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Financial Management 
 

Chapter 1: Scope and Objectives of Financial 

Management 
 

Question 1: Explain as to how the wealth maximization objective is superior to the profit 

maximization objectives. 

Answer: A firm’s Financial management may often have the following as their objectives: 

a) Profit maximisation objective: 

i) The maximisation of profit is often considered as an implied objective of a firm. 

ii) To achieve the aforesaid objective various types of financing decisions may be 

taken. 

iii) The profit of the firm in this case is measured in terms of its total accounting profit 

available to its shareholders. 

b) Value/wealth maximisation objective: 

i) The value/wealth of a firm is defined as the market price of the firm’s stock 

ii) The market price of a firm’s stock represents the focal judgement of all market 

participants as to what the value of the particular firm is. 

c) Superiority of value maximisation objective: 

a) More wider in nature: The value maximisation objective of a firm considers all 

future cash flows, dividends, earning per share, risk of a decision etc. whereas profit 

maximisation objective does not consider the effect of EPS, dividend paid or any other 

returns to shareholders or the wealth of the shareholder. 

b) Payment of Dividends: A Firm that wishes to maximise the shareholder’s wealth 

may pay regular dividends whereas a firm with the objective of profit maximisation may 

refrain from dividend payment to its shareholders. 

c) Shareholder’s Preference: Shareholders would prefer an increase in the firm’s 

wealth against its generation of increasing flow of profits. 

d) Market price is more inclusive in nature: The market price of a share reflects the 

shareholders expected return, considering the long-term prospects of the firm, reflects 

the differences in timings of the returns, considers the risk and recognises the 

importance of distribution of returns. 
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Conclusion: The maximisation of a firm’s value as reflected in the market price of a share 

is viewed as a proper goal of a firm. The profit maximisation can be considered as a part 

of the wealth maximisation strategy. 

 
Question 2: Discuss the conflicts in profit versus wealth maximization principle of the firm 

Answer 
In a normal organisation management may pursue its own personal goals (profit 

maximisation). But in an organisation where there is a significant outside participation 

(shareholding, lenders etc.), the management may not able to exclusively pursue its 

personal goals due to the constant supervision of the various stakeholders of the 

company – employees, creditors, customers, government, etc. The wealth 

maximisation objective will be in accordance with the interests of various groups such 

as owners, employees, creditors and society and thus, it may be consistent with the 

management objective of survival. 

In today’s real world situation, wealth maximisation is a better objective. 

Conflict in Profit versus Wealth Maximization Principle of the Firm: Profit maximization is a 

short-term objective and cannot be the sole objective of a company. It is at best a limited 

objective. If profit is given undue importance, a number of problems can arise like the term 

profit is vague, profit maximization has to be attempted with a realization of risks involved, it 

does not take into account the time pattern of returns and as an objective it is too narrow. 

Whereas, on the other hand, wealth maximization, as an objective, means that the company is 

using its resources in a good manner. If the share value is to stay high, the company has to 

reduce its costs and use the resources properly. If the company follows the goal of wealth 

maximization, it means that the company will promote only those policies that will lead to an 

efficient allocation of resources. 

 

Question 3: Explain the role of Finance Manager in the changing scenario of financial 

management in India. 

Answer: Role of Finance Manager in the Changing Scenario of Financial Management in 

India: In the modern enterprise, the finance manager occupies a key position and his 

role is becoming more and more pervasive and significant in solving the finance 

problems. The traditional role of the finance manager was confined just to raising of 

funds from a number of sources, but the recent development in the socio-economic 

and political scenario throughout the world has placed him in a central position in the 

business organisation. He is now responsible for shaping the fortunes of the enterprise, 

and is involved in the most vital decision of allocation of capital like mergers, 

acquisitions, etc. He is working in a challenging environment which changes 

continuously.  
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Emergence of financial service sector and development of internet in the field of 

information technology has also brought new challenges before the Indian finance 

managers.  

What a CFO used to do? What a CFO now does? 

Budgeting Budgeting 

Forecasting Forecasting 

Accounting Managing M&As 

Treasury (cash management) Profitability analysis (for example, by 

customer or product) 

Preparing internal financial reports for 

Management 

Pricing analysis 

Preparing quarterly, annual fillings for 

investors 

Decisions about outsourcing 

Tax filling Overseeing the IT function 

Tracking accounts payable and accounts 

receivables 

Overseeing the HR function 

Travel and entertainment expense 

management 

Strategic planning (sometimes 

overseeing this function) 

 Regulatory compliance 

 Risk management 

 

Question 4: Discuss the functions of a Chief Financial Officer.  

Answer: Functions of a Chief Financial Officer: The twin aspects viz procurement and 

effective utilization of funds are the crucial tasks, which the CFO faces. The Chief 

Finance Officer is required to look into financial implications of any decision in the firm. 

Thus all decisions involving management of funds comes under the purview of finance 

manager. These are namely 

1. Estimating requirement of funds  

2. Decision regarding capital structure  

3. Investment decisions  

4. Dividend- decision  

5. Cash management  

6. Evaluating financial performance  

7. Financial negotiation  

8. Keeping touch with stock exchange quotations & behaviour of share prices.  

Question 5: Explain the two basic functions of Financial Management 

The two basic functions of Financial Management are: 

1. Procurement of funds: 



CA KRISHNA KORADA (9030557617)           FINANCIAL MANAGEMENT GUESS QUESTIONS                PAGE NO: 4 
 

 

a) Since funds can be obtained from different sources therefore their procurement is 

always considered as a complex problem by business concerns. 

b) Funds procured from different sources have different characteristics in terms of 

risk, cost and control. 

c) The cost of funds should be at the minimum level and for that risk and control 

factors must be balanced. 

d) Another key consideration in choosing the source of new business finance is to 

strike a balance between equity and debt. 

e) Let us discuss some of the sources of funds: 

i) Equity: Equity shares are the best from risk point of view for the firm. However, 

from the cost point of view, equity capital is usually the most expensive. 

ii) Debentures: Debentures are comparatively cheaper because of their tax advantage 

but they are riskier. 

iii) Funding from banks: Commercial banks play an important role in funding of the 

business enterprises. 

iv) International funding: Foreign Direct Investments (FDI) and Foreign Institutional 

Investors (FII) are two major routes for raising funds from foreign sources besides ADR’s 

(American depository receipts) and GDR’s (Global depository receipts) 

2. Effective utilisation of funds: Funds shall be invested in such a way that they 

generate an income higher than the cost of procuring them. Hence, it is crucial to 

employ the funds properly and profitably. Some of the aspects of funds utilisation are: 

a) Utilisation for fixed assets: The funds are to be invested in the manner so that the 

company can produce at its optimum level without endangering its financial solvency. 

For, this the finance manager has to use techniques of capital budgeting 

b) Utilisation for working capital:  While the firms enjoy an optimum level of working 

capital they do not keep too much funds blocked in inventories, book debts, cash etc. 

The finance manager must also keep this point in mind. 
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Chapter 2: Time Value of Money 

Question 1: Write short note on effective rate of interest? 

 Effective rate of interest is the actual Equivalent Annual Rate of interest at which 

an investment grows in value when interest is credited more often than once in a year 

 Interest is paid “k” times in a year and “I” is the rate of interest per annum, effective 

rate of interest (E) is given by the following formula: 

E = [1+i/k]K-1 

 For example, if interest at 10% is payable Quarterly on an investment, Effective Rate 

of Interest (by Substituting in the above formula) = 10.38% 

 

 

 

 

Chapter 3: Capital budgeting 
 

Question 1: Distinguish between Net Present Value & Internal Rate of Return 

Answer 

1. NPV and IRR methods differ in the sense that the results regarding the choice of an 

asset under certain circumstances are mutually contradictory under two methods. 

