collection period would reduce to one month. 
(ii) 50% of customers would take advantage of 2% discount. 

The company would normally require a 25% return on its investment. Advise the management 
whether to extend the discount on cash sales.      (4 marks) 
    
Answer: 

Given 
Average collection Period = 2 month 

ACP =
12

Debtors Turnover Ratio (DTR)
= 2 

 

Debtors turnover Ratio = 6 

DTR =
Sales

Debtors 
= 6 

Now; - 

Sales = Rs. 30,00,000 

So,  
30,00,000

 Debtor
= 6 = Debtor = 5,00,000 

Debtors proposed = 30,00,000 ×
1

12
= 2,50,000 

Hence, decrease in debtors by 2,50,000 

             Dec in Investment in Debtors = 2,50,000 ×
25

100
= 65,500 

             Inc in Discount = 30,00,000 ×
2

100
 ×

50

100
= 30,000 

Thus increase in profits due to change in sales policy will be Rs. 32,500  
(i.e. 62,500 - 30,000) 
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2012 – Dec [3] (a) Gel Corporation presently gives credit terms of ‘net 30 days’.  It has Rs. 600 

lakh in credit sales and its average collection period is 45 days.  To stimulate sales, the company 

may give credit terms of ‘net 60 days’ with sales expected to increase by 15%.  After the change, 

the average collection period is expected to be 75 days with no difference in payment habits 

between old and new customers.  Variable costs are Rs. 0.80 for every Rs. 1 of sales; and the 

company’s before tax required rate of return on investment in receivables is 20%.  Assume 360 

days in a year.  Should the company extend its credit period?    (8 marks) 

2013 – June [2] (b) A company believes that it is possible to increase sales if credit terms are 

relaxed.  The profit plan based on the old credit terms envisages projected sales at Rs. 10,00,000, 

a 30% profit volume ratio, fixed costs at Rs. 50,000, bad debts of 1% and an accounts receivable 

turnover ratio of 10 times.  The relaxed credit policy is expected to increase sales to Rs. 12,00,000.  

However, bad debts will rise to 2% of sales and accounts receivable turnover ratio will decrease 

to 6 times.  Should the company adopt the relaxed credit policy, assuming that the company’s 

expected rate of return is 20% ?        (6 marks) 

2014 – Dec [3] (a) The turnover of Sparkle Ltd. is Rs. 100 lakh of which 72% is on credit.  Debtors 

are allowed one month’s credit to clear the dues.  A factoring company is willing to advance 80% 

of the bills raised on credit for a fee of 1% per month plus a commission of 5% on the total amount 

of debts.  Sparkle Ltd. as a result of the arrangement is likely to save Rs. 48,000 annually in 

management costs and avoid bad debts by 1% on the credit sales.   

A bank has also approached the company to make an advance equal to 80% of the debts at an 

annual interest of 15%.  However, the processing fee will be 1% of the debts. 

Would you accept factoring proposal or the offer from the bank?    (4 marks) 

2015 – June [3] (b) Bharati Fibre Products produces a special fibre at the rate of 5,000 metres per 

hour.  The fibre is used in other products made by the company at the rate of 20,000 meters per 

day.  Cost of fibre is Rs. 5 per metre.   The inventory carrying cost is 25% and set-up costs are Rs. 

4,050.  Compute the optimum number of cycles required in a year for the manufacture of this 

special fibre.  Working hours per day are 8 hours.  Assume 365 days in a year.  (8 marks) 

2016 – June [4] (a) A company is considering selective inventory control using the following 

data: 

Item No. Units Unit Cost (Rs.) 
1 6,000 4.00 
2 61,200 0.05 
3 16,800 2.10 
4 3,000 6.00 
5 55,800 0.20 
6 22,680 0.50 
7 26,640 0.65 
8 14,760 0.40 
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9 20,520 0.40 
10 90,000 0.10 
11 29,940 0.30 
12 24,660 0.50 

Arrange the data for presentation to management for implementation of ABC technique of 

inventory management.         (4 marks) 

2016 – June [6] Himalaya Ltd. approached their banker for working capital requirement.  The 

bank has agreed to sanction the same by retaining margins as under: 

Raw materials  18% 
Work-in-progress  30% 

Finished goods  20% 
Debtors  10% 

Following projections are available:   
Estimate  Rs. 

