b 4

\\‘x‘[l

e I
- ey

Ty T

Practical Learning Series

ADVANCED
FINANCIAL
VMANAGEMENT

_For CA Final New Syllabus 2023 ,

Applicable for May 2024 and onwards Examination
Highlights of this Book:

¢ Complete and Exhaustive Coverage of all Topicsin the New Syllabus
“Chapter Overview” to highlight the overall flow of the each Chapter and aid in
comprehensive reading

® TheoryDiscussion presentedina Point-By—Point easily assimilable fashion
gments to provide overall conceptual

: T1st‘ :

Edition

October §
2023 /’

® 700+ lllustrations classified into sequential se
clarity and effective presentation
® Updatedtill the latest CA Main Exams and RTPs

® More Pictures, Diagrams and Charts included in various topics to provide better clarity
on concepts and to maintain the interests of Students' towards the subject

Commercial Law Publishers (India) Pvt. Ltd.




r

Highlights of this Book:

» Completeand Exhaustive Coverage of all Topicsinthe New Syllabus

“Chapter Overview” to highlight the over

| . all flow of the each Chapter and aid in | B e [\ule)a 1k
comprehensive reading 4 October
Theory Discussion presentedina Point-By—Point easily assimilable fashion \ ‘ :
700+ lllustrations classified into sequential Segments to provide overall conceptual

clarity and effective presentation

Updated till the latest CA Main Exams and RTPs

More Pictures, Diagrams and Chartsincluded in variousto

p'ics to provide better clarity
onconcepts and to maintain the interests of Students' to

_ CAG. Sekar

Commercial Law Publishers (India) Pvt. Ltd.



NG OF MATA VAISHNO DEVI

wWITH THE BLESS
published

[ AW PUBLISHERS (INDI2) PVT. LTD.
. 4239/1, SHAK: AR BHAWAN,
ANGSARI ROAD, DARYA GANJ, NEW DELHI- 110002
Phones: 43502007, 43502008, 43011562, 43452009
erdalhouse@}’ahoo.co.in

e-mail: comm
naveen.commercialhouse@ gmail.com
Website: comm<erc1'a11awpublishers.com

PRICE : Rs. 1299/-
1st Edition, October, 2023

ISBN: 978-93—5603-525—6

Printed at

KAILASH GRAPHICS
rror or omission, there may still be
e crept in :nadvertently. This book
er the authors/ editors nor the

is sold with the underst
publishers shall be responsible for any damage Of Joss in whatever mannef,
n on the basis of the contents of this book, caused

consequent to any action take
, whether a purchaser 0f not. No part of this book may either be
hatsoever without the prior

duced in any form or any

effort taken to avoid any €
h errors and omissions to hav

Despite every
anding that neith

chances for su

All Disputes subject t0 Delhi Jurisdiction.

Contact Address of Author CA G Sekar
A’S INSTITUTE OF MANAGEMENT

C/o SHREE GURU KRIP
ding Classes for CA Foundation,

(An Institution provi
CA Intermediate & CA Final-All Subjects)
” 27, Akbarabad 27 Street, Kodambakkam, Chennai—600024
- Phone: 483 7667; 2484 7667
e i TgrRpaEom, WebSE S FakEipACon

“Shri Guru Padhuka

e




PRANAMS

70

THE ACHARYAS OF KANCH]




v e mee

Advanced Flaancis) Mt Babject of the Chinttered Acconntin v Finnl Course New
Sytlabus equies o Stadepy 1, Conceptumhly (oo witle viarions i iples and nlso upvmtlmmll‘y
ensbled 1o Biandle povetical sivintion ilons wrens, s provided e the Sylhithus, Henee, the need s
o hive good Theory g begerond, i | veriee b with ndequinte Practice of Practical Hlustrations,
to s 10 e bile 1o tice e 1o sedonil Fonms with confidence.

FPhe Mew and Updated Ceition of s ook comes with the following Special Features

Lo Complete wnd Fxlinnstjye Covernge of all Topice in the New Syllabus in a systematic and
coliestve munner fo proper anderstinding of concepts principles.

2o Chapter Overview™ for encl, Chipler 16 hightight the overall flow of the Chapter and aid in
comprehensive reading e organized o sepirate Chapters and Sab Topics

Lo Theory Discussion presented in g Polnt By Polnt casily nssimilable fashion,

4 Around 700 1ustrution, classilicd into sequential segments (o provide overall conceptual

clarity, with effective presentation as required for Main lxame,

Updated 1l the latest CA Main e and 1711 including solutions to May 2023 Exams.

6. Inclusion of more Pictures, Dingrams and Charts, in various topics to provide better clarity on
concepts and 1o maintain the interesty ol Students” towards the subject,

U

This Edition is intended 1o be g complete and self-sufficient support to the students, for making the
grade in the CA Final Examinationy,

We place on record our thanks to The Institute of Chartered Accountants of India for their
permission 1o give references (o questions from Pagt Examinations and Revision Test Papers, We also
acknowledge with thanks the suggestions and contributions of Students and Professionals for their
feedback in improving upon the previous cdition,

The Authors also thank the cfforts and co opcration of the various Scrvice Providers in bringing out
this Edition including the support of the Publishers, in quickly getting this Book in the current form.