2. In case of mutually exclusive investment projects, in certain situations, they may give 

contradictory results such that if the NPV method finds one proposal acceptable, IRR 

favours another. 

3. The different rankings given by the NPV and IRR methods could be due to size disparity 

problem, time disparity problem and unequal expected lives. 

4. The Net Present Value is expressed in financial values whereas Internal Rate of Return 

(IRR) is expressed in percentage terms. 

5. In the net present value cash flows are assumed to be re-invested at the rate of Cost 

of Capital. In IRR reinvestment is assumed to be made at IRR rates. 

 

Question 2: Explain the concept of Multiple IRR and Modified IRR 

Answer:  

Multiple Internal Rate of Return:  

• In cases where project cash flows change signs or reverse during the life of a project 

e.g. an initial cash outflow is followed by cash inflows and subsequently followed by a 

major cash outflow, there may be more than one IRR. 
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• In such situations, if the cost of capital is less than the two IRRs, a decision can be made 

easy. Otherwise, the IRR decision rule may turn out to be misleading as the project 

should only be invested if the cost of capital is between IRR1and IRR2 

• To understand the concept of multiple IRRs it is necessary to understand the 

assumption of implicit reinvestment rate in both NPV and IRR techniques. 

Modified Internal Rate of Return (MIRR):  

• As mentioned earlier, there are several limitations attached with the concept of 

conventional IRR.  

• MIRR addresses some of these deficiencies, it eliminates multiple IRR rates; it addresses 

the reinvestment rate issue and results which are consistent with the NPV method. 

• Under this method, all cash flows, the initial investment, are brought to the terminal 

value using an appropriate, rate (usually) the Cost of Capital). This results in a single 

stream of cash inflows terminal year.  

• MIRR is obtained by assuming a sing e outflow in year zero and the terminal cash inflows 

as mentioned above.  

• The discount rate which equates the present value of terminal cash inflows to the 

Zeroth year outflow is called MIRR 

 

Question 3: Write a short note on internal rate of return. 

• Internal Rate of Return: It is that rate at which discounted cash inflows are equal to the 

discounted cash outflows. In other words, it is the rate which discounts the cash flows to zero. It 

can be stated in the form of a ratio as follows: 

• Cash inflows/ Cash outflows 

• This rate is to be found by trial and error method. This rate is used in the evaluation of 

investment proposals. In this method, the discount rate is not known but the cash outflows and cash 

inflows are known. 

• In evaluating investment proposals, internal rate of return is compared with a required rate of 

return, known as cut-off rate. If it is more than cut-off rate the project is treated as acceptable; 

otherwise project is rejected. 

Question 4. Write a short note on “Cut-off Rate”. 

CutCutCutCut    ----    offoffoffoff    Rate:Rate:Rate:Rate:    It is the minimum rate which the management wishes to have from any project. 

Usually this is based upon the cost of capital. The management gains only if a project gives return 
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of more than the cut - off rate. Therefore, the cut - off rate can be used as the discount rate or the 

opportunity cost rate. 

Question 5: “NPV and IRR may give conflicting results in the evaluation of different 

projects" comment. (or) Write the superiority of NPV over IRR in project evaluation.  

Answer 

Causes for Conflict: Generally, the higher the NPV, higher will be the IRR. However, NPV 

and IRR may give conflicting results in the evaluation of different projects, in the 

following situations- 

a) Initial Investment Disparity - i.e. different project sizes, 

b) Project Life Disparity - i.e. difference in project lives, 

c) Outflow patterns - i.e. when Cash Outflows arise at different points of time during 

the Project Life, rather than as Initial Investment (Time 0) only, 

d) Cash Flow Disparity - when there is a huge difference between initial CFAT and later 

year's CFAT. A project with heavy initial CFAT than compared to later years will have 

higher IRR and vice-versa.  

Superiority of NPV: In case of conflicting decisions based on NPV and IRR, the NPV 

method must prevail. Decisions are based on NPV, due to the comparative superiority 

of NPV, as given from the following points - 

a) NPV represents the surplus from the project, but IRR represents the point of no 

surplus-no deficit. 

b) NPV considers Cost of Capital as constant. Under IRR, the Discount Rate is 

determined by reverse working, by setting NPV=0. 

c) NPV aids decision-making by itself i.e., projects with positive NPV are accepted, IRR 

by itself does not aid decision 

d) IRR presumes that intermediate cash inflows will be reinvested at that rate (IRR), 

whereas in the case of NPV method, intermediate cash inflows are presumed to be 

reinvested at the cut-off rate. The latter presumption viz. Reinvestment at the Cut-Off 

rate, is more realistic than reinvestment at IRR.  

e) There may be projects with negative IRR / Multiple IRR etc. if cash outflows arise at 

different points of time. This leads to difficulty in interpretation. NPV does not pose 

such interpretation problems. 

Question 6: Discuss the need for social cost benefit analysis. 

Answer:  

1. Several hundred Crores of rupees are committed every year to various public 

projects Analysis of such projects has to be done with reference to social costs and 
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benefits. They cannot be expected to yield an adequate commercial return on the funds 

employed, at least during the short run. 

2. Social cost benefit analysis is important for the private corporations also who have 

a moral responsibility to undertake social benefit projects. 

3. The need for social cost benefit arises due to the following:  

a. The market prices used to measure costs & benefits in project analysis, may not 

represent social values due to market imperfections. 

b. Monetary cost benefit analysis fails to consider the external positive & negative 

effects of a project 

c.  The redistribution benefits because of project need to be captured. 
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Chapter 4: Cost of Capital 

 

Question 1: Why debt funds are cheaper than equity? Or advantages of debt financing? 

Answer: Financing a business through Debt is cheaper than Equity due to the following 

reasons: 

1. Risk & Return: The higher the risk, the higher the return expectations. Lenders / 

Debenture holders have prior claim on interest and principal repayment, whereas 

Equity Shareholders are entitled to Residual Earnings only. Hence, the expectations of 

Equity Shareholders are higher than that of Debt holders and Preference Shareholders.  

2. Tax Effect: Interest on Debt can be deducted for computing the taxable income. 

Hence, use of debt reduces the corporate tax payment. Thus, Debt is cheaper than 

Equity,' due to the Tax — Shield.  

3. Issue Costs: Issuing and Transaction costs associated with raising and servicing 

Debts are generally less than that of equity shares. 

 

Question 2: Discuss the dividend-price approach, and earnings price approach to 

estimate cost of equity capital.  

Answer: In dividend price approach, cost of equity capital is computed by dividing the 

current dividend by average market price per share. This ratio expresses the cost of 

equity capital in relation to what yield the company should pay to attract investors. It 

is computed as: 

K= D1/P0 

Where, D1 = Dividend per share in period 1  

 Po = Market price per share today  

Whereas, on the other hand, the advocates of earnings price approach co-relate the 

earnings of the company with the market price of its share. Accordingly, the cost of 

ordinary share capital would be based upon the expected rate of earnings of a 

company. This approach is similar to dividend price approach, only it seeks to nullify the 

effect of changes in dividend policy. 

 

Question 3: Write a short note on Capital Asset Pricing Model (CAPM) and state its 

assumption? 