Annual sales  18,00,000 
Cost of production  14,40,000 

Raw materials purchased  9,35,000 
Monthly expenditure  50,000 

Anticipated opening stock of raw materials  1,80,000 
Anticipated closing stock of raw materials  1,55,000 

Inventory norms   
Raw material 2 months  

Work-in-progress 15 days  
Finished goods 1 month  

 

The firm enjoys a credit of 15 days on its purchases and allows one month credit on its supplies.  

On sales orders, the company has received an advance of Rs. 2,50,000. 

You are required to calculate – 

(a) Working capital required by the company; and 

(b) Working capital limits likely to be approved by the banker. 

State your assumptions, if any.        (16 marks) 
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Question 1 
Explain the ‘Aging Schedule’ in the context of monitoring of receivables. 
 

Answer 
Ageing Schedule : An important means to get an insight into collection pattern of debtors 

is the preparation of their ‘Ageing Schedule’. Receivables are classified according to their age 
from the date of invoicing e.g. 0 – 30 days, 31 – 60 days , 61 – 90 days, 91 – 120 days and more. 
The ageing schedule can be compared with earlier month’s figures or the corresponding month 
of the earlier year. 
This classification helps the firm in its collection efforts and enables management to have a close 
control over the quality of individual accounts. The ageing schedule can be compared with other 
firms also. 
 
Question  
Write short notes on Effect on Inflation on Inventory Management. 
 
Answer 

Effect on Inflation on Inventory Management: The main objective of inventory 
management is to determine and maintain the optimum level of investment in inventories. For 
inventory management a moderate inflation rate say 3% can be ignored but if inflation rate is 
higher it becomes important to take into consideration the effect of inflation on inventory 
management. The effect of inflation on goods which the firm stock is relatively constant can be 
dealt easily, one simply deducts the expected annual rate of inflation from the carrying cost 
percentage and uses this modified version in the EOQ model to compute the optimum stock. The 
reason for making this deduction is that inflation causes the value of the inventory to raise, thus 
offsetting somewhat the effects of depreciation and other carrying cost factors. Since carrying 
cost will now be smaller, the calculated EOQ and hence the average inventory will increase. 
However, if rate of inflation is higher the interest rates will also be higher, and this will cause 
carrying cost to increase and thus lower the EOQ and average inventories. 
Thus, there is no evidence as to whether inflation raises or lowers the optimal level of inventories 
of firms in the aggregate. It should still be thoroughly considered, however, for it will raise the 
individual firm’s optimal holdings if the rate of inflation for its own inventories is above average 
and is greater than the effects of inflation on interest rates and vice-versa. 
 
Question 3 
The turnover of Avni Ltd. is Rs. 120 lakhs of which 75 per cent is on credit. The variable cost ratio 
is 80 per cent. The credit terms are 2/10, net 30. On the current level of sales, the bad debts are 1 
per cent. The company spends Rs. 1,20,000 per annum on administering its credit sales. The cost 
includes salaries of staff who handle credit checking, collection etc. 
 
These are avoidable costs. The past experience indicates that 60 per cent of the customers avail 
of the cash discount, the remaining customers pay on an average 60 days after the date of sale. 
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The Book debts (receivable) of the company are presently being financed in the ratio of 1 :1 by a 
mix of bank borrowings and owned funds which cost per annum 15 per cent and 14 per cent 
respectively. 
 
A factoring firm has offered to buy the firm’s receivables. The main elements of such deal 
structured by the factor are: 
 

(i) Factor reserve, 12 per cent 
(ii)  Guaranteed payment, 25 days 
(iii) Interest charges, 15 per cent, and 
(iv) Commission 4 per cent of the value of receivables. 

 
Assume 360 days in a year. 
 
What advise would you give to Avni Ltd. - whether to continue with the in house management of 
receivables or accept the factoring firm’s offer? 
 