Valuable suggestions and constructive fecdback from Users for improvement in content and
presentation would be highly appreciated, gratcfully acknowledged and suitably incorporated.

_ With Best Wishes
Chennai

October 2023
G Sekar



Subject Index

e ————

S.No

Particulary
1 Strategic Financig] Management
2 Capital Market & Related Services
3 Security Analysis

4 Portfolio Management

wn

Mutual Fungs
6 Money Market Operations

7 Dividend Policy & Share Valuation

8 Bond Valuation

9 Derivative Instruments — A Conceptual Framework

10 Futures

11 Options

12 Swaps and Interest Rate Derivatives
13 International Finance — Basics

14 Exchange Rate Risk Management
15  Advanced Capital Budgeting

16  International Capital Budgeting

|7 Corporate Valuation

8  Mergers and Acquisitions

9  Sources of Finance — Other Matters

0 Hedge Funds

Pape Nao,
L= 114
2.1 - 226
J.1 =324
4l —a.72
Sl — 5,44

6.1 - 6,28

7.1 = 17,54
8.1 - 8,38
9.1 - 9,16

10.1 10,52

L= 11,66

12.1 - 12,34
13.1-13.36
14.1 - 14,48

15.1 -15.92
16.1 - 16.40
17.1 - 17.70
18.1 - 18.44
19.1 - 19,16

20.1 -20.10




Fast Track Referencer
_ ) 7 _ FAST TRACK REFERENCER

Strategic Financial Management — Basics

L. Value at Risk H—
Particulars Computation Result
() taquivalent Z Score for level of 99w, From Normal Table of Cumulative Area 2.33
(b) Volatility In terms of Rupees [Note) Std. Devn, % of Investment Value XXX
‘ (€ Maximum Loss for 1 day at 99v, Conflidence Level (b) x 2.33 AXX \
yocted Mq ) i
i[ (d) Expected Maximum Loss for 10 Trading Days \/Days x (d) XXX |
Note: In case of i‘ol\lnllo, QN ol =

andard Deviation c;f Portfolio

— o tnh

should be C()mputcd as per Markowitz Matrix Method.

_ ‘ 2. Computation of Probability
For calculating Probability of financial difficulty, the are

a under Normal Curve corresponding to the Z Score obtained shall be

calculated from the following equation (how many SD is away from Mean Value of financial difficulty) z = X=H

Security Analysis

1. Efficient Market Theory
Since too few runs in the case would indicate that the movement of prices is not random. Two—tailed is employed to test the
_Lai_lon_\_nggo_fgicgs._ﬁg;a sample size n, t distribution will have n—1 degrees of freedom. Using t table —
5% level of significance (t=2.101)

10% level of significance (t = 1.734) -\
Lower Limit = 17— (t x 0) Lower Limit = - (t x o) W
| Upper Limit = ¢+ (t x 0) Upper Limit = ¢ + (t x 0)
2n4n 2n —-Ny — Where Total Sign of Price Changes = r
Where = —12 44 5o \/inz(zn%nz e NG 6f st Changesg= n
L H2 (1 +n3)%(ny + By —1) No. of Negative Changes = n, = 8
Conclusion: If r lies between these limits, the market exhibits weak form of efficiency,

2. Auto Correlation test, taking time lag of 10 days
First 10 days Next 10 days listandard Deviation = Root of Variance 1
1. Mean X = % Y = Z_nY_ 4. Covariance Covy y =Z[DX%:DY] \
2 2 Cov
g 2D ZD 3 - XY
2 2 5. Correlation =
2. Variance | gy = nX oy = nY L Px,y By oy w
Conclusion: If there is moderate degree of correlation between the returns of two periods it can be concluded that the
Market does not show the weak form of efficiency.
3. Computation of Exponential Moving Average (EMA)
EMA at t = (Current Index x Exponent) + [Last EMA x (1 — Exponent)] Where Exponent = Ll
n+
Mutual Funds
1. Buy and Hold Strategy: Do nothing policy. Passive strategy
Strategies 2. Constant mix strategy: Do something policy. Active strategy.
3. Constant Proportion Portfolio Insurance (CPPI) Policy: Refer Next Point

FTR.1
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Closing Index
I .
Fund Available = (Value of Debt) + (Value of EQUItY X & e ningTndex
un

Equity in the predetermined Ratio.

constant . bt &

Mix 2. Allocate Fund Avall}able,;O D:equjmd value of Debt — Value of Debt
tegy ht/ sold =

Strateg 3. Debt to be boug e Expected

1. Flo Opening Index
Closing Index

Fund Available = (Value of Debt) + (Value of Equity X Opening Index
i — Floor Value) x Multiplier
; i . Equity = (Investment Value
g L y Fund Available — Risky Investment

or Value = Investment Value X

CPPI Policy

3.
_ Risk Free Investment i.e. Debt =
; Debt to be bought / sold = Required Value of Debt — Value of Debt
| o o R t ) RMF = RF
1. Sharpe Ratio or Reward to Variability Ratio= onr
Evaluation - i Re
of Mutual 2. Treynors Ratio or Reward to Volatility Ratio= e — -

Funds '
3. Jensons Alpha = Expected Return of Shares or Portfolio or Mutual Fund — CAPM Return

Note: Rank will be given in the ascending order.