Answer: 

1. CAPM was developed by sharp Mossin and Linter in 1960. 
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2. Main Contention of CAPM: The Required Rate of Return on a security is equal to a 

Risk Free Rate plus the Risk Premium.  

3. Risk Free Rate is the rate of return on risk — free security. The risk — free security 

is the security which has no risk of default or which has zero variance or standard 

deviation. For example, Government Treasury Bills or Bonds are usually considered risk 

— free securities because normally they do not have risk of default.  

4. As diversifiable risk can be eliminated by an investor through diversification, the 

non- diversifiable risk in the only element risk, therefore a business should be 

concerned as per CAPM method, solely with non-diversifiable risk. The non-diversifiable 

risks are assessed in terms of beta coefficient (b or p) through fitting regression 

equation between return of a security and the return on a market portfolio. 

5. Risk Premium:  

a. Risk Premium is the premium for systematic risk. 

b. Systematic risk (or market risk or non — diversifiable risk) is the risk which cannot 

be eliminated through investing in well — diversified market portfolio. 

c. Systematic risk is measured by beta (b)  

d. Beta (b) is a measure of volatility of an individual security return relative to the 

returns of a broad based market portfolio. It indicates — how much individual security's 

return will change for a unit change in the market return. 

e. Risk Premium = Beta x Expected rate of market returns - Risk Free Rate of return = 

[b(Rm-Rf.) 

f. The value of Beta (b) can be zero or more than 1 or less than 1.  

Value of Beta Interpretation 

1.Beta equal to1 Beta equal to 1 indicates that systematic risk is equal to the 

aggregate market risk. It means that the security's returns 

fluctuate equal to market returns.  

2 Beta Greater 

than 1 

Beta greater than 1 indicates that systematic risk is greater than 

the aggregate market risk. It means that the security's returns 

fluctuate more than the market returns. 

3.Beta less than 1 Beta less than 1 indicates that systematic risk is less than the 

aggregate market risk. It means that the security's returns 

fluctuate less than the market returns. 

4. Zero Beta Zero Beta indicates no volatility. 

 

6. Therefore, Rate of Return on Securities (Ke) = Risk free rate + Risk Premium 
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7. Assumptions of CAPM: The CAPM is based on the following eight assumptions 

a. Maximization Objective: The investor objective is to maximize the utility of terminal 

wealth;  

b. Risk Averse: Investors are risk averse. Investors make choices on the basis of risk 

and return;  

c. Homogenous Expectations: Investors have homogenous expectations of risk and 

return;  

d. Identical Time Horizon: Investors have identical time horizon;  

e. Free Information: Information is freely and simultaneously available to investors 

f. No Taxes etc.: There are no taxes, transaction costs, restrictions on short rates or 

other market imperfections 
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Chapter 5: Capital Structure 
 

Question 1: What is meant by capital structure? What is optimum capital structure? 

Answer: 

1. Capital Structure: Capital structure refers to the mix of source from where, the long 

-term funds required in a business may be raised. It refers to the proportion of Debt, 

Preference Capital and Equity. 

2. Capital Structure refers to the combination of debt and equity which a company 

uses to finance its long-term operations. It is the permanent financing of the company 

representing long-term sources of capital I. e. owner's equity and long-term debts but 

excludes current liabilities. On the other hand, Financial Structure is the entire left-hand 

side of the balance sheet which represents all the long-term and short4erm sources of 

capital. Thus, capital structure is only a part of financial structure;  

3. Optimum Capital Structure: One of the basic objectives of financial management is 

to maximise the value or wealth of the firm. Capital structure is optimum when the firm 

has a combination of Equity and Debt so that the wealth of the firm is maximum. At this 

level, cost of capital is minimum and Market price per share is maximum. 

 

Question 2: Discuss the major considerations in capital structure planning? 

Answer: The 3 major considerations in Capital structure planning are - (1) Risk (2) Cost & 

(3) Control. These differ for various components of Capital i.e., Own Funds & Loans 

Funds. A comparative analysis is given below: 

Type Risk Cost Control 

Equity 

Capital 

Low Risk- No 

question of 

repayment of 

capital except 

when the 

company is 

Under 

liquidation. 

Hence best from 

risk point of 

view. 

Most expensive 

Dilution of control 

since because 

dividend 

expectations of 

shareholders are 

higher than interest 

rates. Also, dividends 

are not tax 

deductible. 

The capital base 

might be 

expanded and new 

shareholders / 

public are 

involved. 

Preference 

Capital 

Risk is slightly 

higher when 

Slightly cheaper than 

Equity but higher 

No dilution of 

control since 
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compared to 

Equity Capital 

because 

principal is 

redeemable 

after a certain 

period even if 

dividend 

payment is 

based on profits. 

than interest on loan 

funds. rather, 

Preference Dividend 

is not tax deductible. 

voting has is 

restricted to 

preference 

shareholders. 

Loan Funds Risk is high since 

capital should be 

repaid as per 

agreement and 

interest should 

be paid 

irrespective Of 

profits. 

Comparatively 

cheaper since 

prevailing interest 

rates are considered 

only to the extent of 

after tax impact. 

No dilution of 

control but some 

financial 

institutions may 

insist on 

nomination of their 

representatives in 

the Board of 

Directors. 

 

 

Question 3: What are the general assumptions in capital structure theories?  

Answer: 

1. There are only two sources of funds viz. Debt and Equity. (No Preference share 

capital). 

2. The Total assets of the firm and its Capital Employed are constant. (No Change in 

Capital Employed). However, debt equity mix can be changed. This can be done by 

a. Either by borrowing debt to repurchase (redeem Equity shares) or 

b. By raising Equity Capital to retire (repay) debt 

3. All residual earnings are distributed to Equity shareholders. (No retained earnings). 

4. The Business Risk is assumed to be constant and is not affected by the financing mix 

decision. (No change in fixed costs operating risks). 

5. There are no corporate or personal taxes. (No taxation). 

6. Cost of Debt Kd (referred to as Debt Capitalisation Rate) is less than Cost of Equity 

Ke (referred to as equity capitalisation rate). 
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Question 4: What is Net Operating Income (NOI) theory of capital structure? Explain 

the assumptions of Net Operating Income approach theory of capital structure. 

Answer: Net Operating Income (NOI) Theory of Capital Structure 

According to NOI approach, there is no relationship between the cost of capital and value 

of the firm i.e. the value of the firm is independent of the capital structure of the firm. 

Assumptions 

(a) The corporate income taxes do not exist. 

(b) The market capitalizes the value of the firm as whole. Thus the split between debt 

and equity is not important. 

(c) The increase in proportion of debt in capital structure leads to change in risk 

perception of the shareholders. 

(d)  The overall cost of capital (Ko) remains constant for all degrees of debt equity mix. 

 

Question 5: Explain in brief the assumptions of Modigliani-Miller theory. 

Answer: Assumptions of Modigliani-Miller Theory 

A. Capital markets are perfect. All information is freely available and there is no 

transaction cost.  

B. All investors are rational.  

C. No existence of corporate taxes. 

D. Firms can be grouped into "Equivalent risk classes" on the basis of their business risk. 

Question 6: Discuss the proposition made in Modigliani and Miller approach in capital 

structure theory. 

Answer: Three Basic Propositions made in Modigliani and Miller Approach in Capital 

Structure theory  

(i)  The total market value of a firm and its cost of capital are independent of its capital 

structure. The total market value of the firm is given by capitalizing the expected stream 

of operating earnings at a discount rate considered appropriate for its risk class. 