Answer 
In-house Decision 

Rs. 
Cash discount (Rs. 90 lakhs x .60 x .02)      1,08,000 
Bad debts losses (90,00,000 x .01)       90,000 
Administration cost         1,20,000 
Cost of funds in receivables*        1,08,750 

4,26,750 
*Average collection period (10 x .6) + (60 days x .40) = 30 days 
Average investments in debtors =90/12= 7.5 lakhs 
Cost of Bank funds (Rs. 7.5 lakh x .15 x 1/2x)     56,250 
Cost of Owned funds (Rs. 7.5 lakh x .14 x 1/2x)     52,500 

1,08,750 
 
Offer Alternative 
Factoring commission (Rs. 90 lakhs x .04)      3,60,000 
 

Interest charges .88 (90 lakhs x 3,60,000) = 
76,03,200 x .15 x 25

360
    79,200 

 
Cost of owned funds invested in receivables 
 
(90,00,000 x 76,03,200 x .14 x 25)

360
       13,580 

4,52,780 

Decision: Avni Ltd. should not go for the factoring alternative as the cost of factoring is 
more. 
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Cost of In-house Decision    4,26,750 
Cost of Factoring Firm     4,52,780 
Net loss      (26,030) 
 
Question 4 
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. 
 

Average level of Receivables  = 3,20,00,000 x  90/360 80,00,000 

Factoring commission = 80,00,000 x 2/100 1,60,000 

Factoring reserve = 80,00,000 x 10/100 8,00,000 

Amount available for advance = Rs. 80,00,000- 
(1,60,000+8,00,000) 

70,40,000 

Interest =
Rs. 70,40,000 x 18 x 90

100 x 360
 

= Rs. 3,16,800 

 
Advance to be paid = Rs. 70,40,000 – Rs. 3,16,800 = Rs. 67,23,200 
 

 

Annual Cost of Factoring to the  Firm: 
 

Rs. 

 

Factoring commission (Rs. 1,60,000 x 360/90) 
 

6,40,000 

 

Interest charges (Rs. 3,16,800 x  360/90) 
 

12,67,200 

 

Total 
 

19,07,200 

 

Firm’s Savings on taking Factoring Service: 
 

Rs. 

 

Cost of credit administration saved 
 

5,00,000 

 

Cost of Bad Debts (Rs. 3,20,00,000 x 1.5/100)  avoided 
 

4,80,000 

 

Total 
 

9,80,000 
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Net Cost to the firm (Rs. 19,07,200 – Rs.  9,80,000) 
 

9,27,200 

Effective rate of interest to the firm =
Rs. 9,27,200x100

67,23,200
 

 
13.79%* 

  
Note: The number of days in a year have been assumed to be 360 days. 
 
Question 5 
The annual cash requirement of A Ltd. is Rs. 10 Lakhs. The company has marketable securities in 
lot sizes of Rs. 50,000, Rs. 1,00,000, Rs. 2,00,000, Rs. 2,50,000 and Rs. 5,00,000. Cost of conversion 
of marketable securities per lot is Rs. 1,000. The company can earn 5% annual yield on its 
securities. 
 
You are required to prepare a table indicating which lot size will have to be sold by the company.  
 
Also show that the economic lot size can be obtained by the Baumal Model. 
 
Answer 
Table indicating lot size of securities 
Total annual cash requirements =T= Rs. 10,00,000 
 

Lot Size (Rs.) =C 50,000 1,00,000 2,00,000 2,50,000 5,00,000 

Number of Lots (T/C) 20 10 5 4 2 

Conversion Cost (Rs.)=(T/C) b 

Where b = cost of conversion 
per lot. 

20,000 10,000 5,000 4,000 2,000 

Interest charges Rs. =(C/2)I 1,250 2,500 5,000 6,250 12,500 

Total Cost Rs.= 21,250 12,500 10,000 10,250 14,500 

 
Economic lot size is Rs. 2,00,000 at which total costs are minimum. 
 