CAPM Return RMF = RF + Beta x Risk Premium
Risk Premium (Rp) = RM— RF

CAPM Where
Return RMF = Market Return
RF = Risk free Rate of Return

At the time of Entry, incoming Unit holders should pay total Earnin
Dividend the Mutual Fund. It should be added with Profit.
Equlsn. 2. At 'the time of Exit, Mutual Fund should pay total Earnin
Reserve Unit Holders. It should be deducted from Profit.

3. Finally entire profit earned after adjustment of Divide
distributed to all Unit holders at the year end.
Entry Load or Front end load is charged by Mutual Fund at the time of Entry from the incoming

n

gs per Unit till the time of entry
gs per Unit till the time of exit to the outgy
i

nd Equilisation Payment / Receipt Shoud |

1.
Load = , :O'Ldirs. dIt should be added with the Issue Price for computing net issue proceeds
Charges + Xt Load or Back end load is charged by Mutual Fund at the tim it fro
e of e i
Holders. It should be deducted from the Redemption Price for computin tht ki outgoing Ly
of Redemption. g net Cash outflow at the ti,
Net Assets of the Scheme
Net Assets Number of Units outs tandin
Value (@) Net Assets of the Scheme = Ma X
= Market Value of Investments + i
(NAV) Other Assets (-) Accrued Expenses (-) Other Payables () Oth efi‘f:aeé‘ﬁ?t?ézs + Other Accrued Income 1

. e Un'th ’de S i i i

Expense

Ratio Total Management Expen

- Management Expense Ratig (in%) = Average Value of Poft-f olisjs AE\XDEEM_
(or) Average NAV per Unit

Divi .
Ividend Reinvestment / Growth / Bonus Plan

5 .
(Opg Units x Opg NAV) +(Clg Units x Cig NAV) 0
Opg Units x Opg NAV x10

D1 + CGp +(NAV — NAvy)
NAVy

Effective /
Annualiseq
Return

O r
Opg Units x Opg NAV X HP &

—



| pvaluation
ool MF

CAPM
I Return

Annual Return

Fast Tipgh Ry

Ny

\
I 1 shai e Ratio “‘\ = R i O sty Rt e Re v N I;(
| U LNy bty o IR o
N Treviny Ratay \‘\ . ROt oy BN LR AN Yo R Wty ):1- !'.!

Beta o B\atrosg
; t RO s Aljvha @ Actual Retywn loas e T (0 CAPM) Retun
[ ¢ et Return @ Rk Free Retien + twta o PO (Market Retyen Rk Fyew Retam)

|
v ' T Fnanaal Assats el g o than 12 months are Lon
Total Return 1 Note: Fnenaal Assals haeld for more than 12 months @ a

; ‘ * Ry ® RRY - R Ry = Re) 0o @l bo caliend as Risk Premam (Rp) |
, \
, 2 \
[ Tracking ‘ G : ‘ 1
Freor . - \ Whee d = Diffeceatial Retuegy, (= Average Difeeential Retuiy, = Number of Observation 1
Computation of Closing \'al}no HSTT R Capital Gain Tax are given .
Particulars | 1 Particulars 7 R
Sale Proceads i ‘ Sake Proceads \
[Less:  Securities Transaction Tax @ 2% ' Lesst  Secwttres Transaction Tax @ 2% s o l
| Net Proceands ‘ Nt Froceads
[Lessy  Copital Gain Tax i Jlesst Qo of short Term Units o __j
| Amount realized } | Capital Gains )
[Le§$? Initial Investment i | Capital Gains Tax = Copital Gains X Tax Rate ﬁ,_l
i ~_Total Return for Holding Period ‘ ‘ ‘
i
l
|

Annual Ret T —— N Foriod ' Tarm Cantal Asats -
Portfolio Management
ks RS - Aggrqg\vtv of Security Re tunks_ R-M - »“~_§1~g[*;\3;atx§‘\~t:\_1\\ii§3t Re_ turms
Number of Years Number of Years
 WithoutProbability | With Probability |
‘Re _ B2 ! 3 _
Variance o? = s AL '} o® = Y[Rg ~Rs1% x Probability \
Standard = Wariance | o = Vanance
Deviation
" R R S o = = .
Covariance | Coven= — LR\M RMn]\[RS RSl "[D‘\:Q\ Bsl | covm=y Ry —-RMIx[Rg ~RS]x Probability \
Beta of a Security (B = SMSM o pSMNOSNOM | 08 oo
g N N ™
Note: If Risk free rate is given, Beta can also be computed as a balancing fiaure in CAPM formula.