(ii)  The cost of equity (Ke) is equal to capitalization rate of pure equity stream plus a 

premium for financial risk. The financial risk increases with more debt content in the 

capital structure. As a result, Ke increases in a manner to offset exactly the use of less 

expensive source of funds.  

(iii) The cut-off rate for investment purposes is completely independent of the way in 

which the investment is financed. This proposition along with the first implies a 

complete separation of the investment and financing decisions of the firm. 
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Question 7: What is Over Capitalisation? State its causes and Consequences 

Answer: Over capitalization and its Causes and Consequences 

It is a situation where a firm has more capital than it needs or in other words assets are 

worth less than its issued share capital, and earnings are insufficient to pay dividend 

and interest. Causes of Over Capitalization 

Over-capitalisation arises due to following reasons: 

(i) Raising more money through issue of shares or debentures than company can 

employ profitably. 

(ii) Borrowing huge amount at higher rate than rate at which company can earn. 

(iii) Excessive payment for the acquisition of fictitious assets such as goodwill etc. 

(iv) Improper provision for depreciation, replacement of assets and distribution of 

dividends at a higher rate. 

(v) Wrong estimation of earnings and capitalization. 

Consequences of Over-Capitalisation 

(i) Considerable reduction in the rate of dividend and interest payments. 

(ii) Reduction in the market price of shares. 

(iii) Resorting to "window dressing". 

Some companies may opt for reorganization. However, sometimes the matter gets 

worse and the company may go into liquidation. 
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Chapter 6: Leverages 
 

1. "Operating risk is associated with cost structure, whereas financial risk is 

associated with capital structure of a business concern." Critically examine this 

statement. 

Answer: "Operating risk is associated with cost structure whereas financial risk is 

associated with capital structure of a business concern". 

Operating risk refers to the risk associated with the firm's operations. It is represented 

by the variability of earnings before interest and tax (EBIT). The variability in turn is 

influenced by revenues and expenses, which are affected by demand of firm's products, 

variations in prices and proportion of fixed cost in total cost. If there is no fixed cost, 

there would be no operating risk. Whereas financial risk refers to the additional risk 

placed on firm's shareholders as a result of debt and preference shares used in the 

capital structure of the concern. Companies that issue more debt instruments would 

have higher financial risk than companies financed mostly by equity. 
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Chapter 7: Working Capital Management 

 
Question 1: What is Treasury management? What are its Functions or responsibilities? 

Answer: Treasury management refers to efficient management of liquidity and financial 

risk in business. The responsibilities of Treasury Management Include- 

1. Management of Cash, while obtaining the optimum return from Surplus funds 

2. Management of Foreign exchange rate risks in accordance with the Company policy 

3. Providing long term and short term funds as required by the business, at the 

minimum cost. 

4. Maintaining good relationship and liaison with financiers, Lenders, Bankers and 

investors (shareholders)  

5. Advising on various issues of corporate finance like capital structure, buy-back, 

mergers, acquisitions. 

 

Question 2: State the advantage of Electronic Cash Management System.  

Answer: Advantages of Electronic Cash Management System 

(i) Significant saving in time. 

(ii) Decrease in interest costs. 

(iii) Less paper work. 

(iv) Greater accounting accuracy. 

(v) Supports electronic payments. 

(vi) Faster transfer of funds from one location to another, where required 

(vii) Making available funds wherever required, whenever required. 

(viii) It makes inter-bank balancing of funds much easier. 

(ix) Reduces the number of cheques issued. 

 

Question 3: What is Virtual Banking? State its advantages. 

Answer: Virtual Banking and its Advantages 

Virtual banking refers to the provision of banking and related services through the use of 

information technology without direct recourse to the bank by the customer. 

The advantages of virtual banking services are as follows: 

 Lower cost of handling a transaction.  

 The increased speed of response to customer requirements.  
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 The lower cost of operating branch network along with reduced staff costs leads to 

cost efficiency. 

 Virtual banking allows the possibility of improved and a range of services being made 

available to the customer rapidly, accurately and at his convenience. 

 

Question 4: Write short note 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 effect cash as it moves through the different stages 

of the collection process four kinds of float can be identified: 

1. 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. 

2. Mail Float: This is the time when a cheque is being processed by post office, 

messenger service or other means of delivery. 

3. 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. 

4. Bank processing float: This is the time from the deposit of the cheque to the crediting 

of funds in the seller's account. 

Question 5: Describe the three principles relating to selection of marketable 

securities. 

Answer: Three Principles relating to selection of Marketable Securities 

The three principles relating to selection of marketable securities are: 

(i) Safety: Return and risk go hand-in-hand. As the objective in this investment is 

ensuring liquidity, minimum risk is the criterion of selection. 

(ii) Maturity: Matching of maturity and forecasted cash needs is essential. Prices of long- 

term securities fluctuate more with changes in interest rates and are, therefore, riskier. 

(iii) Marketability: It refers to the convenience, speed and cost at which a security can be 

converted into cash. If the security can be sold quickly without loss of time and price, it 

is highly liquid or marketable. 

 

Question 6: “Management of marketable securities is an integral part of investment of 

cash” Comment. 

Answer:  “Management of marketable securities is an integral part of invest of cash” 



CA KRISHNA KORADA (9030557617)           FINANCIAL MANAGEMENT GUESS QUESTIONS                PAGE NO: 19 
 

 

Management of marketable securities is an integral part of investment of cash as it 

serves both the purpose of liquidity and cash, provided choice of investment is made 

correctly. As the working capital needs are fluctuating, it is possible to invest excess 

funds in short term securities, which can be liquidated when need for cash is felt. The 

selection of securities should be guided by three principles namely safety, maturity, 

marketability. 

 

Question 7: Discuss Miller-Orr Cash Management model. 

Miller – Orr Cash management model: 

1. According to this model the net cash flow is completely stochastic. When changes 

in cash balance occur randomly, the application of control theory serves a useful 

purpose. 

2. The Miller – Orr model is one of such control limit models. This model is designed 

to determine the time and size of transfers between an investment account and cash 

account. 

3. In this model, control limits are set for cash balances. These limits may consist of 

‘h’ as upper limit and ‘z’ as return point and zero as the lower limit. 

4. When the cash balance reaches the upper limit, the transfer of cash equal to ‘h-z’ 

is invested in marketable securities account. 

5. When it touches the lower limit, a transfer from marketable securities account to 

cash account is made. 

6. During the period when cash balances stays between (h,z) and (z,0) i.e. high and 

low limits, no transactions between cash and marketable securities account is made. 

The high and low limits of cash balance are set up on the basis of fixed cost associated 

with the securities transaction, the opportunities cost of holding cash and degree of 

likely fluctuations in cash balances. 

7. These limits satisfy the demands for cash at the lowest possible total costs. 

8. The formula for calculation of the spread between the control limits is: 

Spread = 3 (3/4 X transaction cost X variance of outflows) 1/3 

                                                    Interest rate 
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Chapter 8: Ratio Analysis 
 

Question1. Discuss the financial ratios for evaluating company performance on 

operating efficiency and liquidity position aspects? 

Answer: Financial ratios for evaluating performance on operational efficiency and 

liquidity position aspects are discussed as: 

Operating Efficiency: Ratio analysis throws light on the degree of efficiency in the 

management and utilization of its assets. The various activity ratios (such as turnover 

ratios) measure this kind of operational efficiency. These ratios are employed to 

evaluate the efficiency with which the firm manages and utilises its assets. These ratios 

usually indicate the frequency of sales with respect to its assets. These assets may be 

capital assets or working capital or average inventory. In fact, the solvency of a firm is, 

in the ultimate analysis, dependent upon the sales revenues generated by use of its 

assets - total as well as its components. 

