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J- K. Shah Classes CS Professional - FM Theory Q & A

Chapter 1 Nature, Significance & Scope of Financial Management

Q. 1. What are the Objectives of financial management?

Ans. Financial management deals with the planning and control of firm’s financial resources.
The fundamental objective of financial management is wealth maximisation. Th wing
are the main objectives of financial management which ultimately leads
maximisation in the long run:
1)  Proper Utilisation of Funds leading to a value addition.

2) Maximisation of Return on Investment (ROI): It is one of the a bjegfives of
every firm to generate higher return on investment so that thenfit n ot'depend on
rehold

external borrowings, and at the same time can reward i a in terms of
dividends and bonus shares.
3) Survival: The survive means to stay alive. The problem of survival is common to all

types of business units and arises due to increased ti change in consumer
behaviour or technology, Labour problem and so on. anfmmediate objective of a
firm. Even the once powerful and prospero ompanies battle it out for their survival
in this competitive world.
4) Cash Flow: Another short term or immediate okjecCtive of financial management is to
ensure availability of adequate cash eet its working expenses such as
payment of raw materials, wages ‘and salarieéS;"rent, etc. An organisation with goods
cash flows can take adva any opportunities such as availing of cash
discounts on purchases, bulk b

5) Break-Even Point: It is e important short term objectives of financial
management. The break-e refers to a situation when a firm is able to achieve
a certain level of sale ver to cover all costs. There is neither profit nor loss.
Every business i achieve break-even level as early as possible because
once this ieved then it can begin to make profits sooner or later in the

future.

6) Minimum Profi e firm must be able to earn minimum profits in the short term
whi€h must be able to cover up the cost of capital, whether dividends are paid or not. It

als motiva@s owners/management to work hard. Profit is justified as a return on

If profit is not remunerative, it would make people withdraw their

ment and discourage future investors.

7) Ensure Co-ordination: To ensure proper co-ordination in the activities of finance

departments with those of other departments in the organisation is one of the very
important objectives.
Good Image for the Organisation: One of the aims of finance department is to bring a
good name, reputation; image and goodwill for the firm in the market which will help
not only to survive in the short run but also to succeed in the long run even during
tough times.
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Q. 2. Explain Profit Maximisation & Wealth Maximisation or
"Wealth maximisation is redefined as value maximisation" Do you Agree?
Ans. A firm's financial management may often have the following as their objectives;
(i)  The maximisation of firm’s profit
(i) The maximisation of firm’s value / wealth.
The maximisation of profit is often considered as an implied objective of a firm. To achieve
the aforesaid objective various type of financing decisions may be taken. Option Iting
into maximisation of profit may be selected by the firm's decision makers
sometime may adopt policies yielding exorbitant profits in short run which prove to

unhealthy for the growth, survival and overall interests of the firm. The pi@fit ofgthe in
this case is measured in terms of its total accounting profit available to j oldefs.

The value/Wealth of a firm is defined as the market price of the fi market
price of a firm's stock represents the focal judgment of all marke lo what the

value of the particular firm is. It takes into account present andpro ture earnings
per share, the timing and risk of these earnings, the dividend y ofithe firm and many
other factors that bear upon the market price of the stock.
The value maximisation objective of a firm is superior to its
to following reasons.
1.  The value maximisation objective of a fir, n future cash flows, dividends,
earning per share, risk of a decision et€. wher: fit maximisation objective does
not consider the effect of EPS, dividend@paid ofiany other returns to shareholders or
the wealth of the shareholder,
2. A firm that wishes to maximjse th
whereas a firm with the objecti
payment to its sharehold
3. Shareholders would grefe

imisation objective due

areholders wealth may pay regular dividends
fit maximisation may refrain from dividend

ase in the firm's wealth against its generation of

flects the shareholders expected return, considering the

nizes the importance of distribution of returns.
's value as reflected in the market price of a share is viewed as a

Q.2.' t, Financing & Dividend decisions are inter related" - Comment
Ans. Inter-relationship between Investment, Financing and Dividend Decisions: The finance
nctigns are divided into three major decisions, viz., investment, financing and dividend
degisions. It is correct to say that these decisions are inter-related because the underlying
ctive of these three decisions is the same, i.e. maximisation of shareholders’ wealth.
Since investment, financing and dividend decisions are all interrelated, one has to consider
the joint impact of these decisions on the market price of the company's shares and these
decisions should also be solved jointly. The decision to invest in a new project needs the
finance for the investment. The financing decision, in turn, is influenced by and influences
dividend decision because retained earnings used in internal financing deprive shareholders

12
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Q. 3.
Ans.

to equity shareholders and thus maximise their wealth.
Dividend decision: The finance manager is also concer
declare dividend. He assists the top management i
should be paid to the shareholders by way of diyi

in the business. An optimal dividend pay-out

Explain relationship between

of their dividends. An efficient financial management can ensure optimal joint decisions.
This is possible by evaluating each decision in relation to its effect on the shareholders'
wealth.

The above three decisions are briefly examined below in the light of their inter-relationship
and to see how they can help in maximising the shareholders' wealth i.e. market price of the
company's shares.

Investment decision: The investment of long term funds is made after a careful as ent
of the various projects through capital budgeting and uncertainty analysis. Ho
that investment proposal is to be accepted which is expected to yield at

return as is adequate to meet its cost of financing. This have an influence @n th ity
of the company and ultimately on its wealth.

Financing decision: Funds can be raised from various sources. Eac f funds
involves different issues. The finance manager has to maintain r balance between
long-term and short'term funds. With the total volume of long-t f s to ensure a
proper mix of loan funds and owner's funds. The optimum finan mixiwill increase return

he decision to pay or
s to what portion of the profit
at portion should be retained
shareholders1 wealth

The above discussion makes it clear that inv inancing and dividend decisions are
interrelated and are to be taken jointly ping iNwiew their joint effect on the shareholders1
wealth

lue Added & Wealth maximisation

Management guru Peter rs to it as a measure of total factor productivity.
EVA is the surplus le aking an appropriate charge for the capital employed in
the business. i.e. T - (WACC x Capital Employed).

re curtailed, and if the cost of capital is lowered.

EVA is the right yMmeasure for goal setting and business planning, performance
evaluation, bonus determination, investor communication, capital budgeting, and
valgation.

Il companies is to create value for the shareholder. EVA is a performance
that calculates the creation of shareholder value, but it distinguishes itself from
traditional financial performance metrics such as net profit and earnings per share
PS).
VA is the calculation of what profits remain after the costs of a company's capital —
both debt and equity - are deducted from operating profit.
E.g. X Ltd capital is ' 100 million - including debt and shareholder equity - and the cost
of using that capital (interest on debt and the cost of equity) is ' 13 million a year, X
Ltd. will add economic value for his shareholders only when profits are more than ' 13
million a year. If X Ltd. earns '20 million, the company's EVA will be 7 million.
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. Big corporations, including Coca-Cola, GE and AT&T, employ EVA internally to
measure wealth creation performance. In turn, investors and analysts are now
scrutinizing company EVA just as in the past they observed EPS and P/E ratios.

. EVA is a critical driver of a company's stock performance. If EVA is positive but is
expected to become less positive, it is not giving a very good signal. Conversely, if a
company suffers negative EVA but is expected to rise into a positive territory, a good
buying signal is given.

. Thus maximizing EVA will maximize wealth of shareholders.

Q.4 ."Financial sector acts as conduit for the transfer of financial resources fro et savers et
borrowers" Explain Role and Functions of Financial sector

Ans. The Inter financial sector plays a major role in the mobilisation andyallocati savings,
Financial institutions, Instruments and markets which constitute cialfsector act as
conduct for the transfer of financial resources from net savers t@ net S,

The financial sector performs tins basic economic function ermediation essentially

through four transformation mechanisms:

(i) Liability-asset transformation (i.e., accepting deposits iaBitity and converting them
into assets such as loans);

(i) Size-transformation (i.e., providing lar ang, on basis of numerous small
deposits);

(iii) Maturity transformation [i..e., offering savers alt@rnate forms of deposits according to

their liquidity preferences while pfeyiding ers with loans of desired maturities);
and

(iv) Risk transformation (i.e., distr
reduces risks for savers Whi

intermediation),

g risks through diversification which substantially
prevail while directly in th e absence of financial

Q.5. Financial policy & co S y are most significant concerns of top management -
Comment

Ans. Capital invest e¥springboard for wealth creation. In a world of economic

and finagicial opportunities that will give them maximum expected returns at minimum risk.
Since nagement is ultimately responsible to the Investors, the objective or corporate
ent should implement investment and financing decisions which should
satisfy shareholders by placing them all in an equal, optimum "financial position. The
satisfaction”of | he Interests of the shareholders should be perceived as a means to an end,
mely maximization of shareholders' wealth. Since capital is the limiting factor, the
préblem that the management will face is the strategic allocation of limited funds between
rnative uses In such a manner, that the companies have the ability to sustain or increase
investor returns through a continual search for Investment opportunities that generate funds
for (heir business and are more favourable for the investors. Therefore, all businesses need
to have the following throe fundamental essential elements:
- A clear and realistic strategy,
- The financial resources, controls and systems to see It through and

14
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Q.6.

Ans.

Q.7. Time val
Ans.

- The right management team and processes (0 make it happen,

We may summarise this by saying that:

Strategy + Finance + Management = Fundamentals of Business

Strategy may be defined as (he long term direction and scope of an organization 10 achieve
competitive advantage through the configuration of resources within a changing
environment for the fulfillment! of stakeholder's aspirations and expectations. In an idealized
world, management is ultimately responsible lo the investors. Investors maximiZey their
wealth by selecting optimum Investment and financing opportunities, using finan
that maximize expected returns In absolute terms at minimum risk. Wh
Investors Is not simply maximum profit but also the likelihood of of ari
trade of from a portfolio of investments, with which they feel comforta
unique far each individual.

We call this overall approach strategic financial management e ithas being the
application to strategic decisions of financial techniques infford achieve the
decision maker's objectives. Although linked with accounting, the®ocus Jof strategic financial
management is different. Strategic financial managemen in e backward-looking,
report-focused discipline of (financial) accounting with th namic forward-looking
subject of financial management It Is basically dentification of the possible
strategies capable of maximizing an organizati m e, it involves the allocation of
scarce capital resources among competi opp es. It also encompasses the
implementation and monitoring of the chosen Sirategy$D as to achieve agreed objectives.

For EVA calculation WACC is dedu romWNOPAT.
For calculating NPV all future ' are discounted to their PV using WACC.
Thus in both the calculati

The value of a firm, i can be written as:

Firm's Value = C Invested in existing Assets + PV of EVA from Existing Assets + PV of
EVA from new p
Thus DCF is very close t@’economic value added.

of money is important concept for wealth maximisation - Comment

Tim ey in ears that worth of a rupee received today is different from the worth

ofaru to he received in future. Tine preference of money now as compared to future

money is kRown as lime preference for money,

rupege today is more valuable than rupee after a year due to several reasons:

> isk - There is uncertainty about the receipt of money in future.
Preference for present consumption - Most of the persons and companies in general,
prefer current consumption over future consumption.

> Inflation - In an inflationary period a rupee today represents a greater real purchasing
power than a rupee a year hence.



J- K. Shah Classes CS Professional - FM Theory Q & A

> Investment opportunities - Most of the persons and companies have a preference for
present money because of availabilities of opportunities of investment for earning
additional cash flow,

Many financial problems involve cash flow accruing at different points of time for evaluating

such cash flow an explicit consideration of time value of money is required.

Thus for maximizing wealth in real terms, time value of money should be considered.

Q.8. High return on investment indicates efficient use of resources - Comment

Ans.

Q. 9.
Ans.

Return on investment (RQI) is an important profitability ratio from the
by the shareholders. Under ROI ratio the earning of the company i from
different angles so as to take decisions on different causes respo% ce or to

enhance the profitability of the company. One way of finding n on assets
employed in the company is to find the ratio of earnings befor@ xes (EBIT) to
capital employed. This ration indicates operating income to used to produce
income. Another way of computing the ROI ratio is thro turnover ratio and
margin of profit which gives the same results as EBIT to ¢ ployed. It may be seen

from the following:
_ EBIT EBIT,

Sales ssets

A high ratio of RO) indicates efficient ugge of as low ratio reflects inefficient use of as

sets by a company.

What are the functions of Fin
The Finance Manager's main to manage funds in such a way so as to ensure
their optimum utilization a rocurement in a manner that the risk, cost and control
considerations are préperl néed in a given situation. To achieve these objectives the
Finance Manager he following functions:

(1) Estimating iregpent of funds: Both for long-term purposes i.e. investment in
fixed assets for)short term i.e. for working capital. Forecasting the requirements of
funds involves
(2) Degision regarding Capital Structure: Once the requirement of funds has been

ds. He has to ensure that he raises sufficient long term funds to finance fixed
assets and other long term investments and to provide for the needs of working
&pital.
Investment Decision: The investment of funds, in a project has to be made after
careful assessment of the various projects through capital budgeting. Assets
management policies are to be laid down regarding various items of current assets.
For e.g. receivable in coordination with sales manager, inventory in coordination with
production manager.

(4) Dividend decision: The finance manager is concerned with the decision as to how
much to retain and what portion to pay as dividend depending on the company's

:6:
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policy. Trend of earnings, trend of share market prices, requirement of funds for future
growth, cash flow situation etc. are also to be considered.

(5) Evaluating financial performance: A finance manager has to constantly review the
financial performance of the various unit of organization generally in terms of ROI
Such a review helps the management in seeing how the funds have been utilized in
various divisions and what can be done to improve it.

(6) Financial negotiation: The finance managers play a very important role in ¢ out
negotiations with the financial institutions, banks and public depositors forfraisi f
funds on favorable terms.

(7) Cash management: The finance manager lays down the cash manageémeaf’an h
disbursement policies with a view to supply adequate funds to allqunits ‘6f org ation

and to ensure that there is no excessive cash.

(8) Keeping touch with stock exchange: Finance manager is u to analyse major
trends in stock market and their impact on the price of thefghar

(9) Mergers & Acquisitions.

(10) Mobilization of needed funds for the business.
(11) Deployment of the funds as per budget allocation
(12) Control over proper use of the Funds

)

)

)

(13) Risk-return Trade off
(14) Financial negotiations
(15) Interface with other functions To Mamagement like Production, Personal, and

Marketing etc.
Thus the key challenges to financeman appear to be in following area:
Investment planning
Financial Structure
Treasury Operations
Foreign exchange risk
Investor commu i
Manageme tro

ement

V V.V V V V

Q.10."Financial distress is diff@rent from insolvency" Comment

Ans. Financial Distress

inancial distress is a condition where a company cannot meet, or has difficulty paying

inancial obligations to its creditors, typically due to high fixed costs, illiquid

s or revenues sensitive to economic downturns. A company under financial
distreSs can incur costs related to the situation, such as more expensive financing,

portunity costs of projects and less productive employees.

. mployees of a distressed firm usually have lower morale and higher stress caused by
the increased chance of bankruptcy, which would force them out of their jobs.

. Poor profits indicate a company is not experiencing financial health. Struggling to
break even indicates a business cannot sustain itself from internal funds and needs to
raise capital externally. This raises the company's business risk and lowers its
creditworthiness with lenders, suppliers, investors and banks. Limiting access to funds
typically results in a company failing.
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. Poor sales growth or decline indicates the market is not positively receiving a
company's products or services based on its business model. When extreme
marketing activities result in no growth, the market may not be satisfied with the
offerings, and the company may close down.

. Likewise, if a company offers poor quality in its products or services, consumers start
buying from competitors, eventually forcing a business to close its doors.

. When debtors take too much time paying their debts to the company, cash may
be severely stretched. The business may be unable to pay its own liabilitie§. T
is especially enhanced when a company has one or two major custome

Financial Insolvency

Financial distress leads to Financial insolvency.

Financial insolvency occurs when an individual or a firm is unablefto theif financial
obligations. Accounting insolvency happens when total liabiliti ceed) total assets
(negative net worth).

Financial insolvency involves a lack of liquidity to pay debts a y fall due. Insolvency is
not a synonym for bankruptcy, which is a determination Iv made by a court of
law with passing legal orders intended to resolve the insolv

Q.11."Liquidity & profitability are competing goals" C e

Ans. Profitability and liquidity are the two terms fwhich are st widely watched by both the
investors and owners in order to gauge whethier the Business is doing good or not. Given
below are the differences between pro ility andeliguidity -

1. Profitability refers to profits which company has made during the year which is
calculated as difference bet ue and expense done by the company,
whereas liquidity refers t ' of cash with the company at any point of time.

2. A profitable compan

operating profit, return on capital employed are some of the
calculate profitability of the firm while current ratio, liquid ratio
rage ratio are some of the ratios which are used to calculate

ratios whic
and cash debt co
liquidity of the fir

4. mpany which is profitable can go bankrupt in the short term if it does not have
[ reas a company which has liquidity but is not profitable cannot go
upt in the short term.

Hence as One can see from the above that profitability and liquidity are not same and the

mpany has to maintain a fine balance between the two because if company focuses on
to@much profitability then it runs the risk of not able to pay its creditors, employees and

er parties whereas on the other hand if company focuses on liquidity and then it runs the
risk of going into loss

Q.12.Financial gearing is double edged sword - Comment
Ans. Gearing Ratio indicates how much of (he business is Funded by borrowing. In theory the
higher the level of borrowing {gearing), the higher are the risks to a business, since the

:8:
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Q.13. Distinguish between Business Risk & Financial

Ans.

payment of interest and repayment of debts are not 'optional* in the same way as dividends.
However, gearing can be a financially sound part of a business's capital structure
particularly if the business has strong, predictable cash flows. The formula for the Gearing

Ratio is as follows:
Borrowings (all long term debts including normal overdraft)

General Ratio =
Net assets or Shareholders’funds

In general, a company with excessive leverage, as demonstrated by its high gearing, ratio
may be more vulnerable to economic downturns. This is because it has to ma
payments and service its debt through cash flows that may be significantly lo
downturn. The flip side of this argument is that leverage works well during

all the excess cash flows accrue to shareholders once the debt service
been made.

In contrast, lower leverage does not guarantee sound financial man nten the part of
the business. Certain industries that are highly cyclical in fiature, s s those with
significant seasonal variances, may not have the funds availa arstound to meet debt

obligations over a specific amount. This could include inessgs_i certain agricultural
sectors as well as those tied to fluctuating seasonal deman s garden centers.

iS
N debt and financial leverage,

nerate sufficient revenue to cover its
difference is to see financial risk as

* Financial risk refers to a company's abili
while business risk refers to the company's a
operational expenses. An alternate way, of vie

the company will be unable to func
. Financial risk is concern [ ompany's ability to generate sufficient cash flow to
be able to make interest

relatively higher level of debt financing carries a higher
re is a greater possibility of the company not being able

to make sufficient sales and generate sufficient revenues to
expenses and turn a profit. While financial risk is concerned with

oduction costs, facility rent, and office and administrative expenses.

el of a company's business risk is influenced by factors such as its cost of

oods, profit margins, competition, and the overall level of demand for the products or
rvices that it sells.

Q.14. Explain the effect of Tax Provisions on financial planning.

Ans.

Financial management can be broken down into three major decisions as functions of
finance:

a) The investment decision

b)  The financing decision and

c) The dividend policy decision.
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Tax provisions influence all 3 decisions

. Any new Investments are made on the basis of future profitability of the project & such
future profitability reduces due to tax.

. Any project in backward areas provides tax benefits.

. Raising new finance in the form of equity is most expensive because no tax benefit.
Whereas debt finance is cheaper due to tax savings on interest.

. Dividend distribution will put burden of dividend distribution tax on distributing

Q.15. An investor suffers dilution of interest when Rights are not subscribed - Co nt

Ans. A rights issue is an invitation to existing shareholders to purchase addition@l nes’sh in
the company. More specifically, this type of issue gives existing s olders sg@urities
called "rights", which, well, give the shareholders the right to purchase res at a

discount to the market price on a stated future date. The comp is ng shareholders a
chance to increase their exposure to the stock at a disc [ ights are not
subscribed then company may issue this shares to an outsider oldings of existing

shareholders will reduced or suffers dilution. v

:10:
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Chapter 2 Capital Budgeting

Q. 1. What is Capital Budgeting?

Ans. The term capital budgeting is used interchangeably with capital expenditure decisions and
long-term investment decisions. Capital expenditure includes all those expenditure which
are expected to produce benefits to the firm over more than one year, and mainly it includes
expenditure on tangible fixed assets. The investment decisions taken by the firm for

(1)
(2)
(3)
(4)
®)

(6)
(7)
(8)

Returns are in future & uncertain.

The top management is involved in capital expenditure decisio [

Since the size of the expenditure is huge it requires sophisticated o evaluate
the benefits of the expenditures.

Number of Variables.
Uncertainties and Risk Factors.
Irreversible Decisions.

employment of funds in the Fixed Assets is termed as Capital Budgeting.
Features:
Decisions are non repetitive.
It involves large amount of investment over a long period of time.
k

Q. 2. What are the factors affecting Capital Budgeting Decisio

Ans. 1)

2)

3)

4)

Cash Flows:
a. Initial investment outlay: The initj
fixed assets associated with t
Inflow from sale of old fixed ass
b.  Operating cash flows ov
after tax operating income
c. Terminal year cash flew:

menfgincludes the up-front cost of the
any increase in working capital.
be deducted.

include the after tax salvage value of the fixed
g capital.

icies play a great role in decision-making. In many
iS' done within the framework of the policies of the

Company Policy: C
organizations decjsion
company.

Evaluation : outcome under different methods may be different.
Therefore ade by the management will be influenced by the particular
method.

Intuition udies have showed that for making most of the strategic decisions
mamagers depead on the judgment rather than explicit analysis and are not able to
explain adequately the how or why of their strategic decisions.

i : Most successful business groups/companies all over the world are guided by

[ its leaders, which serves as a prime goal and influences the investment

ns directly and indirectly.

Internal Politics among the employees: Internal political games can mar the quality
f decision-making and investment proposals may not be viewed in an unbiased and
bjective manner.

Intangible Benefits: A capital project may generate some benefits that cannot be
easily quantified. It may increase the flexibility available to the organisation; it may
improve the attractiveness of the product; it may give the organisation a sense of
pride; it may make the work environment more pleasing; it may strengthen the
technological capability of the firm; it may enhance the morale of the firm. Referred to
generally as intangibles, these benefits cannot be translated into monetary terms. Yet,
they are relevant and cannot be ignored in investment decision-making.

11
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Q. 3. Explain different methods of Appraisal of Capital Expenditure Proposals.

Ans. Traditional Methods Modern Methods
(1) Payback period method (Discounted Cash Flow Models)
(2) Discounted Payback period method (1) NPV Method
(3) Pay Back Profitability (2) Profitability Index Method
(4) Accounting Rate of Return Method (3) IRR Method
(4) Annual Cost Method
Pay Back Period Method
Payback period is the measure of the time it will take to recoup, the initial amo outlay,
in the form of cash inflows from operations.
Pay Back Period = Initial amount Invested
Equal Annual inflow after Tax
In case of mixed cash flows PB period is calculated by cumul cashyi s till the
cumulative cash flows equal the initial investment.

recapturing of the initial outlay. If a company wants to rec tlay fast, it need not
spend in the first place.
It is a simple technique and does not use the discoun ash, flow techniques. It simply
measures the number of years within which the initial in#eéstment of the project would be
recovered based on the cash accruals generated by the project. Project with shortest
payback period would be given priority.
Acceptance rule

Accept if PB < Standard pay back
Reject if PB > Standard pay back

This method measures how quickly investment may be r ped, it doesn’t measure
profitability. This is its major weakness. The main objectiv% Is profit, not the
Its

Merits Demerits
. Easy to understand and com Ignores the time value of money
and inexpensive to use
. Emphasises liquidity . Ignores the cash flow occurring after the
payback period
. Easy and crude way opeiwith risk ¢ Not a measure of profitability
. Uses cash flowgnfor . Not objective way to determine the pay back
Discounted iod Method
It is the yariation of ordinary payback method. Under this method cumulative present value
of cash inflows a be considered. This method is better compared to ordinary payback

beécause it takes into account the time value of money.

veragefAccounting Rate of Return Method:
accounting rate of return method (also known as return on investment or return on
capital employed) employs the normal accounting technique to measure the profit expected

fr n investment in % form.

Accounting rate of return = Average annual profit after tax x 100
Average or initial investment

Average investment = Initial investment + Salvage value

2

12
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Sometimes, initial investment is used in place of average investment. Of the various
accounting rates of return on different alternative proposals, the one having highest rate of
return is taken to be the best investment proposal.

Merits Demerits
. Uses accounting data with which executives Ignores the time value of money
are familiar
. Easy to understand and calculate . Does not use cash flows
. Gives more weight age to future
receipts
. No objective way to ermine the

minimum acceptable rate

Discounted Cash Flow Techniques (DCF):

It explicitly and systematically weighs the time value of money. It i bes od to use
for capital budgeting decisions. DCF focuses on cash inflows an rather than on
net income.

There are three main variations of DCF:
(1) Net present value (NPV)

(2) Profitability Index (PI)

(3) Annual Cost method,

(4) Internal rate of return (IRR)

All the variations are based on the theory of comp@und intefest.

DCF techniques include

/

NPV Profitability Ind IRR Annual Cost Method
(Net Present Value = Method) ternal Rate of
Method Return Method)

Net Present Value Meth V)
The objective of theyfiam i reate wealth by using existing and future resources. To

present using a i desired rate of return. Higher the risk, higher the minimum desired
rate of . imum rate of return is the cost of capital i.e. what the firm pays to

Mana nts all expected cash flows from the project to the present, using this

inimumgdesired rate. If the sum of PV of cash flows is positive, the project is desirable. If
the, sum is"hegative, it is undesirable. When choosing among several investments, the one
withthe greatest NPV is most desirable.

NPV = PV of cash inflow — PV of cash outflow

The discount factor is given by the expression: T

:13:
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Where, r = rate of interest p.a. and n = number of years

Merits Demerits
. Considers all cash flows . Requires estimates of the cash flows which
is a tedious task
. True measure of profitability . Requires computation of the opportunity, cost of
capital which possess practical difficulties
. Consistent with wealth . Sensitive to discount rates

maximization principle

Profitability Index:
Pl = PV of cash inflows
PV of cash outflows
The proposal is worth accepting if the Pl exceeds 1. In case of several poséls h st PI
proposal should be selected.
Profitability index is an extension of NPV method.

When the firm has unlimited funds available for investment then t ethod is better
than Pl method.

Merits Demerits
. Considers all cash flows . Requires estimates ofthe cash flows which is

adicate correct choice
tually exclusive projects

. Recognises the time value of money - At times
etween

. Relative measure of profitability
. Generally consistent with the wealth
maximization principle

Annual Cost method

annuity factor. This enables
lowest annual cost is toge prei

IRR method

Internal Rate ©f Return™Sit is that rate at which discounted cash inflows are equal to the
discounted ca flows. In other words, it is the rata which discounts the cash flows to
zero. It the Torn of a ratio as follows-

Cash inflows
Cash Outflows
This ratélis to be round by trial and error method. This rats is used in the evaluation of
roposals. In this method, the discount rate is not known but the cash outflows
andjcash inflows are known.
In evaluating investment proposals, internal rate of return is compared with a required rate
0 rn, known as cut —off rate. If it is more than cut —off rate the project is treated as
acceptable; otherwise project is rejected.

Q. 4. Do the profitability index, and the NPV criterion of evaluating investment proposals lead to
the same acceptance-rejection and ranking decisions ? in what situations will they give
conflicting results?
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Ans.

Q. 5.
Ans.

Q. 6.
Ans.

In the moat of the situations the Wet Present Value Method (NPV) and Profitability Index
(PI) yield same accept or reject decision. In general items, under Pl method a project is
acceptable Lf profitability index value is greater than 1 and rejected if it less than 1. Under
NPV method a project is acceptable if Net present value of a project is positive and rejected
if it is negative. Clearly a project offering a profitability index greater than 1 must also offer
and present value which is positive. But 3 conflict may arise between two methods if a
choice between mutually exclusive projects has to be made. Consider the following
example-

Protect A Projec¢t R

PV of Cash inflows 2,00,000 ,
Initial cash outflows 1,00,000 40000
Net present value 1,00,000 .000
Pl 2,00,000 =2 0,0

1,00,000

According to NPV method, project A would be preferred. w cording to profitability
Index method project B would be preferred.
iS, O

This is because Net present value gives ranking on th solute value of rupees,
whereas, profitability index gives ranking on the basis of
on NPV, it is a better evaluation technique than NPV in a

; ough PI method is based
ation of capital rationing.

Compare and contrast NPV Vs IRR

NPV versus IRR; NPV and IRR methods @iffer in the 'sense that the results regarding the
choice of an asset under certain circum cesyare mutually contradictory under two
methods, in case of mutually exclusiVg, invest t projects, in certain situations, they may
give contradictory results such PV method finds one proposal acceptable, [RR
favours another. The different ran S gi by the NPV and [RR methods could be due to
size disparity problem, time oblem and unequal expected lives.

The net present value i nancial values whereas internal rate of return (IRR)
is expressed m percenta .
In (he net present s are assumed to be re-invested at cost of capital rate. In
IRR reinvestment.i be made at IRR rates.

alysis in Capital Budgeting ?
Sensitivity Analysis ind€apital Budgeting: sensitivity analysis is used In Capital budgeting for

life lo ation errors. Future being always uncertain and estimations are always
rror, sensitivity analysis takes care of estimation errors by using a number of

luate a project by using a number of estimated cash flows so as to provide to the

n maker an Insight into the variability of outcome. Thus, ii is a technique of risk

analysis which studies the responsiveness of a criterion of merit like NPV or 1RR to

variation in underlying factors like soiling price, quantity sold returns from an investment etc.

Sensitivity analysis answers questions like.

(i)  What happens to the present value (or some other criterion at merit) if flows are, say
% 50,000 than me expected r SD.QDD"?

(i)  What will nap pen to NPV in the economic life of the project is only 3 years rather than
expected s years?
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Q. 7.
Ans.

Q. 8.
Ans

Therefore, wherever there is an uncertainty, of whatever type, the sensitivity analysis plays
a crucial role. However., it should not be viewed as the method lo remove- the risk or
uncertainty, it is only a tool to analyse and measure the risk and uncertainty. In terms of
capital budgeting the possible sash flows arc based on three assumptions:

(@) Cash flows may be worst (pessimistic)

(b) Cash flows may be most likely.

(c) Cash flow* may be most optimistic.

Sensitivity analysis involves three steps

(1) Identification of all those variables having an Influence on the project's NP R

(2) Definition of the underlying quantitative relationship among the variables.

(3) Analysis or the impact of the changes in each or the variables o e orithe
project.

The decision maker. In sensitivity analysis always oaks himself the ques hatf?

What is Capital rationing?

Capital Rationing: When there is a scarcity of funds capital r
rationing means the utilization of existing funds in most pr
acceptable projects in the descending order or ranking with |
must be able to maximize the profits by combining t
rationing may arise due to {i) external factors such as hi
of loan funds due lo constraints of Debt-Equity Ratio: an
by management. Project should be accepted as hole
and executed in piecemeal.

IRR or NPV are the best basis of evaluation evengunder Capital Rationing situations. The
Objective is to select those projects whichghave ximum and positive NPV. Preference
should be given to interdependent pfgjects. je€ts are lo be ranked In the order of NPV.
Where there is multi-period Capital joning, Linear Programming Technique should be
used to maximize NPV. In times i ationing, the investment policy of the company
may not be the optimal one,
In nutshell Capital Rationing
(i)  Allocation of limit
(i)  This function enableSimafRagement to select the most profitable Investment first.

(iii) It helps a co iMited resources to the best advantage by investing only in

Is regorted to. Capital
by selecting the
ilable funds. The firm
le proposals. Capital
ing rate or non-availability
[) Internal Constraints Imposed
rejected. It cannot be accepted

the proje ighest return.
Compare & C st Sensitivity Analysis Vs Scenario analysis.
. Sensitivity Analysiggift” Capital Budgeting seeks to identify the effect of changes in one

etermi how changes or errors in the values of parameters affect the output of a model.
f scenario analysis, the focus is on the deviation of a number of interconnected
les. It is different from sensitivity analysis, which usually concentrates on the change
particular variable at a specific point of time. Scenario Analysis is an analysis of Net
ent Value or Internal Rate of Return of a Project under series of specific scenarios,
based on macro economic factors, industry and firm specific factors.

Scenario analysis is a strategic process of analyzing decisions by considering alternative
possible outcomes. It is not a predictive mechanism, but rather an analytic tool to manage
uncertainty today.

Scenario analysis provides a means to evaluate the potential variability in a capital
budgeting project's NPV. Scenario analysis computes several net present values for the
project based on different scenarios. The initial capital budgeting analysis using the
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analyst’s estimates of expected cash flows is called the base-case scenario. From this base
case, typically at least two other scenarios are developed — a worst-case scenario and a
best-case scenario — and NPVs are computed for each. The worst case NPV and the best
case NPV give managers a likely range in which the project's NPV will fall. The purpose of
scenario analysis is to examine the joint impact on NPV of simultaneous changes in many
different factors. For example, a firm might use scenario analysis to determine the net
present value (NPV) of a potential investment under high and low inflation-scenarios.

Q. 9. What are the different Mathematical & Statistical Methods for Risk Analysi Capital
Budgeting?

N hAWN =

Probability Assignment
Expected NPV calculation
Standard Deviation

Coefficient of variation
Probability Distribution Approach
Normal Distribution

Monte Carlo Simulation

Decision Tree Analysis

Q.10.Write short note on “Risk & Uncertainties in Capital Bud

Ans. -

Risk and uncertainty are quite inherent in capital budgé€ting decision,

Capital budgeting involves various elementSwhich h uncertainties,

oday which bears fruits in future
which is unforeseen. Future is uncertdin and i risk.

The cost of capital which offer§, cut-of may also be inflated or deflated under
business cycle conditions,
Besides all these, techno
degree of risk and uncertaint
projects out of date.

lopments are other factors that enhance the
rendering the plants or equipments obsolete and the
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Chapter 3 Capital Structure Decisions

Q.1.

What is meant by 'Capital Structure'?

Ans. The capital structure is how a firm finances its overall operations and growth by using

Q.2.
Ans.1) Trading on Equity: A company earns the prof

different sources of funds. Debt comes in the form of bond issues or long-term notes
payable, while equity is classified as common stock, preferred stock or retained
earnings. Short-term debt such as working capital requirements is also considered to be
part of the capital structure.