. Cov . ]
Correlation Pxy = —— XY Note: Coefficient of Determination = Correlation Coefficient?
Co—efficient ox x 0y -

Range Returns of these securities \

e p=+1 Perfectly positively correlated i.e. returns of these securities move up or down together. 1
ange

= p = -1 | Perfectly negatively correlated i.e. returns of these securities move in exact opposite directions. K

p=0 Not correlated i.e. their returns are independent. j

FTR.3
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Dy 1 (MPS; - MPS;))

. x 100 where Mpsq -
| 1. Holding Period Return MPS, Mps at the i -
gl = ) -
| , Dy + (MPSy -MPSo) 12 141 wiere MPSO o Sty
| Types of ! > Annualised Return ¢ MPS,, HP St the ...
| Return ! _ Dy + (MPS at Year beginning -MPs 4t Year Mgy
3. Return for the particular Year = MPS at Year beginning end) o "‘eq
~ Total Return = Dividend Yield + Capital Gain Yield
Dy Capital Gain Yielq = MPS, _
- iold = x 100 apital Gain Yield = 1 =-Mpg
Alternative Dividend Yield MPS, MPSO 0 B
| _ ; Rs = Rm X Beta
. Market based model:
| ; CAPM (one Factor Model): Rs = Rf + Beta x Rp Note: Rrp - Rm — e
| Return ofa 3' Two Factor Model: Rs = Rf + (Beta 1 X Rp;) + (Beta, x Rpy)
| Security 4‘ Multi Factor Model (i.e. Arbitrage Pricing Theory): R¢ + Ryf;+ RaPa+RaBy+...... RoB,
*_ Situation Decision
CAPM Return > Expected Return Se:_ll —
Valuation CAPM Return < Expected Return Buy / .o_
Note: Required Return / Theoretical Return / Minimum Return = CAPM Retyrn,
' Actual Return / Expected Return = Average Rate of a Security
Risk Standard Deviation o )
Co—efficient | - cqcient of Variation = = (Rank in ascending org
of Variation © Return Mean )
Shares
2 2
Sharpe Systematic Risk (SR) Bs” X am
TREen sk Unsystematic Risk (USR) Total Risk — Systematic Risk
of Portfolio) - .
Total Risk Variance of Security
1. If Correlation Coefficient = +1 0aAB = (0a X Wa) + (0g x Wg)
Markowitz 2. If Correlation Coefficient = —1 0aB = (0a X Wp) — (0g X Wg)
Matrix (Risk | 3 any other case OaB !
of Portfolio) =
L J(G%XW£)+(O%xWBz)+2(0A><WA><UB x Wg x pAB)
Markowitz Weights | Wp Wo | Variance of Portfolio We X W, x g,2
Matrix (Risk Wp l 0p? Coveqg 2 X Wp X W x Coyy
of Portfolio) W , Covpq 002 Wp x Wy x 0g?
Li 1. Characteristic Line: Rs = Alpha + (Rm x Beta) Where Alpha & Beta should be in numbers
ine

2. Security Market Line: Rs = Rf + Beta x Rp Where Rf & Rp should be in numbers

Return of Portfolio = Weighted Return = (Weight o x Return A) + (Weight g x Return g)

Portfolio
L Beta of Portfolio = Weighted Beta = (Weight o x Return A) + (Weight g x Beta B)

1. Variance & Standard Deviation: Standard Deviation = Square Root of Variance

| Without Probability (Past Information)

Mean

2. Valuation &

Variance

CAPM Return < Estimated Return
CAPM Return = Estimated Return
CAPM Return > Estimated Return

With Probability (Future Expectations)

_ X

X

X = Sum of (X x Proability)

ox?  =Sumof(X- X )? x Proability J
n

Decision making:

Inference
Undervalued Security.
Correctly Valued Security.

Overvalued Security.,

Action
BUY

FTR.4
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¢ A/ ey . fet
3 Return of Portfollo = Weilghted Returm » wum of (Welght ~ Return)

Ry = Wk ly = W,
( ) + (Ry Wy) or Sum of Welghts

4. Deta of Portfolio = Weighted ety « Sum of (Weight ~ Beta)

(= Wx) + (fly » Wy) or
By ) Sum of Yieghts

Where Weights = No. of Shares / Debentures » Opening Market Price

5. Standard Deviation of Portfolio under Markowitz Model:
(0) Formulae (Two Securities): Risk of Portfolio, i.e. Standard Deviation of Portfolio of £ and Y

Oxy \'(“\,‘ . \l.ll.‘) ' ((lr" ) \,‘»/(‘)) . ?(”’ » Wy Oy W, ‘ Pyy)
It Correlation Coefficient is +1 (positively correlated), (ay » Wy)+ (0y 7 Wy)
If Correlation Coefficient is —1 (negatively correlated), (0, » Wy) — (Gy # Wy).
(b) Formulae (Three Securities): Standard Deviation of 3 securities oPOR is given by —

yoPe w,f) v (0Q2 x wé) +(oR2 » w‘Z) + 2(0P % Vi, % 0Q % Wiy % pPQ) & 20k 7 Wy # OF. 4 Vhy 7 (FR) S 2oQ % Wiy % OR 7 Vi » pQR)

(c) Matrix Approach:

—— e i e CAAIRSEEY =
LSgC_lLfi}!cS A B E [of
| [Welghts Wa wp 5 Wc
i,_—A | Wa an’ Cov(A,B) { Cov(A,C)
2 |
[_ B | wg Cov(A,B) o8 j Cov(B,C)
] G Wc Cov(A,C) Cov(B,C) f o
A B | C
A Wa X Wp % 042 W, x Wg % Covag | W, % We % Covac
B Wa x Wg x Covap Wg =« Wg « 032 i Wy 2 e 7 Cover
Wp x We x Covac Wg # We # Covpc We v \WNe » OCZ
Variance of the Portfolio (oAgcz) l Sum of Above