Liquidity Position: With the help of ratio analysis, one can draw conclusions regarding 

liquidity position of a firm. The liquidity position of a firm would be satisfactory, if it is 

able to meet its current obligations when they become due. Inability to pay-off short-

term liabilities affects its credibility as well as its credit rating. Continuous default on 

the part of the business leads to commercial bankruptcy. Eventually such commercial 

bankruptcy may lead to its sickness and dissolution. Liquidity ratios are current ratio, 

liquid ratio and cash to current liability ratio. These ratios are particularly useful in credit 

analysis by banks and other suppliers of short-term loans. 

 

Question 2: Discuss any three ratios computed for investment analysis. 

 

Three ratios computed for investment analysis are as follows: 

1. Earnings per share: Earnings available to equity shareholders 

                                                   Number of equity shares outstanding 

2. Dividend Yield ratio = (Equity dividend per share/Market price per share) *100 

3. Return on capital employed = Net profit before interest and tax (EBIT) *100 

                                                                        Capital employed 

 

 

Question 3: How is Debt service coverage ratio calculated? What is its significance? 

Answer: Calculation of Debt Service Coverage Ratio (OSCR) and its Significance 

The debt service coverage ratio can be calculated as under: 

 

Debt service coverage ratio =  Earnings available for debt service 

 Interest + Instalments    
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  Debt service coverage ratio indicates the capacity of a firm to service a particular level 

of debt i.e. repayment of principal and interest. High credit rating firms target DSCR to 

be greater than 2 in its entire loan life. High DSCR facilitates the firm to borrow at the 

most competitive rates. 

 

 

Question 4: Discuss the composition of Return on Equity (ROE) using the DuPont 

model. 

Answer: Composition of Return on Equity using the DuPont Model: There are three 

components in the calculation of return on equity using the traditional DuPont model- 

the net profit margin, asset turnover, and the equity multiplier. By examining each input 

individually, the sources of a company's return on equity can be discovered and 

compared to its competitors 

a)Net Profit Margin: The net profit margin is simply the after-tax profit a company 

generates for each rupee of revenue. 

Net profit margin = Net income/ Revenue 

(b) Asset Turnover: The asset turnover ratio is a measure of how effectively a company 

converts its assets into sales. It is calculated as follows 

Asset Turnover = Revenue / Assets 

The asset turnover ratio tends to be inversely related to the net profit margin; i.e., the 

higher the net profit margin, the lower the asset turnover. 

 (c) Equity Multiplier: It is possible for a company with terrible sales and margins to take 

on excessive debt and artificially increase its return on equity. The equity multiplier, a 

measure of financial leverage, allows the investor to see what portion of the return on 

equity is the result of debt. The equity multiplier is calculated as follows: 

Equity Multiplier = Assets / Shareholders' Equity. 

Calculation of Return on Equity 

To calculate the return on equity using the DuPont model, simply multiply the three 

components (net profit margin, asset turnover, and equity multiplier.) 

Return on Equity = Net profit margin x Asset turnover x Equity multiplier 

 

 

 

 

 

 

  

   
    



CA KRISHNA KORADA (9030557617)           FINANCIAL MANAGEMENT GUESS QUESTIONS                PAGE NO: 22 
 

 

Question 5: Explain briefly the limitations of Financial ratios 

Answer: Limitations of Financial Ratios 

The limitations of financial ratios are listed below: 

a) Diversified product lines:    Many businesses operate a large number of divisions in quite 

different industries. In such cases, ratios calculated on the basis of aggregate data cannot 

be used for inter-firm comparisons. 

b) Financial data are badly distorted by inflation: Historical cost values may be 

substantially different from true values. Such distortions of financial data are also 

carried in the financial ratios. 

c) Seasonal factors may also influence financial data. 

d) To give a good shape to the popularly used financial ratios (like current ratio, debt- 

equity ratios, etc.): The business may make some year-end adjustments. Such window 

dressing can change the character of financial ratios which would be different had there 

been no such change. 

e) Differences in accounting policies and accounting period: It can make the accounting 

data of two firms non-comparable as also the accounting ratios. 

f) There is no standard set of ratios against which a firm's ratios can be compared: 

Sometimes a firm's ratios are compared with the industry average. But if a firm desire 

to be above the average, then industry average becomes a low standard. On the other 

hand, for a below average firm, industry averages become too high a standard to 

achieve. 
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Chapter 9: Cash Flow and Funds Flow 

Statement 
Question 1:  Distinguish between Cash Flow and Fund Flow statement. 
Answer: The points of distinction between cash flow and funds flow statement are as 

below: 

 

Cash Flow statement Fund Flow Statement 

1.It ascertains the changes in balance 

of cash in hand and bank 

1. It ascertains the changes in Financial 

position between two Accounting 

Periods. 

2. It analyses the reasons for changes 

in balance of cash in hand  and bank 

2.It analyses the reasons for change in 

financial position between two balance 

sheets 

3. It shows the inflows and outflows of 

cash 

3. It reveals the sources and application of 

finds. 

4.It is an important tool for short term 

analysis 

4.It helps to test whether working capital 

has been effectively used or not 
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Chapter 10: Sources of finance 
 

Question 1: What do you mean by bridge finance? 

Answer: 

1. Meaning: Bridge Finance refers to loan by a company usually from commercial banks, 

for a short period, pending disbursement of loans sanctioned by Financial Institutions. 

2. Sanction: 

a. When a promoter or an enterprise approaches a financial institution for a long-term 

loan, there may be some normal time delays in project evaluation, administrative 

&procedural formalities and final sanction.  

b. Since the project commencement cannot be delayed, the promoter may start his 

activities after receiving "in-principle" approval from the lending institution.  

c. To meet his temporary fund requirements for starting the project, the promoter may 

arrange short-term loans from commercial banks or from the lending institution itself.  

d. Such temporary finance, pending sanction of the loan, is called as "Bridge Finance". 

e. This Bridge Finance may be used for - (i) Paying advance for factory land / Machinery 

acquisition, (ii) Purchase of Equipment etc. 

3. Terms:  

a) Interest: The interest rate on Bridge Finance is higher when compared to term loans.  

b) Repayment: These are repaid or adjusted out of the term loans as and when the loan 

is disbursed by the concerned institutions.  

c) Security: These are secured by hypothecating movable assets, personal guarantees 

& Promissory notes.  

 

Question 2: Write a short note on venture capital financing. 

Answer: 

1. Venture Capital Financing refers to financing of high risk ventures promoted by new, 

qualified entrepreneurs who require funds to give shape to their ideas. 

2. Here, a financier (called venture capitalist) invests in the equity or debt of an 

entrepreneur (Promoter / venture capital undertaking) who has a potentially successful 

business idea, but does not have the desired track record or financial backing. 

3. Generally, venture capital funding is associated with heavy initial investment 

businesses. 

4. Methods of Venture Capital Financing: 

a. Equity Financing: VCU's generally require funds for a longer period but may not be 

able to provide returns to the investors during initial stages. Hence, equity share capital 

financing is advantageous. The investor's contribution does not exceed 49% of the total 
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equity capital of the VCU. Hence, the effective control and ownership remains with the 

entrepreneur. 

b. Conditional Loan: A conditional Loan is repayable in the form of a royalty the venture 

is able to generate sales. No interest is paid on such loans. The rate of royalty (say 2% 

to 15 %) may be based on factors like (i) gestation period, (ii) cash flow patterns, (iii) 

extent of risk, etc. 