William J. Baumal Model: Cash management model of William J. Baumal assumes that the 
concerned company keeps all its cash on interest yielding deposits from which it withdraws as 
and when required. It also assumes that cash usage is linear over time. 
The amount of money is withdrawn from deposits in such a way that the costs of withdrawal are 
optimally balanced with those of interest foregone by holding cash. The model is almost same as 
economic stock order quantity model. 
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Formula Economic lot size = √
2 ×𝑇𝑏

𝐼
 

 
Where    T= Projected cash requirement = Rs. 10,00,000 

b= Conversion cost per lot = Rs. 1000 

I= Interest earned on marketable securities per annum. 

= 5% 

By substituting the figures in the formula 

Economic lot size = √
2 ×10,00,000 ×1000

0.05
 

= Rs. 2,00,000 

Question 6 
Write short notes on Different kinds of float with reference to management of cash. 
 
Answer 

Different 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 can be identified: 
 
(i) 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. 

(ii) Mail Float : This is the time when a cheque is being processed by post office, messenger 
service or other means of delivery. 

(iii) 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. 

(iv) Bank processing float : This is the time from the deposit of the cheque to the crediting of 
funds in the seller’s account. 

 
Question 7 
The present credit terms of Pragya Ltd. 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. Pragya Ltd. 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. 
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Question 8 
A Performa cost sheet of Shristi Company provides the following data: 
 

 Rs. 

Raw material cost per unit 117 

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. 
 
Answer 

Estimation of Working Capital Needs 

I Investment in Inventory Rs. 

 (i) Raw material Inventory = 78,000 × 
4

52
 × Rs. 117 7,02,000 

 (ii) Work-in-Process Inventory  

  Material = 78,000 × 
2

52
 × 0.80 × 117 = 2,80,800  

  Labour and Overheads Cost (other than  



 
10 

depreciation) 

= 78,000 × 
2

52
 × 0.60 × 129 = 2,32,200 

 
5,13,000 

 (iii) Finished Goods Inventory (Cash Cost) 
 

= 78,000 × 
3

52
 × 246 

11,07,000 

II Investment in Debtors (Cash Cost) 
 

= 78,000 × 
6

52
 × 0.8 × 246 

 
 
17,71,200 

III Cash Balance 2,50,000 

 Investment in Current Assets 43,43,200 

 
Current Liabilities and Deferred Payment 

Rs. 

(i) Creditors = 78,000 × 
8

52
 × 117 14,04,000 

(ii) Wages outstanding = 78,000 × 
1

52
 × 49 73,500 

(iii) Overheads outstanding (cash cost) = 78,000 × 
2

52
 × 80 2,40,000 

 Total Deferred Payments 17,17,500 

 
Net Working Capital = (Current assets – Non-interest bearing current liabilities) 
= 43,43,200 – 17,17,500 = Rs. 26,25,700 
 
Question 9 
A company is considering its working capital investment and financial policies for the next year. 
Estimated fixed assets and current liabilities for the next year are Rs. 2.60 crores and Rs. 2.34 
crores respectively. Estimated Sales and EBIT depend on current assets investment, particularly 
inventories and book-debts. The financial controller of the company is examining the following 
alternative Working Capital Policies: 

(Rs. Crores) 

Working 
Capital Policy 

Investment in 
Current Assets 

Estimated Sales EBIT 

Conservative 4.50 12.30 1.23 

Moderate 3.90 11.50 1.15 

Aggressive 2.60 10.00 1.00 

 
After evaluating the working capital policy, the Financial Controller has advised the adoption of 
the moderate working capital policy. The company is now examining the use of long-term and 
short-term borrowings for financing its assets. The company will use Rs. 2.50 crores of the equity 
funds. The corporate tax rate is 35%. The company is considering the following debt alternatives. 



 
11 

  (Rs. Crores) 

Financing Policy Short-term Debt Long-term Debt 

Conservative 0.54 1.12 

Moderate 1 0.66 

Aggressive 1.5 0.16 

Interest rate-Average 12% 16% 

  
You are required to calculate the following: 
 
1) Working Capital Investment for each policy: 

(a) Net Working Capital position 
(b) Rate of Return 
(c) Current ratio 

 
2) Financing for each policy : 

(a) Net Working Capital position. 
(b) Rate of Return on Shareholders equity. 
(c) Current ratio. 