Note: Covariance between Securities P and Q = Covpg = Bpx B % crz,] vihere cx,z,l = Variance of Market

(d) The Total Risk of the Portfolio can be split as follows (Variance Approach)—
£ ¢ Y ) 2
Systematic Risk (SR) of the Portfolio = [’Portfolio # 0

Unsystematic Risk (USR) of the Portfolio = Total Risk of Portfolio (=) Systematic Risk of the Portfolio

6. Standard Deviation of Portfolio under Sharpe Index Model:

[ For Individual Securities For Portfolio

Total Risk = Variance of quividual Securities
SR = Market Variance x p? = (SD)? x p?
USR or Residual Variance = Total Variance — SR

SR = Market Variance » (Beta of Portfolio)?
USR = (USR of Individual Securities » W?)
Portfolio Variance or Total Risk = SR + USR

Note: Random Error = Square Root of USR. Coefficient of Determination = Square Root of Correlation Coefficient.

7. _Revision of Portfolio Beta by Risk Free Investments: Let the weight of above Portfolio be ‘X’

Security Beta Proportion (Amt. Invested) | Product
Risky Securities (Above Portfolio) Portfolio Beta X ! Portfolio Beta x
Risk Free Investments (Always Beta = 0) 0 =X |. 0

FTR.5
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Dividend Yield (%) = _Pividend per Share
Market Price per Share

Payout Ratio (%) = vaidgnd per Share

Earnings per Share

Retention Ratio (b) = 100% - Payout Ratio, (or) RetBined Ehivings

; Residual Earnings R
Gordon’s po = D1 _ . :
Model - Where g = Retention Ratio (b) x Rate of Retumn (1) |
D+ —(E-D) i
Current Market Value / Current Market Price per Share (Pg) = —— i—-m* - ‘
Walter's . . o E
Method Where, D = Dividend / Dividend per Share ;
E = Equity Earnings / Earnings per Share i "
r = Rate of Return on Investment by Company r = EAT + Equity Share Capital ,‘
, - ) Ke = Cost of Equity Inverse of PE Ratio {
Optimal o Relationship l Optimal Dividend Policy |
2:)‘::35:2 o Return on Investment (R)>Cost of Equity (Ke) | Zero Payout .
Walter’s Return on Investment (R) < Cost of Equity (Ke) | 100% Payout s ‘\
Formula Return on Investment (R) = Cost of Equity (Ke) | Indifferent |
B ]
Ex-Rights Price (Erp) = (F0NE) » (PS ~NR)
Ng + NR
Theoretical Value of Right = Ex~Rights Price — Rights Issue Price
. i ical Va! f Right
Rights Issue Theoretical Value of Right per existing shares = ——hfgrinc»i_--vj ”"—,9» — =
Rights Ratio
This should be equal to CRP (Cum Rights Price i.e. MPS before rights) — Ex Rights Price
Rights Issue price = Face Value + Premium in % OR Fands pesiien
Rights Shares
Impact on Right Issue does not increase Shareholder’'s Wealth, if he renounces / exercises his rights,
Wealth

However, if a Shareholder ignores the Rights, there wili be a reduction in Shareholder’s Wealth.

Particulars — If he |

Effect of Shareholders’ Wealth in different scenarios of Rights

(a) Wealth before Rights . ———

~ Accepts Renounces Ignores

| MNo.ofSharesx CRP | No.of Shares x CRP | No. of Shares x CRP |
(b) Total Shares after Rights ) i_ No. of Shares + Rights | e~ No.ofShares | No. of Shares
(c) Ex-Rights Value of Shares - xx! XX | XX
(d) Rights_Shares Price B ___L’Righ_gs_ls_;up price paid _ Renouncement Value received NA
(e) Wealth after rights o} - - ~-(bxc)-d ] (bxc)+d 1,000 |
(f) Effect (e)—(a) L N , ~Nil | (300)
Dividend Discount Model / Growth Model - ‘
Year Cash Flow S — ;| L‘Discrou_nt_cd Cash Flow
1ton Face Value x Dividend Rate with growth rate | PV Annuity Factor P
If expected to be sold ; |
= No. of Shares x (1+Bonus Ratio) x (MPS, — Brokerage) ‘ \
n Dy i PV Interest Factor |
If expected to be held = —— = ‘ {
Ke -g ‘ ‘
Maximum Price that can be paid for 1 Equity Share inclqgiqg_a_r_qk_gqégé“ . ‘ Total
Maximum Price that can be paid for 1 Equity Share excluding Brokerage 100 - ':';,f‘:‘. ——

FTR.7



Fast Track Referencer

Bond Valuation

ical Value of Bond = PV of Future Cash Flow i.e._ every year, Coupon pa . ~
r—’/’ I, Theoletts FV / Redemption value will be received. Payment wil| pe Fecan
.Iv‘}d

At the end of the life; )
pV of Future Cash Flow i.e. Coupon Payment & Redemption Pric
e,