Sometimes, the VCU has a choice of paying a high rate of interest (say 20%) instead of 

royalty on sales once the activity becomes commercially sound. 

c. Income Note: It is a hybrid type of finance, which combines the features of both 

conventional loan & conditional loan. The VCU has to pay both interest and royalty on 

sales but at substantially low rates. 

d. Participating Debentures: Interest on such debentures is payable at three different 

rates based on the phase of operations i.e., 

 Start-up and commissioning phase –NIL interest. 

 Initial Operations stage -Low rate of interest and 

 After a particular level of operations - High rate of interest. 

 

Question 3: Write a short note on lease finance. 

1. Lease finance: 

a) Leasing is a general contract the owner and user of the asset over a specified period 

of time. 

b) The asset is purchased initially by the lessor (leasing company) and thereafter 

leased to the user (lessee company) which pays a specific rent at periodic intervals. 

c) Thus, leasing is an alternative to the purchase of asset out of own or borrowed 

funds. Moreover, lease finance can be arranged mush faster as compared to term loans 

from financial institutions. 

2. Types of lease contracts: 

a) Operating lease 

i) A lease is classified as an operating lease if it does not secure for the lessor the 

recovery of capital outlay plus a return on the funds invested during the lease term. 

ii) Normally these are callable lease and are cancellable with prior notice. The term of 

this type of lease is shorter than asset’s economic life. 

iii) The lessee is obliged to make payment until the lease expiration, which approaches 

useful life of asset. 
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iv) An operating lease is particularly attractive to companies that continually update or 

replace equipment and want to use equipment without ownership, but also want to 

return equipment at lease end and avoid technological obsolescence. 

b) Finance lease 

i) A financial lease is longer term in nature and non-cancellable. 

ii) It is a leasing arrangement that is to finance the use of equipment for major parts 

of its useful life. The lessee has the right to use the equipment while the lessor retains 

the legal right. 

iii) It is also capital lease, as it is nothing but a loan in disguise. 

iv) Thus it can be said, a contract involving payments over an obligatory period of 

specified sums sufficient in total to amortise the capital outlay of the lessor and give 

some profit 

 

 

Question 4: What are the different types of leases? 

1. Sales-Aid lease: 

A. Under this lease contract, the lessor enters into a tie up with the manufacturer for 

marketing the latter’s product through his own leasing operations.  

B. In consideration of the aid in sales, the manufacturer may grant either credit, or a 

commission to the lessor. Thus, the lessor earns from both the sources i.e. from lessee 

as well as from manufacturer. 

 

2. Close ended and open ended leases 

A. In the close ended lease, the assets get transferred to the lessor at the end of lease 

and the risk of obsolescence, residual value etc., remain with the lessor being the legal 

owner of the asset. 

B. In the open ended leases, the lessee has the option of purchasing the asset at the end 

of the lease period. 

 

3. Leveraged lease 

1. Leveraged lease involves lessor, lessee and financier 

2. 2 In leveraged lease, the lessor makes a substantial borrowing, even upto 80 %of 

the assets  purchase price. He provides remaining amount- about20% or so-as equity to 

become the owner 

3. 3. The lessor claims all tax benefits related to the ownership of the assets. 
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4. Lenders, generally large financial institutions, provide loans on a non-recourse basis 

to the lessor. Their debt is served exclusively out of lease proceeds. 

5. To secure the loan provided by the lenders, the lessor also agrees to give them a 

mortgage on the asset. 

6. Leveraged lease is called so because the high non-recourse debt creates a high 

degree of leverage. 

Question 5: Write short notes on global depository receipts (GDR'S)  

Answer: Global Depository Receipts: (GDR's): 

a) A Depository Receipt (DR) is basically a negotiable certificate, denominated in US 

Dollars that represents a Non-US Company Publicly trade local currency (Say Indian 

Rupee) Equity Shares. 

b) DR's are created when the local currency shares of an Indian Company are delivered 

to the depository's local custodian bank, against which the Depository Bank issues DR's 

in US Dollars.  

c) These DR's may be freely traded in the overseas markets like any other Dollar 

denominated security through either a Foreign Stock Exchange or through Over the 

Counter(OTC) market or among a restricted group like Qualified Institutional 

Buyers(QIB's)  

d) GDR with Warrants is more attractive than plain GDRs due to additional Value of 

attached warrants. 

Characteristics of GDRs:  

a. Holders of GDR's participate in the economic benefits of being ordinary shareholders, 

though they do not have voting rights.  

b. GDRs are settled through Euro-Clear International book entry systems. 

c. GDRs are listed on the Luxemburg stock exchange. (European Market) 

d. Trading takes place between professional market makers on an OTC (Over the 

Counter) basis. 

e. As far as the case of liquidation of GDRs is concerned, an investor may get the GDR 

cancelled any time after a cooling period of 45 days. 

 

Question 6: Write short notes on American depository receipts (ADRS) 

Answer: 

Meaning: Depository Receipts issued by a company in the United States of America (USA) 

is known as American Depositary Receipts (ADRs). Such receipts have to be issued in 

accordance with the provisions of the Securities and Exchange Commission of USA (SEC) 

which are very stringent.  
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 Characteristics of ADRs:  

a. An ADR is generally created by deposit of the securities of a Non-United States 

company with a custodian bank in the country of incorporation of the issuing company.  

b. ADRs are US dollar denominated and are traded in the same way as are the securities 

of United States companies.  

c. The ADR holder is entitled to the same rights and advantages as owners of underlying 

securities in the home country': 

d. Several variations of ADRs have developed over time to meet more specialized 

demands in different markets.  

e. One such variations is the GDRs which are identical in structure to an ADR, the only 

difference being that they can be traded in more than one currency and within as well 

as outside the united states. 

 Advantages of ADRs: 

a) The major advantage of ADRs to the investor is that dividends are paid promptly and 

in American dollars. 

b) The facilities are registered in the United states so that some assurances is provided 

to the investor with respect to the protection of ownership rights.  

c) These instruments also obviate the need to transport physically securities between 

markets.  

d) In general, ADRs increase access to United states capital markets by lowering the cost 

of investing in the securities of Non-United states companies and by providing the 

benefits of a convenient, familiar, and well-regulated trading environment.  

e) Issues of ADRs can increase the-liquidity of an emerging market issuer's shares, and 

can potentially lower the future cost of raising equity capital by raising the company's 

visibility-and international familiarity with the company's name, and by increasing 'the 

size of the potential investor base. 

Disadvantages of ADRs:  

a) High costs of meeting the partial or full reporting requirements of the Securities and 

Exchange Commission: Like the cost of preparing and filling US GAAP account, legal fee 

for underwriting. 

b) The initial Securities Exchange Commission registration fees which are based on a 

percentage of the issue size as well as 'blue sky' registration costs are required to be 

met.  
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c) It has further been observed that while implied legal responsibility lies on a 

company's directors for the information contained in the offering document as required 

by any stock exchange.  

d) The US is widely recognized as the 'most litigious market in the world’ 

 

Question 7: What are the other types of international issues/ List some Financial 

Instruments in International Market?  

Answer: 

1. Foreign Euro Bonds: In domestic capital markets of various countries the Bond issues 

referred to above are known by different names e.g. Yankee Bonds in the US, Swiss 

Finance in Switzerland, and Samurai Bonds in Tokyo and Bulldogs in UK.  