A firm's capital structure can be a mixture of long-term debt, short-term de n
equity and preferred equity. A company's proportion of short- and laftg-term deht’is
considered when analyzing capital structure. When analysts refer t cap, re,
they are most likely referring to a firm's debt-to-equity (D/E) ratio, insight
into how risky a company is. Usually, a company that is heavil bt has a

more aggressive capital structure and therefore poses greate vestors. This

risk, however, may be the primary source of the firm's gro

What are factors Determining Capital Structure?
capital (borrowed and
owned). On the borrowed capital (including capital company pays
interest or dividend at a fixed rate. If thisgfi lower than the general rate of
earnings of the company, the equit ill have an advantage in the
form of additional profits. This may#be refer s trading on equity.
2) Desire to Control the BusinessiQuite , the promoters want to retain the
raise the capital from the public by
jties in a way as to retain the control of whole
e affairs of the company with them. For this

ion of funds by the issue debentures and

purpose, they raise a |
preference shares.

n%the other hand, manufacturing concerns do not enjoy such

dvantages and rely to a great extent on equity share capital.

urpose inancing: If funds are raised for betterment expenditure, it is quite

arent that it will add nothing to the earning capacity of the company. Such

iture may be incurred either out of funds raised by issue of shares or still

ter out of retained earnings but, in no case, out of borrowed funds. On the other
hand productive projects may be financed out of borrowings also.
Period of Finance: Normally funds which are required for a short time say for 5 to
10 years should be arranged through borrowing because these can easily be
repaid as soon as company’s financial position improves. On the other hand, if
funds are required permanently or for a fairly long time, issue of ordinary shares
should be preferred.

6) Elasticity of capital structure: The capital structure should be as elastic as
possible so as to provide for expansion for future development or to make it
feasible to reduce the capital when it is not needed. Too much dependence on
debentures and preference shares from the very beginning makes the capital
structure of the company rigid because of payment of fixed interest or dividend.

4)
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These sources should be kept in reserve for emergency or for expansion
purposes.

7) Nature of Investors: Some investors who prefer security of investment and
stability of income usually go in for debentures. Preference shares will be
preferred by those who want a higher and stable income with enough safety of
investment. Equity shares will be taken up by those who are ready to take risks for
higher income and capital appreciation. Those who want to acquire control over
the affairs of the company like equity shares.

8) Market Conditions: Conditions of capital market have an important bearing on
the capital structure of the company because investor is very often in
the general mood or sentiment of the capital market although his o

investor will look more for safety than to income and will be
debenture and not in equity shares. During boom perio
plethora of funds, any type of security can be sold easily
a better market. The management while designing the
company must watch the mood or sentiments of the
9) Legal Restrictions: Every company has to co

management are tied by these legal restricti
companies are not allowed to issue any type
under the Indian Banking Companies

ple in India, Banking
ities except equity shares

10) Pollcy of Term Flnancmg Instit

11) Stability of Earning or Pos
of capital structure of

gular and Fixed Income: The stability
y very much depends upon the possibility of

e issued if company does not expect regular income
t its average earnings for a few years may be equal to or

of securities other than equity shares.

12) Trends al Market: Capital market conditions determine not only the types

[ be issued, but also the rate of interest on debentures, fixed rates of

vidends on preference shares and the prices of equity shares.

apital and Availability of Funds

benefit

5) Assets Structure: Asset structure also influences the sources of financing in

several ways. Firms with long-lived fixed assets, especially when demand for the
output is relatively assured can use long-term debts. Firms whose asses are
mostly receivable and inventory whose value is dependent on the continued
profitability of the individual firm can rely less long-term debt financing and more
on short-term funds.

16) Attitude and temperament of management

17) Lender’s Attitude: Sometimes, the lender's attitude is also an important
determinant of capital structure. In the majority of cases, the firm’s management
discusses its capital structure with lenders and gives much weight to their advice.
But where management is the confident of future, it may use leverage beyond
norms for the industry.
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18) Fiscal Incentives and Tax Concession: Incentives and tax concession being
provided by the Government to various types of industrial units like relaxation of
security margin, 15% subsidy by the Government, of repayment period extension
beyond 10 years, gestation period 2 years, reduction in application to the extent of
50% in application is made for the promotion in backward areas also affect the
capital structure.

19) Advice given by Financing Agencies: Such agencies are specialized in
tendering expert financial advice concerning the capital structure of firm. Their
advice should be given due weight and consideration in financial plan of the

concern.
Thus, we see, the determination of a suitable pattern of capital structuré,r a
thorough consideration of a large number of factors. There can b ideal pattern
of capital structure for all companies even in the same industry.¢§o e ny

has to be studied as an individual case.

Q.3 What are the objectives of Capital Structure Decisions?

Ans. Whenever the management of a concern develops | struct of a newly
promoted organization or revises an existing capital structur pany, their main
aims are to balance it. The main objectives of managem are devising a sound and
balanced capital structure which are as follows:
(A) Economic Objectives:

a) Minimization of Capital Costs: On ajor objectives of business
enterprise is to raise capital at the lowest possible cost under a given set of

iness o ons are constantly subject to various
risks which have a direct bearin@.on the capital structure of the firm. These various
risks are business rlsks ement risk, cycle risk, purchasing power risks,
interest rate risk, ta so on. A prudent management tries to minimize all
such risks by maki djustments in the various components of capital
res to balance the sound financial position and the
e time.

: The third main aim of management is to provide the
s of return to the real owners of the business, i.e. equity
arnlngs of the enterprlse should permlt the maX|mum possible

earnings.

reservation of Control: Capital structure should be so designed as to prevent

ion of control from the hands of equity-holders. It must ensure maximum
trol in their hands. This requires that a proper balance is to be maintained
betWeen the voting right and non-voting right capital.

Other Objectives:

ides the major financial objectives, there are some other objectives too:

a Simplicity: The capital structure should be simple as far as possible. It must
consist of high grade securities so as to enhance the credit worthiness of the
enterprise. It should be manageable also.

b) Flexibility: An important objective in designing balanced capital structure is the
maintenance of flexibility in it. The management prefers that source of capital
which is very convenient and adjustable. Maximum possible freedom of action
must be available to the management. The suppliers of funds should not impose
too many restrictions on the management of income and capital.
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Q.4.

What is Optimum Capital Structure?

Ans.Capital structure or financial plan refers to the composition of long-term sources of funds

Q.5.

such as debentures, long-term debts, preference and ordinary share capital and
retained earnings (reserves and surpluses). Companies that do not plan their capital
structure may prosper in the short run, but ultimately they will face serious problems in
raising funds to finance their activities in the long run. Therefore, it is important for a
company to take a decision regarding its capital structure.

Optimal Capital Structure: An optimal or sound capital structure can be defined as
that combination of debt and equity that attains maximization of the firm’s market value.
Moreover, the optimal capital structure is also defined as that combination t and
equity that minimizes the firm’s cost of capital. Hence, the optimal capital \tr is
concerned with the two important variables at one time the minimizatiogfof cost as well
as maximization of worth.

Optimum or balanced capital structure means an ideal combin
owned capital that may attain the marginal goal i.e., maximizj alue per
share or minimization cost of capital. The market value will be i or the cost of
capital will be minimized when the real cost of each sou he same. It is
formidable task of the financial manager to determine t i n of the various
sources of long-term finance.

not affected by the change of debt compone ital structure. It assumes that
the benefit that a firm derives by inf negated by the simultaneous
increase in the required rate of return ity’shareholders. With an increase in
debt, the risk associated with the firm, mainly bankruptcy risk, also increases and such
a risk perception increases the e e equity shareholders.

The capital structure of a co mix / ratio of debt and equity in the company’s
mode of financing. This ratio e capital structure is also known as financial
leverage. Some compani ore of debt while others prefer more of equity while
oal of a company is to maximize its market value
and its profits. At the uestion stands in front is the relation between the capital
structure and value of aifi
There is one sch

or the leve of ompany will increase the value of a firm. On the other hand,
increasing the gevof the company also increases the risk of the company. There
are various theorigs which establish the relationship between financial leverage,
weighted aver ost of capital and the total value of the firm. One such theory it the

erating Income Approach.

tions / Features of Net Operating Income Approach:

The overall capitalization rate remains constant irrespective of the degree of

leverage. At a given level of EBIT, value of the firm would be “EBIT/Overall

capitalization rate”

Value of equity is the difference between total firm value less value of debt i.e.

Value of Equity = Total Value of the Firm — Value of Debt

3. WACC (Weighted Average Cost of Capital) remains constant; and with the
increase in debt, the cost of equity increases. An increase in debt in the capital
structure results in increased risk for shareholders. As a compensation of investing
in the highly leveraged company, the shareholders expect higher return resulting
in higher cost of equity capital.
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Q.6. Explain Net Income Approach to Capital Structure.

Ans. The theory suggests increasing value of the firm by decreasing the overall cost of
capital which is measured in terms of Weighted Average Cost of Capital. This can be
done by having a higher proportion of debt, which is a cheaper source of finance
compared to equity finance.

According to Net Income Approach, change in the financial leverage of a firm will lead to
a corresponding change in the Weighted Average Cost of Capital (WACC) and also the
value of the company. The Net Income Approach suggests that with the increase in
leverage (proportion of debt), the WACC decreases and the value of firm increases. On
the other hand, if there is a decrease in the leverage, the WACC increases ereby
the value of the firm decreases.

For example equity-debt mix is 50:50, if the equity-debt mix changes t
have a positive impact on the value of the business and thereby incr
share.

Assumptions of Net Income Approach

Net Income Approach makes certain assumptions which are as

1. The increase in debt will not affect the confidence ley, the investors.
2. The cost of debt is less than the cost of equity.

3. There are no taxes levied.

, It wauld
per

Q.7. Explain Modigliani and Miller Approach to Capital Str .

Ans. This approach was devised by Modigliani and,Miller duging 1950s. The fundamentals of
Modigliani and Miller Approach resemble t of NetpOperating Income Approach.

ncy theory. This suggests that

the valuation of a firm is irrelevant to the\capital gtru€ture of a company. Whether a firm

in the financing mix, it has no bearing

on the value of a firm.
Modigliani and Miller Approa states that the market value of a firm is affected
by its future growth prospect
stated that value of th [ t dependent on the choice of capital structure or
flnancmg decision of the
es Would be high. If investors do not see attractive growth
value of that firm would not be that great.
Assumptions o nd Miller Approach
1.  There
2. Transacti buying and selling securities as well as bankruptcy cost is nil.
3. There iS'symmetry of information. This means that an investor will have access to
me inf on that a corporate would and investors would behave rationally.
he cost of borrowing is the same for investors as well as companies.
ncing does not affect companies EBIT.
Modigliani and Miller Approach indicates that value of a leveraged firm (a firm which has
mix of*debt and equity) is the same as the value of an unleveraged firm (a firm which
iSSwholly financed by equity) if the operating profits and future prospects are same. That
i an investor purchases shares of a leveraged firm, it would cost him the same as
buying the shares of an unleveraged firm.

Modigliani and Miller Approach: Two Propositions without Taxes

Proposition 1:

With the above assumptions of “no taxes”, the capital structure does not influence the
valuation of a firm. In other words, leveraging the company does not increase the
market value of the company. It also suggests that debt holders in the company and
equity shareholders have the same priority i.e. earnings are split equally amongst them.
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Q.8.

Proposition 2:

It says that financial leverage is in direct proportion to the cost of equity. With an
increase in debt component, the equity shareholders perceive a higher risk to for the
company. Hence, in return, the shareholders expect a higher return, thereby increasing
the cost of equity. A key distinction here is that proposition 2 assumes that debt-
shareholders have upper-hand as far as the claim on earnings is concerned. Thus, the
cost of debt reduces.

Modigliani and Miller Approach: Propositions with Taxes (The Trade-Of; ory of
Leverage)

The Modigliani and Miller Approach assume that there are no taxe al
world, this is far from the truth. Most countries, if not all, tax a co theory
recognizes the tax benefits accrued by interest payments. aid on
borrowed funds is tax deductible. However, the same is not the ividends paid
on equity. To put it in other words, the actual cost of deb ss than nominal cost
of debt because of tax benefits. The trade-off theory a hat a company can

cost of distress i.e. the cost of
eased debts, until a given

capitalize its requirements with debts as long as
bankruptcy exceeds the value of tax benefits. Thus,
threshold value will add value to a company.

This approach with corporate taxes does ack ledge fax savings and thus infers that
a change in debt equity ratio has an gffect o C (Weighted Average Cost of
Capital). This means higher the debt, loewer isthe*WACC. This Modigliani and Miller
approach is one of the modern approach f ital Structure Theory.

What are the different kinds

Ans. Capital structure can be [ kinds as described below:

"1 Horizontal capital “$he firm has zero debt components in the structure
mix. Expansion takKes through equity or retained earnings only.
e: the base of the structure is formed by a small amount

of equi . This base serves as the foundation on which the super
structdre of nce share capital and debt is built.
0 Pyra aped capital structure: this has a large proportion consisting of

quity capi nd retained earnings.

verted pyramid shaped capital structure: this has a small component of
apital, reasonable level of retained earnings but an ever-increasing
ponent of debt.

Q.9. Distinguish between Capital Structure & Financial Structure

BA OR CAPITAL STRUCTURE FINANCIAL STRUCTURE
COMPARIS

ON
Meaning The combination of long term | The combination of long term and

sources of funds, which are raised by | short term financing represents the
the business, is known as Capital | financial structure of the company.
Structure.
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Appear on | Under the head Shareholders fund | The whole equities and liabilities

Balance and Non-current liabilities. side.

Sheet

Includes Equity capital, preference capital, | Equity capital, preference capital,
retained earnings, debentures, long | retained earnings, debentures, long
term borrowings etc. term borrowings, account payable,

short term borrowings etc.
One in | The capital structure is a section of | Financial structure includes_capital
another financial structure. structure.

Q.10 Distinguish between ROCE & ROE

Basis Return on capital employed | Return on net wort
(ROCE)
Meaning It expresses the relationship | It reflects t
between EBIT and capital | available f
employed equity share ds.
Objective It helps us to analyse the | Itis a t@@ghich ines the profitability
overall profitability of the firm from the hrA lew of shareholders
Formula ROCE= EBIT X 100 = Profits aM@ailable for equity shares X 100
Capital employed Equity shareholders fund

Q.11 Distinguish between Horizontal & Verti

| Capital Structure

Horizontal capital structure

Ve apital structure

(1) In case of Horizontal
structure,the firm has
component in the structure

capi
zZer t

(2) The incremental
only through equity or ret
(3) As no debt com
the capital str
of financialriskia
of disturbance

is less degree
e profitability

e structure is remote.

In case of Vertical capital structure,base of the
ructure is formed by the small amount of

equity share capital and consist of preference

share capital and debt also.

The incremental addition is made only through

debt.

The high component of debt in the capital

structure increases the financial risk of the firm

and renders the structure unstable.

ing Income(NOI) Approach

Net Income (NI) Approach

per is approach, the capital
re decision is not relevant and
in debt will not affect the total
value of the firm.

Net income approach states that change in
capital structure directly affects the value of the
firm as increase in debt reduces cost of capital
and increases value of firm

Thus in NOI approach,cost of capital
independence of degree of leverage

In NI approach the cost of capital &
consequently capital structure is dependent on
degree of leverages.
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Q.13 “Debt Is Cheapest But Dangerous Source of Finance” - Explain.
Ans. The debt may be of three types, depending upon its period of use.

(@) Trade creditors, bill payable, bank overdrafts and current liabilities such as
outstanding current expenses like rent, salaries, wages, etc. constitute as an
important short-term debt.

(b) Public deposits and other types of loans for period ranging from three to five years
are termed as medium term loans or debts.

(c) Term loans secured from banks or from other financial institutions are long term
debts. Long term loans can also be raised by the issue of debentures or bonds.

A company borrows capital in order to utilize all avenues opened for exp, n and

growth. A company may borrow either to diversify and maximize its profit to

utilize the available capacity to the fullest extent.
r s:

Debts are considered as the cheapest source of finance due to follfowi
(a) Interest payable on the debts is at fixed rate.

(b) Interest is payable is deductible as an expense for computation of t income.
Payment of interest also saves the Income Tax e.g. Comp ax bracket
of 40% then interest payment of Rs 10,000 would the In e Tax of Rs
4,000 and effective interest cost would be only Rs 6,000

However debts are considered as dangerous source inance due to following

reasons:

(@) Itis the fixed financial commitment i.e. irrespec
paid at decided rate.

(b) Repayment of debt would strain the finan

(c) In case of excess borrowings ter, C
fulfilled e.g. financers may insist appoint
office.

(d) Excess borrowings may lea

(e) Non payment of debts in time create bankruptcy AND loss of reputation.

In short borrowings within theyli Id reduce weighted average cost of capital,

inflate the EPS of the sh and control of the company would be retained by the

shareholders. An excess i therefore dangerous.

Advantages of Debtki

(@) No sharing of Capitalf\Creditors are only concerned with the rate of interest they

rnings interest has to be

of the company.
s of the financers have to be
nt of nominee director from their

e com o debt trap.

can get fro ny. They are not entitled to vote and participate in the
mana the company. Thus, control is retained by the same body of
sharefol

(b) Trading on Equity: Debt financing facilitates a company to trade on equity which

eans w eturns are much higher and a company can pay higher rates of

vidend than those of interest the equity shareholders benefit from debt finance.

cause the interest payable on debts is fixed and lower than the average

e of earnings. The company can thus maximize the dividend to shareholders.

) To"lower the overall cost of capital: The average cost of capital can be lowered
by the issue of debt capital because the cost of such capital (interest payable) is
much lower than the cost of other capital (dividend on preference and equity
shares).

(d) Tax advantages: Interest payable on debt capital is a admissible expenditure in
the computation of total income of the company while the dividend is not such a
deductible expenditure. Thus, an overall cost of running the establishment is
reduced by the marginal tax rate applicable to the company.

(e) Flexibilities: Debt capital provides enough flexibility in capital structure of the
company because the debt can be repaid in case it is more than required by the
business. Generally seasonal requirements are met by the debt capital.
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(f) The only source available: Sometimes, a company finds it difficult to raise funds
through any other source except that of debt finance. During recessionary trend in
the market, when equity shares are not popular with the investors, debt capital is
the only source for raising funds.

(g) Low Cost of Raising Funds: The cost of issue of debt capital is considered low in
comparison with that of equity capital which requires underwriting as essential.
Thus, underwriting commission and other expenses have to be incurred on the
legal formalities to be undergone.

Q.14 What is Operating Leverage (Business Risk)?
Ans.The company is said to have a high degree of operating leverage if it emplo er
amount of fixed costs and a small amount of variable costs. On th

company employs a greater amount of variable costs and a small ed
costs, it is said to have a low operating leverage. The degree of opera e will,
therefore, depend upon the amount of fixed element in the opgrati cture of

the company. Thus, there will be no operating leverage i ence of fixed
operating costs. It can be determined as follows:
Operating Leverage = Contribution

EBIT (Operating profit)

It indicates % change in EBIT for every 1% change

Operating leverage results when fluctuationS§in s revenue produce a wide
fluctuation in operating profit. High opérating lev e involves a very risky situation
because margin of safety is very low. A operating leverage, on the other hand, gives
enough cushions to the manag idigg a high margin of safety against the
fluctuations in sales.
Operating leverage may be f
the fixed cost, the operating lev is teérmed as favourable, and vice versa.
Alternatively; it may b i s percentage change in EBIT resulting from a
percentage change dn sa generally expressed in the form of the following
formula:

Degree of Operating

Percentage change in EBIT
Percentage change in Sales

The i ge shows the impact of change in sales on the operating profits. If
aco igh degree of operating leverage, a small change in sales will bring a

ope g leverage will increase at a faster rate than the increase in sales. Likewise, the
profits of such a company will also fall at a faster rate than the decrease in its

es. This will help the finance manager to select appropriate infrastructure which will
sult the projected sales and income.

mple: The installed capacity of a company’s factory is 500 units. Actual capacity

used is 300 units. Selling price per unit is Rs. 15. Variable cost per unit is Rs. 7 per unit.
Calculate the operating leverage in each of the following three situations:
(i)  When fixed cost are Rs. 500.
(i)  When fixed cost are Rs. 1,000.
(iii)  When fixed costs are Rs. 1,500.
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Computation of Operating Leverage

Situation I [l [

Sales [300 @ 15] 4,500 4,500 4,500
[-] Variable Cost [300 @ 7] 2,100 2,100 2,100
Contribution 2,400 2,400 2,400
[-] Fixed Cost 500 1,000 1,500
EBIT 1,900 1,400 900
Operating Leverage = Contribution 1.26 1.71 2.67

EBIT

It is evident from the above example that the degree of operating Ieverag
with the increase in fixed cost in the cost structure of the company.
leverage and margin of safety have a negative correlation, a higher o
would indicate a lower margin of safety, and vice versa.

Q.15 What is Financial Leverage (Financial Risk)?

Ans.Financial leverage results from the presence of fixed financial namely interest &
preference dividend. These fixed charges do not vary wi e E hey are to be
paid regardless of the EBIT available to pay them. Ca oyed consist of two
types of funds:

(1) Funds with fixed interest or dividend (Long Ter

(2) Funds without fixed interest or dividend (E
Earnings)

On debts company has to pay fixed rate

on preference capital, company has t

erence Capital)
re Capital & Retained

ctive of its earnings. Similarly
of dividend. The equity share

are met.
Financial leverage involves the u obtained at a fixed cost in the hope of
increasing the returns to the
Financial Leverage =

| It indicates % incr every 1% increase in EBIT |

Favourable Ieverage en the firm earns more on the funds, than the fixed costs
of their use i.e. rest Rate, the FL is favourable. Unfavourable leverage
occurs, whe doe® not earn as much as the funds cost i.e. if ROl < Interest
rable. Thus financial leverage is based on the assumptions that
ore on the funds, on which a fixed rate of interest/dividend is to
. The differgfce between the earning from the funds and the fixed costs on the
goes to the equity holders. Financial leverage is also, therefore,
calle ‘trading on equity’. However, in adverse situation when earnings are not
presence of fixed charge will imply that the shareholders will have to bear

ample: A Company has a choice of the following three financial plans.
Financial Plan

I T i
Equity Capital 4,000 2,000 6,000
Debt 4,000 6,000 2,000
EBIT 800 800 800
[-] Interest @ 10% on Debt 400 600 200
E.BT L . ear 400 200 600
Inancial Leverage = —=aT 800/400=2 | 800/200=4 | 800/600=1.33
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Although the total amount of capital in all the three cases is the same, but the capital
structure is different. Similarly, the EBIT in all the three cases is the same, still financial
leverage is varying. This indicates high fixed financial burden of interest and high
financial risk to the company. Increase in fixed financial cost requires necessary
increase in EBIT level. If a company fails to do so, it may be technically forced into

liquidation.
Alternative definition of financial leverage
Degree of Financial Leverage = Percentage change in EPS

Percentage change in EBIT
There will be however no financial leverage, if there is no fixed-changed fina

Importance of Using Financial Leverage: Financial leverage is an im in
the hands of financial management. If used carefully, it can maximiz€ the returnito
shareholders. In other words, so long as the return on assets excee bt,
it is to the advantage of the company and of the shareholders. The_ hi erage,
the higher is the rate of return on equity.

But very often, corporate management follows a policy of hig rage in its
enthusiasm to maximize the return on equity shares; it m [ in a competitive
market. They should also bear in mind, the limitations of tfadi y while taking a
decision on the degree of financial leverage.

Financial leverage is like a super structure which S d foundation. This is

provided by the low operating leverage (with high m
balanced capital structure, both financial a
attention. More dependence on high financial
operating leverage; result in risky capit ct
low profits and ultimately sure dissolutio

The companies which go in for a heavyqdose oF debt without analyzing the operating
leverage may be loser at a later e. De st like a fat which is good for a healthy
living for a healthy person. A persogiwith high blood pressure and heart trouble has to
regulate the intake of fat.|Si corporations should resist themselves in
administering the dose o . e availability of debt finance should not induce them

fety). In order to plan a
leverage should be paid due
ithout paying due attention to
incidence of interest charges,

repaying capacity.
Thus, financial isGimportant tool in the hands of management to plan a
balanced capital e company and maximize the return on shares.

Q.16 What is Combi ge (Total Risk)?
Ans. The operatin e explains the business risk complexion of the firm where as the

finan als with the financial risk of the firm. But a firm has to look in to the
o risk or total risk of the firm which is business risk plus the financial risk.
Th financial manager should consider both the operating leverage and

finan leverage simultaneously.

he operating leverage causes magnified effect of the change in sales level on EBIT
| and if the financial leverage is also considered simultaneously, then the change in
will, in turn, have a magnified effect on the EPS. Thus, a firm having both the
inancial leverage and operating leverage will have wide fluctuations in the EPS for even
a small change in the sales levels. This effect of change in sales level on the EPS is
known or combined leverage may be defined as the % change in EPS for a given %

change in the sale level. Combined leverage is calculated as :

CL = OL x FL
CL = Contribution = % Change in EPS
EBT % change in sales

| It indicates % increase in EPS for every 1% increase in sales. |
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Q.17 Explain different combinations of leverages and their effect?

Ans.
Operating | Financial Combined effect
Leverage | Leverage
High High This combination is very risky and should preferably be avoided.
High Low It indicates discretion on the part of management because
adverse effects of high operating leverage have been taken care
of by having a financial plan with low financial leverage.
Low High It is an ideal situation for the maximization of profits with minimum
of risk in such a situation, management can follow an
debt policy as there is a built-in safely due to |
leverage.
Low Low This combination shows that management is
cautious attitude and may, in fact, be losi
investment opportunities for expansion div which
could be possible by having an additional bt financing.
A very cautious attitude has also cos objective of
maximizing the interest of the ow e Tfirm may not be
attained by having this combination.
Q.18 Distinction between Operating Leverage and Financi ge:

Ans.

Operating Leverage
(1) The objective of operating leverage is
magnify the effect of changes in sales
EBIT
(2) Formula

(3) It is known as first stage leverage

(4) It affects earnings before intere d ta

() It relates to the © the
Balance Sheet.

(6) It relates with inv cisions

(7) It deals with o eing unable

ancial Leverage

jective of financial leverage is
agnify the effect of changes in
BIT on EPS.

Formula

It is known as second stage leverage.
It affects earnings after interest and
tax.

It relates to the “Liabilities” side of the
Balance Sheet.

It relates with financing decisions.

It deals with financial risk of being
unable to cover fixed financial cost.

eering stage:

is the initial stage of the company.

e It has to face fierce competition & has to prove itself to create a niche in the

market.

¢ In this stage ,proportion of equity is quite high.

(b)

Expansion stage:

e The company tries to expand its business operations.
e Also it faces more competition & has to beat its competitors.
¢ lts fund requirement is quite high which it meets through borrowing funds.

(c)

Stabilization/Stagnation stage:
e This stage calls for diversification

e The company goes for merger & acquisition with other companies.
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Q.20 Give short note on Pecking Order Theory

Ans. The pecking order theory states that a company should prefer to finance itself first
internally through retained earnings. If this source of financing is unavailable, a
company should then finance itself through debt. Finally, and as a last resort, a
company should finance itself through the issuing of new equity. This pecking order is
important because it signals to the public how the company is performing. If a company
finances itself internally, it means it is strong. If a company finances itself through debt,
it is a signal that management is confident the company can meet its monthly
obligations. If a company finances itself through issuing new stock, it is normally a
negative signal, as the company thinks its stock is overvalued and it see make
money prior to its share price falling.

Q.21 What is Indifference Point?
Ans.The amount of EBIT at which the EPS is the same for two altern
referred to as the indifference point i.e. at indifference point;
Plan Il.
This level will help management to take better decision
expected EBIT is higher than the indifference EBIT
leverage begins to operate i.e. EPS will increase more tha
If estimated EBIT > indifference EBIT: Debt financin fe
If estimated EBIT < indifference EBIT: Equity financin able
Such decision would maximise the EPS and therefof@ market price & wealth of the
shareholders would be maximized.
For newly formed company indifference

cinggplans is
EPS of

cing plans. If
fits of financial
nately. Therefore,

cambedetermined by using the following

equations.
(1) Equity shares versus X(1-t
Debentures N+ N>

X = EBIT, | = Interest,
N1, 2 3 4 = No. of equity shares

(2) Equity shares versus — X=hH1-t)-P
preference shares 1 N3
P = Preference Dividend,

(3) Equity s Versus X(1-t = X=h(1-t)—P
preference entures N N4
t = Tax Rate
For an existin pany if the debentures already exist, then indifference point can be

determined by following equation:
= (X=11=12)(1—1)
N2

Q.22 Wikat is Financial BEP?

Ans the amount of EBIT which is exactly equal to the financial FC namely interest +
preference dividend. In other words Financial BEP = Interest + Preference Dividend/
(1 —1). At Financial BEP, EPS = 0. It is the minimum EBIT that firm should earn to avoid
losses. More the Debt & Preference Capital higher would be the Financial BEP and vice
versa.
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Chapter 4 Cost of Capital

Q.1. Define & Explain the term Cost of Capital.

Ans. The cost of capital is an important input in the capital budgeting decision. Conceptually, it
refers to the discount rate that would be used in determining the present value of estimated
future benefits to be derived from the capital projects. It has been defined as the minimum
rate of return that a company must earn on its investments so that market val r share

important objectives of the financial management like “wealth maximi
necessarily earn a rate of return more than its cost of capital. The_co

depends on the risk involved in the firm. Generally higher the risk, figher e cost-of-

capital.
In operational terms, it is defined as the weighted averag€ of the f each type of
capital. If is visualized as being composed of several eleme ments being the cost

eans t ifferent sources from
s of funds are (i) debt, (ii)

of each component of the capital. The term compon
which funds are received by a firm. The major long-te
preference shares, (iii) equity capital, and (iv) retained nings. Each source of fund or
component of capital has its cost, called the cific cast of capital. When these are
combined to arrive at the overall cost o tal,Nit, reSults in the weighted average or
combined cost of capital.

Q. 2. What is Implicit & Explicit Cost of Ca

Ans. Opportunity Cost of Capital (Implici
The opportunity cost is the rate o shareholder foregoes by not putting his funds
elsewhere because they a y the management. It is the rate of return on best
possible investment th ers and the firm would forego if the projects presently
under conS|derat|on by thelfi ere accepted. Opportunity cost is technically referred to as

cost in the sense that it is the rate of return at which the

shareholders nvested these funds, had they been distributed to them.

E.g. If the pr ' uted than the shareholders can invest such profits in the stock

market

tion of the specific cost of each type of capital — debt, preference shares, equity
hares and retained earnings, and
2. alculation of the weighted average cost of capital by combining the specific costs.

Q.3. What is Cost of Debt? How is it calculated?

Ans. Long term debts are generally obtained through the issue of debentures or bank loan or
loan from the financial institutions. The issue of debentures involves a number of floatation
expenses such as printing, underwriting commission, brokerage, discount, etc. Moreover,
debentures may be issued at premium or at discount. These floatation costs and modes of
issue have important bearing on the cost of debt capital. It is, therefore, necessary to
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Q4.

Ans.

ascertain the net proceeds from such issue. It is customary to compute the cost of debt

capital on an after tax basis as interest payments are treated as tax deductible expenses.

1. Perpetual Debt
The computation of the cost of perpetual or irredeemable debt is relatively easy.
Perpetual debt refers to the amount of debt which is not redeemable during the life
time of the firm. Further, a decision to maintain fixed amount of debt in the firm’s
capital structure also amounts to perpetual debt. In this case, if the old debt is
redeemed a new debt of an equal amount is raised. The cost of perpetu bt (Kd)
can be calculated according to the following formula.

K. = 1(1-t)
d NP
Kd = Cost of debt after tax | = Annual inted€st p e
NP = Net Proceeds = Issue Price — Floatation Cost t =Taxrat

2. Redeemable Debt
When debentures are redeemable after certain numbef of r effective cost of
debt may be calculated by using the following formula:

(I(l_t))_l_RV;NP
Kq = RV+NP
2
RV = Redeemable value of debt V

How Cost of Preference Capital is calculated*
The computation of the cost of preferencetshare capital poses some conceptual difficulties
as compared to the cost of debt capital. of debt capital, the contractual rate of
interest is a legal obligation on theSpart of the company and constitutes the basis for
calculating the cost of debt. H re is no such obligation in case of preference
shares. Although preference sha fixed dividend rate and the holders of such
shares have a preferential r ive dividend as well as principal, but unlike debt there
is no risk of legal bankguptc pany does not pay the dividends to the preference
erts hold the view that dividends payable on preference
wever, it is not true. A number of factors make it obligatory
pay the stipulated dividends whenever it makes sufficient

shares do not con
on the part of

profits. This i i) The preference shareholders have priority in dividend payment
over the equi Iders; (ii) the equity shareholders will not receive dividends unless
the co ends to the preference shareholders; (iii) the accumulation of

preference dividend may entitle their holders to participate in the general
he company, and (v) the company will face difficulty in raising further equity

ost of preference share capital is computed on the basis of the stipulated rate of
dividend similar to the cost of debt capital which is computed on the basis of the rate of
interest. However, unlike interest payments on debt, dividend payments on preference
share are not tax deductible. Hence, there is no need for tax adjustment in calculating the
effective cost of preference share capital. Again there are two types of preference shares,
viz., irredeemable and redeemabile.
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Q.5.

Ans.

1.  Cost of Irredeemable Preference Share Capital: The cost of the types of shares, which

have no specific maturity date, is computed by using the following formula:

D
ko, —2
PNp

K p = Cost of preference share capital D p = Annual dividend on Preference Shares

2. Cost of Redeemable Preference Share Capital: When the preference shares are
redeemable during the life-time of the company, the effective cost of redeemable
preference share is computed. Formula used for determining the cost offfedeemable

to the equity holders solely depends upon the discretion management.
Apart from the absence of any definite commitment taQ\ r dend the equity
shareholders rank at the bottom as claimants to the assets of a company at the time of its
liquidation. It may therefore, appear that “Equity capital
But this is not true. Equity capital like other sources of fu

debentures is as follows:
Ko = —vinr %
What are different approaches to find Cost of Equity?
The cost of equity capital is the most difficult and controversial co ure. The return
comp
|

doe€s certainly involve a cost to
expect returns in the form of

ce of shares. A policy of not paying
dividends by a firm would be in conflict with, i ic objective, namely net present value
maximization. The equity shares t
expected by investors and thegefore ry a cost. In fact, the cost of equity capital is

1.  Dividend/Price ratio a “@his approach is based on the assumption that the
return so calculated i investors except when they put in their savings in a
company. It means vestor arrives at a market price for a share by capitalizing

dividends at a return. Though this approach is simple, it suffers from two

serious esses. Firstly it ignores the earnings on retained earnings. Secondly it

ignores arket price rise may be due to retained earnings also and not on

account of high dividends. As per formula:

D,

NP

Ke= quity Capital D1 = Expected dividend per share at the end of the year
Dividend Growth approach: This approach has been advocated by a number of
authorities. According to this approach, a project’s rate of return has to be higher than

resent earnings per share relative to present market value per share. The growth rate

in dividend (g) is assumed to be equal to the growth rate in earnings per share and
market price per share. In other words, if the earnings per share grow at a rate of 10%
per year and if dividends are a constant fraction of these earnings, then the growth
rate in dividends per share is the same as the growth rate in earnings.

K.

K, = % +g g = Growth in expected dividends

3. Earnings/Price approach: The advocates of this approach establish a relationship
between earning and market price of the share. Some people simply use the current
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earnings and current market price for determining the capitalization rate while others
recommend an average of earnings and average of market price. This approach also
suffers from three serious limitations: (i) all earnings are not distributed to the
shareholders in the form of dividends; (ii) earnings per share cannot be expected to be
constant. (iii) Share price also does not remain constant.