2. Terms to Maturity given =
Year Cash Flow PVF Discounteq ~ _
Theoretical 1 to Maturity Face Value x Coupon Rate PV Annuity Factor sh Flo!,‘
;f,:,"desc’f Maturity Redemption Price PV Interest Factor ‘
. Face Value x Coupon Rate 1
3. Terms to Maturity not given = — - Tnterest Rate

d as Intrinsic Value | Expected vValue of Bonds/ Minimum price to be paid f,
— pV of Future Cash Flow x Beta. E

Intrinsic Value of Bond
ssuer at the time of Issue and will not change. Yielq t,

uation will be taken as the Discount Rate,

Note: It is also calle Vs
Bond. If Beta is given, Uying the

Generally, Coupon Rate will b

0 Maturity“

e fixed by the i

or Interest Rate prevailing on the date of Val

Situation Bond is quoted at - e |

Discount vs - Description ™
Coupon Discount Rate < Coupon Rate Premium PV of FCF > m{ |
Rate Discount Rate = Coupon Rate Par PV of FCF = Fy = [

|
Discount Rate > Coupon Rate Discount PV of FCF < Fy [

oretical Value = Actual Market Price ofm"\\J

If the Bond is correctly priced / fairly quoted, then The
Zero Coupon Bond / Deep Discount Bon ill be paid. It will be issued ha?;jﬁ,;;u“\ 4
~ount ang

d. No Coupon Payment wi
redeemed at par. Difference in Issue price & FV will partake the character of Interest / return,
TheoreticalValue = PV

ZCB / DDB
of Future Cash Flow i.e. Redemption Value only

If Forward Rate for Year 1, 2, 3 is given )
Year Cash Flow ; PVF | Discounted Cash Figy |
: | 1 , —— |
‘ 1+il [
3 " PVFfor Year1 | ==
——— |
1+i2 j
3 | PVFfor Year 2 f ] i e
) ] o _“_ 1+i3 |
Discounting | If Interest Rate for Bonds having Term 1, 2, 3 is given R,
Year Cash Flow f ~__PVF Dié;ounted Cash Flow
1 | 1 ‘ 11
- (1+0)! |
2 1 : o
B i (1+i)? *
3 f - i .?
; (1+i)° "

Itis th i i P
Presente\gzgh;?dcfa\:sri%ew?agn;ypof a Egémgs Cash Flow Stream, where weights are proportional to the |
. It represents the length of time that e 3 R i
Presen i - e that elapses before the average e of
t Value from the Bond is received.Always Duration will be lower than the term ofrgo:r‘/fr e et

Sum of (Disc. Ca x
s f( : sh Flow - Year) Portfolio Duration= Sum of (Duration ~ Cost of Bonds)
um of Discounted Cash Flow ' BSET= Sum of Cost {P‘;“,f"” =
of Cost of Bonds

Duration

Duration =

Interest Rate itivi .
Sensitivity (Volatility): It represents the extent (in percentage) to wiich p'm{ of a Bond
! Leg o = ad oLl

T If Yield increases by 1%, Theoretical Value of

Bond will decrease by Volatility % and vice versa.

Volatility will vary due to change in yield rates.Volatility=

FTR.8
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—
— —M‘I(—ELTC Nt ‘Y”C.”-> “;gzcx 0=
.t wareases, Market Price of Bon Ao ronce P Pr et mrirse 3 T |
Churning Bond will decrease more. R it o Covik, SUSICecTeate. Eapacai X i) £ 7( UTG -}:"r: '
out the Bonds. Similarly, if Giscount rete e S zpproprizte v Cenose Long Terrn Earcs zne Irestin Sh 4O
portfolio of Long Term B G ocount rate earezses, Market Price of Bord will crezse. Espec '3;/ e | ";"I”' —p;ic:
2 W Cre2se mMore. Hende, 1t s zooroorizste o ¢sonae Sonct Term Bands znd Lor/eii in
Long term Bonds ) 0 30 13 CREPROMRIERT T SopIoot P
B Option 1: Totzl Cash e —
Retirement Optl ; ’“: &S.‘ E-t‘u.. (COF) u O'd Bonds” Ooan.
| of Bonds j RHOn ! Cash Outfiow (COF) nds & [ssuz New Bonds” Cpticn.
| Option with low er Czsh Qutfiow shou
COF with ]' L Ir:;e'ecb’c st~ (Face Value (1 - T) » PYLF for remaining pericd
| old Bonds ess: Tax Savings ¢n Afr:i-e’.’:: on of Old Flozztion Cost & Discount 7 Tax
I Rate x PVAF for remazining
’; 1 Interest Cost = (Face Vzlue % (1 =T} » PVAF fur remzining pericd
Less:  Tax Savings on Amortisztion fy = Unamortised Portion of Old Fioatation
Cost & Discount % Tzx Rate
COF with Add:  After Tax Czll Premium = (Totz! Redemption Value — Totz! Face Value) » (1 -T)
New Bonds | Add: Floztztion Cost for New Bonds
Less: Tax Savings on Amortisation of New Cost = Annuzl Amortisation of Hew Flogtation Cost » Tax
l Rate x PVAF for remzining period
| Add:  Overlapping Interest for Old Bonds = (Face Value xNew Coupon Rate) #x n/12 » (1 —T)

. ’ Duration is a good approximation of the percentzge change in price due to percentage change for a srall
Convexity change in Interest Rate. However, the change cannot be estimated 50 ?.curatﬂxy due to convexity effect as
of Bonds ’ duration base estimation zssumss a linezr relationship. This estimation can be improved by adjustment to

the duration formula on account of Convexity.