 
Answer 

Statement showing Working Capital for each policy 
(Rs. in crores) 

 Working Capital Policy 

 Conservative Moderate Aggressive 

 
Current Assets: (i) 

 
4.50 

 
3.90 

 
2.60 

 
Fixed Assets: (ii) 

 
2.60 

 
2.60 

 
2.60 

 
Total Assets: (iii) 

 
7.10 

 
6.50 

 
5.20 

 
Current liabilities: (iv) 

 
2.34 

 
2.34 

 
2.34 

 
Net Worth: (v)=(iii)-(iv) 

 
4.76 

 
4.16 

 
2.86 

 
Total liabilities: (iv)+(v) 

 
7.10 

 
6.50 

 
5.20 

 
Estimated Sales: (vi) 

 
12.30 

 
11.50 

 
10.00 
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EBIT : (vii) 

 
1.23 

 
1.15 

 
1.00 

 
(a)  Net working capital 

position: (i)-(iv) 

 
2.16 

 
1.56 

 
0.26 

 
(b) Rate of return: (vii)/(iii) 

 
17.3% 

 
17.7% 

 
19.2% 

 
(c) Current ratio: (i)/(iv) 

 
1.92 

 
1.67 

 
1.11 

 
Statement Showing Effect of Alternative Financing Policy 

(Rs. in crores) 

Financing Policy Conservativ
e 

Moderate Aggressive 

Current Assets: (i) 3.90 3.90 3.90 

Fixed Assets: (ii) 2.60 2.60 2.60 

Total Assets: (iii) 6.50 6.50 6.50 

Current Liabilities: (iv) 2.34 2.34 2.34 

Short term Debt: (v) 0.54 1.00 1.50 

Long term Debt: (vi) 1.12 0.66 0.16 

Equity Capital 2.50 2.50 2.50 

Total liabilities 6.50 6.50 6.50 

Forecasted Sales 11.50 11.50 11.50 

EBIT: (vii) 1.15 1.15 1.15 

Less : Interest short-term debt : 
(viii) 

0.06 

(12% of 
Rs.0.54) 

 

 

0.12 

(12% of 

Rs. 1.00) 

0.18 

 (12% of Rs. 

1.50) 

Long term debt : (ix) 0.18 0.11 0.03 

 (16% of 

Rs. 1.12) 

(16% of 

Rs. 0.66) 

(16% of 

Rs. 1.16) 

Earning before tax : (x)- (viii+ix) 0.91 0.92 0.94 

Taxes @ 35% 0.32 0.32 0.33 
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Earning after tax: (xi) 0.59 0.60 0.61 

(a) Net Working Capital 

Position : (i)- [(iv)+(v)] 

 

1.02 

 

0.56 

 

0.06 

(b) Rate of return on 
shareholders Equity capital : (xi) 

23.6% 24% 24.4% 

(c) Current Ratio : [(i)/(iv)+(v)] 1.35 1.17 1.02 

 
Question 10 
Sohna Food and Beverages 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
1

3
%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. 
 
Question 11 
The following information is available for Excel Ltd. 
           Amount (Rs.) 

Average stock of raw materials and stores 2,00,000 

Average work-in-progress inventory 3,00,000 

Average finished goods inventory 1,80,000 
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Average accounts receivable 3,00,000 

Average accounts payable 1,80,000 

Average raw materials and stores purchased on credit and consumed 
per day 

10,000 

Average work-in-progress value of raw materials committed per day 12,500 

Average cost of goods sold per day 18,000 

Average sales per day 20,000 

 
Calculate the duration of operating cycle. 
 
Answer 

Calculation of operating cycle 

Period of raw material stage 2,00,000

10,000
 

= 20 days 

Period of work-in-progress 
stage 

3,00,000

12,500
 

= 24 days 

Period of finished goods 
stage 

1,80,000

18,000
 

= 10 days 

Period of Accounts 
receivable stage 

3,00,000

20,000
 

= 15 days 

Period of Accounts payable 
stage 

1,80,000

10,000
 

= 18 days 

 
Duration of operating cycle = (20 + 24 + 10 + 15) – 18 =51 days 
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