EPS

Ke=3p
4. Capital Asset Pricing Model (CAPM) Approach
Ke=R ¢+ b(Rn—Ry)
R¢ = Rate of return on risk — free investment b = Beta coefficie
Rm = Required rate of return on market portfolio NP = Net Proceg

Q.6. “Retained Earnings are free of cost” Do you agree?

Ans. Retained earnings are also not without cost. Though they do not
the firm but their opportunity cost can be computed well
earnings in a particular company is the rate of return thé sh
putting his funds elsewhere. If management has the shareh erest in mind when it
makes its investment decisions, it should use this op gure to determine the
cut-off rate. The opportunity cost of retained earnings areholders is the rate of
return that they can obtain by investing the after-tax dividéfds in alternative opportunities. In
operational terms;

opportunity of retained
foregoes by not

Kr=Ke
Where, K r = Cost of retained earnings K ost of equity capital
Q.7. What is Weighted Average Cost Of@€apital” s it calculated?

Ans. The cost of capital is an important in
refers to the discount rate that
future benefits associated wi

in the capital budgeting decision. Conceptually, it
d in determining the present value of estimated
| projects. In operational terms, it is defined as the
pe of capital. The weighted average cost of capital

occupies an important . The weighted average cost of capital can certainly
be computed on after-ta . In its calculation each source of capital funds gets the
weightage accordin [ ution in the total capital. The weights may be historical or
marginal. Hi ights are based on the existing capital structure. Two types of

historical wei

Where, K 0 = Weighted Average cost of capital

Kd= Cost of Debt W d = Percentage of debt to total capital

K p = Cost of Preference shares W p = Percentage of preference shares to total capital
K e= Cost of equity W e = Percentage of external equity to total capital

K r= Cost of retained earnings W r = Percentage of retained earnings to total capital
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Q.8. “Accounting Profit doesn’t take into account all costs of capital invested in the business”
Comment

Ans. -

It is true to state that accounting profit does not take into account all cost of capital
invested in business.

Accounting profit takes only cost of debt into consideration.

It does not give due importance to cost of equity.

Thus, an important segment of cost of capital being cost of equity is ignored and
hence accounting profit do not reflect the correct quantum of profit.

Q.9. “Cost of Capital is used by a company as a minimum benchmark for its yield” C@mm

Ans. -

Q.10.In real life, the component cost of debt
independently determined. Elucidate

Ans. -

It is apt to state that company employs cost of capital as a minimum C its
yield.

Cost of capital refers to the cost of raising funds, which includes bo and equity.
Thus, this is the minimum return that investors seek from mpany idreturn of

t
funds provided by them.
Hence forth, it sets a benchmark / threshold for the co eafh that minimum
return to satisfy its investors.
To conclude, cost of capital is the minimum benc yield, however the
company should try to maximize its yield over an e the cost of capital to increase
market value and enable wealth maximization, i e ultimate objective of

business.

Vv

equity jointly operational rather than

It is apt to say that in real life, theSgompo
operational rather than indepengdently i

nt cost of debt and equity are jointly

Higher levels of debt, for ex usually increase the perceived level of risk for
ike and therefore, raise the interest rate charged by
creditors and the rate o uirement of stockholders.

Thus cost of debt ang, cost of equity should not be determined independently. Both the
cost of debt a Id be determined on joint basis to have a true and fair cost
of capital.
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Chapter 5 Financial Services

Q.1. Define “Financial Services”

Ans. Financial Services has a broad definition and it can do defined as the products and services
offered by institutions like banks of various kinds for the facilitation of various financial
transactions and other related activities in the world of finance like Investment Banking, Credit
Rating, Consumer Finance, Housing Finance, Asset Restructuring, | Fund
Management Company, Depository Services, Debit Card etc.

Q.2. Write short note on functions of merchant bankers.

Ans. Definition & Meaning:
A Merchant Banker has been defined under the Securities and gExchan rd of India
(Merchant Bankers) Rules, 1992 as “any Person who is engage@i usiness of issue
management either by making arrangements regarding s , buyinggor subscribing to
securities as manager, consultant , advisor or rendering Corgor service in relation
to such issue management.”
Services & Activities of Merchant Bankers
(a) Project promotion services.
(b) Project finance.
(c) Management and marketing of new issues.

d) Underwriting of new issues.

e) Syndication of credit.

f)  Leasing services.

g) Corporate advisory services.

h) Providing venture capital.

)  Operating mutual funds an oreyfunds.

() Investment management.or p lio management services.

k) Bought out deals.

I Providing assistan

and financial collaborations and joint ventures.
in commercial paper.
n) Investment se

Q.3. Explain Depositor in India. What are its benefits?

Ans. Although India a vibrant capital market which is more than a century old, the paper-based
settlement of tra aused substantial problems like bad delivery and delayed transfer of
title cently. The enactment of Depositories Act in August 1996 paved the way for
estab (NSDL), the first depository in India.

sitory system, securities are held in depository accounts, which is more or less
siilar to holding funds in bank accounts. Transfer of ownership of securities is done through
sim account transfers. This method does away with all the risks and hassles normally
a ated with paperwork. Consequently, the cost of transacting in a depository environment
is considerably lower as compared to transacting in certificates.

Facilities offered by NSDL

NSDL offers following facilities:-

Dematerialization i.e., converting physical certificates to electronic form;
Rematerialisation i.e., conversion of securities in demat form into physical certificates;
Facilitating repurchase/redemption of units of mutual funds;

Electronic settlement of trades in stock exchange connected to NSDL;
Pledging/hypothecation of dematerialized securities against loan;
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6. Electronic credit of securities allotted in public issues, rights issue;

7. Receipt of non-cash corporate benefits such as bonus, in electronic form;

8. Freezing of demat accounts, so that the debits from the account are not permitted;

The Central Depository Services (India) Limited CDSL

CDSL was promoted in February, 1999 by The Stock Exchange, Mumbai (BSE) jointly with
leading banks such as State Bank of India, Bank of India, Bank of Baroda, HDFC Bank,
Standard Chartered Bank, Union Bank of India and Centurion Bank. CDSL was set up with
the objective of providing convenient, dependable and secure depository services at
affordable cost to all market participants.

All leading stock exchanges like the National Stock Exchange, Calcutta Stack nge,
Delhi Stock Exchange, etc have established connectivity with CDSL.

CDSL’s demat services are extended through its agents called Deposi Pagtici (DP).
The DP is the link between the investor and CDSL. An investor who demat account
with a DP can utilize the services offered by CDSL. While the DP groCess nstructions
of the investor, the account and records thereof is maintained DP is thus a

“service centre” for the investor.

A BANK-DEPOSITORY ANALOGY

BANK DEPOSITORY
Holds funds in an account Hold securities in an account
Transfers funds between accounts on the [Transfers securities between accounts on
instruction of the account holder the instruction of the account holder.
Facilitates transfers without having to Facilitates transfers of ownership without
handle money having to handle securities.
Facilities safekeeping of money Facilitates safekeeping of shares.

Benefits of a Depository S
ip and transfer of securities take place by means of
t the outset, this system frees the capital market of the
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ion in transaction cost;
7 0 odd lot problem, even one share can be sold;
8. omination facility;

Q.4. Distinguish between Dematerialisation & Imobilisation
Ans. Some of the difference between the dematerialisation & immobilisation are as under:
(i) In Dematerialisation, no physical scrip is in existence whereas in immobilisation physical
shares are kept in vaults with the depository for safe custody.
(i) In Dematerialisation, only electronic records is maintained by depository whereas in
case of immobilisation, all subsequent transactions in the securities take place in book
entry form.
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Q.5.

Ans.

(i) Dematerialisation is cost effective as compared to immobilisation.
(iv) Dematerialisation takes less time in transaction as compared to immobilisation.

What is Credit Rating? What are its uses & limitations? State in brief different credit rating
agencies of India.

Meaning:

In simple words, a credit rating is

An expression of opinion of a rating agency.

The opinion relates to a debt instrument to be issued by an entity

The opinion is as of a given date.

. The opinion is based on risk evaluation and
. The opinion is indicates probability of interest and principal pay s being y an
issuing entity in a timely fashion
These opinions have become important in recent times to invgstors o unt of the

increase in the number of issues, and the advent of new and inafcial products,

such as asset backed securities and credit derivatives.
A credit rating does not mean
1. Performance evaluation

2.  Investment recommendation

3. Opinion on associates: An opinion on the ho pany, subsidiaries, fellow
subsidiaries, or associates of the issuer-entity.

Legal compliance: That the issuer-entity has conipli

legal requirements, or that an audit has be

Use of credit rating

Credit rating is useful to both the users andhe issuers.

1.  Tousers: The ratings are usef its us cause:

abrowbd=

r failed to comply with) any or all

b) They help in meeting regu
schemes, funds raisedgin whichyare deployed in securities carrying not less than a pre-

2. Toissuers: Credi e sought by issuers, because:

a) lIssuers o Meet regulatory requirements, e.g., SEBI provides mandatory rating of
debt-instfum i ny areas.

b) Issuers recognizgthat prospective investors place a value on the ratings, and this in
turfy will affe r ability to raise debt or equity capital.

To summarize, rating assists.

a) il making investment decisions

g Agencies in India

are many rating agencies in India. Four of these deserve special mention.

redit Rating Information Services of India Ltd. (CRISIL)

CRISIL has also set up a Subsidiary known as CRIS-RISC, for providing information
and related services — primarily over the internet — and also runs an online news and
information service.

2. ICRA
ICRA, formerly known as Investment Information and Credit Rating Agency of India,
began its operations in 1991. Major shareholders include leading financial institutions
and Banks. Moody’s Investor Services, through their Indian Subsidiary, Moody’s
investment Company India (P) Ltd. is the single largest shareholder.
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3.

Credit Analysis and Research Ltd. (CARE)

CARE was established in 1993. UTI, IDB, and Canara Bank are the major promoters.
With 2500 plus headings under its belt it emerged as a leading rating light.

Fitch Ratings India (P) Ltd.

Fitch Group which is an internationally acclaimed statistical rating agency has
established its presence in India, through Fitch Ratings India (P) Ltd., as a 100%
subsidiary of Fitch Group.

All the four agencies have been recognized by Securities and Exchange Board of India under
the SEBI (Credit Rating Agencies) Regulations 1999.
Limitations of Credit Rating

While credit rating is no doubt welcome, we must also be aware of its dark
1.

Q.6. Wr
Ans. Ao

Rating changes: Credit rating is at a date. Rating accorded to in ange
over time. They can be downgraded or kept under rating watch. ood. But
actual experience can be a shade different. Rating down S be timely
enough to put investors on alert. Rating agencies have bee o 1ag rather than
lead events. Often downgrading has happened only wh is too lateffor the investor to
act.

Industry specific rather than company specific: There
are linked to industry performance rather than C
could be linked to how the industry is doing rat
Agencies may be drawing comfort in the
differently, when ratings are modified, it is
to conditions then existing; such reacti
during upturns (or downturns).

Cost benefit analysis: Rating is man@atory in a number of cases. This compels an
ead o sing it on a cost benefit analysis basis.
There is a gathering debate on Whether rating should be left optional and the public
could be left to decide whe any that is not getting itself rated has anything to
hide.
Conflict of interest: T mpany collects its fees from the company which it
rates. This could | ent of conflict of interest. With the rating market getting
increasingly competi ere is a possibility, howsoever remote, that such a conflict of
rating.

possibility that downgrades

ance. In short, ratings
ow the company is doing.
re than in the micro scene. Put
agency may have over-reacted
from an optimism (or pessimism)

a) Rating ie® deriving more of its revenues from a single source or a group.

ies of larger size, enjoying a dominant market position engaging in
aggressi ompetitive practices (e.g. either refusing to rate a collateralized and
securitized instrument, or inducing an issuer to pay for services rendered).

r element of transparency in the rating process, particularly in the area of
disclosure of assumptions leading to a specific rating to the general public.

short not on CAMEL model in credit rating.
the many tools and techniques in the armory of a Rating Agency, the CAMEL Model

deserves mention. CAMEL is an acronym for Capital, Assets, Management, Earnings and
Liquidity. The focus of the scope of coverage will include:

1.

Capital : Composition of retained earnings and external funds raised; fixed dividend
component (preference) and fluctuating dividend component (equity), and overall
adequacy of long term funds, put together to gearing levels; ability of issuer entity to
raise further borrowings.

Assets: Revenue generating capacity of existing and proposed assets, fair values,
technological and physical obsolescence, linkage of the asset values to turnover,
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Q.7.
Ans.

Q.8.
Ans.

Q.9.
Ans.

consistency, appropriateness of methods of depreciation ad adequacy of charge to
revenues. [Size, ageing, ad recoverability of monetary assets such as receivables, and
its linkage with turnover]

3. Management: Extent of involvement of management personnel, team-work, authority,
timeliness, effectiveness and appropriateness of decision making as also the focus of
direction of management in the backdrop of corporate goals.

4. Earnings: Absolute levels, trends, stability, susceptibility to cyclical fluctuations, and the
ability of the company to service the existing and additional debts, if any, proposed.

5. Liquidity: Effectiveness of working capital management, corporate policie he areas
of stock and creditors, management and the ability of the entity their
commitments in the short-run.

These factors form the five core bases for estimating credit-worthiness gf"an igsu ich in

turn leads to an opinion for rating an instrument. Rating agen detegmine the

predominance of positive or negative aspects under each of thesg'five elements and these

are factored in, in the overall rating decision.

Write short note Loan Syndication

- When large amount of funds are to be procured, a fe banks/ financial institutions
come together to provide financial services, which e an syndication.

- Since it involves arrangement of some financi jons, it is also known as
‘consortium financing.

- Loan syndication involves preparation of | appli
disbursal.

- Such syndication involves lending asfwell as @erehant banking.

- The cost on such loans involve not just intefést expense but also syndication fee for

ion and finally arranging for the

- Such a process turns out t
- Co- ordination is ensu lead bank.

Write short note on Refi

- Reliance is a uRder which large financial institutions provide funds to other
institutions for
or purpo heYarge institutions.

- NABARD ( ank for Agriculture and Rural Development) and SIDBI (Small
Industries“Develgpment Bank of India) are the examples of those bigger or larger
insfitutions wihieh provides such refinance facility to those banks/institution which are

ged in fulfilling the objectives of those larger institution.

ite short'hote on External Commercial Borrowing

foreign currency borrowing raised by the Indian corporate from outside India Is known

ernal Commends! Borrowing' (ECB).

- Those borrowing occupy a very important position as a source of funds for corporate.

- This foreign currency borrowing can be raised within ECB policy guidelines of Govt, of
India/Reserve Bank of India issued from time to time.

- Thus, the main ingredients of ECB are:

- It is a commercial loan.

- It is a foreign exchange.

- It is availed by a person resident in India.

- It is availed from non-resident lenders.
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. The ECB route is beneficial to the Indian corporate on account of the following:

It provides the foreign currency fund which may not be available in India.

2. The cost of fund at times works out to be cheaper as compared to the cost of raising
domestic funds.

3. The availability of the funds from the international market is huge as compared to
domestic market and corporate can raise large amount of funds at competitive price.

. ECB can be accessed under two routes
(i) Automatic Route and (ii) Approval route.

—

Q.10.Write short note Trade Credit

Ans. Trade credit is one of the most important sources of short-term finance. ers to
the sale of merchandise on credit by one business organisation to a dit terms
generally include a provision for a cash discount if payments @re t de within a
specified period of time. The credit terms also include the payment . Availability of trade
credit facilities and terms of credit are dependent on sevegél factors as nature of the
product, financial position of sellers., cash discount, degr redit risk and nature and

extent of competition.

Merits of Trade Credit:

1) Availability of trade credit is on a continuous d informal basis. No separate
arrangement of financing is necessary.

2) In case of trade credit, there is no ne
of the business.

3) Trade credit is a flexible source of fin
note, pledge securities or adher

Demerits of Trade Credit:

1)  The cost of trade credit may
seller while fixing the

y sort of charge against the assets

the firm has not to sign a not to sign a
strict payment schedule.

very tigh if all the factors are taken into account. The

considers various factors such as interest, the risk
o'supplying goods on credit.

dit may induce the firm to resort to overtrading.

erlying asSets and their associated cash flow stream. Securitisation is originated by
ks to liquefy its pool of assets. Securities backed by mortgage loans are

KeydSteps in Securitisation

S isation can take place in different ways and assume complex structures. Broadly, the
following steps are involved in a securitization programme:

1)  Seasoning The originator (the firm that seeks to liquefy its assets) identifies the assets
to be securitized and packages them in a pool.

2) Credit Enhancement The originator or some other agency may enhance the credit
quality of the pool of assets to be securitized by providing insurance, often of a limited
kind, to the investors.

141



J- K. Shah Classes CS Professional - FM Theory Q & A

3)

4)

Transfer to a Special Purpose Vehicle The pool of assets is transferred to a Special
Purpose Vehicle (SPV), usually organized as a Trust, for valuable consideration. Once
the transfer is completed, the assets are taken off the balance sheet of the originator
Issuance of Securities The SPV issues securities backed by the pool of assets held by
it. These securities are called Pass Through Certificates (PTCs) because the cash flows
received from the pool of assets are transmitted (passed) to the holders of these
securities on a pro-rata basis after deduction of service fee.

Role of the merchant Banker
The merchant banker has to coordinate the activities of various agencies e e the

overall success of the securitisation programme. His principal tasks are to:

1)
2)
3)
4)

(92N

)
)

Bring the originators and the investors together.

Set up the SPV.

Design the instruments and price them appropriately.
Select various agencies like the rating agency, underwritersi credi cing agency,
and servicing agency.

Arrange for the listing of the issue.

Market the issue and if necessary, provide market supp

Q.12.What are Sources of real estate funding?
Ans. -  Real estate financing refers to the process whereby@€al estate i.e. land & buildings are
financed.
- Thus, the whole process undertaken rangin e funds for owning real estate is
termed as real estate financing.
- The 2 main instruments dealing in realiestate fihancing are as follows :-
- Real estate mortgages
- Real estate leases
- The main source of real estate fi ing is procuring loans from financial institutions.
- Apart from the aforementione@d ways*other sources of finance which may be used to
acquire real estates ar
Q.13.“Depreciation is | Source of Finance” Do you agree?
Ans. ¢ ngst all the sources of internal finance, main source is depreciation.

depreciation, the term denotes the funds set apart for replacement of worn-

ting rules on the basis of estimated life of each asset each year to total over the
ife of the assets to an amount equal to original value of the assets.

Ithough depreciation is meant for replacement of particular assets but generally it

creates a pool of funds which are available with a company to finance its working capital
requirements and sometimes for acquisition of new assets including replacement of
worn-out plant and machinery.
Depreciation is expenditure recorded in the accounting system of a company and is
allowed to be deducted while arriving at the net profits of the company subject to
adherence of the percentages of allowable depreciation fixed under the tax laws.
However this amount remains in the business and utilized for business requirements.
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Q.14. Distinguish between Corporate & Business Finance

Ans.

Q.15. Distinguish between Bearer Debentures & Registered Debentures

Ans.

Q.16.Write short note on “Financing t

Ans.

Corporate Finance Business Finance

If deals with the finance of corporatelt deals with the financial practices

bodies. applicable for all types of business
enterprises.

It is a specialised branch of business|lt includes corporate and noncorporate

finance. finance.

Sources of funds are generally fromSources of funds are private in nature.

public and government.

Basis Bearer Debentures Register
1. | Meaning These are negotiable | These ty
instruments and are transferable | not er in
by mere delivery. be

bentures are
e but have to
In the name of the

2. | Interest & The holder is entitled to claim
Principal interest &. principal whenever
Repayment | the same becomes due.

d principal repayment
to holder whose names
appear in the register of the
pany.
tis subject to stamp duty.

3. | Stamp Duty | On transfer of such @ebentur
no stamp duty is re
paid

ined Earnings”

ncing but it refers to accumulation of profits by a
activities or repay loans. It is also called as “internal
aising finance through retained earnings is the best
. Therefore management finds it an easy and cheap source

Retained earnings are not a me
company to finance its de
financing” or “plough back o
source since it is easily
of funds.

(a) Itincreasges there tion of the business. It also increases the capacity of the company

cost has not e incurred.
irancing and improvements, this is the most useful source of finance.

(@)W, The retained earnings can be misused by the management. It can be misused for
anipulation of the value of the company’s shares on the stock exchange. Similarly, it
an be misused in order to cover the inefficiency of the management of the company.

(b) In case the retained earnings are used excessively and for a long period, it may result in
converting the business enterprise into a monopolistic organisation.

(c) Raising finance through retained earnings may prove harmful to social interests. Use of
retained earnings by individual business enterprise may not be in the interest of the
society may not get an opportunity to invest funds in socially desirable business units.

(d) The shareholders may object the use of retained earnings as they are deprived of
regular income.
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Q.17.What is Investment Banking? What are its functions?

Ans.

Q.18.Write short note on co
Ans.

This term is mainly used to describe the business of raising capital for companies. Major

players in global scenario include Goldman Sach, Merrill Lynch, and Morgan Stanley etc.

The main difference between traditional commercial banking system and investment banking

system is that while commercial bank takes deposits for current and savings accounts from

customers while an investment bank does not.

The following are, briefly, a summary of investment banking functions:

- Underwriting: The underwriting function within corporate finance involves shepherding
the process of raising capital for a company. In the investment banking , capital
can be raised by selling either stocks or bonds to the investors.

- Managing an IPO (Initial Public Offering): This includes hiring man
due diligence and marketing the issue.

- Issue of debt: When a company requires capital, it sometimes cho
debt instead or equity.

- Follow-on hiring of stock: A company that is already publicl metimes sell
stock to the public again. This type of offering is c a followson offering, or a
secondary offering.

- Mergers and Acquisitions: Acting as intermediary betwe cqulrer and target company

- Sales and Trading: This includes calling high n h indigiduals and institutions to
suggest trading ideas (on a caveat emptor basi orders and facilitating the
buying and Selling of stock, bonds Or other,Securitieg’such as Currencies.

- Research Analysis: Research analysts
recommendations on whether to buy.

- Private Placement: A private placem
fact that a private placement involve
rather than to public investors.

- Financial Restructuring: When
bankrupt. In this situation,
operations and walk a an also restructure end remain in business.

the iSsue,

ue public

from a public offering aside from the
lling stock or equity to private investors

Consequent upon the tion of Indian economy, a spurt Increase in employment

. This has lead to steady increase in demand of durable

Consumers c purchase the goods by way of consumer finance.

Basically, cons inance is concerned with providing short term medium term loans to
finance ods or services for personal use by consumers.

Congumegr Finance is provided by Non-Banking Financial Companies (MBFCs) which are
gove ’s regulations and other banking regulations.

banking Financial Companies? What are its categories? What measures are
by RBI to regulate NBFC?

ing of NBFC (Non Banking Financial Companies): NBFC stands for Non-Banking
financial institutions, and these are regulated by the Reserve Bank of India under RBI Act.
1934. A Non-Banking Financial Company (NBFC) is a company registered under the
Companies Act, 1956 and is engaged in the business of loans and advances, acquisition of
shares/stock of bonds of debentures/securities issued by Government or local authority or
other securities of like marketable nature, leasing, hire-purchase, insurance business, chit
business but does not include any institution whose principal business is that of agriculture
activity, industrial activity, sale/purchase to construction of immovable property/* NBFC's
principal business is receiving of deposits under any scheme or arrangement or in any other

144



J- K. Shah Classes CS Professional - FM Theory Q & A

manner or lending on any other manner. They normally provide supplementary finance to the
corporate sector.

Different categories of NBFC are

1. Loan Companies.

2. Investment Companies.

3. Asset Finance Companies Regulation of NBFCs-RBI Act

RBI regulates the NBFC through the following measures;

(@) Mandatory Registration.

(b) Minimum owned funds.

(c) Only RBI authorized IMBFCs can accept public deposits.

(d) RBI prescribes the ceiling of interest rate and public deposits.

(e) RBI prescribes the period of deposit-

(f) RBI prescribes the prudential norms regarding utilization of funds.

(g) RBI directs their investment policies.

(h) RBI inspectors conduct inspections of such companies.

(

i) RBI prescribes the points which should be examined eported the auditors of
such companies,
() RBI prescribes the norms for preparation of Acco particularly provisioning of

possible losses.
(k) If any of interest or principal or both is/ are due
months, the amount is receivable (inter
performing asset.
NBFCs (unction similarly as banks; howev
(i) an M&FC cannot accept demand dep@sits;
(i) an NBFC is not a part of the payme
cannot issue cheques drawn o
(iii) deposit insurance facility of Dep
available for NBFC deposit

customer for more than 6

it Insurance and Credit Guarantee Corporation is not
case of banks.

Q.20.Write short note on Factorin

ceivable arising out of sale are sold by a firm (client) to
jiary). Factoring is a new financial service that is presently
g involves provision of specialized services relating to credit

accquntsireceivables purchased by it.
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Chapter 6 Project Planning

Q.1. What is a Project plan? Enumerate various steps in the Project planning process.
Ans. A project plan is a formal, approved document that is used to manage and control a project.
The project plan forms the basis for all management efforts associated with the project. It is

a document that is also expected to change over time. The project plan do nts the
pertinent information associated with the project; the information associated with lan
evolves as the project moves through its various stages and is to be upd as new

information unfolds about the project.
Steps in the Project Planning Process are:

The planning process consists of the following basic tasks:
a) Define the technical approach used to solve the problem.
b) Define and sequence the tasks to be performed identify Jall deliverables

associated with the project.
c) Define the dependency relations between tasks.
d) Estimate the resources required to perform each t
e) Schedule all tasks to be performed.
f)  Define a budget for performing the tasks.
g) Define the organization used to execute th
h) Identify the known risks in executing t
i)  Define the process used for ensuring Quality.
j)  Define the process used for specifyin

Q.2. What is a project report and why is it essary to prepare project report?
Ans. Project report is a working pl
decision by a company has been t
Importance of preparation '
technology being ado
institutions, banks and
involvement, highe
to tolerate failu

avy financial state of public funds through financial
ent organization being contemplated. High technology
oject implementation and as such economy cannot afford

e) Financial Objectives
)  Personnel Objectives
g) Organisation Objectives
(h) The end product Objectives
(i)  The customer benefit Objectives, and
() The societal Objectives
2. To evaluate above objectives in the right perspective it is essential to consider the
input data, analyse the data, predict outcome, choose best alternatives, take action
and measure results with predictions. Stress is laid that the objectives become
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measurable, tangible, verifiable, attainable and the risk of failures is avoided to the
maximum desired extents.

3. To evaluate constraints on resources viz. manpower, equipment, financial and
technological.

4. To avail of the financial facilities who require a systematic project report to evaluate
desirability of financing the project. Besides, the financial intermediaries today check
up and verify the project proposals for accepting the responsibility for a company to
procure funds from the capital market. Merchant banks that have entered in the capital
market as financial intermediaries are quite careful about the project vi before
taking up a contract for making financial services available to corporate u

5.  Successful implementation of a project depends upon the course o [ ed
in the project report. Besides, comparison of results will depend cted
profitability and cash flows, production schedule and targets a i project
report.

Q.3. What guidelines are followed by banks and financial instituti r Projectrappraisal under

inflationary conditions?
Ans. The project appraisal by banks and financial institutions under inflationary conditions is

generally done keeping in view the following guidelines:
1.

2.

Make provisions for delay in project implementatio
the forecasted rate of inflation in the econo [
Sources of finance should be carefully scru reference to revision in the rate
of interest to be made by lender a which could be followed in the
interest bearing securities. All these factors push up the cost of financial resources
for the corporate unit.

Profitability and cash flow proj
and adjustment should be,mad
adversely future projections:
Explain fully the criteri
two criteria followed gi

tion in project cost as per
rly on all heads of cost.

ions a de in the project report require revision
take care of the inflationary pressures affecting

rage rate and escalate the total cost at that rate;
against inflationary rate. This would make adjustment for

cash. Both cash inflows and outflows will accordingly adjust to
ges at the appropriate rate applicable to each of them

e economic rate of return for the project which will equate the present value
ital expenditure to net cash flows over the life of the project. The rate of return
be acceptable which accommodates the rate of inflation per annum.
inflationary times, early pay back projects should be prepared. Because projects
ith long pay back are more subjected to inflationary pressures and the cash flow
generated by the project will bear high risk.

Q.4. Explain in detail various Viability tests carried out by a bank/financial institution after
analyzing the project and promoter’s capacity.

Ans. After analyzing the Project and Promoters capacity, a bank/financial institution carries out
following validity tests:
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A.

Technical Aspects of Project Appraisal

This involves studying the feasibility of selected technical processes and its suitability
under home conditions, location of the project, plant layout, appropriateness of the
chosen equipment, machinery and technology, availability of raw material, power and
other inputs, appropriateness of technology chosen from social point of view,
availability of infrastructure for the project, the techno economic assumptions and
parameters used for analyzing costs and benefits and viability provision for treatment
of effluents, training of manpower, legal requirement on documentation, license and
registration.

The Financial Aspects of Project Appraisal

The primary aim of financial analysis is to determine whether the pggject satisfiegithe

investment criteria of generating acceptable level of profitability. T d be
able to service the debt and ensure expected returns to the | portant
aspects which are examined while conducting financial raisal vestment
outlay, means of financing, projected financial statements, Wi nd profitability,

break-even point analysis, sensitivity analysis and risk
(@) Measures of Financial Viability — NPV, BCR an

rate of return and debt service coverage rati
Net Present Value Method (NPV)

The objective of the firm is to cr by using existing and future
eed the present value of all
anticipated cash outflows.
It is DCF approach to capital budgetinggthat discounts all expected future cash
flows to the present using a mMimum /desired rate of return. Higher the risk,
higher the minimum desir
of capital i.e. what the fir
required rate of return
Managers disco
using this minim

ected cash flows from the project to the present,
ate. If the sum of PV of cash flows is positive, the
the sum is negative, it is undesirable. When choosing

among sgveral ents, the one with the greatest NPV is most desirable.
NPV w — PV of cash outflow
Pr dex (Benefit/Cost Ratio)

The pr: | is worth accepting if the Pl exceeds 1. In case of several proposals
highest Pl proposal should be selected.

itability index is an extension of NPV method.

hen the firm has unlimited funds available for investment then the NPV method
better than Pl method.

IRR method

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 started in the form of a ratio 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 die cash outflows and cash inflows are known.
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(b)

(c)

(d)

In evaluating investment proposal wit, internal rate of return is compared with a
required rate of return, known as cut-off rate. If I! Is more than cut-off rate the
project Is Healed as acceptable: otherwise project is rejected

Sensitivity Analysis

Projects are sensitive to fluctuation in values of critical variables like costs of
inputs and prices of outputs. It is important to examine how sensitive is the
project to fluctuations in the values of these variables because the basic
assumptions taken for projections of balance sheet, cash flow statements for
future years have an element of uncertainty. Different projects may,
affected differently from changes in the assumption of cost and
Sensitivity analysis helps us in finding out that how sensitiv
these fluctuations. Sensitivity analysis involves identificationfof ¢

relating to costs and returns, specification of alternativegva
variables and re-computation of the NPV and IRR by usifig the al .
A project, which is highly sensitive to even small fluctu st’and price, is

a risky project for financing.
Scenario Analysis
Sensitivity analysis takes care of only one_or two variable which is at times

inadequate. This limitation is partially ove b nario analysis, where
scenario of certain prices, cost and other var created and the financial

parameters are computed.
Risk Analysis
Under risk analysis, probabilistj alysigyisgdone by identification of key risk

variables, finding out values of arfable, assigning probabilities for each
value to each of the risk variablesgusingthese values for risk analysis and finding
out the probability of negati of the project, i.e. what is the probability
that the NPV of the j il be negative. The risk analysis adds valuable
information to the proj and it is an important tool in this respect but to
take up investm pends on the risk taking capacity of the entrepreneur

which will vary fro person. Therefore, it is judgmental in nature
C. Economic Appra
The objective, of oMmic appraisal is to examine the project from the entire
economy’s poil [ determine whether the project will improve the economic
welfare ry. Economic appraisal is traditionally not conducted in banks or
financial i is generally conducted by agencies like the World Bank and the

development agefcies of the Government for the projects having huge investment and

pr

econ

und i ion for the economy. Examples of the projects where economic
sis is conducted are big dams, forestry projects and big industrial projects.
ibutive Appraisal

analysis of a project to be complete, it should include not only the financial and
ic but also social appraisal. The social analysis consists of two parts:

easurement of the distribution of the income due to the project and identification of

e impact on the basic needs objectives of the society. The steps involved in social
appraisal are: conducting financial analysis, economic analysis and appraisal of
distributional effect of the net benefits (externalities) of the project. After social and
distributive analysis it may emerge that a project is financially unviable but socially and
economically is viable. In such situations the decisions to undertake the project would
depend upon the goals of the Government. If the Government believes that the
positive externalities are worth the negative financial cash flow, it may decide to
implement the project.
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E.

Q.5. Explain in detail various aspects cov
Ans. In ascertaining the technical feasibi
considered:
1.

Environmental Aspects
Nowadays huge importance is being attached to the environmental aspects in the
projects and most of the banks and financial institutions insist on Environmental
Impact Assessment (EIA). The essence of EIA is a prediction of the consequences to
the natural environment from development projects. The emphasis in EIA is on those
consequences of the projects which are relatively well known and whose magnitudes
can be easily estimated. Conditional, uncertain or probabilistic aspects of the impacts
are not considered. Another elaborate analysis called Environmental risk Assessment
(ERA) is used to differentiate a new and additional analysis in which the abilistic
element is explicitly addressed.
Organizational and Managerial Aspects
The organizational and managerial aspects evaluate the managefial
organization or the entrepreneur, responsible for implementing prejéct. Even if very
good technology is chosen for the project, it may fail due
managerial capability. In small agricultural and other proj ntrepreneur is
responsible for taking care of all these aspects. It is i nt for thefbanker to judge
the borrower’s managerial capability and also his finandclal i worth). In case of
cost escalation he should be in a position to meet the additionall financial requirement
for the project.

Commercial Aspects Including Marketing
Commercial aspects of a project include
initiation and operation of the project an
have a separate marketing module agd woul
appraisal.

nt for supply of inputs for the
utputs. Some experts prefer to
as the most important aspect of

d unde hnical appraisal/Feasibility
of projects, the following aspects are normally
Technology and its sui hese days of rapidly changing technology, the fear of
ys present. It is, therefore, necessary to examine
the suitability of ology adopted with reference to technical information
available on t quipment to be installed by the industrial unit.
Size of plant: e plant and its capacity level are very important decisions.
A plant s nned in such a way so that it can be put to its optimum use. Fixed
overhea y with the various capacity levels of the plant. It is, therefore,
important 10 detefmine the adequate and optimum capacity of the plant before it is set
upilin certai ustries, a unit can be operated economically at a certain minimum
of operations. Therefore, the proper evaluation of scale of operation of the
sential.
jon: For the success of a project, its location is of a great importance. The
location of the project may be influenced by the closeness of source of raw-material,
vailability of power, fuel, transport, skilled and unskilled labour or closeness to market
hich would be served by the unit. For example, some industries like cement are
located near the source of raw material, whereas in the case of glass industry, it is
considered advantageous to locate the factory near the market. Incentives provided by
the Government also influence the decision about the location of a project. For
example, Concessional financial assistance provided by the Government for backward
districts may motivate the promoter to locate the plant in such areas.
Selection of proper Plant and Equipment supplier: While selecting the plant and
equipment, the reputation and experience of their suppliers is important. In many
cases, it is the responsibility of supplier to provide for maintenance and training of
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workers etc., for proper utilization of equipment. Therefore, it should be ensured that
the supplier would satisfactorily meet their obligations.