2. Euro Convertible Bonds:  

a. It is a Euro-Bond, a debt instrument which gives the bond holders an option to 

convert them into a pre-determined number of equity shares of the company. 

b. Usually the price of the equity shares at the time of conversion will have a premium 

element. 

c. These bonds carry a fixed rate of interest 

d. These bonds may include a call option where the issuer company has the option of 

calling buying the bonds for redemption prior to the maturity date) or a Put Option 

(which gives the holder the option to put / sell his bonds to the issuer company at a pre-

determined date and price)  

3. Plain Euro Bonds: Plain Euro Bonds are mere debt instruments. These are not very 

attractive for an investor who desires to have valuable additions to his investment.  

4. Euro Convertible Zero Bonds: These bonds are structured as a convertible bond. No 

interest is payable on the bonds. But conversion of bonds takes place on maturity at a 

pre-determined price. Usually there is a five years maturity period and they are treated 

as a deferred equity issue.  

5. Euro Bonds with Equity Warrants: These bonds carry a coupon rate determined by 

market rates. The warrants are detachable. Pure bonds are traded at a discount. Fixed 

income funds may like to invest for the purpose of earning regular income / cash flow. 

 

Question 8: What are the various forms of bank credit towards working capital needs 

of a business?  
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Answer: Bank credit towards working capital may be in the following forms: 

1. Cash Credit: This facility will be given by the bank to the customer by giving certain 

amount of credit facility on continuous basis. The borrower will not be allowed to 

exceed the limits sanctioned by the bank. Cash Credit facility generally granted against 

primary security of pledging of stocks.  

2. Bank Overdraft: It is a short-term borrowing facility made available to the companies 

in case of urgent need of funds. Banks will impose limits on the amount lent. When the 

borrowed funds are no longer required they can quickly and easily be repaid. Banks 

grant overdrafts with a right to call them in a short notice. 

3. Bills Acceptance: To obtain fin under this type of arrangement, a company may draw 

a bill of exchange on the bank. The Bank accepts the bill thereby promising to pay out 

the amount of the bill at some specified future date.  

4. Line of Credit: Line of credit is a commitment by a Bank to lend a certain amount of 

funds on demand specifying the maximum amount. 

5. Letter of Credit: It is an arrangement by which the issuing Bank on the instruction of a 

customer or on its own behalf undertakes to pay or accept or negotiate or authorizes 

another Bank to do so against stipulated documents subject to compliance with 

specified terms and conditions.  

6. Bank Guarantees: Bank Guarantees may be provided by commercial banks on behalf 

of their clients / borrowers in favour of third parties, who will be the beneficiaries of 

the guarantees. 

 

Question 9: List the facilities extended by banks to exporters, in addition to pre & post 

shipment finance.  

Answer:  

1. Letters of Credit: On behalf of approved exporters, banks establish letters of credit on 

their overseas or up country suppliers. 

2. Guarantees: Guarantees for waiver of excise duty, due performance of contracts, 

bond in lieu of cash, security deposit, guarantees for advance payments, etc., are also 

issued by banks to approved clients.  

3. Deferred Payment Finance: Banks provide finance to approved clients undertaking 

exports on deferred payment terms. 

4. Credit Reports: Banks also try to secure for their exporter--customers, status reports 

of their buyers and trade information on various commodities through correspondents 

5. General information: Banks may also provide economic intelligence on various 

countries, currencies, etc., to their exporter clients, on need basis 
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Question 10: Write short notes on inter corporate Deposits (ICD’s), Public Deposits & 

certificate deposits (CD's)? 

Answer: 1. Inter Corporate Deposits: (ICD'S) 

a. Companies can borrow funds for a short period, for example 6 months or less, from 

other companies which have surplus liquidity. 

b. Such Deposits made by one company in another are called Inter-Corporate Deposits 

(ICD's) and are subject to the provisions of the companies Act, 1956. 

c. The rate of interest on ICD's varies depending upon the amount involved and time 

period. 

2. Public Deposits: 

a. Public deposits are a very important source for short-term and medium term finance. 

b. A company can accept public deposits from members of the public and shareholders, 

subject to the stipulations laid down by RBI from time to time. 

c. The maximum amounts that can be raised by way of Public Deposits, maturity period, 

procedural compliance, etc. are laid down by RBI, from time to time.  

d. These deposits are unsecured loans and are used for working capital requirements. 

They should not be used for acquiring fixed assets since they are to be repaid within a 

period of 3 years. 

Merits of Public Deposits from Company's Point of View: 

 • No security: The deposits are not required to be covered by securities by way of 

mortgage, hypothecation etc.  

 • Easy Invitation: The deposits can be easily invited by offering a rate of, interest higher 

than the interest on bank deposits 

 

3. Certificate of Deposit (CD): 

a. The CD is a document of title similar to a Fixed Deposit Receipt (FDR) issued by a bank. 

b. There is no prescribed interest rate on such CD's. It is based on prevailing market 

conditions. 

c. The main advantage is that the banker is not required to encash the CD before 

maturity. But the investor is assured of liquidity because he can sell the CD in secondary 

market. 

 

Question 11: Explain features of commercial paper, what are the advantages of 

commercial paper?  

Answer: Meaning: 
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a) A Commercial paper is an unsecured Money Market Instrument issued in the form of 

Promissory Note.  

b) Since the CP represents an unsecured borrowing in money market, the regulation of 

CP comes under the purview of RBI which is based on recommendations of Vaghul 

Working Group 

c) These guidelines were aimed at: 

a. Enabling the highly rated corporate borrowers to diversify their sources of short term 

borrowings, 

b. To provide an additional instrument to the short term investors. 

d) The difference between the initial investment and the maturity value, constitutes the 

income of the investor.  

e) Example: A company issue a Commercial Paper each having maturity value of 

Rs.5,00,000. The investor pays (say) Rs.4,82,850 at the time of his investment. On 

maturity, the company pays Rs.5,00,000 (maturity value or redemption value) to the 

investor. The commercial paper is said to be issued at a discount of Rs.5,00,000-

Rs.4,82,850 = Rs. 17,150. This constitutes the interest income of the investor.  

 

f) Advantages: 

a. Simplicity: Documentation involved in issue of Commercial Paper is simple and 

minimum.  

b. Cash flow management: The issuer company can issue Commercial Paper with 

suitable maturity periods (not exceeding one year), tailored to match the cash flows of 

the company. 

c. Alternative for bank finance: A well-rated company can diversify its source of finance 

from banks to short-term money markets, at relatively cheaper cost. 

d. Returns to investors: CP's provide investors with higher returns than the banking 

system. 

e. Incentive for financial strength: Companies which raise funds through CP becomes 

well-knows in the financial world for their strengths. They are placed in a more 

favourable position for raising long-term capital also. 

 

Question 12: Discuss the eligibility criteria for use of commercial paper?  

Answer: Companies satisfying the following conditions are eligible to issue commercial 

paper.  
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a) The tangible net worth of the company is Rs.5 crores or more as per the audited 

balance sheet of the company.  

b) The fund base working capital limit is not less than Rs.5 crores.  

c) The company is required to obtain the necessary credit rating from the rating 

agencies) such as CRISIL, ICRA, etc.  

d) The issuers should ensure that the credit rating at the time of applying to RBI should 

not be more than two months old. 

e) The minimum current ratio should 1.33:1 based on the classification of current assets 

and liabilities. 

f) For public sector companies there are no listing requirements but for companies 

other than public sector, the same should be listed in one or more stock exchanges. 

g) All issue expenses shall be borne by the company issuing commercial paper. 