X Even after change in Interest rate and corresponding change in Duration of individual Bonds in the Partfolio,
Immunized e A . ; T e . E

the Portfolio is said to be immunised if the Portfolio Duration remains unchanged.
1. Conversion Value of Debentures = Market Price of one Equity Share x Conversion Ratio
Pt it ) v ’
2. Market Canversion Prica = [Market Price of one Equu)_/ Share'z Conversion Ratio
Conversion Ratio
3. Conversion Premium per Share = Market Conversion Price — Market Price of Equity Share
; . . Conversion Premium per Sh
4. Ratio of Conversion Premium = 2 - iy -pe Sliafe
Market Price of Equity Share
: . : Market Price of Converti
Basic 5. Premium over Straight Value of Debenture = - < anvertive Bond _ 1
Formulas Straight Value of Bond
- . Debenture Interest (—) Conversio 0~
6. Favourable Income Differential Per Share= ( ) e's AL
Conversion Ratio
. . Conversion Premium per Share
7. Premium Payback Period = . p -
Favourable Income Differential per Share
. EBIT
8. Interest Coverage Ratio = ———
g Interest
Coupon Return + Pro -rated Discount
1. Formula Method = (Eoup i )
5 x (Redemptio n Price + Purchase Price)
- Redemption Price - Purchase Price
Where Pro rata discount = B -
Life of Bond
Yield to 2. Intrapolation Method: DCF under R; & R; is computed as V1 & V2. Required Market price = Vm
Maturity Vy -V
x [Ry — Ry] (where Vy = Market Price)

3. YTM with half-yearly Coupon = 2 X T
(5 x Redemption Price + Purchase Price)]

YTM = R2 +
Vo-Vi

Half Yearly Coupon Return + % x Pro - Rated Discount
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- Coupon Payment _
1. Current Yield = Current Market Price

|
|
|
‘ 1
g S,N;:;r . : “Total Cash Flows from Bond}t’ 1. It is derived from compound
| 2. Realised Yield = —=%  j2ce price pound interegy Fatg
t
formula = Purchase Price x (1+ RY) = Total Cash Inflows from Bond
_ «  Duration is the average time taken by an Investor to collect / recover his [/ her investrm\?_\
YTM (i.e. Discounting Rate) leads to decrease in Present Value of Bond. se i
Effect of « I the Investor receives a part of his / her investment over the time on specific intervalg 1, ¢
YTM on maturity, i.e. by way of Coupon Payments, the Investment Value will be recovered before s matﬁ Org
At i.e. duration would be lesser than the maturity of the instrument. rity,
«  Higher the Coupon Rate, lesser would be the Duration of the Bond.
. [(Redemption Value —Market Price) +Interest] +Forex Appreciation e
Returnifor o Mtematived: Market Price 100
Forex ) A ]
. : _ [(Redemption Value +Interest) +Forex Appreciation] - Market Price
Bonds 2. Alternative 2: . e 100
(1+Nominal Interest Rate)
i i R) = - -
ol 1. Real Rate of Return (excluding Inflation effect) (R) (1+ Inflation Rate) 1
Nominal Real Return in Value = Purchase Price x Real Rate of Return
Rate 2. Nominal Rate of Return (including Inflation effect) (N) = [(1 + R) — (1 + Inflation)] - 1
Nominal Return in Value = Purchase Price x Nominal Rate of Return
For every 1% Percentage increase in the Yield, Price of the Bond will decrease by Volatilityo/s, —
Volatility For every 1% Percentage decrease in the Yield, Price of the Bond will increase by Volatility%,
(Note: Yield & Price are inversely related. So, as Yield decreases, Market Price rises)
.. Duration ==
Duration Volatility = 11 Yield)
Method (1+ Yield)
o  Expected Market Price = Present Price Adjust for Volatility and Convexity of Bonds
Intrinsic Intrinsic Value of Bonds at YTM 1 Fmm———
Value Intrinsic Value of Bonds at YTM 2
method Increase / Decrease in Price
: T ———
of Bond 2 xVy x A 2
Derivatives

Condition for Derivative: Derives value from underlying Assets, Future Settlement & Low or no initial investment

L

S,

—

Types of Derivatives: Based on the Trading

Over the Counter (OTC) Derivatives
Example: Forward Contract, Swap, Cap & Floor etc.,

Exchange Traded Derivatives

s |

Example: Futures Contract, Options Contract etc. _/

Example; Shares, Rice, Wheat etc.