5. Plant layout: The layout of the plant is important from the point of view of possible
future expansions. It should be evaluated with reference to site plan.

6. Facilities for supply of water, power and fuel: It should be considered whether
adequate supply of water, power and fuel will be available. In case of difficulty of
power, the company may consider the possibility of installing Diesel Generating Set for
continuous supply of power.

7. Disposal of affluent and by-products, if any: It should be considered w proper
arrangement for disposal of affluent harmful to human and marine life ha de.
Similarly, it will also be considered how by-products are to be treate

8.  Project schedule: This would involve of scrutiny of the various ele oject
from the stage of engineering design work to the installation a uipment
and commercial production. A realistic project schedule is of ignificance for the
timely completion of the project and to avoid cost over runs.

9.  Technical know-how: Arrangements are to be made f uring teghnical know-how
and training of personnel and labour who have to operate t nt.

10. Competent personnel: It is to be examined whether the reguired work force and
competent personnel would be available for the p

Q.6. What is Social Cost benefit analysis (SCBA) of pgoject” lain the approaches for SCBA.
Ans. Social cost benefit analysis (SCBA) called [ lysis developed for evaluating
investment projects from the point of view a whole.

Social cost-benefit analysis is a systematiciand intefrelated method to survey all the impacts

benefits like tax and fees, etc), b
(labour) market, legal aspects,
attach a price to as many

ncial effects (investment costs, direct
| effects, like: pollution, safety, indirect
main aim of a social cost benefit analysis is to
possible in order to uniformly weigh the

abovementioned heterogengeus effégts. As a result, these prices reflect the value a society
attaches to the caused effe the decision maker to form a statement about the
net social welfare effect ect.

(d)

L

based on publication of UNIDO (United Nation Industrial
named Guide to Practical Project Appraisal in 1978.

heir de ity and merit by using different yardsticks in a step-wise manner. The
is examined from various angles, such as the impact on
ofitability of utilization of domestic resources,
s and consumption pattern,
Income distribution, and
roduction of merit and demerit goods.
proach

The seminal work of Little and Mirrlees on benefit-cost analysis systematically develops a
theoretical basis for the analysis and its underlying assumptions and lays down step-wise
procedure for undertaking benefit-cost studies of public projects. The mathematical
formulation is identical to the UNIDO method except for differences in assigning value to
discount rates and accounting for imperfections and other market failures and social
considerations.
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Like UNIDO guidelines, the Little-Mirrlees method also suggests valuation of project
investment at opportunity cost (shadow prices) of resources to correct distortions due to
market imperfections.

SCB is also important for private corporations who have a moral responsibility to undertake
socially desirable projects, use scarce natural resources in the best interests of society,
generate employment and revenues to the national exchequer.

Indicators of the social contribution include

(a)
(b)
(c)
(d)

Q.7. Write short note on SWOT analysis.

Ans. In case of existing companies which are proposing diversification
conduct a detailed study about the strengths weaknesses, opport
basis of its past business experience. By conducting SW

Employment potential criterion;
Capital output ratio - that is the output per u nit of capital;
Value added per unit of capital;
Foreign exchange benéefit ratio.

plans, will
threats on the
strengths and

weakness of the proposed project is highlighted. Some of thg a sidered in SWOT
analysis are as follows:

A ON -

(e &) ]

7
8
9
10
11
12
13
14

Internal financial resources.

Availability of funds in the capital market.
Extent of support from Bank and financial i
Existing and proposed level of investm
value of the firm.

Source of raw material, an
Market share, distributi et
Severity of competition.

Q.8. Write shart note on Economic Rate of Return

Ans. Interest

teatw he cost and benefits of a project, discounted over its life, are equal.
rs from the financial rate of return. It takes into account the effects of factors such
, subsidies, and tax benefit to compute the actual cost the project to the

While“evaluating any project using social cost benefit analysis (SCBA), economic rate
f return (ERR) is deployed.
s against this, while making economic appraisal of any project Internal Exchange
Rate (IER) is made use of.
Economic rate of return equates real economic cost to its economic benefits during the
project life time.
Thus, economic rate of return acts as an important tool to evaluate and select the
project.
ERR is based on shadow prices which depicts real cost of inputs & real benefits of
output to the society.
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Q.9.What are the contents of Project Report?
Ans. The following aspects need to be taken into account tor a Project Report -

1.  Promoters: Their experience, past record of performance form the key to their
selection for the project under study.

2. Industry Analysis: The environment outside and within the country is vital for
determining the type of project one should opt for.

3. Economic Analysis: The demand and supply position of a particular type of product
under consideration, competitor's share of the market along with their marketing
strategies, export potential of the product, consumer preferences are mat iri
proper attention in such type of analysts.

4. Cost of Project; Cost of land, site development, buildings, plant and
e.g. power, fuel, water, vehicles, technical know how together
margins, preliminary/pre-operative expenses, provision for c
the total value of the project.

5. Inputs: Availability of raw materials within and outside the ho , reliability of
suppliers cost escalations, transportation charges, m er requirggments together
with effluent disposal mechanisms are points to be not

6. Technical Analysis: Technical know-how, plant layout, “‘production process, installed
and operating capacity of plant and machinery for 0 uch analysis.

7. Financial Analysis: Estimates of production costs, , tax liabilities profitability
and sensitivity of profits to different elem and revenue, financial position
and cash flows, working capital requi rn on investment, promoters
contribution together with debt and e re items which need to be looked
into for financial viability.

8. Social Cost Benefit Analysis: Ecolegi atters, value additions, technology
absorptions, level of import substitution e basis of such analysis.

9. SWOT Analysis : Liquidi onstraints In capital market, limit of resources
available with promoters, > |/ financial risks, micro/macro economic
considerations subjec ent restrictions, role of Banks/financial Institutions in
project assistance, cos and debt capital in the financial plan for the project
are factors which iresg@reful’examinations while carrying out SWOT analysis.

10. Project Implementation, Schedule: Date of commencement, duration of the project, trial
runs, cushion Ime over runs and date of completion of the project through
Network i ve #1/ to be property adhered to the order to make the project
feasible.

Q.10.Explain rces of Finance for Project financing.
Ans. Diffegentisources of finance for Project financing are:
1. from Financial Institutions and Banks: Term loan is a long term secured

xtended by banks or financial institutions to the corporate sector for carrying out
their Iong term projects maturing between 5 to 10 Years which is normally repaid in
onthly or quarterly equal installment. They are external source of finance paid in
stallments governed by loan agreement and covenants. Term loan is a type of
funding which is most suitable for projects involving very heavy investment which is
not possible by an individual or promoters. Big projects cannot be concluded in a year
or two. To yield return from them, long term perspective is required. Such big ventures
are normally financed by big banks and financial institutions. If the investment is too
large, several banks come together and finance it. Such type of term loan funding is
also called as consortium loan Term loan is acquired for new projects, diversification of
business, expansion projects, or for modernization or technology up gradation.
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2.

Lease finance: A lease represents a contractual arrangement whereby the lessor
grants the lessee the right to use an asset in return for periodic lease rental payments.
There are two broad types of lease: finance lease and operating lease.

Hire-purchase: Hire Purchase is a loan or contract that involves an initial deposit,
linked to a specific purchase, which is a way of obtaining the use of an asset before
payment is completed. The payments of the HP are in monthly installments, plus
interest within which at the end of the agreement. Finance companies usually offer the
facility of leasing as well as hire-purchase to its clients.

Venture capital: Venture capital is a source of financing for new businesg€s."Venture
capital funds pool investors’ cash and loan it to startup firms and small

perceived, long-term growth potential. This is a very important ing
startups that do not have access to other capital and it typically [ (and
potentially high returns) for the investor.

Private equity: Private equity is a way to invest in some @Ssets_thag isn't publicly

traded, or to invest in a publicly traded asset with the inte king it private.

invest in more
S gain access to
those assets and revenue sources of the company, whic d to very high returns
on investments. Another feature of private equity i their extensive use of
debt in the form of high-yield bonds. By using d i
equity firms can substantially increase theirgfi
Deferred payment arrangements: A d
sources of finance to industry. M
machinery is proposed to be import

payment arrangement with the
or abroad may agree to a ve a
of guarantee from financi
machinery suppliers.

International finance

pliers. The machinery suppliers in India
gement on security which is procured in the form
s and banks of repute relied upon by the

tion of loans: International finance plays a very
important role in he Cost of capital of projects of the corporate sector. In
international fipanci t the borrower from one country may seek lenders in other
countries in s ncy which need not be of the participant country. In

ro currency market; (b) Export credit facilities; (c) Bond issues;
(d) Financial gnstitutions.
Some new cial instruments like Swaps are also available as a source of
nternational finance. Swap is the international finance market instrument for managing
basic concept involved in swaps is matching of difference between spot
nge rate for a currency and the forward rate. The swap rate is the cost of
exchanhging one currency into another for a specified period of time. The swap will
epresent an increase in the value of the forward exchange rate (premium of a
ecrease discount). There are three main types of swaps (a) interest swap; (b)
currency swap; (c) combination of both.
Syndicated Euro Currency Loans: The Eurocurrency market refers to the availability of
a particular currency in the international financial market outside the ‘home country’ of
that currency. For example, the Eurodollar market refers to the financial market for US
dollars in England, France, West Germany, Hong Kong and other financial centers
outside the US.
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Q.11.Rising prices may lead to cost escalation of project. As a finance manager how can you
finance such a cost escalation?

Ans. Financing cost escalation depends upon the corporate arrangements as to how the project
cost has originally been financed. There may be two different aspects to treat the financing
of cost escalation as discussed below:

1.

Firstly, financing cost escalation in the case when he project is new and financed by
owner fund only. In such cases, the raising of equity is costly but issue of right shares
to existing shareholder could be planned and this cost be met out. There may be
another situation when the company is existing company and project i
financed by its internal funds. In this case the company can capitalize its
surplus and use the amount in financing cost escalation.

In the second situation where the company has been using borro
to equity capital for financing the project cost, it can always ma
funds to the lending institutions to meet the cost escalations
cost. In case the cost escalation is of greater magnitude then ny will have to
go to raise funds from equity holders besides raising | rom thednstitutions so as
to maintain the debt equity ratio tin the existing balanced a proportions.

Q.12.Distinguish between Financial Viability & Economic Via

Ans.
Basis Financial viability Commercial viability
Meaning It takes into account wh iders whether the
the project is fin t is commercially
feasible taking pdssible taking into account
consideration profi its ability to withstand
aspects and fixedy expen national & international
including intergst. competition
Scope It takes in its st of | Demand of the product,
project, p@jecti cash flow, |supply of raw materials,
import or export are covered
in it.

Ans. The Financia
The financial

(i)

conomic Aspects of Project Appraisal

Project Appraisal

project are analysed under the following heads:

es required to bring the project into operation and the sources from
be obtained.

Economic Aspects of Project Appraisal

A

nomic analysis of industrial projects is made on the basis of the following techniques
of economic appraisal.

There are three measures commonly used for economic appraisal:

1.
2.
3.

Economic Rate of Return (ERR)
Domestic Resources Cost (DRC)
Effective Rate of Protection (ERP)
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Q.14.Write short note on Domestic Resource Cost
Ans. - Domestic resource cost refers to the resource cost involved in manufacturing a
particular product rather than importing the same.
- It reflects the competitive edge the country has in producing the good.
- It helps in maintaining favourable balance of payment.
- By calculating the domestic resource cost (DRC) a judicious decision can be made
whether or not it is feasible to produce the good or is it better to outrightly purchase
(import) the goods under consideration.

Q.15.What is Project Review?
Ans. -  Project review is a very important aspect of entire project life.

- Even projects that are well designed, comprehensively planned, 4tlly rgso and
meticulously executed will face challenges. These challenges_gcan pl at any
point in the life of the project and the project team must wor revisit the
design, planning and implementation of the project to confi re“valid and to
determine whether corrective actions need to be taken the projg€t’s performance
deviates significantly from its design and its plan.

- Purpose of the project control is to Monitor, Evaluate a
review involves:
1. Project Monitoring: Project Monitoring tracks t
2. Project Evaluation: Project Evaluationytends to

higher levels of the logical framewo i.e. proj
3. Project Control: Project Control 4
making process to manage vari

Contfrol the project. Project

ional work of the project
cus on tracking progress at the

shing the systems and decision-
the project plans.

Q.16. What is leasing? Which are the parties to lea ransaction? Specify main terms of lease
agreement.

Ans. Meaning of A Lease
In the lease agreement a p ee) acquires the right to use an asset for an agreed

ntal in exchange for the right of using the asset.
nt whereby one party who owns certain property permits another

essor: Owner of property called “Lessor” or “Landlord”. Normally the term lessor is
used in context of owner of movable property and landlord is used in case of
immovable property. In case of equipments often the manufacturer also acts as a
lessor.

(b) Lessee: The user of property called “Lessee” or “Tenant”’. Former term is used in
context of movable property while latter in case of immovable property.

(c) Financier: In a special class of lease called “Leveraged Lease”, there is one more
party called Financier. This party, normally banker, finances the purchase of asset.
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Terms of Lease

The term of lease comprises two factors (i) Period and (ii) Payments

(a) Lease Period: The period for which the right of use of asset is transferred under the
lease is called Lease Period. The period of lease may be specific. The lease may be
for perpetual period. The lease agreement should specify the commencement of
lease. The date of commencement of lease is also known as Inception of Lease. The
agreement may provide for cancellation of lease before expiry of the lease period in
the specified manner and circumstances. On the expiry of the lease period the lessor
takes back the possession of lease property. Alternatively lessee may rovided
option to buy property at residual value.

(b) Rental or Lease Payments: The payments under the lease are

ent or

‘Lease Payments”. This is the consideration for lease. The r able
regularly during the lease period. In case of certain type larly of
immovable property, in addition to rentals, a lump-sum is als payment

is called premium.
For determining lease rentals the following factors ar
Interest on cost of property paid by lessor (b) Residualfval
of property (d) Depreciation. (e) Legal and ad
lessor.

nsideration (a)
of obsolescence
inistrative expenses. (f) Profits for

Q.17.What are different types of lease?
Ans.Under the lease agreement the lessee is in ition to Use the asset without paying the
cost of the same. In the absence of such the lessee would be required to
pay cost of the asset and for the purposeito bor e money. Such borrowings require
er of asset is also exposed to risk of

Types of Leases
1.  Finance lease/Capital lea
It is essentially a form

a) ltis an intermedi
initial lease jod,

ong-term non-cancellable arrangement. During the
to as the ‘primary lease period’, which is usually 3
ears, the lease cannot be cancelled.

me ing this period, the lessor recovers, through the lease rentals, his

invest equipment along with an acceptable rate of return.
c) , The lessee j§ responsible for maintenance, insurance, and taxes.
d) 8| Thele usually enjoys the option for renewing the lease for further periods at

substantially reduced lease rentals.

ing lease can be defined as any lease other than a finance lease. The

t features of an operating lease are:

e lease term is significantly less than the economic life of the equipment.

) The lessee enjoys the right to terminate the lease at short notice without any
significant penalty.

c) The lessor usually provides the operating know-how and the related services and
undertakes the responsibility of insuring and maintaining the equipment. Such an
operating lease is called a ‘wet lease’. An operating lease where the lessee bears
the costs of insuring and maintaining the leased equipment is called a ‘dry lease’

The lessor, structuring an operating lease transaction, has to depend upon multiple

leases or on the realization of a substantial resale value (on expiry of the first lease) to

recover the investment cost plus a reasonable rate of return thereon. Therefore,
specializing in operating lease calls for an in-depth knowledge of the equipments as
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well as the existence of a secondary (resale) market for such equipments. Given the
fact that the resale market for most of the used capital equipments in India lacks
breadth, operating leases are not in popular use. In recent years there have been
attempts to structure car and computer lease transactions in the operating lease
format.

Leveraged Lease

In a leveraged lease transaction, the leasing company (called the equity participant)
and a lender (called the loan participant) jointly fund the investment in the asset to be

Q.18.Distinguish between Operating Leas
Ans.

service charge on the loan that is passed on to the loan particip
one which is passed on to the lessor. The loan provided by
secured by a first charge on the future rentals payable b

charge on the leased asset.
Net Lease & Update Lease

A net lease is a lease agreement that assigns the les§ee
asset being leased, in addition to the lease rent._The
requires the lessee to pay the net amount for thre

net insurance and net maintenance. This type of
net-net-net (NNN) lease. The rent charg
than the rent charged in a standard leas

Update lease intended to protect th

agrees to replace obsolete asset withipew on

7' N

Finan

ctur

in the

t'Specified rent.

ase

Operating Lease

Financial Lease

(a) Itis for a short duration.

(b) Itis a revocable contract.

(c) The lessor bears maintenance, repairs,
taxes and insurance.

(d) There is a protection to the lessee against
the risk of obsolescence.

(e) Rentals are not sufficient to fully amortise
the cost of the asset.

(a) ltis for alonger duration

(b) Itis a non-revocable contract.

(c) The lessee bears the expenses

(d) There is no protection to the lessee.

(e) Rentals would cover the lessor's original
investment cost plus a reasonable return
on investment.

v

Q.19.DistMeen Lease & Hire Purchase Financing
Ans.

1 Lease Financing

Hire Purchase Financing

1. Ownership :

The lessor (Finance company) is the
owner and the lessee (user) is entitled to
the economic use of the leased
asset/equipment only in case of lease
financing. The ownership is never
transferred to the user.

The ownership of the asset passes on to
the user (hirer), in case of hire purchase
finance, till the payment of the last
installment, the ownership of the asset
vests in the hands of the finance
company.
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2. Depreciation:

The depreciation on the asset is charged
in the books of the lessor in leasing
except finance leasing where lessee is
allowed to show the asset as purchase
and claim depreciation.

In this case the hirer is entitled to the
depreciation shield on the asset hired to
him and not the vendor

3. Magnitude:
The magnitude of funds involved in lease
finance is very huge.

The magnitude of funds involved in hire
purchase is comparatively low.

4. Down-payment:

Lease financing is invariably 100%
financing. It requires no margin money or
intermediate cash down payment.

In hire purchase transaction typically
margin money or cash down payment is
required.

5. Maintenance:

In case of finance lease it is the lessee
and in case of operating lease it is the
lessor who has to bear the maintenance
cost.

In this case the cost of maintenance is to
borne typically by the hirer himself.

6. Tax Benefits:
The lessee does not enjoy the salvage
value of the asset.

Hirer enjoys the salvage value of the
asset.

4

Q.20.Write short note on Sale & Lea a

Ans. In a sale and lease back transac
company, and leases it ba
business. The lease b

, theWendor of an asset sells the asset to a leasing
to enjoy the uninterrupted use of the asset in his
t in this transaction can be structured in the form of

to establish a fair market value of the asset being acquired
market for the asset may not exist; even if it exists, it may lack
econd, as per the Indian Income Tax Act, the depreciation that can be claimed by
any for tax purposes cannot exceed the depreciation that would have been
the vendor had he continued to own the asset. So the price paid by the lessor is
r the purpose of calculating the tax relevant depreciation. Assuming that the
iation tax shield is not significant, the leasing company is likely to charge a higher
ate to make the transaction financially viable from its point of view.

Q.21.Write short note on Venture Capital Financing
Ans - The venture capital financing refers to financing of new high risky ventures promoted
by qualified entrepreneurs who lack experience and funds to give shape to their ideas.
. In broad sense, under venture capital financing venture capitalist make investment to
purchase equity or debt securities from inexperienced entrepreneurs who undertake
highly risky ventures with a potential of success.
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This is a very important source of funding startups that do not have access to other
capital and it typically entails high risk (and potentially high returns) for the investor.
Most venture capital comes from groups of wealthy investors, investment banks and
other financial institutions that pool such investments or partnerships.

This form of raising capital is popular among new companies, or ventures, with a
limited operating history that cannot raise capital though a debt issue or equity
offering.

Often, venture firms will also provide start-ups with managerial or technica rtise.
For entrepreneurs, venture capitalists are a vital source of financing, sh
infusion often comes at a high price.

Venture firms often take large equity positions in exchange for fufi@in d also

require representation on the start-up's board.

Q.22.Project Planning aims at choosing the minimum quantum of | t whieh may yield the
highest return or maximize investments for obtaining highes of the capital —
Comment

Ans. - It is true to state that project planning aims 00 inimum quantum of

Q.23.Write short note on Corporat
Ans. Our financing decision i

investment which may yield the highest return or
highest growth of the project.

Rate of return on investment is also deci
Management strives to maximise thls retur
plans & executing the same.
Return on investment (R;) sho
Therefore, cost of capital also ac
whether to take an investm

investments for obtaining

ment.
nvestment by formulating proper

excee of capital (RJ/K(e).
s a determinative / crucial factor in taking decision
r drop it.

Borrowed funds
influenced by the corporate taxation.
ax deductible i.e. the interest paid loans and debentures

The external

nds for financing its growth schemes.
vernment has offered various tax incentives for following expenditure incurred:-
evelopment of undertaking in Special Economic Zone.
Depreciation allowance
. Amortisation of preliminary expense
. Capital expenditure.
. Interest on loan borrowed.

Thus, we can conclude that the corporate financing is directly or indirectly influenced by
corporate taxation.
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Q.24.Bank Should Lend prudently & with care - Comment

Ans. In respect of banks, a major effort was undertaken to simplify the administered structure of
interest rates. In September, 1990, a process of simplification was undertaken by reducing
the number of slabs for which lending rates had hitherto been prescribed. Until some time
ago, the Reserve Bank was prescribing a minimum lending rate, two concessional rates of
lending for small borrowers and a maximum deposit rate. The rationalisation in the structure
of interest rates culminated in the Reserve Bank abolishing and minimum lending rate in

October, 1994 and leaving banks to determine their prime lending rates. O deposit

side, since July, 1996 the Reserve Bank prescribes only a maximum rate for to
one year.

A gradual approach has thus far been adopted in reforming the intereSi ra re in

S ot have

s. A major

India. Care has been taken to ensure that banks and financial int di
incentives which tempt them to lend at high rates of interest assu%
n

safeguard in this regard has been the prescription of e s relating to
provisioning and capital adequacy. These combined with highe s of operational
accountability and appraisal of credit risks would ensure that s Iend prudently and with
care.
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Chapter 7 Dividend Policy

Q.1. What are the Determinants of Dividend Policy?
Ans. 1) Liquidity: Dividend payout results in cash outflow for the firm. Hence the quantum of
dividends proposed to be distributed depends on the liquidity position of the firm. In
practice, firms often face cash crunch in spite of having good earnings. Such firms may

not be in a position to declare dividends despite their profitability.
2) Repayment of debt: Dividend payout maybe made difficult if debt is §c for
repayment.

3) Stability of profits: Other things being equal, a company with stabl S likely
to pay out a higher percentage of earnings than a company with fluc g prefits.

4) Investment Opportunities: Normally firms tend to have gow" pa profitable
investment opportunities exist and conversely firms tend t gh payouts if

profitable investment opportunities are lacking.

5) Access to Finance: A company, which has easy acce
can afford to be more liberal in its dividend payout. Fir aving little or no access to
external financing have rather limited flexibility in t ivid isi

6) Floatation Costs: Issue of securities to raise capita retained earnings involves
floatation costs. Hence company in need qf finance Would prefer less dividend and use
retained earnings for financing the projects.

7) Corporate Control: Further issue of s
dilution of the stake of the existin s. On the other hand, reliance on

retained earning rather than fr issue curities and as a result dividend declared
would be less.
8) Investor Preferences: A fir

strong preferences t ds ent dividends. On the other hand, a firm resorts to

estrictive covenants of term loan agreements often include
tribution of earnings. These covenants limit the flexibility of
its dividend policy.

Q. 2. s Stable Dividend Policy? What are its Advantages and Disadvantages?

Ans. A firm’s dividend policy has the effect of dividing its net earnings into two parts: retained
earnings and dividends. The retained earnings provide funds to finance the firm’s long-term
growth. It is one of the most significant sources of financing for the firm in terms of raising
funds to undertake investments. Dividends are generally paid in cash. Thus the distribution of
earnings uses the available cash funds of the firm.

Dividend policy of the firm, thus, affects both the long-term financing and the wealth of
shareholders. As a result, the firm’s decision to pay dividends may be shaped as a long-term
financing decision and as a wealth maximisation decision.
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The view that dividends are irrelevant is not correct, once we modify the assumptions
underlying this view to consider the realities of the world. In practice, every firm follows some
kind of dividend policy.

The typical dividend policy of most of the firms is to retain a portion of the net earnings and
distribute the remaining amount to share—holder.

Stable Dividend Policies:

Stability or regularity of dividends is considered as a desirable policy by the management of
most companies. Shareholders also generally favour this policy and value stable dividends
more than the fluctuating ones. All other things being the same, stable divi have a
positive impact on the market price of the share.

Stability of dividends sometimes means regularity in paying some divid ally, Jeven
though the amount of dividend may fluctuate from year to year and m r with
earnings. There are a number of companies which have records of payingidi#idend,for a long
unbroken period. More precisely stability of dividends refers to o] regularly.
Three distinct forms of such stability may be distinguished.
1.  Constant dividend per share:

A number of companies follow the policy of paying a fixed a share as dividend
every year, irrespective of the fluctuations in the earning@s. Thi§ policy does not imply
that the dividend per share will never be increa he company reaches new
levels of earnings and expects to maintain it, th ividend per share may be
increased.

The dividend policy of paying a constant unt of \dividend per year treats common
shareholders somewhat like preferen arehold without giving any consideration
to investment opportunities withinfithe fi d the opportunities available to

shareholders.
This policy is generally preferr

y tho ons and institutions that depend upon the
dividend income to meet their liviiilg and operating expenses, increases and decreases
in market values may eve e concern to these investors, and this condition
tends to produce a s -run demand that automatically stabilizes the market
value of the share.

2. Constant percent gs:

The ratio of dividen rnings is known as payout ratio. Some companies follow a

earningsg| If y adopts a 40 per cent payout ratio, then 40 percent of every
rupee of earnings will be paid out.
type licy may be supported by management because it is related to the
company’s ability to pay dividends. Internal financing with retained earnings is automatic
i licy is followed.
y given payout ratio, the amount of dividends and the additions to retained
s increase with increasing earnings and decrease with decreasing earnings.
ne of the most appealing features of this policy is its conservatism and its guarantee
gainst over or under payment, since it does not allow management to pay dividends if
profits are not earned in the current year, and it does not allow management to forego a
dividend if profits are earned.
3.  Small constant dividend per share plus extra dividend:
Under this policy a small amount of dividend is fixed to reduce the possibility of ever
missing a dividend payment and extra dividend is paid in periods of prosperity.
This type of a policy enables a company to pay constant amount of dividend regularly
without a default and allows a great deal of flexibility for supplementing the income of
shareholders only when the company’s earnings are higher than the usual.
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Q. 3.

Ans.

Q4.

Ans.

Though we have discussed three forms of stability of dividends, generally a stable

dividend policy refers to the first form of paying constant dividend per share.
Advantages:
From the point of view of shareholders as well as company the stability of dividends has
various advantages.
1 It helps in creating confidence among the shareholders.
1 It stabilizes the market value of shares.
1 It helps in marinating the goodwill of the company.
1 It helps in giving regular income to the shareholders.
Disadvantages of stability of dividends:
Stability of dividends has the following dangers, once the stable dividend
cannot be changed without seriously affecting investors’ attitude and th
the company. A cut in dividend is considered as a cut in ‘Salary’. Be
depressing effect on investors due to a dividend cut, the directors o]
dividends during lean years even though financial prudence w [
dividends or a cut in it.
Consequently, to be on the safe side, the dividend rate shoul at a conservative
figure so that it may be possible to maintain it even in a lean od gf several years. To give
the benefit of the company’s prosperity, extra dividen n b ared, when a company
fails to pay extra dividend, it does not have a depressing, et investors as the failure to
pay a regular dividend.

stability of
limination of

Dividend policy is strictly a financing deci nd¥pa nt of cash dividend is a passive
residual. Comment.
According to Ezra Solomon’s Residual Th of Dividend Policy, dividend policy is strictly a

is a passive residual. The amount of
dividend payout will fluctuate from peri@d to period in keeping with fluctuations in the amount
of acceptable investment opportUhiti '
percentage of payout is lik ero; on the other hand, if the firm is unable to find out
profitable investment oppo out will be 100 per cent. The theory implies that
in and reinvest earnings rather than pay them out in

themselves obtain ments of comparable risks.
Differentiate bgtw

Stable Dividen licy
Profit ofithe firm

e dividend policy' and 'residual dividend policy'.

ates considerably with changes in the level of business activity. This

the rupee dividend fluctuate, or (3) set low regular dividend and then supplement
year-end “extras” in years when earnings are high.

al Dividend Policy

The amount of dividend payout fluctuates from period to period in keeping with fluctuations in
the amount of acceptable investment opportunities available to the firm. If the opportunities
abound, percentage of payout is likely to be zero; on the other hand, if the firm is unable to
find out profitable investment opportunities, payout will be 100 percent. The theory implies
that investors prefer to have the firm retain and reinvest earnings rather than pay them out in
dividends.
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Q. 5. Write short note on Dividend and Market Value of Share

Ans. The investment worth of a share at any given time, in theory, is the present value of the
stream of earnings expected to flow from the investment. Therefore, dividend income of
shareholders is important as any reduction in it would reduce the investment worth of the
shares. Expectations as to future dividends are normally based on the past dividend record of
the company. If a company has a record of regularity in dividend payments and the dividend
rate has been recently increased, investors will naturally expect that this increased rate will
continue and may thus be prepared to pay a higher market price, at same time, extreme
changes in dividend payout over short periods of time may raise question o future
earnings and dividend paying capacity.

Q. 6. Write a short note on Walter and Gordon Approach to Dividend Policy.
Ans. (1) Walter’s Approach:

James Walter has proposed a model of share valuation, w up e view that
the dividend policy of the firm has a bearing on share valuat odel is based on
the following assumptions.

« The firm is an all-equity financed entity. Further, it will re retained earnings
to finance its future investments. This means that the i ment decision is dependent

on the dividends decision.

» The rate of return on investment is constant.

* The firm has an infinite life.

According to Prof. Walter the theoretical m t valuegof ordinary shares depends upon
dividend per share and also the inter, ivit§”of retained earnings as related to

Where

isation Rate or Expected rate of return
on Investment

D/P should be 0%
D/P should be 100%
Any D/P ratio.

2)

has proposed a model of share valuation, which supports the view that the
ividend policy of the firm has a bearing on share valuation. His model is based on the
llowing assumptions.

. The firm is an all-equity financed entity. Further, it will rely only on retained
earnings to finance its future investments. This means that the investment decision
is dependent on the dividends decision.

. The rate of return on investment is constant.

. The firm has an infinite life.

According to Prof. Gordon the theoretical market value of ordinary shares depends

upon dividend per share and also the internal productivity of retained earnings as

related to the market capitalization rate for the company.
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p = E (1-b)
ke_pr
Where b = Retention Ratio
(1-b) = Dividend payout
br = g = Growth Rate
Ke = Equity Capitalisation Rate

r Firm’s Return on Investment

For maximizing share price

If r > ke : D/P Should be 0%
If r <ke : D/P should be 100%
If r = ke : Any D/P ratio.
Q. 7. “In an uncertain world in which verbal statements can be ignored or mis eted, dividend

action does provide a clear-cut means of ‘making a statement’ uder than
thousand words.” Explain.

Ans. In an uncertain environment, verbal statements about the pe
not be significant but changes in dividends cannot be igna@red
vital to the investors. The payment of dividend conveys reholders information
relating to the profitability of the firm. An increase in th idend signifies that the
firm expects its profitability to improve in future or vice e dividend policy is likely to
cause changes in the market price of the shares.
Modigliani and Miller have also accepted the i
they still maintain that dividend policy is irr t ag di nds do not determine the market
price of shares. However, empirical studies have groved that changes in dividends convey
more significant information than what eagnings @nnouncements do. Further, the market
reacts to dividend changes — pricesgises in se to a significant increase in dividends
and fall when there is a significant decréase or omission in payment of dividend.

mationfcontent concept of dividend. But

Q. 8. Write short note on Modigli

Ans. They argue that the value o
assets, or its investm
between dividends and
capital markets wh
securities and

ler (M"& M) Approach to dividend policy

determined solely by the earning power of the firm’s
at the manner in which the earnings stream is split
earnings do not affect this value. M & M assume perfect
o transaction cost, no flotation costs to companies issuing
oreover the future profits of the firm are assumed to be known with

certainty.
Assumptions o digliani & Miller approach of Irrelevance of Dividend are:
. Exi§tence of. ct capital market, where all investors are rational.

Noftax differential between dividend income and capital gain.
ion and floatation costs do not exist.
of uncertainty does not exist.

The has a fixed investment policy.
. ree and uniform access to relevant information of capital market.
. o investor can sway the market forces.
. he cost of equity is equal to shareholders’ expectations.

. Securities are infinitely divisible.

Q. 9. Write short note on effect of a Government imposed freeze on dividends on stock prices and
Ans. The volume of capital investment in the background of Miller-Modigliani (MM) theory on
dividend policy.
According to MM theory, under a perfect market situation, the dividend decision of any firm is
irrelevant as it does not affect the value of firm. Thus, under MM’s theory, the government
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imposed freeze on dividends should make no difference on stock prices. Firms not paying
dividends will have higher retained earnings and will either reduce the volume of new stock
issues, repurchase more stock from market or simply invest extra cash in marketable
securities. In all of the above cases, the loss by investors of cash dividends will be made up
in the form of capital gains.

Whether the Government imposed freeze on dividends has an effect on volume of capital
investment in the background of MM theory on dividend policy fetches two arguments. First
argument is that if the firms keep their investment decision separate from their dividend and
financing decision, then the freeze on dividend by the Government will hav ffect on
volume of capital investment. If the freeze restricts dividends the firm can repulch ares

Other argument is that the firms do not separate their investment decisi and
financing decisions. Rather, they prefer to make investment from interna his case,
the freeze of dividend by government could lead to increased real i me

Q.10. Are tax considerations relevant in context of dividend decisio company?

Ans. Dividend Decision and Tax Considerations
Traditional theories have stressed that distribution of dividen ng ffom after-tax profits, tax
considerations do not matter in the hands of the payer‘€@mpan ever, with the arrival of

Corporate Dividend Tax on the scene in India, the pos
clear levy of such tax with related surcharges, companie
due to their dividend decisions which has to be
In the hands of investors too, the position
made available to the receiving-investors. In fact, i e said that such exemption from tax
has made the equity investment and the investment in Mutual Fund Schemes very attractive
in the market.
Broadly speaking tax consideration
company:

Before Introduction of Divj

changed. Since there is a
ave a consequential cash outflow
and when the decision is taken.

following impacts on the dividend decision of a

. Earlier, the dividend was taxable in the hands of
of the company being corporate or individuals falling
istribute lower dividend or no dividend. On the other
no tax zone prefer to have dividend in hand. It can be
dividend, company should analyse its shareholding pattern.

in higher tax slab; it is
hand, for shareholders
concluded that befo j

After Introducti end Tax: Dividend tax is payable @ 15%. Now if the company were
to distribute divid holders indirectly bear a tax burden of 14% on their income. On
the other hand™if the company were to provide return to shareholder in the form of
appreci i price — by way of bonus shares — then shareholder will have a

, 8t can be concluded that if the company pays higher dividend (while it still have
reinvestment opportunities) then to get same after tax return, shareholders will expect a
hi before tax return which will further lead to lower market price per share.