 

Question 13: Write short notes on the following 

a) Seed Capital Assistance b) Deep Discount Bonds (DDB’s)  

c) Secured Premium Notes (SPN’s) d) Zero Coupon Bonds 

e) Double Option Bonds f) Inflation Bonds g) Floating Rate Bonds 

Answer: 

(a) Seed Capital Assistance 

i.  Applicability: Seed capital assistance scheme is designed by IDBI for professionally  

or technically qualified entrepreneurs and / or persons possessing relevant experience, 

skills and entrepreneurial traits. All the projects eligible for financial assistance from  

IDBI directly or indirectly through refinance are eligible under the scheme.  

ii. Amount of finance: The project cost should not exceed Rs.2 Crores. The maximum 

assistance under the scheme will be- 

a. 50% of the required Promoter's contribution, or 

b. Rs.15lakhs, whichever is lower. 

iii. Interest and charges: The assistance is initially interest free but carries a charge of 1% 

p.a. for the first five years and at increasing rate thereafter. When the financial position 

and profitability is favourable; IDBI may changer interest at a suitable rate even during 

the currency of the loan. 

iv.  Repayment: The repayment schedule is fixed depending upon the repaying capacity of 

the unit with an initial moratorium of upto five years. 

v. Other agencies: In case of existing profit making companies, which undertake an 

expansion or diversification program, the surplus generated from operation after 
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meeting all the contractual, statutory working requirement of funds is available for 

financing capital expenditure. 

(b) Deep Discount Bonds 

i. Deep Discount Bond is a form of Zero-Interest Bond, which are sold at a discounted value 

(i.e. below par) and on maturity the face value is paid to investors.  

ii. For example, a bond of a face value of Rs.1 lakh may be issued for Rs. 2,700 initially. The 

investor pays Rs. 2,700 at first. He gets the maturity value of Rs.1Iakh at the end of the 

holding period, say 25years.  

iii. Sometimes, the issuing company may give options for redemption at periodical intervals 

say, after 5 years, 10 years, 15 years, 20 years, etc.  

iv. There is no interest payment during the lock-in / holding period.  

v. These bonds can be traded in the market.  

vi. Hence, the investor can also sell the bonds in stock market and realize the difference 

between face value and market price as capital gains. 

(c.) Secured Premium Notes (SPN's):  

i. Secured Premium Notes are issued along with a detachable warrant and is redeemable 

after a specified period, say 4 to 7 years.  

ii. There is an option to convert the SPN's into equity shares.  

iii. The conversion of detachable warrant into equity shares will have to be done within 

the time period specified by the company. 

(d) Zero Coupon Bonds:  

i. Zero coupon bonds do not carry any interest.  

ii. It is sold by the issuing company at a discount. The difference between the discounted 

value and maturing or face value represents the interest to be earned by the investor 

on such bonds.  

iii. It operates in the same manner as a DDB, but the lock-in period is comparatively less. 

(e.) Double Option Bonds:  

i. These were first issued by the IDBI.  

ii. The face value of each bond is Rs. 5,000. The bond carries interest at 15% p.a. 

compounded half-yearly from the date of allotment. 

iii. The bond has a maturity period of 10 years.  

iv. Each bond has two parts in the form of two separate certificates, one for principal of 

Rs. 5,000 and other for interest (including redemption premium) of Rs. 16,500. both 

these certificates are listed on all major stock exchanges.  
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v) The investor has the facility of selling either one or both parts at any time he wishes 

so.  

(f) Inflation Bonds:  

i.  Inflation bonds are bonds in which interest rate is adjusted for inflation.  

ii. Thus, the investor gets an interest free from the effects of inflation.  

iii. For example, if the interest rate is 11% and the inflation is 3%, the investor will earn 

14% meaning thereby that the investors protected against inflation. 

 

(g) Floating rate bonds: 

i. In this type of bond, the interest rate is not fixed and is allowed to float depending 

upon the market conditions.  

ii. This is an instrument used by issuing companies to hedge themselves against the 

volatility in the interest rates.  

iii. Financial institutions like IDBI, ICICI, etc. have raised funds from these bonds. 

 

Question 14: Differentiate between Factoring and Bills discounting.  

Answer: Differentiation between Factoring and Bills Discounting  

The differences between Factoring and Bills discounting are: 

a. Factoring is called as ''Invoice Factoring' whereas Bills discounting is known as 'Invoice 

discounting. 

b. In Factoring, the parties are known as the client, factor and debtor whereas in Bills 

discounting, they are known as drawer, drawee and payee. 

c. Factoring is a sort of management of book debts whereas bills discounting is a sort of 

borrowing from commercial banks.  

d. For factoring there is no specific Act, whereas in the case of bills discounting, the 

Negotiable Instruments Act is applicable. 

Question 15: What do you mean by asset securitisation/debt securitisation? 

Asset securitisation/Debt securitisation: 

Securitisation is the process by which financial assets such as loan receivables, lease 

receivables, hire purchase debtors, trade debtors etc.., are transformed into securities. 

Under this process, assets generating steady cash flows are packaged together and 

against this asset pool, securities can be issued. 

 

Parties to asset securitisation: 

The following are the parties involved in asset securitisation process. They are: 

 

a) Originator/Owner: Owner/Originator is the person who grants a loan or undertakes 

a transaction that gives rise to a financial asset. 
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b) Obligor: Obligor is the person who receives the loan or enters into a transaction 

with the owner that give rise to a financial asset. 

c) Special purpose vehicle: SPV is an independent entity who takes the asset pool from 

owner/obligator and issues securities to investors against such asset pool. 

d) Servicer: Servicer is the person who makes periodical collections from obligors and 

makes over the payment to SPV. Owner can also be a servicer. 

e) Investor: Investor is the person who invests in the asset securitized which are with 

the SPV. 

 

Features of asset securitisation: 

1. Owner will transfer the asset securitised to SPV for a valuable consideration. 

2. Consideration depends upon the quality of receivables, maturity period involved 

and collateral securities available etc., 

3. The assets so transferred by the owner for securitisation is known as securitized 

assets whereas assets retained by the owner are known as retained assets. 

4. SPV on collection of financial assets raises funds from investors by showing the 

assets securitized. SPV issued pass through certificates (PTCs) to investors. Generally, 

PTCs are transferable. 

5. The repayment of principal and interest are linked to the realisation from 

securitised asset. 

6. On maturity, servicer will collect the receivables and makes over the payment to 

SPV. SPV in turn will make the payment to investor who invested in securitised assets. 

7. The arrangement is being made between owner and SPV in case if any shortfall in 

collections, mismatches in cash flows are attributable to owner so as to protect the 

interest of investors. 

 

*PTCs is an acknowledgement provided to the investor showing that repayment of 

interest and principles are subject to realisation from securitised asset. 

 

 

 

 

 

 

 

 

 

 

 



CA KRISHNA KORADA (9030557617)           FINANCIAL MANAGEMENT GUESS QUESTIONS                PAGE NO: 37 
 

 

 

Methods of protecting investors/ Protection of investors: 

a) The owner may provide a specified amount as security to be accessed in times of 

need. 

b) The realisations from securitised assets in excess of the value for which it is 

securitized. 

c) In case the realisations from securitised assets not being sufficient resource can be 

had to him. 

d) The owner may take upon himself the assets securitised. 
 

All the very best………... 
 

No one can separate the best pair in this world – 

“SUCCESS and HARD WORK” 

- CA Krishna Korada 
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