Q.11.“Bonus issue is a common method of distribution of dividend, however it has many
limitations” comment.
Ans.1. To Shareholders: Stock dividend does not affect the wealth of shareholders and

therefore, has no value for them. This is because; the declaration of stock dividend is a
method of capitalising the past earnings of the shareholders and is a formal way of
recognising earnings which the shareholders already own. It merely divides the
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company's ownership into a large number of share certificates. James Porterfield
regards stock dividends as a division of corporate pie into a larger number of pieces.
Stock dividend does not give any extra or special benefit to the shareholder. His
proportionate ownership in the company does not change at all. Stock dividend creates
a favourable psychological impact on the shareholders and is greeted by them on the
ground that it gives an indication of the company's growth.

To Company: Stock dividends are costlier to administer than cash dividend. It is
disadvantageous if periodic small stock dividends are declared by the pany as
earnings. This result in the measured growth in earnings per share bein the
growth based on per share for small issues of stock dividends areghot adjustedéat all
and only significant stock dividends are adjusted.

declare annual cash

Q.12..According to Modigliani and Miller, dividend decision does not in . Briefly state
reasons, why companies should declare dividend and not ignosenit.
Ans. The position taken by Modigliani Miller regarding dividend, d@es to account certain
led

dividends for reasons given below:-

practical realities in the market place. Companies are com
1.  Shareholders expect an annual reward for their i tment as they require cash for
meeting personal consumption needs.

Q.13.What are the forms
Dividends ca ivid

1. Cash divi

Sometimes, tax considerations may b vafk, Fapfexample, dividend may be tax free

posits, bonds etc, fetch cash returns
periodically, in such a case “ipvestors not invest inv companies not paying
appropriate dividend.
In certain situations, there coul@ be pénalties for non-declaration of dividend, e.g. tax on
undistributed profits ai
dividend.

ompany should have sufficient cash in bank account when cash
nds are red. If it does not have enough bank balance, it should borrow funds
advance. For stable dividend policy, a cash budget may be prepared for coming period
i cessary funds to meet regular dividend payments. The cash account and

total assets as well as net worth of the company are reduced when cash dividend is

tributed. According to Hastings, market price of share drops by the amount of cash
idend distributed.

Stock Dividend (Bonus shares): It is distribution of shares in lieu of cash dividend to
existing shareholders. Such shares are distributed proportionately thereby retaining
proportionate ownership of the company. If a shareholder owns 100 shares at a time,
when 10% dividend is declared he will have 10 additional shares thereby increasing the
equity share capital and reducing reserves and surplus (retained earnings). The total net
worth is not affected by bonus issue.

: 68 :



J- K. Shah Classes CS Professional - FM Theory Q & A

Advantages: There are many advantages both to the shareholders and to the company.
Some of the important advantages are listed as under:
(1) To Share Holders:
. Tax benefit —At present, there is no tax on dividend received.
. Policy of paying fixed dividend per share and its continuation even after
declaration of stock dividend will increase total cash dividend of the share holders
in future.

(2) To Company:
. Conservation of cash for meeting profitable investment opportuaities.
. Cash deficiency and restrictions imposed by lenders to pay c diyidend.

Q.14. Explain concept of Dividend Discount Model for valuation of shar

Ans.

Q.1

Ans.

It is a financial model that values shares at the discount lue of the future dividend
payments. The model provides a means of developing anfexpliei cted return for the
market. Since shares are valued on the actual cash flows received by the investors, it is
theoretically the correct valuation model. Under this mo a share will be traded is
calculated by the net present value of all expected futur i payment discounted by an
price is the intrinsic value of the

of return required by investors to co for the risk of owning the security. This
capitalization rate can be used i tock as the sum of its present values of its future
cash flows in the same way that es are used to price bonds in terms of its cash
discounted by the market ilarly, the dividend discount model (DDM, dividend
valuation model, DVM)4ri by the sum of its future cash flows discounted by the
required rate of return th estor demands for the risk of owning the stock. Future cash
flows include divide ale price of the stock when it is sold. This DDM price is the

intrinsic value . If the stock pays no dividend, then the expected future cash flow
is the sale pri e stocCk.
Intrinsic ¥alue = Present Value of Future Cash Flows

Intrinsic Walue = Sum of Present Value of Dividends + Present Value of Stock Sale Price

“

arge reholders are not interested in dividend” - Comment
reholders can be classified as:-
. arge scale or institutional investors
. mall scale investors or retail investors
- Small investors are the ones who invest less amount of money and are interested in
dividend.
- Large investors on the other hand are not much concerned or interested in dividends.
- The concern of large investors is in capital appreciation.
- They show keen interest In growth of the company.
- Growth of company leads to increase in wealth of such shareholders.
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Their interest is in capital appreciation and not dividend also because of the fact that
cash dividend leads to increase in levy of taxes.

Q.16."Dividend Policy has to be adapted in the light of nature and environment of firm, industry
and the economy" - Comment
Ans. Dividend policy is to be determined keeping into mind a number of factors:

It has to be adapted in the light of nature and environment of firm, industry and the
economy.

Dividend is directly dependent on the earning of the firm as a compa i able
income/ earning can have a high dividend payout ratio while apforganisatiog’ with
unstable earnings cannot do so.

Also, dividend policy should consider the state in which the 4
scenario has a direct impact on the performance of the firm

earning capacity.
If the economy is in a boom, the company can pay out @ go dividend, but while
the economy is in depression the company's earnin ill impacted and so its
dividend payout.

Further, companies operating in highly cyclical ind cannot pay stable dividend and
is expected to link the payout with the busifiess cycle

O

equently its
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Chapter 8 Working Capital

Q.1. Explain different concepts of Working Capital
Ans.1.  Gross Working Capital. It refers to the total of all the current assets of the firm. Current
assets are the assets which are meant to be converted into cash within short period of
time. Stock of raw materials, stock of semi-finished goods, stock of finished goods,
trade debtors, bills receivable, prepaid expenses, cash/bank balance are ples of
current assets.
2.  Net Working Capital. For financing current assets, long-term funds

term funds are used. Short-term funds are provided by current li s of
outsiders which are expected to mature for payment within a ye editors,
bills payable and outstanding expenses are examples of curr . Met working
capital refers to the excess of current assets over current liaRilitieS™Suppose the total
current assets and total current liabilities of a firm a 0,000 and Rs.

40,000 respectively. Then, gross working capital of the fir 0,000 while net
working capital of the firm is Rs. 50,000.
3. Permanent Working Capital. It represents the mi

materials, work-in-progress, finished gods, stores

of investment in raw-
, accounts receivable and

activity. This part of the investment in curr permanent like the investment
in fixed assets. It is the fixed working 1.
4. Temporary Working Capital. It refer§ to th of total working capital which is
required by a firm over and above permanent working capital. As the level of
business activities fluctuates, tig volum mporary working capital also may keep
fluctuating. Temporary working ital is also known as fluctuating or variable or
circulating working capital.

Q.2. Working Capital To Be Adeq Excessive - Comment
firm has adequate working capital to run its business
working capital results in inefficiency and consequently
ing are the disadvantages of inadequate working capital:-
able to avail it of attractive discounts from suppliers.
able to honour its short-term obligations in time, it loses some of
. As a result it faces tight credit terms.
Thél firm findsgitédifficult to grow; profitable projects are not undertaken due to paucity
of Working capital.

[ s are not fully and efficiently utilized because of inadequacy of working

Operating inefficiencies creep in. There may be interruptions in production. The result
is that the profit targets are not met.

B cessive working capital has also to be avoided. Excessive working capital means idle

funds earning no profits for the firm. It also lowers profitability. The following are the

disadvantages of excessive working capital:-

(a) It may mean unnecessary accumulation of inventories which increases the chances of
inventory mishandling, waste, theft and accumulation of old items which are ultimately
disposed of at low prices or just discarded.

(b) It may be an indication of excessively liberal credit policy and slack collection from
customers resulting in higher incidence of bad debts.
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Q.3.
Ans.

Q.4.
Ans.

(c) Excessive working capital makes management complacent ultimately resulting in
managerial inefficiency.
(d) It may also lead to speculative transactions.

What are the Factors Determining Working Capital?
There are a number of factors which determine the working capital requirements of a firm.
These factors are of different importance. The influence of an individual factor may also
change for a firm over time. Analysis of the relevant factors has to be made in_ order to
determine total investment in working capital. The following is a brief déscription of
important factors which determine the working capital requirements of a firm

(i) Production Policies (i) Nature of the business
(iii) Credit policy (iv)  Inventory policy

(v) Abnormal factors (vi)  Market conditions

(vii) Conditions of supply (viii) Business cycle

(ix) Growth and expansion (x) Level of taxes

(xi) Dividend policy (xii)  Price level change
(xiii) Operating efficiency.

Write short note on Working Capital Cycle Or Operatin
In the production cycle, WIP is converted into finished g .
on credit, gets converted into sundry debtors: rs are realised after the credit
period. This cash is then again used to pay ials etc. Thus there is a complete
cycle from cash to cash. This cycle is also Khnown as rating Cycle" and can be depicted
as follows:

finished goods when sold

-

o —*  Creditors —*| Raw Mat |—*'—-——_

—

- | wae
tash Sales

Deblors  +—| Fin Gmds|
‘V

RATING CYCLE
f accounts receivable

Q.5. Writesshort note Impact of inflation on working capital.
Ans.Thesimpact of inflation on working capital is direct. For the same quantity of sales, the value

of sundry debtors, closing stock etc. increases as a result of inflation. The valuation of
closing stock progressively on higher amounts would result in the company not being able
to maintain its operating capability unless it finds extra funds to maintain the same stock
level. The higher valuation results in acute shortage of funds as it triggers profit related cash
outflows in respect of income tax, dividends and bonus. Unless proper planning is done, the
business is likely to face a condition known as "technical insolvency".
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Q.6. What is Marketable Securities? State its importance.

Ans. Once the optimum level of cash balance of a firm has been determined, the residual of its
liquid assets is invested in marketable securities. Marketable securities are the temporary or
short term investments in shares, debentures, bonds and other securities.

Importance of marketable securities

1.
2.

3.

Q.7. Describe different forms of Bank Credit for W
Ans. Some of the forms of bank credit are:

(i)

(vii)

Marketable securities are a popular investment option as they offer liquidity and can be
easily convertible into cash whenever required by the investor.

Marketable Securities are also a popular source of finance, which can support working
capital requirements, as they are easily convertible into cash.

Funds can be availed of within a short time period from a few days to by
making them highly flexible.

Inter-Corporate Deposits provide a high yield however they are a High rigk’in ent,
whereas T bills are virtually risk free but do not provide any yi re ghtata
discount). Thus a company can invest accordingly depe financial

position and time availability.

They have an active secondary market which means

example in the case of Mutual funds, principal is retu
whenever the company chooses to end its investment.

Marketable securities do not require middlemen d can be thought from
the Company directly.

ce with the premium

apita

tire advance is disbursed at one time
count of the borrower. It is a single
ities like res, government securities, life insurance

Short Term Loans: In a loan acco
either in cash or by transfer t
advance and given against sec
policies and fixed deposit recei
Overdraft: Under this facili
balance standing in tH&i

rs are allowed to withdraw in excess of credit
t Account. A fixed limit is therefore granted to the
is allowed to overdraw his account.

for clean advance are entertained only from parties which
eputed for their integrity. The bank has to rely upon the

Clean Overdrafts:
are financiall

Advances a t goods: Goods are charged to the bank either by way of pledge or
of hypothecation. Goods include all forms of movables which are offered to
security.
urchased/Discounted: These advances are allowed against the security of bills
which’may be clean or documentary.
sance bills maturing at a future date or sight are discounted by the banks for
pproved parties. The borrower is paid the present worth and bank collects the full
amount on maturity.
Advance against documents of title to goods: A document becomes a document of
titte to goods when its possession is recognized by law or business custom as
possession of the goods like bill of lading, dock warehouse keeper’s certificate, railway
receipt. etc.

An advance against the pledge of such documents is an advance against the pledge of
goods themselves.
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(viii) Advance against supply of bills: Advances against bills for supply of goods to
government or semi-government departments against firm orders after acceptance to
tender fall under this category. It is this debt that is assigned to the bank by
endorsement of supply bills and executing irrevocable power of attorney in favour of
the banks for receiving the amount of supply bills from the Government departments.

Q.8. What are Motives For Holding Cash?
Ans. The term cash with reference to cash management is used in two senses. | narrow
sense, tit is used broadly to cover currency and generally accepted equivalent gfcash, such

as cheques, drafts and demand deposits in banks. The broad view of ca es

near-cash assets, such as marketable securities and time deposits in ban

1. Transaction Motive
This refers to the holding of cash to meet routine cash requi nce the
transactions which a firm carries on in the ordinary course ' Irm enters
into a variety of transactions to accomplish its objectives whi e paid for in

the form of cash.
The requirement of cash balances to meet routine s is known as the
transaction motive and such motive refers to the holding of ¢ to meet anticipated

obligations whose timing is not perfectly synchroni receipts.
2.  Precautionary Motive

The unexpected cash needs at short notic result of:

. Floods, strikes and failure of impo

. Bills may be presented for settlefient ear n expected.

. Unexpected slow down in collection of aBgcounts receivable.

. Cancellation of some order for go asghe customer is not satisfied, and
. Sharp increase in cost of
The cash balances held i

themselves at un
course of busigess.

speculate on interest rate movements by buying securities when
are expected to decline.

services and loans. Banks provide a variety of services to business firms, such as
learance of cheque, supply of credit information, transfer of funds, and so on. While
r some of these services banks charge a commission or fee, for they seek indirect
compensation. Usually clients are required to maintain a minimum balance of cash at
bank. Since this balance cannot be utilized by the firms for transaction purposes, the
banks themselves can use the amount to earn a return. Such balances are
compensating balances.
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Q.9. Most businesses need cash funds to meet contingencies. Comment.

Ans.This motive of holding cash takes into account the element of uncertainty associated with
any form of business. The uncertainty can result in prolongation of the working capital
operating cycle or even its disruption. It is possible that cost of raw materials or components
might go up or the time taken for conversion of raw materials into finished goods might
increase. For such contingencies, some amount of cash is kept by every firm. The motive of
holding cash for contingencies is based on the need to maintain sufficient cash to act as a
cushion to buffer against unexpected events. One never knows about the happening of
natural calamities or sudden increase in cost of raw materials or any other f
strike, lock-out etc. Such events may seriously interrupt even the best plan
plans and thus temporarily make the cash budget ineffective and non—e
the business should maintain larger cash balance than required for da tions
in order to avoid unforeseen situation arising because of insufficient

Q.10. Write short notes on Different kinds of float with reference to man
Ans. The term float is used to refer to the periods that affect i es through the
different stages of the collection process. Four kinds of float

(i) Billing Float: An invoice is the formal document that a seller prepares and sends to the
purchaser as the payment request for goods s S es provided. The time

between the sale and the mailing of the invoice is t

(i) Mail Float: This is the time when a c [
messenger service or other means of deli

(iif) Cheque processing float: This is th
deposit the cheque after it has been r

(iv) Bank processing float: This is the tim

the company.
deposit of the cheque to the crediting

Q.11.Explain Baumol's Model of Cash
Ans. William J. Baumol develop mo
inventory management. The
cash (opportunity cost
marketable securitigs i
two opposing costs
with the foIIow ]

sh balance is the trade-off between cost of holding
held) and the transaction cost (i.e. cost of converting
. Optimum cash balance is reached at a point where the
nd where the total cost is minimum. This can be explained

\ / Tekal Cost ’*f
__.-
f-""H-:i

ding Cost

(___..-‘ T ____ Tramsaction Cost

Optimum Cash Balance

:75:



J- K. Shah Classes CS Professional - FM Theory Q & A

The optimum cash balance can also be computed algebraically

Optimum Cash Balance= ’%

A = Annual Cash disbursements

A= Annual Cash disbursements

T=Transaction cost (fixed cost) per transaction
H=Opportunity cost one rupee per annum (Holding cost)
The model is based on the following assumptions:

(i) Cash needs of the firm are known with certainty.

(i) The cash is used uniformly over a period of time and it is also knowRith certainty.
(iii) The holding cost is known and it is constant.
(iv) The transaction cost also remains constant.
Q.12.What are the Principles of Inventory Control?
Ans. The following purposes should be kept in mind in developi intaining a system of

5.

6.

Essentials of good invento

inventory control:
Effective use of financial resources available to busines @ maintain the investment in
inventory at the lowest level consistent with operating requifements.

Avoidance of the "out-of-stock" danger, i.e., to préxide a supply of required materials without
any delay for efficient and uninterrupted cu r ic

Reduction to a minimum of the risk throug
Economy in purchasing as achieved by qu
material market.

losses by theft, and in damage.
Service to customers, i.e.
reasonable expectations of

ufficient stocks of finished products to meet
r prompt delivery of their orders.

1.

swn

There should be
concerned, viz., Pu
Purchasing sh e
There should Be pr

ination and co-operation between various departments
iving, Inspection, Storage, Issues and Cost Departments.
d under the control of a competent manager.

ning of material requirements.

oper classification of materials with codes, material standardization and

ystem of perpetual inventory should be operated so that it is possible to determine at
any time the amount and value of each item of material in stock.

Maximum, minimum and re-ordering levels of stock should be fixed.

There should be an efficient system of internal audit and internal checks.

There should be a system of regular reporting to management regarding materials
purchase, storage and utilization.
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Q.13. What are the functions of Inventory?
Ans. 1.  Protect against irregular demand: Inventories are kept to meet fluctuating demand.

2.  Protect against irregular supply: a strike by the suppliers employees is one reason why
deliveries may not reach on time. Unavailability of materials with supplier, strikes in
transportation network is other possible reasons for delays in supply. Inventory is used
as buffer that can be used until late deliveries arrive.

3. Protection against inflation: Inventories are often taken as a hedge against inflation. In
this case inventories are building up in anticipation of price increase. This culative
practice is common in commodity markets.

4. Benefits of large quantities: purchasing large quantities of an item ofte the
buyer to a discount. Similarly in case of manufacturing large prody€tion lots cafy be
justified by reducing the per unit manufacturing cost.

5.  Savings in the ordering cost: ordering in large quantities reduc
Since the fixed cost is associated with placing each order, leg8er n orders will
reduce the ordering cost.

6. Other reasons: Inventories are kept for several oth
improve the bargaining power of firm with a supplier
making the company less dependent on them glnventories @re also kept so that
machine can be shut down for maintenance or d ading. An Inventory of
labor is maintained to meet fluctuating production in order to reduce hiring,
firing and training costs.

Inventory may
own employees) by

Q.14. What are symptoms of poor inventory man@&gement®

1 An increase in the number of backord ting too many stockouts.
A constant number of backordersy but risi ventory investment.
A higher than normal cust er.

rs from customers or intermediaries.

much inventory on hand.

ee value of obsolete products.

major inventory items between distribution centers.

ith intermediaries, as typified by dealer cancellations and

act on the profitability of the company. There are number of cases

ficient inventory management has resulted in to bankruptcy. In 1980's Mumbai

closed down & they were taken over by the government on account of

ntinuoU, loss making by the mills. It was primarily due to excess & non moving

tories. Thus efficient inventory management can take the company to new heights &

ient inventory management can ruin the company.

t of excess inventory:

1. Large amount of funds gets blocked in inventory

2. Heavy cost of carrying inventory i.e. high storage cost, high cost of capital, high
storage cost, high insurance

3.  High risk of obsolescence

4.  Poor liquidity & cash crunch

Impact of inventory shortage

1. Production may stop due to non availability of raw materials
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2.  Customer's order execution may get delayed

3. Machinery & workers may remain idle

4. Excess purchase cost might be incurred for emergency purchase
5. Loss of customers & goodwill

Impact of appropriate inventory

1 Low inventory management cost

2. Smooth overall functioning

3. Good liquidity

High efficiency & profitability

4

Q. 16.What is the Economic Order Quantity in Inventory Problem? Discuss its
formula along with assumptions and limitations

Ans. Economic order quantity is the size of the order which gives
purchasing any material and ultimately contributes towards maintainin
optimum level and at the minimum costs.
At EOQ ordering cost + carrying cost reaches its minimum.
The following formula has been evolved for fixing economic
Basic (Wilson) EOQ model with infinite replenishm

2(Annual usage in unit
(Annual carrying cos

ic Square Root

rial at the

ECQ=

- N

Annual
cost

Total cost

Holding
costs

1
1
1
: Ordering costs
1
1

EOQ Reorder quantity

Re-order qua
materials rea

pﬁﬂs The quantity of material which is normally ordered when the
igne-order level. By setting this quantity, the buyer is saved from the task
of recalculatin much he should purchase each time he orders.

The forfiula for ining the Economic Order Quantity takes into account all relevant
costs which should be considered while fixing the optimum quantity that should be ordered.
jated with inventory have been categorized under three heads. The first
onsists of purchase cost and costs associated therewith. If we purchase in larger
time, we will get quantity discount and some saving in freight costs. Also if
quantities are purchased at one time, the total cost associated with buying will be low.
other hand, if larger quantities are purchased, the cost of carrying stock will go up.
lly there is an inverse relationship between ordering cost and cost of carrying stock.
This is clear from the diagram given above where line of ordering cost has been shown
sloping downward indicating lower cost when large quantity is purchased and line
representing cost of carrying stock going upward indicating higher cost for larger quantity.
The problem is therefore to balance the cost of carrying inventory against the diminishing
cost of ordering.

Assumptions underlying the EOQ model

1.  The demand of the item occurs uniformly over the period at the known rate.
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2.  The replenishment of the stock is instant.

3. The time that elapses between the placing an order and receiving the item into stock,
called lead-time is zero.

4. The price per unit is fixed and is independent of the order size.

5. The cost of placing an order and process the delivery is fixed and does not vary with
the size.

6. The inventory carrying charges vary directly and linearly with the size of the inventory
as is expressed as a percentage of average inventory investment.

7.  The item can be produced in quantities desired. There being no restrictio any kind.

8. The item is fairly long shelf life, there being no fear of deterioration or spoi

Limitations of EOQ

1. Price of material may not remain same throughout the year.

2.  There can be delay in real situation in placing orders since m
EOQ is an inconvenient number and some time is wast
rounding off this number.

3. If suppliers are allowing discounts & if quantities are
level, the discount will also have to be taken into con
quantity.

4. Also purchasing costs are nowadays reduced to
links between buyer & seller. So in practice purch
are not exactly opposite to each other.

5.  Often the inventory carrying cost & pur

for fixing the ordering

t because of computer
& inventory carrying cost

This keeps down the purchasing coSi, With availability of computer links (networking
techniques/email etc) between the b and the supplier there is no need to physically
raise a purchase order, avoiding Maj asing cost. At the same time computer helps in
ensuring Just in Time Inven

ry Control?

eryhimportant principle 'vital few trivial many'. Statistics reveal
unt for bulk of annual expenditure on materials. These few
s, therefore hold the key to business. Remaining items are
ut’their contribution is less significant. ABC analysis thus tends to
segregate all items int@'three categories: A, B and C on the basis of their annual usage. The

Q.17. What is ABC analysis 0
Ans. ABC analysis undexli
that just a handful o
items are ca Al
numerous in

enable us to pay the right amount of attention as merited by the items.
is usually found that hardly 5 to 10 of the total items account for 70 to 75% of
t on the materials. This items required detailed and rigid control and need
be st in smaller quantities. These items should be procured frequently, the quantity
ordered being small. A healthy approach, however, would be to enter into contract with the
manufacturer of this items and have their supply in stagger lots according to predetermined
p m of the buyer. This however will be possible when the demand is steady.
Alternatively, the inventory can be kept at minimum by frequent ordering.
B-items: These items are generally 20 to 30% of the total items and represent 10 to 20% of
the total expenditure on the materials. These are intermediate items. The control on this
item need not be as detail and as rigid as apply to 'A' category items.
C-ltems: These are numerous as many as 70 to 80% of the total items, inexpensive
(represent hardly 5 to 10% of total annual expenditure on materials), and hence insignificant
(do not require control) items. The procurement policy of these items is exactly the reverse
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of 'A' items. Items should be procured infrequently and in sufficient quantities. This enables
the buyer to avail price discount and reduce workload of the concern department.

Category No. of items % of total Value Rs % of total
No. of items value
A 75 6 70,000 70
B 375 30 20,000 20
C 800 64 10,000
1250 100 1,00,000 0
g %
|- =
E I-'IIA o c i
b 1]

Bhoamtssr of iteme | %)

\4

Conducting ABC Analysis

To conduct ABC Analysis, following 6 step
1)  Prepare the list of the items and esti
2) Determine unit price (or cost) ofseach i

consumption in rupees (an
4) Arrange items in ascendin
annual usage down to
5) Calculate cumulatiye a

their annual usage starting with the highest
t usage

s into cumulative item %.
ainst cumulative item % and segregate the item to A, B, C

ABC Analysi
Purchasing,
verificatign of bills

. To give maximum attention to A items
. etter follow up.

Q.18.Explain recent changes in Maximum Permissible Bank Finance (MPBF)
Ans.The maximum permissible limit for bank finance as recommended and suggested by study
groups of RBI was 75% of working capital gap shown as below:

Current assets 100
Less : Non-interest bearing current liabilities 40
Working capital gap 60

Financing from long term-sources 25% of either
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CA or working capital gap 15

MPBF 45

The RBI vide its credit policy (beginning of 1997) scrapped the concept of MPBF. The
salient features of new credit system were:

. For borrowers with requirements of upto Rs.25 lakhs credit limit will be computed after
detailed discussions with the borrower, without going into detailed evaluation.

. For borrowers with requirements above Rs.25 lakhs, but upto Rs.5 crore, credit limit
can be offered upto 20% of the projected gross sales of the borrower.

. For large borrowers not falling in the above categories, the cash budget tems may
be used to identify the working capital needs.

Q.19.Write short notes on Effect on Inflation on Inventory Management.
Ans.The main objective of inventory management is to determine and mai

can be ignored but if inflation rate is higher it becomes important consideration
the effect of inflation on inventory management. The effect oods which the
firm stock is relatively constant can be dealt easily, one sim e expected annual
rate of inflation from the carrying cost percentage and d version in the EOQ
model to compute the optimum stock. The reason for duction is that inflation
causes the value of the inventory to raise, thus 0 omewhat the effects of
depreciation and other carrying cost factors.
calculated EOQ and hence the average inv
is higher the interest rates will also be hig
and thus lower the EOQ and average inve
Thus there is no evidence as to whethe raises or lowers the optimal level of
hould e thoroughly considered, however, for it
gs if the rate of inflation for its own inventories is
of inflation on interest rates and vice-versa.

Ans.The credit policy of a co an be regarded as a kind of a tradeoff between increased
credit sales leadin in profits and the cost of having larger amount of cash
locked up in the es and the loss due to the incidence of bad debts.

o extend credit or not. One has to mainly focus on three aspects
Whom to sell to on credit (customer category)

o sell on credit (amount)

or how much time to extend credit (credit period)

mix of offering discounts (trade and cash) to induce customers to pay at

Setting up the payment system based on requirements. i.e. initial part payment and
alance on credit, etc.

4 etting up the collection mechanism post dated cheques, collection staff, and bills of
Exchange, etc.

5) Setting up a system to provide reminders to clients before the due dates (usually
performed by collections staff)

6) Managing of accounts after the due date is expired and providing warnings like

penalties, interest in case of delayed payments.
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Q.21. How Credit Policy of Receivables is evaluated?
Ans. The credit policy needs to be regularly evaluated to see whether the present policy is good
enough or there needs to be any change made. This can be done in various ways.
1)  Actual collections- the firm may review the actual collections made to know what is
their volume and level of payment of credit sales.
2) Payment on time- the firm can review whether the clients are making their payments
within the stipulated timeframe.
3) Less default-the firm can assess the level of bad debts and properly understand if the
credit policy is increasing or reducing the level of bad debts.

4) Less/no delinquency cost-this is a sign that payments are being made,a no
extra costs incurred.
5) Debt collection period-if the debt collection period is less that the ul th is a

good sign showing that customers are making prompt paymen

Q.22.What are different methods to monitor Receivables?

Ans. An import aspect of receivables management is to moni e pa of receivables
several measures can be employed by the credit manager urpose (i) Days sales
outstanding: (ii) ageing schedule and (iii) Collection qmatrix are e of the measures

employed.
(i) Days Sales Outstanding

Days sales outstanding (DSO) = Acco eivable’at time
According to this method accounts regei re deemed to be in control if the DSO
is equal to or less than certain norm. | e of DSO exceeds the specified norms,

the collections are deemed to be
(i) Ageing Schedule (AS)

% of Receivables
40
30
25
5
The actual is compared with some standard AS to determine whether
accounts rec control. A problem is indicated if the actual AS shows a greater
proportion of receiva , as compared with standard AS, in the higher age group.

ook at the pattern of collections associated with credit sales. lllustrative

collégtion matrix is given below:
January Sales | February Sales | March Sales
Collection:
In same month 13% 14% 15%
In next month 42% 35% 40%
In 2" month 33% 40% 21%
In 3" month 12% 11% 24%

From the collection pattern on can judge whether the collection is improving, stable, or
deteriorating. A secondary benefit of such an analysis is that it provides a historical record
of collection % that can be useful in projecting monthly receipts for each budgeting period.
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Q23 What is Forfaiting? What its advantages?
Ans. Forfaiting is a means of financing used by exporters that enables them to receive cash
immediately by selling their medium-term receivables (the amount an importer owes the
exporter) at a discount, and eliminate risk by making the sale without recourse, meaning the
exporter has no liability regarding possible default by the importer on paying the
receivables. The forfaiter is the individual or entity that purchases the receivables, so the
importer is then obligated to pay the receivables amount to the forfaiter. A forfaiter is
typically a bank or a financial firm that specializes in export financing. It is a flexible product
and can be modified to suit the exporters' particular requirements, enabling thefn to receive
a lump sum payment shortly after delivery. Forfaiting can be an alternative to

open to a particular country and/or bank. Where export credit is availabl
can be used to finance the uncovered portion.
Main Characteristics
. Debt is normally evidenced by bills of exchange, promissor
. The buyer's obligation is usually supported by a local b
. Documentation is very simple, requiring evidence of u
shipping documents) and certain confirmations frog_obligor/gu

etter of credit

transaction (copies of
nteeing bank

. Transactions can be concluded on a fixed or floati e e basis

. Exporter receives funds upon presentation of n documents, shortly after
shipment

Advantages

1. Eliminating Risk
. Removed from political, transferfand co
. Protected from the risk of interes [
. No deductible as required [
2.  Enhancing Competitive Ad
. Ability to provide vend
. Ability to do busi '
3. Increasing Cash Flow

ercial risk
eases and exchange rate fluctuations

, making products more attractive
ier countries

. Forfaiting con redit- based transaction into a cash transaction
. Balance t®urdened by accounts receivables, bank loans or contingent

Docum ion is usually concise and straightforward
elieves the exporter from administration and collection problems
trictions on origin of export

Q.24. t is faCtoring? What are advantages & limitations of factoring?
Ans. Factoring is an agreement in which receivable arising out of sale are sold by a firm (client)
t factor (a financial intermediary). Factoring is a new financial service that is presently

being developed in India. Factoring involves provision of specialized services relating to
credit investigation, sales ledger management, purchase and collection of debts, credit
protection as well as provision of finance against receivables and risk bearing. In factoring,
accounts receivables are generally sold to a financial Institution or subsidiary of commercial
bank-called "Factor", who charges commission and bears the credit risks associated with
the accounts receivables purchased by it.

Factoring offers the following advantages which makes it quite attractive to many firms:
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(9)

Limitations Of Factoring

(1)
(2)

Q.25. Disti
Ans.1.

The firm can convert accounts receivable into cash without bothering about
repayment.

Factoring ensures a definite pattern of cash inflows.

Continuous factoring virtually eliminates the need for the credit department. That is
why receivables financing through factoring is gaining popularity as useful source of
financing short term funds requirements of business enterprises because of the
inherent advantage of flexibility it affords to the borrowing firm. The seller firm may
continue to finance its receivables on a more or less automatic basis. If sales expand
or contract, it can vary the financing proportionately.

Unlike an unsecured loan, compensating balances are not requir
Another advantage consists of relieving the borrowing firm of subs
collection costs and to a degree from a considerable part of cash
Factoring eliminates the need for cash discounts.

Suppliers of goods and services can concentrate on their marketi
worry for collection of receivables.

Due to specialization, a factor can effect prompt and ti aym
The dealer is saved of the cost of carrying debt aintaining collection
department. It increases this return.
Factoring improves the liquidity of a firm.

es without

Many-a-times, for a large firm who have e
debtors and good links with financing s
A firm resorting to factoring may cre
lending agency that it is experiencingii [ ins. Thus, its credit-worthiness may
be at stake in future. Customers may losg faith in the firm.

blished €redit collection system, confident
actorigg may prove to be very costly.

nguish between factoring
While factoring is manage of b@pk-debts, bill discounting is a sort of borrowing
from commercial bank
In factoring no grace
days.

For factoring

Q.26. Disti een factoring & Forfaiting
Factoring Forfeiting

Thig, may be with recourse or without | This is without recourse to the exporter.
recoliise to the supplier The risks are borne by the forfeiter.
It lly involves trade receivables of | It usually deals in trade receivables of
Short maturities. medium and long term maturities.
It does not involve dealing in | It involves dealing in negotiable instrument
negotiable instruments like bill of exchange and promissory note.
The seller (client) bears the cost of | The overseas buyer bears the cost of
factoring forfeiting.
Usually it involves purchase of all book | Forfeiting is generally transaction or project
debts or all classes of book debts. based. Its structuring and costing is case to
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case basis.

Factoring tends to be a case of sell of | There exists a secondary market in forfeiting
debts obligation to the factor, with no | This adds depth and liquidity to forfeiting.
secondary market.

Q.27 Write short note on Working Capital & Dividend Policy

Ans. - Working capital policy is, the policy which governs the quantum, financin d other
aspects of working capital.
- Dividend policy is the one which determines the quantum of dividendyto clared

and that which has to be kept as reserves out of the surplus so gen
- There is a relationship between working capital policy and dividen
- Quantum of working capital required may have an impact on t

Q.28. Distinguish between Financing of Current Assets & Fixed A

Factoring
This may be with recourse or without | This is withou
recourse to the supplier The risks are

receivables of
rm maturities.
ing in negotiable

It usually involves trade receivables | It usually deals
of Short maturities. i
It does not involve dealing in
negotiable instruments

The seller (client) bears the cost as buyer bears the cost of
factoring

Usually it involves purchase
book debts or all classes of
debts.

Factoring tends to be
debts obligation to the
secondary market:

rfeiting is generally transaction or
preject based. Its structuring and
costing is case to case basis.

There exists a secondary market in
forfeiting This adds depth and liquidity
to forfeiting.

Q.29. Risk is alway§ ass

Ans. - It is true that risk is always associated with receivables.

siness, always remain a risk of counter party default.

There always exist a corresponding risk of non honouring of the commitment by the
i hich the business is dealing.

ones always associated with receivables.

t is thus risk itself that calls for the need to give financial guarantee, letter of credit,
redit rating of receivables etc.

- hus, risk of receivables turning into bad debts is an integral part of business.

Q.30. The Strategy for effective cash management in any firm is a core component of operating
cycle - Comment
Ans.- Efficient cash management is one of the key indicator of good working capital
management.
- Cash budget proves out to be an effective method for better cash management.
- Control aspects of cash management includes:
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. Speeding up of cash collection
. Prolongating / lingering upon cash payments

- For speeding up cash collection the enterprise should adopt lock-box system or go in
for decentralisation of the banking system by .opening up collection centres in areas
where debtors mostly reside resulting in lesser time frame and consequently prompt
cash collection. -

Apart from this, exercising control over cash payment can also act as a means of cash

management.

- The same can be ensured via billing float alongwith banking processing flo

Q.31. The risk of becoming technically insolvent is measured by using the t@@! of net warking
capital by the Finance Managers. — Comment

Ans. - Net working capital is the difference between current asset
- It is a tool of measurement of financial position of the compa

Higher the net working capital, less riskier is the company.

- Since net working capital helps in ascertaining the liqui ositi the company, it
helps to place reliance that the company will be able to bligations.

Thus, the risk of becoming technically insolvent is being measurediby using net working

capital as a tool by most of the finance managers.

tli ities.

Comment
rking capital requirement of a

Q.32. Deferred payment of taxes is the source of worki
Ans - Deferred payment of taxes is one of t
company.
. Taxes are not paid from day to dayy but e ed liability for taxes is indicated in
Balance Sheet.
. Company collect taxes by way @fitax pa € on salaries of staff deducted at source,
excise taxes, sales taxes,
it as a source of its working
. Thus, deferred payme tax

Q.33.Describe different ro working capital financing policies.
Ans. Hedging Approach

ing approach. It is based on the concept of bifurcation of total
t0’permanent and temporary working capital. Under this approach

perman tal is financed by long term sources and temporary working capital
needs a short term sources.

Co ive Approach

As th gests, under this approach finance manager doesn't undertake risk. As a

sult, alfworking capital needs are financed by long term sources and use of short term
soutces may be restricted to unexpected and emergency situations only.
Aggressive Approach
A ing capital policy is said to be aggressive policy if firm decides to finance part of the
permanent working capital by short term sources. So short term financing under this policy
is more than the hedging approach.

Q.34. How do we manage required level of receivables?

Ans. (i) Timely realisation of receivables is an important aspect of working capital
management.
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Q.35.The Balance Sheet fails to depict exact position of current assets - Comment
Ans.

(i)  Most of the firms do not give credit to the first time customers and gradually allow
credit after development of relationship.

(iii) In some cases, firms obtain post dated cheques from their clients.

(iv) In other cases, firms have staff earmarked for recovery efforts.

(v) Firms should match the opportunity cost of funds blocked in the receivables vis-*-vis
the net expenses of maintaining the recovery infrastructure.

- Balance sheet of a company does not provide a true picture of the curr
the company.

- Balance sheet of a company provides the information of a comp of a parti
date. The position at the end of a day is a static position which is re
the entire year.

- Another point is that an industry might have seasonal peaks or of working
capital requirement. For example, agro based industry like frii cessing unit would
need to stock more raw material during the peak se whe crop has been
harvested than during the lean season. In such cas [ nt norms have to be
applied for peak season and non peak season foriolding of cuffent assets for judging
the reasonability of their holding.

- There may be a case where high level of current
company seek to realize the current asse
by the firm may consist of obsolete i
have been rejected by buyers.

- On the other hand, the current liabilities are More ascertainable and less fictions. The

the operating cycle, has to be arranged

S othing but a fiction when
ppen that the inventory carried
aterials, finished goods which

from long term sources of fun hich r
financial health of the firm.

Q.36. A firm having high currentati ot necessarily be treated as being favourably placed

Ans.

Q.37.

as regards payment of its cu ilittes - Comment

ng a high current ratio is treated as favourably placed as
regards payment ofgits c bilities. Holding of current assets is always in proportion to
the turnover of t ny. ¥the company has high current assets, then there might be a
case where c rrent assets age is increasing. As the current assets, particularly
inventory and
receivables, get older

aying a huge cost for the higher build up of current assets. Thus, a
a high current ratio may not necessary be treated as being favourably placed as
of its current liabilities.

t are the sources of permanent working capital?

Ans.1. quity shares

quity share capital is raised by the company to primarily meet the needs of
permanent capital. In fact, it is called as the base capital of the company as equity
share capital enables to raise finance from other sources of finance.
2. Preference Shares
Preference shares represent that part of share capital of a company which carries
preferential rights with respect to income and assets over equity shares.
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3. Debentures
A debenture is a written instrument signed by the company under its common seal
acknowledging the debt due by it to its holders. Through this document the company
promises to pay a specific amount of money as stated therein at a fixed date in future
together with periodic payment of interest to compensate the holders for the use of
funds.

4. Term Loans
The term "Term loan" is employed to include both medium-term or long-t loans.
Term loans are generally employed to finance acquisition of fixed #assets and
permanent portion of working capital.

5. Financing through Retained Earnings
It is also called as "internal financing" or "plough back of profif§. i ance
through retained earnings is the best source since it is easilygav
management finds it an easy and cheap source of funds.

Q.38. Working Capital of the firm depends upon length of its oper yclez Comment

Ans. Operating cycle is extremely important because business, i bout the running the
operating cycle smoothly. If it is running smoothly, al il be smooth. If any
part of the operating cycle is stuck, the whole busine ed. For a manager to
effectively manage the business, he should have a d rstanding of his business

mitigate those threats and risks.

The entrepreneur should always focus to r
better utilization of their fixed assets.
investment.

Length of operating cycle is long the
versa. Firm should always try t

capital required can be reduced a itability can be increased.
Reducing this cycle mea the inventory holding period and increasing the
supplier's payment periqd. 'ﬁ' ] rmal strategies, Japanese techniques 'Just-in-Time

(JIT)" can reduce the in
adopt JIT with the help o

olding time practically zero. Bigger companies are trying to
e supplier system integration etc.
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Chapter 9

Security Analysis & Portfolio Management

Q.1. What is Risk in securities analysis? Discuss different types of risks in securities analysis?
Ans. Risk in security analysis is generally associated with the possibility that the realized returns

will be less than the returns that were expected.
Systematic Risk: It 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 t ect the
overall market such as changes in the nations’ economy, tax reform by the Go

change in the world energy situation. These are risks that affect secusi d,
consequently, cannot be diversified away. This is the risk which is cafimo ntire
class of assets or liabilities. The value of investments may decline o i ' period
simply because of economic changes or other events that imp rge ns of the
market.

Unsystematic Risk: It refers to risk unique to a particular ny or industry. It can be
avoided through diversification. This is the risk of pricé c e to the unique
circumstances of a specific security as opposed to the ov market. This risk can be
virtually eliminated from a portfolio through diversificati

Systematic and unsystematic risk can be subdivided. S risk for bonds is normally

identified with interest rate risk; for stocks with marketfrisk. Unsystematic risk includes
business and financial risk.

diversifying the investments across i
Following are key objectives of portfoligimanagement:
1 Security/Safety of Principal
2.  Stability of Income

3. Capital Growth

4.  Marketability

5.  Liquidity

6 Reducing risk sification

7 Favorabl Status

8 Return investment at pre-decided time
9 Preserving purchasing power of investment

Ans4Eundam
I cial h

his fundamental analysis?
al analysis is the analysis of past financial statements of any company or firm, its
Ith, management, business concept as well as competition with a view to make

its re financial forecasts. Actually, it is a logical and systematic approach to estimate
f 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.
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.
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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

Q.4. Briefly Explain ‘Technical Analysis’ to Portfolio Management?

Ans. Technical Analysis is a method of share price movements based o ud e graphs
or charts on the assumption that share price trends are repetitive, is'€een to have
happened before is likely to be repeated. In other words, tec | analysigiis based on the
proposition that the security prices and volume in past suggest thei rice behavior.
Technical analysts use three types of charts for analyzing data®They are:

1.  BarChart
2. Line Chart

3. Point and Figure Chart

Q.5. Write a short note on DOW JONES THEOR¥* V

Ans. Formulated by Charles H. Dow, the Dowl theory ock price movement is a type of
technical analysis that consists of some aspects ofisector rotation. The Dow Jones Theory
is probably the most popular, olde nd m ous theory regarding the behaviour of
stock market prices The Dow Theory'Sypurpose is to determine where the market is and
where is it going. It classifies th ts of the prices on the share market into three
major categories:
1.  Primary Movements,
2. Secondary Move
3.  Daily Fluctuations.

eflect the trend of the stock market & last from one year to

three ye even more. During a Bull phase, the primary trend is that of
rise in prices i Bear Phase, the primary trend is that of fall in prices.
2) Seconda ovements: These movements are opposite in direction to the primary

mavements re shorter in duration. These movements normally last from three

wegks to three months.

ents: There are irregular fluctuations which occur every day in the market.

e fluctuations are without any definite trend.

efit of' Dow - Jones Theory:
a) imings of Investments: Investor can choose the appropriate time for his investment
ivestment 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.

Q.6. Write a short note on support and resistance?
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Ans. As per this concept, when the index/price goes down from a peak, the peak becomes the
resistance level. Resistance levels act like a ceiling for the price of a stock. As the price

rises

up to a resistance level, it tends to stop, turn around and move lower.

When the index/price starts falling, the lowest value reached becomes the support level.
Support levels act like a floor for the price of stock. As the price of a stock drops down to a
support level it tends to stop at that point, turn around and move higher.

The

price is then expected to move between these two levels. Whenever the price

approaches the resistance level, there is a selling pressure because all investors who failed
to sell at the high would be keen to liquidate, while whenever the price ap es the
support level, there is a buying pressure as all those investors who failed b the
lowest price would like to purchase the share.

Q.7. Write a short note on Efficiency Market Theory?

Ans. Market efficiency theory is “the degree to which stock prices refl avai , relevant
information.”Further more, the Efficient Market Hypothesis claims t cannot be
outperformed because all available information is alread ilt Into stock prices”.
Misconception about Efficient Market Theory:

1.  Though the Efficient Market Theory implies that m has perfect forecasting
abilities, in fact, it merely signifies that prices imp all il@ble information and as
such does not mean that market possesses perfec ing abilities.

2. Although price tends to fluctuate, they can r value.

3. Inability of institutional portfolio managers t perior investment performance
implies that they lack competence in .

4. The random movement of stock price§ sugge t stock market is irrational.

Level of Market Efficiency: There exist threg level§ of market efficiency:-

(i)
(if)
(iif)

Empirical Evidence o

a)
b)
c)

Weak Form Efficiency — Price feflect a
and volumes.

Semi — Strong Efficiency —
past prices and volumes but
Strong Form Efficienc iee r

ation found in the record of past prices

t not only all information found in the record of
all other publicly available information.

ct all available information public as well as private.
ea rmEfficient Market Theory:

Serial Correlation T
Run Test
Filter Rul

died the effect of annual earnings announcements.

irical Evidence on Strong Form Efficient Market Theory:

ing 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:
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a) Information Inadequacy

b) Limited information processing capabilities
c) lIrrational Behaviour

d) Monopolistic Influence

(
(
(
(

Q.8. What are the assumptions of Markowitz Model of Risk-Return Optimization or the Modern
Approach to Portfolio Management?

Ans. Markowitz model provides a theoretical framework for analysis of risk-return choices. The
concept of efficient portfolios has been expressed in this model. A portfolio is e t when
it yields highest return for a particular level of risk or minimizes risk for a spegifie | of
expected return.

The Markowitz model makes the following assumptions regarding inves ehavio

] Investors consider each investment alternative as being represen a piobability
distribution of expected returns over some holding period.

1 Investors maximize one period expected utility and pos rve, which
demonstrates diminishing marginal utility of wealth.

1 Individuals estimate risk on the basis of variability of expect t .

71 Investors base decisions solely on expected return and nceof returns only.

1 At a given risk level, higher returns are preferred er . Similarly for a given
level of expected returns, investors prefer less risk isk.

Q.9. Write a short note on Random Walk Theory to Pofifolio MaRagement

Ans. Random walk theory gained popularity i 3 e urton Malkiel wrote a book "A
Random Walk Down Wall Street", whi arded as an investment classic.
It's a stock market theory that states that ovement or direction of the price of a
stock or overall market cannot be d to its future movement. It propounds that
stocks take a random and unpredictable path and no connection can be established
between two successive peaks (hi icgof stocks) and deeps (low price of stocks). The
chance of a stock's future grice g up is the similar as chance of its going down. A
follower of random walk is impossible to outperform the market without
assuming additional ri T cause; the price trends are not the result of any
underlying factors, efit a statistical expression of past data.

Q.10 Write a short . What are its Assumptions?

Ans.The Capital Asset Puiei odel was developed by Sharpe, Mossin and Linter in 1960. The

valuatiofl of securiti t is based on the premises that the diversifiable risk of a security is
elimjpated when more and more securities are added to the portfolio. The systematic risk
d by beta, 3 under CAPM, the expected return from a security can be

turn on security = Rf + Beta (Rm - Rf)

odel shows that the expected return of a security consists of the risk-free rate of

t and the risk premium. The CAPM, when plotted on the graph paper is known as the

rity Market Line (SML).

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
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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: whether personal or corporate.

7 No Transaction cost: Transaction in securities is without any transaction cost.

Limitations

i
)

—~

(if)
(iif)

Reliability of Beta: Statistically reliable Beta might not exist for shares of manydirms. It
may not be possible to determine the cost of equity of all firms 4si
shortcomings that apply to Beta value apply to CAPM too.

Other Risks: It emphasis only on systematic risk while unsyste
important to share holders who do not possess a diversified p .
Information Available: It is extremely difficult to obtain imp ion on risk-
free interest rate and expected return on market portfoli

and total risk () for efficient portfolios. Whereas SecurityfMarket Line (SML) describes the

inefficient portfolios. Some of the major poi

d return for both efficient and
between the two are as under:
In CML, the risk is defined by total ri in SML the risk is defined by non-

diversifiable market related risk (R).

CML is valid only for fully di ified [ t) portfolios while SML is valid for all
portfolios and for individual securiies as well.

CML SML

1 ) _ ) It is a graphical representation of the
Itis a line that is used to show the rates | arket's risk and return at a given time.
of return, which depends on risk free
rates of return and levels of risk for a
specific portfolio.
Standard deviation is the measure of Beta coefficient determines the risk

2 lrisk factors

3 |Pefine efficient portfolios Define both efficient and non-efficient

portfolios

4 The market portfolio and risk free assets |All security factors are determined by the
are determined. SML.

5 |Superior Inferior

Q.12.Write short note on Efficient Portfolio or Optimum Portfolio

Ans. 1.

2.

The efficient frontier is the set of optimal portfolios that offers the highest expected
return for a defined level of risk or the lowest risk for a given level of expected return.
Portfolios that lie below the efficient frontier are sub-optimal, because they do not
provide enough return for the level of risk. Portfolios that cluster to the right of the
efficient frontier are also sub-optimal, because they have a higher level of risk for the
defined rate of return.
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3.  One assumption in investing is that a higher degree of risk means a higher potential
return. Conversely, investors who take on a low degree of risk have a low potential
return.

4. According to Markowitz's theory, there is an optimal portfolio that could be designed
with a perfect balance between risk and return. The optimal portfolio does not simply
include securities with the highest potential returns or low-risk securities.

5.  The optimal portfolio aims to balance securities with the greatest potential returns with
an acceptable degree of risk or securities with the lowest degree of risk for a given
level of potential return.

6. The points on the plot of risk versus expected returns where optimal partfoligsalie is
known as the efficient frontier.

Q.13.Distinguish between Investment & Speculation

Ans. ﬁ

Basis For Investment Speculation
Comparison
Meaning The purchase of an asset with the  [Speculation is an act of conducting
hope of getting returns is called a risky financial transaction, in the
investment. hope of substantial profit.
Basis for Fundamental factors, i.e. Hearsay, technical charts and
decision performance of the company. market psychology.
Time horizon |Longer term Short term
Risk involved [Moderate risk o High risk
Expected Modest rate of return High rate of return
rate of return
Funds An investor uses his own funds. A speculator uses borrowed funds.
Income Stable Uncertain and Erratic
Behavior of |Conservative and Cautious Daring and Careless
participants
Q.14.Write short not “Gilt edged Primary Market”

Ans. - rket refers to that primary market in which securities are issued
n behalf of Government)

issued in accordance with the funds required by the Government.

Q.15.Distinguish between Efficient Portfolio & Optimum Portfolio

ain objective of modern portfolio theory is to have an efficient portfolio, which is a
portfolio that yields the highest return for a specific risk, or, stated in another way, the lowest
risk for a given return. Profits can be maximized by selecting an efficient portfolio that is also
an optimal portfolio, which is one that provides the most satisfaction — the greatest return
— for an investor based on his tolerance for risk.
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Efficient Portfolio Optimal Portfolio

1. Efficient portfolio is the one which | Optimal portfolio is that efficient portfolio
provides us maximum return at minimum | which suits the requirement of an
risk level. individual investor

2. It reflects all sets of possible |It is a subset selected from those
combination as represented by Capital | combination by an individual

Market Line (CML) according to his risk - return
expectations.

Q.16.The risk of the portfolio which combines both a risky and a risk free asset be feduced to

the standard deviation of the risky security, weighted for its proportion olio-
Comment
Ans. - Since standard deviation of risk free security is zero, thefrisk of 10 having
combined securities will be comparatively lesser.
) xy=\/(oxwx)2+ (aywy)2+ 210 Tywywy,

Q.17.The portfolio managers tries to diversify risk by investin debts and equity instruments -
comment
Ans. - Many-a- times it is observed that port anagersfdiversify their risks by investing in
debt and equity instruments.
- Since equity instruments provide high Yeturn bt also carry high risk burden [concept of
higher the risk, higher the retur ortfo agers go in for equity instrument.
- Debt instrument, though carry leSser return, however face lesser risk since interest
paid is a charge and not an riation

- Thus, a portfolio consijsting of¥Roth equity and debt instrument can help to minimise
overall risk and fetch h

- Now if standard deviation of security x or y ((ox/ay)) i 0, then risk of portfolio will
be just calculated by multiplying the standard devi% ecurity with its weight.

of portfolio management whereby an investor reduces the
risk) of his or her portfolio by holding a variety of different
low correlations with each other.

, bonds, and real estate are common asset classes. One common move is to

invest in both stocks and bonds, because the stock and bond markets are historically
egatively correlated, meaning that when the stock market is up the bond market is

usually down and vice versa. Real estate and foreign stocks are also used to diversify
portfolios.

5. Determining the appropriate classes’ weightings for a particular investor is the essence
of asset allocation as a method to optimize diversification.

6. Diversification does not guarantee huge returns, but it does reduce risk. It's one of the
most fundamental, important investment concepts--one of the first pieces of
investment advice most people get.
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Q.19.Alpha is an indicator of the extent to which the actual return of the stock deviates from those

Ans.

predicted by beta value - Discuss

The Jensen's measure is a risk-adjusted performance measure that represents the average
return on a portfolio or investment above or below that predicted by the capital asset pricing
model (CAPM) given the portfolio's or investment's beta and the average market return.
Jensen's alpha is calculated using the following four variables:

R(i) = the realized return of the portfolio or investment

R(m) = the realized return of the appropriate market index

R(f) = the risk-free rate of return for the time period

B = the beta of the portfolio of investment with respect to the chosen market index

Using these variables, the formula for Jensen's alpha is:

Alpha = R(i) — [R(f) + B x (R(m) - R(f))]

For example, assume a mutual fund realized a return of 15% last ye e appropriate
market index for this fund returned 12%. The beta of the fund vers t samegdfdex is 1.2
and the risk-free 3%. The fund's alpha is calculated as:

Alpha =15% - (3% + 1.2 x (12% - 3%)) = 15% - 13.8% = 1.2%
Q.20.Intrinsic value of the security is valid for a given set of conditi - comment
seddQg

Ans.

- Intrinsic value is the actual value of a security as market, price or book

value or book value

- The intrinsic value includes other variables such brand name, trademarks and
copyrights.

- Different investors use different techni to
with a given set of conditions like dividend per
return, etc.

- Analysts employ these metho
higher or lower than its curre
‘overvalued® or ‘under valu

- Thus, it can be said t th insiC value of a security is valid for a given set of
conditions.

Iculdte the intrinsic value of a security
are, growth factor, required rate of

to se her the intrinsic value of a security is
arket price allowing them to categories it as

Q.21.Sharpe’s single index mo

Ans.

William Sharpe h e a simplified variant of Markowitz model that reduces
computational requirements. It is known as Single index model or

t co-movement between stocks is due to change or movement in
t index. al observation of the stock prices over a period of time reveals that
most, of fthe stock prices move with the market index. When the Sensex increases, stock
to increase and vice-versa. This indicates that some underlying factors
ffect t arket index as well as the stock prices. Stock prices are related to the market
is relationship could be used to estimate the return on stock.

ingle-index model (SIM) is a simple asset pricing model to measure both the risk and

expressed as:
t—re=a; + Bi X (fmt—re) + € it
where :
ri is return to stock / in period t
re is the risk free rate (i.e. the interest rate on treasury bills)
rmt is the return to the market portfolios in period t
a; is the stock’s alpha, or abnormal return
Biis the stock’s beta, or responsiveness to the market return
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Note that ri; . I'sis called the excess return on the stock, . rithe excess return on the
market

€ i are the residual (random) returns, which are assumed independent normally distributed
with mean zero and standard deviation «;.

The single index model is based on the assumption that stocks vary together because of the
common movement in the stock market and there are no effects beyond the rket that
account the stocks co-movement. These equations show that the stock return i§ influenced
by the market (beta), has a firm specific expected value (alpha) and Wi
unexpected component (residual). Each stock's performance is ingffelation togithe
performance of a market index. Security analysts often use the SIM f s as
computing stock betas, evaluating stock selection skills, and conducti

Q.22.Describe the tool to judge whether company is creating or d ng wea

Ans. There are various tools that helps to evaluate the performan panies. Economic
value added is one of such tool. It means cash flow after tax 0f a buSiness less the cost of
capital. Now a days EVA is used in determining the val fi ce it is a true indicator
as against earnings. EVA = Net operating profit after t T) (-) Capital Employed x
Cost of Capital. Thus, there are two componentg, of EVA,Being NOPAT and capital charge
where capital charge refers to the product of and cost of capital.
If EVA is +ve, wealth is created & -ve EVA'Implie h is destroyed.
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Chapter 10 Derivatives & Commodity Exchange

Q.1. What are Derivatives? What are its features? Who are the participants in derivatives market?
Ans. Meaning:
Derivatives are financial instruments which derive their value from their underlying assets or
securities.
The Underlying Securities for Derivatives are:

Swaps.

Commodities (Castor seed, Grain, Coffee beans, Gur, Pepper, Potatoes efc.

Precious Metals (Gold, Silver)
Short-Term Debt Securities (Treasury Bills)
Interest Rates
Common Shares/Stock
Stock Index Value (NSE Nifty)
, F

The important characteristics of derivatives are as follow

Q.2
Ans.

Four most common examples of derivative instruments are ards, Futtires, Options and
a) Derivatives traded on exchanges are liquid and i S t est possible transaction

costs.
Derivatives can be closely matched with spgcific portiolio requirements.

The margin requirements for exchange-tra derivatives are relatively low, reflecting
the relatively low
Level of credit-risk associated with the@ derivatiye
Derivatives are traded globally having pularity in financial markets.

Derivatives maintain a close %glations etween their values and the values of
underlying assets.

d options contracts to get extra leverage in betting on future
an asset. They can increase both the potential gains and

ivative Market
xchange Traded Derivatives (b) OTC (Over the Counter) Derivatives
xchange-traded derivatives : Derivatives which trade on an exchange are called

'Exchange-traded derivatives'. Trades on an exchange generally take place with
anonymity. Trades at an exchange generally go through the clearing corporation. Example:
Interest rate futures, Interest rate options, Currency futures, Currency options. (b) Over The
Counter (OTC) derivatives: A derivative contract which is privately negotiated is called an
OTC derivative. OTC trades have no anonymity, and they generally do not go through a
clearing corporation.

Example: Interest rate swaps, Currency swaps, Caps, collars, floors, forward.
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Types of Derivative Risks: The different types of derivatives risks are:

(@)
(b)
(c)
(d)

()

(f)
(9)

Q.3 Enumerate the basic differences between cash and de
Ans.The basic differences between Cash and the Derivative

(a)
(b)
(c)
(d)
(e)

Credit risk: Credit risk is the risk of loss due to counterparty's failure to perform on an
obligation to the institution.

Market risk: Market risk is the risk of loss due to adverse changes in the market value
(the price) of an instrument or portfolio of instruments.

Liquidity risk: Liquidity risk is the risk of loss due to failure of an institution to meet its
funding requirements or to execute a transaction at a reasonable price.

Operational risk: Operational risk is the risk of loss occurring as a result of inadequate
systems and control, deficiencies in information systems, human error, or, agement
failure.

Legal risk: Legal risk is the risk of loss arising from contracts whi ot lggally

enforceable (e.g. the counterparty does not have the power or a nto a
particular type of derivatives transaction) or documented correctly.
Regulatory risk: Regulatory risk is the risk of loss arising f omply with

regulatory or legal requirements.
Reputation risk: Reputation risk is the risk of loss arisj e public opinion
and damage to reputation.

In cash market tangible assets are traded where@s in derivative markets contracts
based on tangible or intangibles assets likeSlindex or fates are traded.

In cash market, we can purchase e n whereas in Futures and Options
minimum lots are fixed.

Cash market is more risky than Futurgs and Options segment because in "Futures and
Options" risk is often limited.
Cash assets may be meant for C
hedging, arbitrage or speculati
The value of derivati

umption or investment. Derivative contracts are for

ct is always based on and linked to the underlying
ot be on point-to-point basis.

In the cash mark ust open securities trading account with a securities
depository whereas futures a customer must open a future trading account with

a derivative b
Buying s cash market involves putting up all the money upfront whereas
buying future involves putting up the margin money.

With the asg of shares of the company in cash market, the holder becomes part
any. While in future it does not happen.

en spot contract and forward contract.

d at the time of the contract. In a forward contract, both the components are
xchanged at a specified future date.
a spot contract, both the parties transact on the basis of their present capability. The
uyer purchases according to his ability to pay for the goods or services and the seller
sells according to his present ability to deliver the goods or services. In a forward
contract, a leveraging of capabilities is involved. Since no down payment is involved, the
buyer might contract to buy a larger number of goods or services, expecting to derive
some benefits from the perceived price differential between the spot price and the likely
price at the time of maturity of the forward contract. Also the seller, feeling that a larger
number of goods shall be available at the contracted price at the time of maturity,
agrees to sell a far larger number of goods.
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Q.5

3. In a spot contract, execution of the contract is more or less certain because both the
components, i.e. money and goods are available. Even through the transaction does not
pass through a regulated delivery and payment mechanism yet the chances of default
are very less. The problems of payment and delivery get magnified in the case of a
forward contract.

What is Forward Contract? What are its advantages & Disadvantages?

Ans. A forward contract is an agreement between a buyer and a seller obligating the seller to

deliver a specified asset of specified quality and quantity to the buyer on a speci date at a
specified place and the buyer, in turn, is obligated to pay to the seller a pre"ne€goti rice
in exchange of the delivery.

Consider a Punjab farmer who grows wheat and has to sell it at a profit. g/he sigpl d the
traditional way for him is to harvest the crop in March or April and sell in ot market then.
However, in this way the farmer is exposing himself to risk of a d ardmo ent in the
price of wheat which may occur by the time the crop is ready for rder to avoid this

risk, one way could be that the farmer may sell his crop at

promise to deliver the asset, i.e., crop at a pre~determined dat

ensure to the farmer the input cost and a reasonable profit.

has entered into is called a forward transaction an C

transaction is called a forward contract.

Advantages

1)  They can be matched against the time periogof exposSure as well as for the cash size of
the exposure.

2) Forwards are tailor made and can be Written f amount and term.

3) It offers a complete hedge.

4) Forwards are over-the-counter

5) The use of forwards provides pri

6) They are easy to understa

Disadvantages

1) It requires tying up cap e no intermediate cash flows before settlement.

2) ltis subject to def [

3) Contracts may be di cancel.

4)  There may be diffi ind a counter-party.

reed upan rate now with a
i, . This will at least
ransaction which the farmer
which covers such a

ducts:
rotection and price discovery.

What are St f
futures settled?

Theserare traded on organized exchanges.
(b) §Standardized contract terms like the underlying assets, the time of maturity and the
anner of maturity etc.
(c) " Associated with clearing house to ensure smooth functioning of the market.
(d) Margin requirements and daily settlement to act as further safeguard i.e., marked to
market.
(e) Existence of regulatory authority.
(f)  Every day the transactions are marked to market till they are re-wound or matured.
Future contracts being traded on organisatised exchanges, impart liquidity to a transaction.
The clearing house being the counter party to both sides and a transaction, provides a
chanism that guarantees the honouring of the contract and ensuring very low level of default.
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(ii)

(iii)

Stock futures offer a variety of usage to the investors Some of the key usages are

mentioned below:

Investors can take long-term view on the underlying stock using stock futures.

(a) Stock futures offer high leverage. This means that one can take large position with
less capital. For example, paying 20% initial margin one can take position for
100%, i.e., 5 times the cash outflow.

(b) Futures may look over-priced or under-priced compared to the spot price and can
offer opportunities to arbitrage and earn riskless profit.

(c) When used efficiently, single-stock futures can be effective risk ma ent tool.
For instance, an investor with position in cash segment can minimize eit arket
risk or price risk of the underlying stock by taking reverse positio ppropriate
futures contract.

Up to March 31, 2002, stock futures were settled in cash. The fin

the closing price of the underlying stock. From April 2002, s utu settled by
delivery, i.e., by merging derivatives position into cash segm
Q.7 What are the major advantages & disadvantages of Future§ Tradi ompared to Stock

Trading?

Ans. Advantages

(i)
(i)
(iii)

Disadvantages

(i)
(i)
(iii)

Leverage: Compared to buying stock on margin, g,in futures is less costly. An
investor can use leverage to control more stock with'@’smaller cash outlay.

Ease of Shorting: Taking a short position |
executed at any time - there is no requi
Flexibility: Future investors can use the instr
use in a large array of sophisticated strategies,

s to speculate, hedge, spread or for

Risk: In a stock future contract, re is the risk of losing significantly more than the
initial investment (margin it).
No Stockholder Privileges: future owner has no voting rights and no rights to
dividends.

Required Vigilanc are investments that require investors to monitor their
positions more clos many would like to do. Because future accounts are marked
to the market s day, there is the possibility that the brokerage firm might
issue a requiring the investor to decide whether to quickly deposit additional

funds or liqui

the re for stock index futures becoming more popular financial derivatives

over stogk futures segment in India?

es is most popular financial derivatives over stock futures due to following

flexibility to one's investment portfolio. Institutional investors and other large
quity holders prefer the most this instrument in terms of portfolio hedging purpose. The
ock systems do not provide this flexibility and hedging.

It creates the possibility of speculative gains using leverage. Because a relatively small

amount of margin money controls a large amount of capital represented in a stock index

contract, a small change in the index level might produce a profitable return on one's

investment if one is right about the direction of the market. Speculative gains in stock

futures are limited but liabilities are greater.

Stock index futures are the most cost efficient hedging device whereas hedging through

individual stock futures is costlier.
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4.

5.

8.

9.

Stock index futures cannot be easily manipulated whereas individual stock price can be
exploited more easily.

Since, stock index futures consists of many securities, so being an average stock, is
much less volatile than individual stock price. Further, it implies much lower capital
adequacy and margin requirements in comparison of individual stock futures. Risk
diversification is possible under stock index future than in stock futures.

One can sell contracts as readily as one buys them and the amount of margin required
is the same.

In case of individual stocks the outstanding positions are settled nor,
physical delivery of shares. In case of stock index futures they are set
over the world on the premise that index value is safely accepted

against

price.

It is also seen that regulatory complexity is much less in the case

in comparison to stock futures.

It provides hedging or insurance protection for a stock portfoli

Q.9 Distinguish between forward and future contract

index futures

Forward Contract
1 Contract Size | Negotiated between customer
and bank. It's tailor made.
2 Maturity Date | Negotiated between custom
and bank. It's tailor m
3 Risk of default | Risk exists. ontrac xchange is party to futures contract.
[Settlement settlement is vulnerablgyto the Buying and selling parties do not
Risk] know each other. Exchange buffers
the risk of settlement.
4 Liquidity Highly liquid. Easy to trade.
5 Hedging Mostly under-hedging or overhedging
perfection
6 Settlement Cash settlement on price value
difference
7 s, as speculators find it Highly speculative.
icult to play with forward
contract.
8 By negotiation between two Through organized exchanges, its
parties. brokers.
9 Not required Required
10 No yes
11 itability For genuine export import and For genuine export import with
other cross border transactions | potential for cancellation of such
with reasonable confidence in contract. Suitable for speculators as
successful fulfillment of well.
contract.
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Q.10 Write short note on options.

Ans. Options: An option is a claim without any liability. It is a claim contingent upon the occurrence
of certain conditions and, therefore, option is a contingent claim. More specifically, an option
is contract that gives the holder a right, without any obligation, to buy or sell an asset at an
agreed price on or before a specified period of time. The option to buy an asset is known as a
call option and the option to sell an asset is called put option. The price at which option can
be exercised is called as exercise price or strike price. Based on exercising the option it can
be classified into two categories:
(i) European Option: When an option is allowed to be exercised only on the
(i) Amerlcan Option: When an optlon is exercised any time before its matur

(a) An option is said to be in the money when it is advantageous
(b) When exercise is not advantageous it is called out of the mon
(c) When option holder does not gain or lose it is called at t ne
The holder of an option has to pay a price for obtaining call/put op
option premium. This price has to be paid whether the option j rcised ofnot.

is known as

Q.11 Distinguish between Intrinsic value and Time value of an optiont

Ans. Intrinsic value and the time value of An Option:
Intrinsic value of an option and the time value of an o ane, primary determinants of an
option's price. By being familiar with these terms and knowing how to use them, one will find
himself in a much better position to choose the 'Qption coRtract that best suits the particular
investment requirements.
Intrinsic value :
Intrinsic value is the value that any given option would have if it were exercised today. This is
defined as the difference between optio e price (x) and the stock actual current
price (CP). In the case of a call option,@ne can calculate the intrinsic value by taking CP-X. If
the result is greater than Zero, t unt left over after subtracting CP-X is the option's
intrinsic value. If the strike pgice is gfeater than the current stock price, then the intrinsic value
of the option is zero - it w worth anything if it were to be exercised today. An
option's intrinsic value below zero. To determine the intrinsic value of a put
option, simply reverse the tionto X - CP
Time Value:
Time value is e risk premium that the seller requires to provide the option buyer
with the right @ b stock up to the expiration date. This component may be regarded
as the Insuran remium of the option. This is also known as "Extrinsic value." Time value
decays ime: er words the time value of an option is directly related to how much

iration, the greater the premium should be. This is perfectly logical. The right to
bu sell a stock for two months should be worth more than the same privilege for only one

Q.12 What are the options Greeks?
Ans:1.  Delta: It is the degree to which an option price will move given a small change in the
underlying stock price. A deeply out-of-the-money call will have a delta very close to
zero; a deeply in-the-money call will have a delta very close to 1.
2.  Gamma: It measures how fast the delta changes for small changes in the underlying
stock price. It is the delta of the delta.
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3. Theta: The change in option price given a one day decrease in time to expiration. It is a
measure of time decay.

4. Rho: The change in option price given a one percentage point change in the risk-free
interest rate.

5. Vega: Sensitivity of option value to change in volatility.

Q.13 Differentiate between Futures and Options.

Ans.

Futures Options

Both the parties are obliged to perform Only the seller (writer) is obli
the contract. perform the contract.

No premium is paid by either party. The buyer pays the
premium.

The holder of the contract is exposed to to downside

the entire spectrum of downside risk and but retains
has potential for all the upside return, tials
The parties of the contract must perform exercise his option any time

at the settlement date. They are not
obligated to perform before the date.

Q.14 Write a short note on different kinds waps.

Ans.A swap can be defined as the

stream of cash flows with differe
more people/parties to exc
divided into two types:
(1) Interest Rate Swap
(2) Currency Sw.
Meaning:
An Interest
obligations fo
interest

ristics. A swap is an agreement between two or
of cash flows over a period in future. Swaps can be

a transaction involving an exchange of one stream of interest
an interest rate swap, no exchange of principal takes place but

Interest fpayment n be exchanged between two parties to achieve changes in the
calc f interest on the principal, for example:
(a) Flo ed; (b) Fixed to floating; (c) LIBOR to prime - based; (d) Prime to LIBOR.

rs: The major players in the swap markets are banks (or other intermediaries on

thepone side) and medium and large size corporate on the other. Individual borrowers

genetally do not perform swap.

F es of Interest Rate Swap

a) ltistreated as an off - the balance sheet transaction.

b) Itis structured as a separate contract distinct from the underlying loan agreement.

c) There is no exchange of principal repayment obligations.

d) It effectively translates a floating rate borrowing into a fixed rate borrowing and vice
versa.

(e) The motivation of interest rate swap is to save interest cost.
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Types of Interest Rate Swaps

(a) Liability Swap: Where there is an exchange of interest obligation i.e., interest is to be
paid, the swap is liability swap.

(b) Asset Swap: Where there is an exchange of interest receipts i.e., interest is to be
received, the swap is asset swap.

Purpose:
Interest Rate Swap is intended to hedge against the interest rate fluctuations to some extent
through careful planning with the help of swap dealer.

Provision of Interest Rate Swaps

Some of the provisions of IRS are as follows :

1. The notional principal value upon which the interest rate is to be a

2. The fixed interest rate to be exchanged for another rate.

3. Formula type of index used to determine the floating rate.

4.  Frequency of payments, such as quarterly or every six month

5. Life time of the swap.

Currency Swaps

These involve an exchange of liabilities between currencies.

Stages : A currency swap can consist of three stages:

(@) A spot exchange of principal.

(b) Continuing exchange of interest payments during thegterm of the swap.

(c) Re-exchange of principal on maturity.

Benefits : A currency swap has the followi e

(a) Treasurers can hedge currency risk.

(b) It can provide considerable cost sa s. S@ a strong borrower in the Deutschmark
market may get a better US dollar rate ing funds in the Deutschmark market and
swapping them for US dollars.

(c) The swap market permits
command a high premj

(d) It offers diversification

(e) Cost cutting is thedmajo

(f) It enables access to

In a currency swap

e accessed in currencies, which may otherwise

S.
n behind currency swap.
r of international capital market otherwise not available.
um is usually exchanged:

. At the st
. At the end;
. At a com ion Bf both; or neither.

Q.15 Explain the various types of risks to which the Swap Dealer is exposed to.

swap, the role of swap dealer is significant in so far as it brings together two
ounter-parties whose interests are complementary to each other. For this role, it takes a

Il part*ef the interest payment flow. Since the principal amount is large, even a small

pe tage of the interest payment adds considerably to its profit. But, on the other hand, the

S ealer has to face a variety of risks. These different forms of risks are as follows:

(a) 7 Interest-rate Risk

(b) Exchange-rate Risk

(c) Credit Risk

(d) Mismatch Risk

(e) Sovereign Risk

(f)  Delivery Risk

:105:



J- K. Shah Classes CS Professional — FM Theory Q & A

Q.16 Write a short note on Arbitrage.

Ans. Meaning:
Arbitrage by definition is a financial transaction that makes an immediate profit without
involving any risk.
Arbitrage is a strategy to take advantage of price differential of a product in different markets.
An arbitrageur makes money by buying an asset at low price in a market and selling it in any
other market at a relatively higher price.
Arbitrage profits are the result of:
(i) The difference in exchange rates at two different exchange centers,
(i) The difference due to interest yield which can be earned at different exchange

Types of Arbitrage

(i) Geographical/Space Arbitrage
(i) Cross - Rate Arbitrage

(iii) Time Arbitrage

Q.17 Write a short note on Forward Rate Agreements.
Ans.A Forward Rate Agreement (FRA) is an agreement betweén t through which a
borrower/ lender protects itself from the unfavourable cha to the interest rate. Unlike

futures FRAs are not traded on an exchange thus are oT uct.
Following are main features of FRA.
. Normally it is used by banks to fix interest costs on cipated future deposits or interest

revenues on variable-rate loans indexed to OR
¢ It is an off Balance Sheet instrument.
. It does not involve any transfer of principal.
termed "notional" because, while it
exchange of the principal neve
. It is settled at maturity in cash re
agrees to pay the buyer they

rincipal amount of the agreement is
s the amount of the payment, actual

senting the profit or loss. A bank that sells an FRA

interest cost on some "notional” principal amount
if some specified matugity of NBOR is above a stipulated "forward rate" on the contract
maturity or settlemen versely, the buyer agrees to pay the seller any
decrease in interesjcos a interest rates fall below the forward rate.

. Final settlement of t unts owed by the parties to an FRA is determined by
The formula

(dtm/DY)
_ X 100
RR(GF)]

Rate for the maturity specified by the contract prevailing on the contract

ent date; typically LIBOR or MIBOR
= Agreed-upon Forward Rate; and

dtm maturity of the forward rate, specified in days (FRA Days)

D Day count basis applicable to money market transactions which could be 360 or 365
days.

If LIBOR > FR the seller owes the payment to the buyer, and if LIBOR < FR the buyer owes

the seller the absolute value of the payment amount determined by the above formula.

¢  The differential amount is discounted at post change (actual) interest rate as it is settled
in the beginning of the period not at the end.
FRAs are commonly used to hedge against the risk of rising interest rates by a company
with a borrowing. In general, FRA's are used by corporate for the following broad
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purposes:

(i) Tolock in the cost of borrowing on an existing floating-rate loan.

(i) To guarantee the rate of interest a company has to pay on future draw downs.

(iii) To guarantee the interest rate earned on surplus funds for any period.

Users of FRAs

1.  FRAs are far more widely used than futures by corporates. Usually, this is because
corporates, being less interest-rate sensitive on the whole than financial institutions. The
forward rate agreement provides corporate treasurers with approximately the same

hedging benefits of futures, but with none of the technical and administrati iculties.
2. Banks are also heavy users of the FRA market. The most common u s by
banks is to iron out mismatches in the short-term structure of their as 1abiliies.

Q.18 Give the meaning of 'Caps, Floors and Collars' options.
Ans. Interest Rate Cap

An interest rate cap is a derivative in which the buyer receives p end of each
period in which the interest rate exceeds the agreed strike pri

It is a type of European Call Option and for this buyer is required ium.

In other words, a caplet is an interest rate call option that es jthe purchaser an upper

limit on interest rates.

The payoff (Gross Profit) of a cap is given by the followi :

(Actual Interest Rate - Strike or Floating Rate) x (D to maturity / 360) x (Nominal
Loan Amount)

Interest Rate Floor

An interest rate floor is a derivative in
maturity, the interest rate is below the agree@ strikeprice of the floor.

It is a type of European Put Option afid for thi ris required to pay premium.

at provides the purchaser an lower limit on interest

rates

The payoff (Gross Profit ) ofa Flooris given by the following formula:

(Strike or Floating Rate - rest Rate) x (Days to maturity / 360) x (Nominal
Loan Amount)

Collars: It is a combinati Cap and Floor. The purchaser of a Collar buys a Cap and

ollar has the effect of locking its purchases into a floating
nded on both high side and the low side.

simultaneously sel
rate of interest

Q.19 Explain swapti andJtheir uses?
Ans. (i) ptions a bination of the features of two derivative instruments, i.e., option and

is an option on an interest rate swap. It gives the buyer of the swaption the

but not obligation to enter into an interest rate swap of specified parameters

(matuwity of the option, notional principal, strike rate, and period of swap). Swaptions are

raded over the counter, for both short and long maturity expiry dates, and for wide

nge of swap maturities.

(iii he price of a swaption depends on the strike rate, maturity of the option, and
expectations about the future volatility of swap rates.

(iv) The swaption premium is expressed as basis points

Uses of swaptions:

(@) Swaptions can be used as an effective tool to swap into or out of fixed rate or floating
rate interest obligations, according to a treasurer's expectation on interest rates.
Swaptions can also be used for protection if a particular view on the future direction of
interest rates turned out to be incorrect.
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(b)

()
(d)

()

Swaptions can be applied in a variety of ways for both active traders as well as for
corporate treasures. Swap traders can use them for speculation purposes or to hedge a
portion of their swap books. It is a valuable tool when a borrower has decided to do a
swap but is not sure of the timing.

Swaptions have become useful tools for hedging embedded option which is common in
the natural course of many businesses.

Swaptions are useful for borrowers targeting an acceptable borrowing rate. By paying
an upfront premium, a holder of a payer's swaption can guarantee to pay a maximum
fixed rate on a swap, thereby hedging his floating rate borrowings.

Swaptions are also useful to those businesses tendering for contractsi A iness,
would certainly find it useful to bid on a project with full knowledge of #fte borrowing rate
should the contract be won.

Q.20 Explain Stock Lending & Borrowing Scheme

Ans. *

The SLB scheme is facilitated by the National Securities Cleari poration of India
(NSCCL), the clearing corporation of the National S Exchange of India (NSE),
through a screen based exchange-traded system called SL has a centralised
anonymous order book and all the borrowing and | cleared, settled and
guaranteed. The expected lending fee is quoted ' e tenures are available
up to 12 months.
Stock lending and borrowing (SLB) is a system in w traders borrow shares that they
do not already own, or lend the stocksSthat theyjown but do not intend to sell
immediately.
Just like in a loan, SLB transaction happens te of interest and tenure that is fixed
by the two parties entering the transaction.fHowever, there are some differences -
crucially, the rate of interest is market- ed and free of control. Only stocks in the
futures and option segment can orrowed and lent.

ingyand borrowing transaction is dependent on the

stock's value on that day. ommonly, rates are calculated on a per-month basis.
Stocks borrowed can tenure up to 12 months. Each SLB transaction is
marked with the due to be settled. The first Thursday of each month is

the settlement data ning the shares to the lender.

The tenure is strict, and the lender of stocks has the right to recall the

shares a during the tenure.

The maif fu orrowed stocks is to short-sell them in the market. When a trader

has a ne e view on a stock price, then s/he can borrow shares from SLB, sell them,

and|buy the when the price falls.

The difference between the selling and buying price, minus the interest rate (and other
i trader's profit.

s are lent by long-term investors who own large number of shares that they do not

o sell in the near future.

Forex Derivatives & its advantages.
reign exchange (Forex) derivative is a financial derivative contract where the underlying

is a particular currency and/or its exchange rate. The multinational corporations often uses
these products when they expect to receive large amounts of money in the future but want to
hedge their exposure to currency exchange risk. Financial instruments that fall into this
category include: currency options contracts, currency swaps, and forward and futures
contracts.

Classification of Forex Derivatives
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Currency futures: A currency future, also known as FX future, is a futures contract to
exchange one currency for another at a specified date in the future at a price (exchange rate)
that is fixed on the purchase date. On NSE the price of a future contract is in terms of INR per
unit of other currency e.g. US Dollars. Currency future contracts allow investors to hedge
against foreign exchange risk. Currency Derivatives are available on four currency pairs viz.
US Dollars (USD), Euro (EUR), Great Britain Pound (GBP) and Japanese Yen (JPY).
Currency forwards: A foreign exchange forward is an over-the-counter contract under which
a purchaser agrees to buy from the seller, and the seller agrees to sell to the purchaser, a
specified amount of a specified currency on a specified date in the future - be the spot
settlement date - at a known price denominated in another currency (known
price) that is specified at the time the contract is entered into. Forward co
from futures contracts in that they are not standardized and are negotiat
Currency swaps: A Currency swap is a specified type of forex derivative: rrency swap is

an agreement between two parties to agree to exchange different nci ally at the

prevailing spot exchange rate with an agreement to reverse the ofFcurrencies, at

the same spot exchange rate, at a fixed date in the future, rally at maturity of the

swap.

Currency option: Currency options, commonly known as oreX options are contracts

which allows a person the right to buy or sell currenc eir e at a given price for a

limited period of time however it does not oblige them The only person obliged to

perform anything is the seller of the option. In India Currehicy options are currently available

on US Dollars.

Advantages of Forex Derivatives

1. It establishes exchange rates betweén curregci®§ and to provide a vehicle for making
cross-border payments.

2.  Currency swaps allow compa
currency or expected future mark
used as financial tools to lo

3. Forex derivatives all co
efficiently by bringing t t

s to re eir debt conditions to take advantage of
onditions. As a result of these advantages, they are
unt needed to service a debt.

nies to take advantage of the global markets more
arties that have an advantage in different markets.

ilateral contracts that allow users to manage their exposure to
credit risk. Cfedit i es are financial assets such as forward contracts, swaps and
ice is driven by the credit risk. For example, a bank concerned that
ay not be able to repay a loan can protect itself against loss by

any different types of credit derivatives including credit default swaps (CDS),
ralized debt obligations (CDO), total return swaps, credit default swap options and
pread forwards. In exchange for an upfront fee, referred to as a premium, banks and
lenders can remove the risk of default entirely from a loan portfolio. As an example,
assume company A borrows INR 100 millions from a bank over a 10-year period. Company A
has a history of bad credit and must purchase a credit derivative as a condition of the loan.
The credit derivative gives the bank the right to "put" or transfer the risk of default to a third
party. In other words, in exchange for an annual fee over the life of the loan, the third party
pays the bank any remaining principal or interest on the loan in case of default. If company A
does not default, the third party gets to keep the fee. Meanwhile, company A receives the
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loan, the bank is covered in case of default on company A, and the third party earns the
annual fee. Everyone is happy.

The value of the credit derivative is dependent on both the credit quality of the borrower and
the credit quality of the third party; however, the credit quality of the third party is of chief
concern. The third party is referred to as the counterparty. In the event the counterparty goes
into default or cannot honor the derivatives contract, the lender does not receive a payment
and the premium payments end. In this way, the credit quality of the counterparty is more
important than the borrower.

Q.23 Write short note on Credit Default Swap (CDS)

Ans.lIt is one of the credit derivatives. Many bonds and other securities that aveja fair
amount of risk associated with them. While institutions that issue the o] may
have a relatively high degree of confidence in the security of their positio y have no way

of guaranteeing that they will be able to make good on their de ca e kinds of
debt securities will often have lengthy terms to maturity, like ten y vit will often be
difficult for the issuer to know with certainty that in ten year or morg, they will be in a
sound financial position. If the security in question is not well-r. ault on the part of

the issuer may be more likely.
A credit default swap is, in effect, insurance against no
can mitigate the risk of their investment by shifting
insurance company or other CDS seller in exchange for
of a credit default swap receives credit protectio
the credit worthiness of the debt security. F a
be entitled to the par value of the contract By the
on payments.

If the debt issuer does not default a

ough a CDS, the buyer
ortion of that risk onto an
eriodic fee. In this way, the buyer
hereasithe seller of the swap guarantees
buyer of a credit default swap will
f the swap, should the issuer default

if all g Il the CDS buyer will end up losing some
money, but the buyer stands to lose%a, much greater proportion of their investment if the
issuer defaults and if they have CDS. As such, the more the holder of a security
thinks its issuer is likely to more desirable a CDS is and the more the premium is
worth it.

Q.24 Explain Mark to Market S nt mechanism.

Ans.|t refers to debit or ' ily basis a margin account based on the close of that day's
trading sessio, buyers and sellers are protected against the possibility of
contract defadlt. contracts for each member are marked-to-market to the daily
settlement pric the relevant futures contract at the end of each day. The profits/losses are

nce between:

C) he buy price and the sell price in respect of contracts executed during the day and
quared-up.

The " CMs (Clearing Members) who have suffered a loss are required to pay the mark-to-
market (MTM) loss amount in cash which is in turn passed on to the CMs who have made a
MTM profit. This is known as daily mark-to-market settlement. CMs are responsible to collect
and settle the daily MTM profits/losses incurred by the TMs and their clients clearing and
settling through them. Similarly, TMs are responsible to collect/pay losses/profits from/to their
clients by the next day. The pay-in and pay-out of the mark- to-market settlement are affected
on the day following the trade day.
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After completion of daily settlement computation, all the open positions are reset to the daily
settlement price. Such position becomes the open positions for the next day.

Final Settlement for Futures: On the expiry day of the futures contracts, after the close of
trading hours, NSCCL marks all positions of a CM to the final settlement price and the
resulting profit/loss is settled in cash. Final settlement loss/profit amount is debited/credited to
the relevant CM's clearing bank account on the day following expiry day of the contract.
Mark-to-Market settlement of index futures

All open positions in the index contracts are daily settled at the Mark-to-Market settlement
price. Thus if a contract entered on a particular day at Sensex value of 3300 h value at
3310 the next day, the position of the buyer will get credited by 10 points ition of

seller will get debited by 10 points. The process will continue till the clos € position.
On the expiry, the settlement price is the spot index value as on iry tures
contract, the spot value and the futures value coverage. Mark-to-Market entds in cash.

Q.25 Explain the concept of margin in F & O segment

Ans.Options and futures writers are required to have a sufficj mount margin in their
accounts to cover potential losses. At the time of initiating trades ck and commodity
exchanges in India, exchanges usually block margins. e margins comprise of 2

components which include SPAN margins (Initial Margi
What is SPAN Margin or Initial Margin?
SPAN margin derives its origin from SPAN i.e.

e margins.

rtfolio Analysis of Risk which is a
SPAN margin is also

tS
ity depending on the nature of risk of the
t for a Index will be lower than the SPAN

margin requirement for initiating a trade in
The SPAN margin is usually different for e
security. For instance, the SPAN mafgi
margin requirement for a single stock
of a specific stock or security.
determination of SPAN margins is historic volatility of the underlying. So an inference can
be drawn, that lower the vo the SPAN and higher the volatility, higher the SPAN
margin requirement.
What is the Meaning of

re Margin?
h is collected at the time of initiating trades, an additional

is the difference between Exposure Margin and SPAN Margin?
imgis an initial margin which is calculated basis the risk and volatility of the

expos taken. The SPAN margin for a particular security keeps changing from time to
ased on the volatility of the underlying whereas the Exposure margin usually remains
me since its basic function is work as an additional safety net and it is not the initial

Maintenance Margin

This is the balance a trader must maintain in his or her account as the balance changes due
to price fluctuations. It is some fraction may be 75% of initial margin. If the balance in the
trader's account drops below this margin, the trader is required to deposit enough funds or
securities to bring the account back up to the initial margin requirement. Such a demand is
referred to as a margin call. The trader can close his position in this case but he is still
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responsible for the loss incurred. However, if he closes his position, he is no longer at risk of
losing additional funds.

Variation margin is the additional funds that a broker may request from a client so that the
initial margin requirements of his position restored. If the client's equity falls below the initial
margin requirement due to losses debited due MTM then a margin call will be made. It is
called variation margin call.

Q.26 Write a short note on Commodity Derivatives?
Or
Write a short note on total set of customer needs concerning commaodity derivative
Ans.Trading in derivatives first started to protect farmers from the risk of the M@ue™of theificrop
going below the cost price of their produce. Derivative contracts wergroffered rious
agricultural products like cotton, rice, coffee, wheat, pepper and so on.
Necessary Conditions to Introduce Commodity Derivatives
The following attributes are considered crucial for qualifying for the'@eri
1. A commodity should be durable and it should be possibl tore it;
2. Units must be homogeneous;
3. The commodity must be subject to frequent price fl tions with wide amplitude;
supply and demand must be large;
4.  Supply must flow naturally to market.
Total set of customer needs concerning commodity deriv
The total set of customer needs concerning
instrumental needs and convenience need

easy access to the market, and
convenience needs.

Some of the advantages of com
(i) Most money manager: rivatives to tangible commaodities;
(i) Less hassle (delivery,

(iii)  Allows indirect in assets that could provide an additional hedge against

inflation risk.
Special characteris dity derivatives trading are:
(i) To compl stment in companies that use commodities;

(i) Toinvestin consumption and production;

(iii) No dividends; only returns from price increases

ular nati commodity exchanges of India are: National Multi-Commodity
of India (NMCE), National Board of Trade (NBOT),National Commodity and
nge (NCDEX) and Multi Commaodity Exchange (MCX).

atlona Commodity and Derivatives Exchange (NCDEX) is the largest commodity
xchange with a turnover of around Rs 3,000 crore (Rs 30 billion) every fortnight.

Q.27 Writesa short note on Commodity Futures.

Ans.Commodities futures, or futures contracts, are an agreement to buy or sell a commodity at a
specific date in the future at a specific price.
The prices of commodities can change on a weekly or even daily basis. If the price goes up,
the buyer of the futures contract makes money, because he gets the product at the lower,
agreed-upon price and can now sell it at the higher, market price. If the price goes down, the
seller makes money, because he can buy the commodity at the lower market price, and sell it
to the buyer at the higher, agreed-upon price.
Advantages of Commodity Futures
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1. Easiest and cheapest way to invest in commodities
2. Can either buy (go long) or sell (go short)

3. Can trade with a small amount of capital

4. Volatility offers potential for quick profits
Disadvantage of Commodity Futures

1. Principal/Initial Investment is not guaranteed

2. High risk due to use of leverage

3.  High price volatility could lead to margin calls

Major Categories of Commodity Futures are
1. Agricultural products (soft commodities) -fibers, grains, food, livestock

2.  Energy - crude oil, heating oil, natural gas
3. Metals - copper, aluminum, gold, silver, platinum

Q.28 Write a short note on Commodities market.

Ans.A commodity may be defined as an article, a product or material [ ught and sold. It
can be classified as every kind of movable property, exce tionable /Claims, Money &
Securities.

an Jmanufactured products.
e, C sugar etc. and in mined
an include physical trading
and options on futures. Farmers
ity market for centuries for price

A commodity market is a market that trades in primary rat
Trading is done in agricultural products such as wheat,
commodity, such as gold, rubber, oil etc. Commodity
and derivatives trading using spot prices, forwards, futur
have used a simple form of derivative trading in comm
risk management

Commodities offer immense potential to Become arate asset class for market-savvy
investors, arbitrageurs and speculators. Retail invesgtors, who understand the equity markets,
find commodities an unfathomable rket. odities are easy to understand as far as
fundamentals of demand and supply aréconcerned.

Historically, pricing in commodi has been less volatile compared with equity and
bonds, thus providing an effigcient potifolio diversification option.

Commodity market is an i

nd liquid commodity market. This would help investors
speculative positions in commodities and exploit arbitrage

nderlying instrument.
itys, T he involvement of speculator means that futures contracts are reasonable

trade® contracts, such as the e-minis tend to be the most liquid whereas the pit traded
ommodities like corn, orange juice are not readily available to the retail trader and
ore expensive to trade in terms of commission and spread.

4. 7 Ability to go short: Futures contracts can be sold as easily as they are bought enabling
a speculator to profit from falling markets as well as rising ones.

5. No time delay: Options suffer from time decay because the closer they come to expiry
the less time is for the option to come into the money. Commodity futures do not suffer
from this as they are not anticipating a particular strike price at expiry.

Disadvantages of commodity trading

Leverage: Low margin requirements can encourage poor money management, leading to

excessive risk taking. Not only are profits enhanced but so are losses.
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Q.29 Distinguish between Commodity Derivatives & Financial Derivatives
Ans.1. Derivatives as a tool for managing risk first originated in the Commaodities markets. They

were then found useful as a hedging tool in financial markets as well.

2. The basic concept of a derivative contract remains the same whether the underlying
happens to be a commodity or a financial asset.

3. However there are some features, which are very peculiar to commodity derivative
markets. In the case of financial derivatives, most of these contracts are cash settled.

4. Even in the case of physical settlement, financial assets are not bulky and do not need
special facility for storage. Due to the bulky nature of the underlying as physical
settlement in commodity derivatives creates the need for warehousing.

5. Similarly, the concept of varying quality of asset does not really exis
underlying’s are concerned. However in the case of commoditi
asset underlying a contract can vary largely. This becomes an i issue to be
managed.

Q.30 What is "counter party risk" or "default risk"?

Ans.

Q.31
Ans.

. Distinguish between SE

A Forward Contract is a way for a buyer or a seller to lock iffa p or selling price for
an asset, with the transaction set to occur in the future. In ce it is a financial contract
obligating the buyer to buy, and the seller to sell a giv set redetermined price and
date in the future. No cash or assets are exchanged u iRy, or the delivery date of the

contract. On the delivery date, forward contracts can beg§ettled by physical delivery of the
asset or cash settlement.

Because no money exchanges hands initially,the
forward contracts. Since you depend on thg count
cash settled forward contract), if the count
and delivery date, you may have a 1@ss. Ho
faces a loss:

is nterparty credit risk involved with

to deliver the asset (or cash if itis a
arty defaults between the initial agreement date
, two conditions must apply before a party

. The spot price moves i the party, entitling it to compensation by the
counterparty, and
. The counterparty defa is'@nable to pay the cash difference or deliver the asset.

NIFTY

Nifty
Nifty is an indicator of all major companies
of the National Stock Exchange (NSE)

Nifty takes into account 50 companies.

Common companies listed on Sensex as well as Nifty are as follows:-

- iance Industries - Wipro

- Cl - ITC

- ONGC - SBI

- HDFC - Maruti Suzuki
- Hero Honda - Infosys

- Bajaj Auto
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Q.32 Distinguish between Forward Contract & Options

Ans.

Forward Contract Options
Meaning : That form of derivatives in An option is the but not the obligation,
which the parties mutually agree to buy | to buy or sell an underlying asset at a
or sell specified amount of asset or pre-determined price on or before the
security at specific price & date. specified date. Though the chances of
Risk : There exist chances of both unlimited gains exist, the loss in such a
unlimited gains and unlimited losses. case is restricted.
Premium: No premium is required to be | Premium is required to be pai
paid. seller by the buyer.
Exercise: Such a contract can be Such contract can be exe
exercised at the expiry of the contract time before the expir
only.

Q.33 Distinguish between Interest Swap & Currency Swap
Ans.

Interest Swap Currency
1.Meaning: Interest rate swap refer to that | Currency ntered in case the
form of swap in which two parties | parties exchange same
exchange identical securities having | am@unt,howeVer in different currencies.
different interest rate

2.Concept: The concept of interest rat
swaps arise as a result of existence o
both fixed interest rates as well as flgating

of currency swap is based
act that many a times there is a
ative advantage in borrowing
home currency and thus the parties may
swap currencies between them so as to
avail benefits.

interest swap in order to swap
and thus derive gain posijtion

same.

Q.34 “ Commodity Trading ca h level of inflation” Do you agree

Ans.The fact that agric lation accelerated during the post futures period does not,
however, nece i an that this was caused by futures trading. One reason for the price
increase in thé pos period was that the immediate pre-futures period had been one of
relatively low | prices, reflecting an international downturn in commodity prices. A
part of thie accelegatioft in the post futures period may be due to rebound/recovery of the post
trend. ontrast to the view that futures markets cause increases in prices, the bulk of the
exis e on the subject emphasizes that such markets help in price discovery,

lyse this report does not show any clear evidence of either reduced or
increased volatility of spot prices due to futures trading.

Q.35. guish between Index Future & Index Option
Stock future Index future
Meaning : Stock future is a Index future is a derivative whose value is

standardized contract between he buyer | dependent on the value of some

and seller wherein the seller is obligated | underlying index viz. Sensex, Nifty etc.
to deliver the buyer specific asset on a
specified date at predetermined prices.
Settlement: It may or may not be It is settled in cash only.
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settled in cash.
Future Price: Futures Price = Spot Index futures price = spot Index + Cost of
Price + Cost of carry (-) Dividend carry (-) Dividend

Index options: A call or put option is possible on a financial index. Investors
trading index options are essentially betting on the overall movement of the stock
market as represented by a basket of stocks in the form of index such as BSE

Sensex and NSE Nifty.

Q.36 Distinguish between Clearing Mechanism & Settlement Mechanism

Basis Clearing Settlement Mechanis
mechanism

Meaning It is process carried out to
calculate which party owns the
other and by how much.

Who & Clearing corporation of the
When stock exchange perform this
clearing function. ttlemend will take place after 2

d ntering the transaction.

Q.37 Distinguish between Call Premium

Particulars Put Premium
Exchange rate te increases call | As exchange rate increases

eases. put premium decreases.
Strike Price [ te INcreases call As strike rate increases put
premium also increases.
Risk Free Inter erest rate in the As the interest rate in the
Rate omy increases, value of call | economy increases, value of
tion increases. put option decreases
Rate Valatility s volatility increases, there is The owner of the call benefits

high degree of uncertainty about | from the rate increase. Due to
the rate of the currency and increase in volatility the
hence on the option. owner of but option benefits
from the rate decreases.
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Chapter 11

Treasury Management

Q.1 What do you understand by Treasury Management? What are its main objectives?
Ans. Treasury management means "To plan, organise and control cash and borrowings so as to

optimise interest and currency flows, and minimise the cost of funds " or in other words "the
handling of all financial matters, the generation of external and internal funds for busmess
the management of currencies and cash flows, and the complex strategies,
procedures of corporate finance" It involves ensuring that proper funds are
the company at the time of outflow required & also that funds are not kep
good long time. This requires the management of cash flows, banking,#foney-m
capital-market transactions; the effective control of the risks associated ose activities;
and the pursuit of optimum performance consistent with those risks

Objectives of Treasury management are:

1. Availability of right quantity - It ensures that the ffund een arranged in
required quantity. This quantity is available to the firm r external loans or as
internal generation.

2. Availability of right time - The requisite funds fo
available in time in addition to being available i
reasonable time taken to procure the funds:

3. Deployment of fund in right quanti
deployed. For developing the right a , the treasury manager keeps track
of all receipts of funds and time table ent of funds is to be drawn up.

4. Deployment of fund in right time - AYagigal corollary of sourcing funds at the right

day working of the firm are
quantity. The right time is the

S that right quantity of funds is

honour the outstanding co
time.
5. Profiting from avail deployment - One of the prime objectives of a
treasury manager ely procurement of right amount of funds and timely
unt of funds. The objective results in administrative
y for register achievement of performance targets of the
manager has another objective which is to profit from such

smoothening
form. Mo
sourcingfand

Q.2 Discussghe scop unctions of Treasury Management.

Ans.Treasur

anagement is concerned with both macro and micro facets of the economy. At
the inflows and outflows of cash, credit and other financial instruments are

rowing from the public. The micro units utilize these inflows and build up their
ities for production of output. This leads to establishment of a production system
logically leads us to the natural consequence, i.e. the establishment of distribution
onsumption systems. Once the production, distribution and consumption systems are
in place at the micro level, the generation of surpluses at the units begins. These surpluses
are channeled back into the macro system as outflows from the micro system. The inflows
are the taxes paid to the government and repayment of loans made to the banks and
financial institutions. These inflows into the macro level have to be managed by the treasury
managers at the macro level.
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Q.3

Ans.The treasury function is supplemental

Q.4 Distinguish betwee
Ans.(a) Control

Functions of Treasury Management include:

1. Cash Management : The Treasury Manager controls the cash assets and liabilities of
the organization

2. Liquidity & Funds Management: Analysis of cash flow arising out of asset liability
transaction and funding various asset of balance sheet is the function of treasury
management. It also involves policy inputs to strategic planning and yielding expected
returns in credit and investment.

3. Risk Management: Treasury management plays an active role in risk management by

managing the impact of the changes in interest rates, credit risk due togimgreasing
NPA'’s. It includes customer credit management, vendor/contractor finangial sis,
liability claims management, business disaster recovery, and emplo engfits
program risk.

4. Reserve Management & Investment: It includes selection of in nt products,
investment brokers and methods of borrowing. The treasury g e ps cash

management information system and investment policy and C
5. Maintaining good relations with supplier of funds, p
shareholders.
Looking after the financial implications of strategic and peli€y degisions.
Interaction with financial market in general and wi

the investors and

N o

Treasury function is supplemental and complemental
Comment

al to finance function. As a
supplemental function, it reinforces the acti ance function by taking care of the
finer points while the latter delineates the b¥ead contours. As a complementary function, the
treasury manager takes care of eve ich the finance function does not touch.

omple

performing this role, the tre ger operates in various financial markets including
the inter-corporate mar

nagement and Financial Management.
jective of Treasury Management is to execute the plan of

finance reas the objective of financial management is to establish,

gement is concerned with the preparation of overall financial reports of the firm

Profit & Loss Account and Balance Sheet.

(c)§Strategic Aspects: Treasury management would be maintenance of short-term

uidity. Whereas finance function is involved in formulating overall financial strategy
or the firm.

(d) Nature of Aspects: The Treasury Manager is concerned with the net current assets of
the firm whereas the financial manager is concerned with management of fixed assets
as well as current assets of the firm.

(e) Investment Aspects: The Treasury manager is concerned with short term
investments whereas the financial manager is concerned with long term and strategic
management.
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Q.5 What are the different roles performed by Treasury Manager in the overall functioning of the

firm?

Ans. A treasury manager has a significant part to play in the overall functioning of the firm. The
treasury manager has the following roles:

1.

Originating roles: The treasury manager inducts and originates system of accounting
for the firm. Routine accounting of the firm is then carried out along these established
systems. The treasury manager complies with exhaustive operations manual for the
guidance of the users.

Supportive roles: The treasury manager supports the activities of other ments
based on constructive coordination.
Leadership roles: This role comes into play during times of exigencyvhi n ogcur
during time of systems break down.
Watch dog roles: Treasury manager is the eyes and ears of the ement. As a

processor of the financial transactions, he keeps a watch o
frauds in the firm.

Learning roles: Treasury manager continuously learns

and technological changes and adopts these changes with o
departments of firms about damages.
Informative roles: The treasury manager is t
management regarding performance of the firm
this information, he develops a management i
organization. This system provides concis
parameters which enable the top man

bufgling and

nting concepts
; educates other
ource formation for the top
e budgets. For conveying
ation system suited for the
information on all the relevant

Q.6 Tools and techniques of treasury managersiare veryjspecific. Comment
Ans. There are number of tools and techapiques the treasury managers. Some of them

are explained as under:
1.

Analytic and planning to
In treasury function, p nd budgeting are essential targets to achieve and to
keep effective control & .‘Analysis of the data and information is necessary for
planning and budgeti ‘

targets for each lin vity. The financial outlay or expenditure needed for each is
earmarked to |8ast cost mode of activity to achieve the targets. Productivity
and effici improves Dy decentralization of responsibility and that is achieved by
performance g, where each department or section is made a profit center and

is accou e its targets, financial involvement and profits in financial terms,
ive to t ets in physical terms. This type of planning involving performance
eting is best suited for service industry say a financial services company or bank
ry department can function in a decentralized manner and achieve the

Zero'Based Budgeting (ZBB)
nother tool of analysis and performance is ZBB wherein each manager establishes
bjectives for his function and gain agreement on them with top management. Then
alternate ways for achieving these targets are defined and most practical way for
achieving the targets is selected. This alternative is then broken into incremental levels
of effort required to achieve the objective. For each incremental level of activity, costs
and benefits are assessed. The alternative with the least cost is then selected.
Financial Statement Analysis
Financial analysis of a company is necessary to help the treasury manager to decide
whether to invest in the company. Such analysis also helps the company in internal
controls. The soundness and intrinsic worth of a company is known only by such
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Q.7
Ans.

Q.8

Ans.

analysis. The market price of a share depends, among other things on the sound
fundamentals of the company, the financial and operational efficiency and the
profitability of that company. These factors can be known by a study of financial
statements of the company.

Internal Treasury control is a process of self improvement. Comment.

Internal treasury control is concerned with all flows of funds, cash and credit and all financial
aspects of operations. Internal treasury control is exercised from time to time and on regular
basis on financial targets. The financial aspects of operations include procuri
paying creditors, making arrangement for finance against inventory and rec
gaps between inflows and outflows are met by planned recourse to
financing. The control aims at operational efficiency and removal
inefficiencies and promotion of cost effectiveness in the firm. The contro rcised under

phases of planning and budgeting. These phases include setting ng down
financial standards, evaluation of performance as per these n@rm orting in a
standard format. Hence it is true to say that Internal treasu n is ajprocess of self
improvement

Discuss the role of Information Technology in Treasury
The major role the information technology in effective tr
1. Automate repetitive tasks
Technology today is being leveraged to repetitive tasks such as data
gathering, accounting, bank polling, and reporting. By automating
these processes, the delays and th@ possihili human error may be minimized.
Automation also facilitate informat shafihg across departments, offices and
geographies, and provide an
processes enable to focus on e value added tasks, critical to providing effective
decision support to manag
2. Implement internal cantrol
To ensure compliance
must be imple te

age
nagement is as follows:

nd regulations, sound and effective internal controls

sury management, sophisticated rules must be
implemented to en icy compliance. The solution that has obtained an internal
audit and oth ctivities must be implemented.

3. Time sav ud &error detection Methodology

In treasuky m nt system, the source of cash transactions is the previous day’s

bank dat rough the treasury management system, all repetitive transactions are

autématicall ed with the correct instructions Most companies using a treasury

e forecasting helps manage financial risk by enabling to predict a cash shortfall

or liquidity crisis, taking into account interest rate changes and foreign exchange
uctuations. Forecasting also helps to enhance financial returns, enabling to make

more effective decisions regarding investments and borrowing needs. Finally,
forecasting helps maintain financial control by identifying unexpected occurrences for
further review and action.

5. Communicate with operating units
There should be a two-way flow of information by providing feedback to the operating
units based on how the actuals are compared to the forecasts. The treasury forecast
performance matters must be compared to forecasts generated by other groups and/
or divisions.
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6. Choose a Web-based treasury management system
The full benefits of technology without unnecessary costs or delays may be achieved
by selecting a web-based treasury management system. Web-based solutions
significantly reduce implementation costs and timeframes, and enable to access the
system from anywhere at any time.

7. Rethink treasury processes
There should be reassessing of the treasury management at transparent intervals to
evaluate processes and identify how they can be revised to maximize efficiencies.
While reevaluating treasury management system, the focus should not be on
data, but on experience and knowledge.

8. Pay for performance
To reinforce the importance of forecasting, portfolio management,
and other value added activities across treasury department, ben

defined. The proper and effective use of information technol peration
increases the efficiency and effectiveness of corporate offigers e treasury,
investor relations, corporate finance and corporate com ica fungtion.

Q.9 Distinguish between ‘Liquidity Management’ and ‘Treasury ment’

able, at the right time
every treasurer. Liquidity
management is in fact a part of the treasury managemeRif Over the past few years, many
treasurers have made substantial progress towards i g the visibility of their cash flow
and centralizing cash within countries or jon
particularly cash flow forecasting remain fthe gre hallenges facing treasurers. With
credit more expensive and elusive for manjacompahies, it is now imperative to tackle these
challenges effectively. Liquidity managemen ancial institution or bank or company is
somehow different to that of other tra units. The process starts with tapping of funds at
lower rate in shape of deposits/ d ends with investing the same in higher rate to
earn profit out of business with a in of Small portion of cash-in-hand kept to meet day to
day operation. The main i treasury management basically includes making
availability of funds in ri St right time, Deployment of funds in right quantity and
availability and deployment of fund.

ys a Vital role in treasury management. Comment.
ired to work in a fast changing and competitive environment. For

for his function and gain agreement on them with top management. Then
or achieving these targets are defined and most practical way for achieving

chieve the objective. For each incremental level of activity, costs and benefits
ar sessed. The alternative with the least cost is then selected.

Q.11 short note on Yield curve & Treasury management
Ans.Yield Curve
. It shows the relationship between maturity (in years) and interest rate.
. In horizontal axis [i.e. X Axis], maturity (in years) are represented.
. In vertical axis [i.e. Y-Axis] interest rates/ yields are represented.
. With the use of yield & maturity a curve is drawn which is known as yield curve
. Yield curve is an important curve as it helps to take an investment decision
. Yield curve is an important tool of treasury management.
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Treasury Management:

Treasury management is the science of managing treasury operations of a firm. The main
function of treasury management is the management of funds. Treasury management has
both macro and micro aspects. Treasury management is different from financial
management.

Q.12 Explain briefly functions of treasury department.

Ans.The Junctions of treasury department management is to ensure proper usage, storage and
risk management of liquid funds so as to ensure that the organisation is able eet its
obligations, collect its receivables and also maximize the return on its investm
this end the treasury function may be divided into the following:

(i) Cash Management: The efficient collection and payment of ¢
organization and to third parties is the function of treasury de
normally manages surplus funds in an investment porllolio.

(i)  Currency Management: The treasury department managesithe rrency risk
exposure of the company. It advises on the currenc be“use hen invoicing
overseas sales. It also manages any net exchange exposures. i rdance with the
company policy.

(i) Fund Management: Treasury department is res
company's short, medium and long-term cash
decision on capital structure and forecasts future int t and foreign currency rates.

(iv) Banking: Since short-term finance can co m of bank loans or through the
sale of commercial paper in the mone thegéfore, treasury department carries

nt. Treasury

ible f ning and sourcing the

also participates in the

(v) Corporate Finance: Treasury depakitment involved with both acquisition and
disinvestment activities within t ition, it is often responsible tor investor
relations.

Q.13 The function of treasury manage

economy - Comment
Ans. - Treasury management icient management of liquidity and the financial risk in
the business.

- The objective anagement is planning, organising and controlling cash
assets to i e finahcial goals which may be to maximise the return on available
cash or nterest cost or mobilise cash for different activities / transactions

ent has both macro & micro aspects.
t the macro level, the inflows & outflows of cash, credit and other
C|al instruments are the functions of the government and the business sectors.
ws are arranged by them as borrowing from the public. Reserve Bank of
manages the macro treasury management of the country through issue of
y notes, maintenance of currency chests, distribution of coins & rupee notes on
ehalf of government.
icro Level: At micro level, the finance manager aims at optimising the value of his
ssets. He tries to maximise the wealth of stakeholders of the micro unit. He seeks to
increase his operational profits.
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Chapter 12 Forex Management

Q. 1. Basic Concepts of Forex Management

Ans. 1.

Foreign Currency

It is the legal tender in any other country outside the borders of domestic country. e.g.
$, PKR, SLR are foreign currencies for India.

Foreign Exchange

It is the process of exchanging one currency against the other at the p iling
exchange rate. The primary purpose of the foreign exchange is to agsist natignal
trade and investment, by allowing businesses to convert one her
currency.

Foreign Exchange Market

The foreign exchange market (Forex, FX, or currency nar worldwide
decentralized over-the-counter financial market for the trading of currencies. Financial
centers around the world function as anchor of trading wide range of
different types of buyers and sellers around the clock, e exception of weekends.

The foreign exchange market determines the rela fferent currencies.
Nostro/Vostro/Loro accounts
Nostro accounts: A foreign currency denomi
maintained by a bank in India with a ban erseas\Is called a Nostro account e.g. :
Dena Bank (Mumbai) maintains a US u ithg@ity Bank. (New York)

Vostro accounts: Demand Depogsit acc denominated in Indian Rupees
maintained by overseas banks with Banks injIndia are called vostro accounts e.g.:
Barclays Bank, London maintaigs an | nt with Bank of India, Mumbai.

Loro accounts:

If Nostro or Vostro acco

ed demand deposit account

ferred by any 3rd bank they refer it as Loro

Balance of Payments
BOP is the accougti International transactions which are classified into
foreign trade transacti nd foreign capital transactions.

Foreign trade re exports and imports of visible and invisible goods and

services. enerate inflow of foreign exchange and imports generate outflow of
foreign eXcha

The Cen ankof the Domestic country has monopoly to maintain the BOP account,
begause th tral Bank of the country is the custodian of Foreign Exchange

ReS8erves of the country and is the Monetary Authority of the country.
nt is prepared on double entry book keeping principle & therefore it always

Balange of Trade

record of the receipts and payments arising out of exports and import of visible items

termed as “Balance of Trade”.

country may import certain visible items like machinery, food-grains, etc. A
comparison of value of imports and exports of visible items of a country reveals the
position of its balance of trade. If the value of imports of visible items exceeds that of
exports during the year, the balance of trade is said to be unfavorable because there
exists a deficit. As against it, when the value of imports is less than that of exports then
there exist a surplus and hence balance of trade is favourable. A situation is described
as equilibrium in the balance of trade if the value of imports is equal to value of
exports.
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7.

10.

11.

12.

13.

Foreign Exchange Rates
It is the rate at which foreign currency can be purchased or sold in terms of domestic
currency. It is the relationship between the two currencies. Currency whose rate is
given is called base currency and the currency in terms of whose rate is given is called
variable currency. USD/INR 45.50 is the foreign exchange rate in which USD is base
currency & INR is called the variable currency.

Spot Rate: A spot rate occurs when buyers and sellers of currencies agree for
immediate delivery of the currency.

Forward Rate: A forward exchange rate occurs when buyers and sellers o rencies
agree to deliver the currency at some future date. The forward exchangeé rateggis set
and agreed by the parties and remains fixed for the contract period rega ofithe
fluctuations in the spot exchange rates in future.

Cross Rates/Cross Currency Rates

It is a rate of exchange between two currencies whose direct ot ilable. A
cross rate is usually constructed from the individual rates encies with
respect to the vehicle currency. e.g. exchange rate INR) & PKR is not
available readily. Such rate can be derived from $ : P X
called cross rate.
Vehicle Currency
It is an international currency. It is acceptable in tries. It can be used to
convert any countries’ currency to any other cou rrency. U.S. Dollar is the
most commonly used and strongest vehi in the international market. In
India, USD operates as a vehicle August '91. World's vehicle
currencies are USD, EURO, UKP, JPY, CAD,
Arbitrage

The simultaneous purchase a
from a difference in the price. |
market inefficiencies; it Vi

sale amount of an asset in order to profit
low risk transaction. Arbitrage exists as a result of
mechanism to ensure prices do not deviate

substantially from fair value long Periods of time. Person performing arbitrage is
called arbitrageur.

Speculation

When a deliberate prchase or sale of foreign currency is carried out with a motive of
large gain o rate fluctuation is known as speculation. Speculation
should no idered”purely a form of gambling, as speculators do make informed
decision sing to acquire the additional risks. Additionally, speculation
cannot b gorized as a traditional investment because the acquired risk is higher

re sophisticated investors will also use a hedging strategy in
their speculative investment in order to limit potential losses.

continuously buying or selling by an entity of currencies, securities of any

dity in the relevant market. Generally traders buy or sell the relevant asset with

very small margin of profit. They are market makers. Their transactions are generally
f large volume. They provide liquidity in the market. They provide continuity to price
iscovery process.

Foreign Exchange Quotations:

When a customer asks for a price quote for UK Pound for US dollars to a trader, he

would quote in the following manner: e.g. 1.8102 — 1.8450 $/£

This quote means following:

. Quote is in US$ 1.8102 & 1.8450 per 1 £

. This is the buying & selling rate of £ from dealer’s point of view

. First number i.e. 1.8102 is his bid rate. Dealer is ready to pay 1.8102 US dollars

to buy a Pound. This is his dollar quote to 1 buy pound
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. Second number i.e. 1.8450 is his ask rate or offer rate. Dealer is ready to give
one Pound if you pay him 1.8450 US dollars. This is his dollar quote to sell

pound.
. Since the quotes is available for buy and sell both, it is called as “Two Way
quote”.
14. Spread

The difference between bid rate and ask rate (offer rate) is called as bid ask spread
(bid ask spread). In the example bid ask spread is 0.0348 dollar (per one pound).
Bid ask spread is the measure of the following:
. It is margin to cover transactions costs and other costs of the trader.
. It covers normal profit on capital invested by the trader in dealin
Spread % = Ask Rate —Bid Rate x 100  OR  Ask Rate —Bid Ra
Ask Rate Mid Rate
15. Mid Rate and Spread:
Sometimes quote may be available in the form of mid rate @nd bi read. Mid
Rate is the average of bid and ask rate.
For instance, if quote is: Rs. 1.01; Rs. 48.0251, this i sSprea mid rate quote.
From this we can derive original two way quote.
16. Direct Quote:
Exchange rate expressed in terms of domestic cu it of foreign currency is
called as Direct Quote. For instance, 49.32 Rs. = $ ire€t quote in India.
17. Indirect Quote:
Exchange rate expressed in terms of f

ren er unit (or per hundred units) of

Indirect bid rate =

Indirect ask rate =

e.g. $1.7530, 1.75
Indirect quotedoul
Indirect bidgate

1.7550
1 = 0.5705
1.7530
rican Te (Quotes):
e rate expressed in terms US dollars per unit of another currency then it is
merican quote. In other words if variable currency is USD it is called
Ametican Quote.
For instance, $ 0.9980=€ or $ 1.5613=£
19. SEuropean Terms (Quotes):
exchange rates are expressed as number of units of another currency per US$ then
it is called as quote in European Terms.
For instance, €1.0121/$ or SFr 1.4500/$%

Indirect

18.

Q. 2. List the factors which influence exchange rates.
Ans. Following are the factors which determine changes in the exchange rate:
1.  Import and Export transactions: These transactions on the current account of BOP
change the exchange rate. Imports increase more than exports. Current account
becomes deficit. Demand increases more than supply of foreign currencies and
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exchange rate increases. Current account becomes surplus with more exports and
less imports. Therefore, exchange rate decreases.

2. Gross Domestic Product: If there is increasing trend in GDP, surplus goods are
exported in the International market. Exports increase more than imports and
exchange rate decreases.

3. Inflation: If general price level in the domestic country has consistently increasing
trend, prices of exports in the International market increase. Demand for exports
decreases. Exports are less than imports and exchange rate increases.

4. Central Bank Intervention: If Central Bank performs open market operati in the
FOREX market at regular time interval, there is constant change in the exCha rate
in response to purchase and sale operations of the Central Bank.

5. Interest rate: If interest rate in the Money market increases re rly,.de for
domestic currency decreases in the money market and demand f reign currencies
increases in the FOREX market. Therefore, exchange rate inc

6. Marginal propensity to import: It is the proportion of nationallinc
working population to import of foreign goods. If this
domestic country, demand for imports increase. Theref@re, i
exports and exchange rate increases.

ted by the
ity iAcreases in the
igCrease more than

Q. 3. Distinguish between FIXED and FLEXIBLE exchange
Ans.

e

Fixed System Flexible System
1. |Provides for stable exchange rates Provides for variable exchange rates.
Exchange rates are officially controlled Exchange rates are market determined

3. [The system promoted trade and investments. [The system promoted transparency in
Exchange Rate Determination.

4. |Rates are artificially controlled and hence Market established rates reflect the true state
may not reflect the correct state of the of the economic changes.

underlying economy.

5. |Subject to devaluation/revaluation by the Subject to depreciation/appreciation through
monetary authority. market demand/supply forces.

Devaluation/Revaluation is one time effects |Depreciation/Appreciation are gradual effects
which cannot be factored into trade which can be reasonably predicted and hence
negotiations since they are unpredictable. can be factored into trade negotiations.

7. [It provided for greater control over inflation [The monetary authority has lesser control
by the monetary authority. over inflation.

8. |Risk management systems are not needed |Variability of rates increases risk hence there
nor is there a need for derivatives hence cost fis a need for risk management systems and
of operations is lower. use of derivatives for hedging which
increases operational cost.

9. [In the long run the system helps to maintain [In the long run the system is susceptible to

low interest rates and achieve a higher per  fhigher interest rates and lower growth in
capita income. terms of per capita income.
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Q. 4. What is Exchange Rate Forecasting?

Ans. Participants in the international markets face problems, in making decisions which are
based on future exchange rates. The future exchange rates are required by many
companies to hedge against potential losses, arranging short-and long-term funds,
performing investment analysis, and to assess earnings of a foreign subsidiary. The quality
of decision, in such cases, depends on the accuracy of exchange rate projections. The
percentage change between the current and the forecasted exchange rates may be
calculated to find out appreciation or depreciation in the currency. A positive percentage

change represents currency appreciation whereas a negative percentage ch shows
depreciation.

The exchange rates may be fixed or floating. Different methods are used st fixed
and floating exchange rates.

The floating exchange rates are determined by the market forces of and supply.

These are not influenced by the government intervention. Fixed

ratés, on the

other hand, are decided by the regulating agencies. The floatingiexc es may be

commonly used for this purpose. Fundamental analysis s
macro economic variables (such as inflation rates, national
money supply) and exchange rates to forecast the
prices and volume movements to project future currenc

Q. 5. The forward rate is an accurate predictor of the
Ans. Theoretically, in the efficient market and i
exchange or financial markets, the forwar
rate. These requirements are, generally, s

(1)

(2)

©)

Q. 6.
Ans. In

(or

c

analyses are
onship between
wth, and changes in
| analysis uses past

Interest Rate Parity: According §o inter
discount) on currency of a cou vis-a-vis the currency of another country will be
exactly offset by the inter. erential between the countries. The currency of
oted at a forward premium and vice-versa.

ccording to the PPP Principle, the currency of a
the currency of another country on the basis of
inflation between them. The rate of depreciation in the
roughly be qual to the excess inflation rate in the country

Purchasing Power Pa
country will depreci
differential in the

itions are satisfied, the future spot rate might not be identical to the forward rate.
differences between the two rates may be found.

ifferentiate between Interest Rate Parity and Purchasing Power Parity

st Rate Parity (IRP) : This theory which states that "the size of the forward premium
count) should be equal to the interest rate differential between the two countries of

rn". When interest rate parity exists, covered interest arbitrage (means foreign

exchange risk is covered) is not feasible, because any interest rate advantage in the foreign
country will be offset by the discount on the forward rate.

Purchasing Power Parity (PPP): This theory focuses on the "inflation-exchange rate"
relationship.

There are two forms of PPP theory:

Absolute Form - Also called the Law of One Price" suggests that "prices of similar
products of two different countries should be equal when measured in a common
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currency". If a discrepancy in prices as measured by a common currency exists, the
demand should shift so that these prices should converge.

Relative Form - An alternative version that accounts for the possibility of market
imperfections such as transportation costs, tariffs, and quotas. It suggests that
because of these market imperfections, prices of similar products of different countries
will not necessarily be the same when measured in a common currency.

Q. 7. Briefly discuss the various participants in Forex market.

Ans. 1.

Q. 8. What are the various types of Foreign
Ans. A firm dealing with foreign exc
exposure is the result of possessi
foreign currency. When exc ra
have been expressed i
A firm dealing with foreig

(i)

(ii)

(i

Authorised Money Changers: In order to provide facilities for encashme
currency to visitors from abroad, especially foreign tourists, Reserve Ban
licences to certain established firms, hotels and other organisations p

foreign

deal in foreign currency notes, coins and travellers cheques s ns
issued to them from time to time. Authorized money changers ar types: Full-
fledged money changers and Restricted money changers.

Authorised Dealers in Foreign Exchange: Banks and some(finanei utions that
have been authorized to deal in foreign exchange by th S are known as
authorized dealers. An authorized dealer should camply wit directions and
instructions of the Reserve Bank given from time to e authorized dealers
deals in foreign exchange from the customs (imp S, eXRO and others receiving

or making personal remittances).
Reserve Bank of India: The Reserve Bank partici
spend their country’s foreign exchange r
which their own currency is traded. It
policies adopted at the national levgl or be
international level.

s In the market to acquire or
ell as to influence the price at
rt the value of rupee because of
of commitments entered into at

change Risk exposures?
be exposed to foreign currency exposures. The
f assets and liabilities and transactions denominated ii
uctuates, assets, liabilities, revenues, expenses that
cy will result in either foreign exchange gain or loss.
nge may be exposed to the following types of risks:

irm may have some contractually fixed payments am
cy, such as, impart payables, export receivables, interest

Transaction o)

payable ©n forei urrency loans etc. All such items are to be settled in a foreign
currency. ted fluctuation m exchange rate will have favourable or adverse
imp@act or its lows. Such exposures are termed as transactions exposures.

slation Exposure: The translation exposure is also called accounting exposure o
heet exposure. It is basically the exposure on the assets and liabilities shown
balance sheet and which are not going to be liquidated in the near future. It refers
robability of loss that the firm may have to face because of decrease in value of
assets due to devaluation of a foreign currency despite the fact that There was no

reign exchange transaction during the year.

conomic Exposure: Economic exposure measures the probability that fluctuations in
foreign exchange rate will affect that value of the firm. The intrinsic value of a firm is
calculated by disco uniting the expected future cash flows with appropriate discounting
rate. The risk involved in economic exposure requires measurement of the effect of
fluctuations in exchange rate on different future cash flows.

Q. 9. Differentiate between Ask price and Bid price.
Ans. 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
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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.

Q.10. What is the role of Company Secretary as a forex manager?
Ans. Company Secretary as a forex manager
The developments in international trade have resulted in the emergence of a n rand of
manager called the forex manager. The forex manager is a category apart fro j

manager or the treasury manager. He has to transact with dealers, broker: in
the foreign exchange market. He has to face special kind of risk. Yet hi | of
opportunities and challenges. For effective management of forex tra ions, the forex
manager is expected to have awareness of historical developmen ability to
forecast future trends in exchange movements, have comparativg a ' Is, have in
depth knowledge of forex market and movement of interest ra ould also be able to
hedge his position. By virtue of their training and educdtion, ny secretary is

competent in dealing with all these situations.

Q.11.Describe various Risk Management Tools
Ans. Techniques for Managing Exposure & Risk
The aim of foreign exchange risk management
uncertainty from financial forecasts. Variou
follows:
(1) Derivatives: A derivatives transactio ateral contract or payment exchange
agreement whose value depe rom - the value of an underlying asset,
reference rate or index. Every jvatives transaction is constructed from two simple
building blocks that are f

the cash flows and reduce the
managing the exposure are as

include:
a) Forwards-based ivatives: There are three divisions of forwards-based

ontract-The simplest form of derivatives is the forward

s one party to buy, and the other to sell, a specified

minated underlying financial instrument at a specific price,

ified date in the future.

waps are infinitely flexible. They are a method of exchanging the

ng economic basis of a debt or asset without affecting the

underlying principal obligation on the debt or asset. Swaps can be classified
into the following groups: Interest rate; Currency;

utures Contracts- A basic futures contract is very similar to the forward

contract in its obligation and payoff profile. Some important distinctions

between futures and forwards and swaps are:

he contract terms of futures are standardized.

Il transactions are carried out though the exchange clearing system thus avoiding the
other party risk.

b)  Options: They offer, in exchange for a premium, the right - but not the obligation -
to buy or sell the underlying at the strike price during a period or on a specific
date. So the owner of the option can choose not to exercise the option and let it
expire.

An option is a contract which has one or other of the two key attributes:
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(2)

©)

(4)

Q.12.

Ans.

. Call option- It is a contract that gives the buyer the right, but not the
obligation, to buy a specified number of units of commodity or a foreign
currency from the seller of option at a fixed price on or up to a specific date.

. Put option- It is a contract that gives the buyer the right, but not the
obligation, to sell a specified number of units of commodity or a foreign
currency to a seller of option at a fixed price on or up to a specific date.

The holder of an American option has the right to exercise the contract at any

stage during the period of the option, whereas the holder of a European option

can exercise his right only at the end of the period.
Money Market Hedge: A money market hedge involves simultaneous b
lending activities in two different currencies to lock in the home cur,
future foreign currency cash flow. The simultaneous borrowing a
enable a company to create a homemade forward contract.
Forward Market Hedge: In a forward market hedge, a co
position in a foreign currency will sell the foreign curreficy
company that has a short position in a foreign currenc
forward. In this manner, the company can fix the dollar
cash flow.
Netting: Netting involves associated companies
technique is simple. Group companies merely set
net amount owing. Gross intra-group trade, receiva
Matching: Matching is a mechanism wher a com

he foreign currency
oreign currency

ith each other. The
ate indebtedness for the
and’payables are netted out.

ny matches its foreign currency

inflows with its foreign currency outflowssin, reSpect mount and approximate timing.
Receipts in a particular currency are ysed to ayments in that currency thereby
reducing the need for a group of panie§ to go through the foreign exchange

markets to the unmatched porti
Leading and Lagging: Leading
Lagging means delaying
lagging are foreign exchan
expected devaluations'@
Price Variation: Ri

of fo rency cash flows.

ns paying an obligation in advance of the due date.
an obligation beyond its due date. Leading and
management tactics designed to take advantage of

Invoicing in F eRcy: Sellers usually wish to sell in their own currency or the

cy is usually its own or one that is stable relative to it, or it may
ich the purchaser has reserves.
ty Management: Asset and liability management can involve

ash outflows denominated in weak currencies. By contrast, the defensive
ch involves matching cash inflows and outflows according to their currency of
denomination, irrespective of whether they are in strong or weak currencies.

is netting? What are its advantages?

It is a technique of optimising cash flow movements with the combined efforts of the
subsidiaries thereby reducing administrative and transaction costs resulting from currency
conversion. There is a co-ordinated international interchange of materials, finished products
and parts among the different units of MNC with many subsidiaries buying /selling from/to
each other. Netting helps in minimising the total volume of inter- company fund flow.
Advantages derived from netting system includes:

1)

Reduces the number of cross-border transactions between subsidiaries thereby
decreasing the overall administrative costs of such cash transfers
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2) Reduces the need for foreign exchange conversion and hence decreases transaction
costs associated with foreign exchange conversion.

3) Improves cash flow forecasting since net cash transfers are made at the end of each
period

4) Gives an accurate report and settles accounts through co-ordinated efforts among all
subsidiaries.

Q.13.Write short note on Leading and lagging

Ans.Leading means advancing a payment i.e. making a payment before it is d agging
involves postponing a payment i.e. delaying payment beyond its due date.
In forex market Leading and lagging are used for two purposes:-

(@) Hedging foreign exchange risk: A company can lead payments re dtob in
a currency that is likely to appreciate. For example, a company h ay 0000
after one month from today. The company apprehends the reci@te. It can
make the payment now. Leading involves a finance cost i.e. @ne h terest cost

of money used for purchasing $100000.
A company may lag the payment that it needs to make
depreciate, provided the receiving party agrees for this
may demand interest for this delay and that wo

atitis likely to
. The receiving party
of lagging. Decision
g (i) likely movement in

tween inter-group entities: For
o Subsidiary. Normal credit term
g and 15% for Subsidiary. In this

example, A Holding Company sells g
is 90 days. Suppose cost of funds is
case the Holding may grant credit eriod to Subsidiary to get the best
advantage for the group as a funds is 15% for Holding and 12% for
Subsidiary, the Subsidiary may lead the payment for the best advantage of the group
as a whole. The decision i
of cost of funds to both pa
entities have different C
also be considere

and receiving entity. If paying and receiving
ncies, likely movements in exchange rate should

Q.14. What is the relati spot rate and forward rate?

Ans. 1. Spot rate ji change rate and is used for immediate delivery of currency
whereasfforw is the currency rate which is determined at present but for

ture determined date/point.

2. e rate at which interested buyers/sellers could convert the currency
at particular point of time while forward rate is determined for delivery

ate.
3. transaction is for the present time i.e. to be settled between two marking days.

other hand, forward contract can be for a maximum period of 6 months.

Q.15.Writesshort note on arbitrage free market.
Ans. (a he term ‘arbitrage* refers to a method wherein profits are booked due to change in
exchange rate or difference in exchange rates.
(b) Thus, arbitrage denotes opportunity arising as a result of discrepancies prevalent in
market.
(c) Arbitrager buys in one market and sell in another to take benefit of the difference.
(d) Arbitrage may arise on account of: .
+ Time Arbitrage . Space Arbitrage
(e) That form of market in which there exist no arbitrage opportunity is called arbitrage
free market.
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Q.16. Write short note on Hedge Funds
Ans. Hedge funds: Funds raised in the form of hedge funds are employed for speculative
trading.
- Such funds are organised mainly in form of private investment.
- Wide variety of strategies and trading techniques are deployed.
- Short selling and making use of derivative instrument is the characteristic of such
funds.
- Investments in the so called hedge funds is mainly done by individuals and enterprises
having strong financial base.

Q.17.What are the essentials of Forex management?
Ans. Essential elements of forex management are as follows:
- Forex management is a form of management science which makeSysgfof techniques
of management including planning, organising and controlling ex.

- Forex management deals with the generation of forex fr goods and
services.
- It also includes in its ambit the deployment of foreX” res ich is generally

consumed when goods or services are imported by a ¢ .

- Last but not the least, forex management al akes _thegstorage of forex into
consideration which is generally done in form o ' foreign currency bank

accounts like FCNR etc.

Q.18.Write short note on Caps & Collars.

Ans. An interest rate cap is a type of intere§t rate ive in which the buyer receives
payments at the end of each period in wRich the finterest rate exceeds the agreed strike
price. An example of a cap would began agre o receive a payment for each month the

LIBOR rate exceeds 2.5%.
Similarly an interest rate floor i
at the end of each period in which

lve contract in which the buyer receives payments
interest rate is below the agreed strike price.

against interest rate fluctuations. For example, a
borrower who is payinggdhe L on a loan can protect himself against a rise in rates
by buying a cap at 2.5%: interest rate exceeds 2.5% in a given period the payment
received from the ivali e used to help make the interest payment for that period,
thus the intere effectively "capped" at 2.5% from the borrowers' point of

view.
An interest ra ar s the simultaneous purchase of an interest rate cap and sale of an
interest pate floor same index for the same maturity and notional principal amount.

enerates premium income.
. collar creates a band within which the buyer’s effective interest rate fluctuates

Caps Collars

Those financial asset.s which are |collars are the mixture/
employed to hedge via reducing -5 mpination of caps (maximum)

the risk in case of rising interest |54 floors (minimum) where as
rates while retaining advantage of 4 is the opposite of cap.

falling interest rates.
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Q.19.Write short note on Capital & Current account of BOP & their convertibility.

Ans.

Ans.

The balance of payments contains two accounts: current and capital. The current account
deals with short-term transactions known as actual transactions, as they have a real impact
on income, output and employment levels of a country through the movement of goods and
services in the economy. It is comprised of visible trade (export and import of
goods),invisible trade (export and import of services), unilateral transfers and investment
income (income from factors such as land or foreign shares). The resulting balance of the
current account is approximated as the sum total of balance of trade.

The capital account is a record of the inflows and outflows of capital that dire
country’s foreign assets and liabilities. It is concerned with all internation
transactions between citizens of a given country and citizens in othe
components of the capital account include foreign investment and loa
and other forms of capital, as well as monetary movements or changes iyfor€ign exchange

reserve. The capital account flow reflects factors such as commerci i anking,
investments, loans and capital.

In economic terms, the current account deals with receipt an t infcash as well as
non-capital items, and the capital account reflects sources and utilizati apital.

Capital & Current account convertibility

Q.20.Foreign Direct Investment & Foreign Portfolio Investmev

FDI FPI

Motive
Motive behind FDI is to acquire Motive behind FPI is to make (capital)
controlling interest in a foreign entity or |gains from investments. There is no
set up an entity with controlling interest. fintention to control the entity.

Source FDI investment comes from MNCs and  |FPI investment come from investors,
corporate so as to derive benefit of new |mutual funds, portfolio management
market, cheaper resources (labor), companies, and corporate with pure
efficiency and skills, strategic asset motive of investment gains.

seeking (oil fields)

Duration  |FDI investment is more enduring and has [FPI highly volatile.
longer time stability.

Form idi
!:PI generally comes as subsidiary or a FPI comes mainly through stock markets.
joint venture.

Purpose FDI is made with core thought of FPI's sole criteria and motive is gains on
business philosophy of diversification, investments.

integration, consolidation, expansion and
core business formation. Calculation of
gains is always prime criteria but never
the sole criteria.

Q.21
Ans.

.Differentiate Netting & Matching in Forex

Difference between Netting and Matching in Forex

Netting and Matching are the two important exchange risk and exposures management
tools.
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Netting. Under this method, all transaction - 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 evel,
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.

Matching as against netting is a process whereby cash inflows in a foreign ¢ cy are
matched with cash outflows in the same currency with regard, to as far as pos
and maturation. Hedging of exchange risk could be done for the unmatch
there are cash inflows in one foreign currency and cash outflows j

currency, the two could still be matched, provided they are positi rrelated i.e.
expected to move in tandem. There is the risk of exchange rates goi ff

Q.22.What is Pegging of currency?

Ans. Pegging of currency refers to a method of stabilizing a gountry’ cy by fixing its
exchange rate to that of another country. Different countri owadifferent methods for
pegging of their currencies. The foreign exchange v is established according to the
practice being followed by a country. There are m diate arrangements for
determination of exchange values. These arrangements eing listed below:

. Domestic currency pegged to one foreign ency .
. A currency pegged to a basket of curregei

. Flexibility limited in terms of a single girrency

. Pegged to some indicators

. Managed Float

. Independent float.

many divisions require
another. The profits of rent divisions are determined by the price to be charged by the
transferor division e division. The higher the transfer price, the larger will be
the gross profit division with respect to the transferee division. The position
gels complicatéd fo due to exchange restrictions, inflation differentials, import duties,
tax rate differe een two nations, quotas imposed by host country, etc.
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