Types of Derivatives: Based on the Underlying Assets e

Commodity Derivatives Curr Derivati
ency Derivatives

Example: Foreign Currency ~_—
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Vorward Contracts

L, Wt Crsd 84 fledigrns = 40 # &
2. VRN Cortin % = S5 7 o0 00
WIth Comd i amnunts = (50 7 &'y ¢ 10 08 Corps, 97 (3 & ) ef Crrasy s o
A With letupns = 5P » & 70!
5. WIH Returns in amounts = (50 7 &) < P of i (917 (G ~ VP of Hetissrve) 7 "
6. With Cost # Returns = op 2 &' 017
It maore than Dividend Yields are given, tave the Siinple fogerace [ fiedesed (edd,
FPy = GPpyy # o
5P = 5Py + PV of Storage Cout = P of Corveniernce ficid
Where 1= fisk free fate of Betun

f«r-bl.l};:qn i the process for earning Riskless Profit, Howeeyer, Hedaging 1= the procs

uncertain Cash Flovre, Hedging Mechaniom = Enter into Forvard | Futures [ Call | Suaps.
If TFP < AFP. Forward is Overvalued,

So Sell in Forward. Buy in Spot.

Now

After

Currency

T = Thne in fearas

If e Valuc is not glven, Periodic compounding value can be cansidered e, (1« ).

Borrow Spot Price @ (2f

Buy the Commodity in Spot
Enter into Forward Sale Contract at AFP

Sell the Commodity under Forviard
Repay Loan with Interest

Arbitrage Gain = AFP — Loan with Interest

FP = 5P » e (HC Rate) » e ™ (FC Rate)  Similar to Interest Rate / Purchasing Power Parity Theory

.
<5

! —_—

If TFP > AFP. Forward is undervgluea.
S0 buy in Forward. Sell in Spot.

Now Sell the: Commaodity at Spot Price

Invest the Spot Price @ R

Enter into Forward Buy Contract at AFP
After

Buy the Cornmodity under Forward
Realise Maturity proceeds with Interest
Artgﬁtr_:a()j: Gain = Haturity Proceeds — AFP

FTR.11
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Gain from
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|
|
{
|

Rate of

| Return

Position in
Futures

Hedge Ratio

For Duyet

At T e
e = AV, Forwand Iy LTI

.
arvalned qo by In Forward, Saly s
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' e to Forvand Bate pnlract a " Realisa Malurlty iy

- arloniii g i ol (ay the TCwIth tealized e ey Py,
Aftet Rewative | I onvaid tonay Loan with Tnteres h,

Goll the pealizad 1O und ROy

Repay Loan with Interest Arhiteage Galne = Difference

Arhitraoe Gain = Difference anot Prlco Ih“llt". has Lo perform ey “““‘“”’”I.L
bt ’ g will b settled,

Settlement by Deliveryt Tey

. 3 'l’ "‘"" () / Plll“"
' " i lll\

l”. "ne ' "\‘ ( ‘\l‘ / N" .N‘

| | | |h. » ""UV““' l l'(”

Lof Lo
Future Spot Price < Forwgeg Price

y ¥
Futura Spot Lo,

ot —

]
]
’ | O

For Seller

On Maturity Dater Take Opposite Position in Spot

o remalndng term,
Nef Maturity Date: Take Opposite Position i Forward tor tl b
it . aler into New Contract,
Extension = Cancel Original Fonward Contract and enterin

Futures Contracts

Exchange Traded Forward Contracts are Futures,
Yy
Fhnter into Forward Buy Contract = Take Long Po .Illltull
‘ / ale € ke Short Posdtion
| Enter into Forward Sale Contract = Ta ‘ .
| Futures Contracts e daily settled Les MIM Gain o Loss will be adjusted in the Margin Balance, |
HUTes \ 3 i \ ) SO
- maturity balance in Margin A/¢ will be refunded to the parties,
J ‘ ( . oy © Sel=n
since Futares Contracts are daily settled, actual Delivery will take: place at Future Spot Price only,

Initial Margin = Average Daily Absolute Change in Value + 3 Times Standard Deviation of such change

? Maintenance Margin = Generally Maintenance Margin = Initial Margin x 75%

' Exit Price > Entry Price _Exit Price < Entry Price
f’ For Buyer Profit 7 : Loss

[ "

' For Seller Loss Profit

| Alternatively: l'nmnd Margin = Initial Margin - Call Money Ending Margin — Initial Margin - Call Money
1 -
| Generally on Maturity, Futures Price will be equal to the Future Spol Price. This is called as Theory of

| Convergence. 1f both are not equal, MTM Gain / Loss will be computed based on Futures Price. Actual
Delivery will take place at Future Spol Price,
| short Sales = Sold now on the expectation of fall in price (Bearish)
| Lona buy = Bought now on the expectation of tise in price (Bullish)
{ Gainper share on Short Sale - Contracted Price ~ Futures Price v
| Less: Dividend (Income that can be carned without Short Sales)
1 Transaction Costs
Gain from Short Sales . v
: ——— X 100
' Marqin Commission
? Sharesg : s
| ;x Action in Cash Market Position in Index Futures
= Buy / tong = valye scll / Short = value x Beta
Chy o o i Rota
7 ‘ Sell / f)h()ll lell(! B“y / l'()nq = Value x Beta
=0 oF Change in Spot pr jee of Assol )

SD of cn

FTR 19

Margin balance goes below Maintenance Margin, Call Money should be pald to make it as Initial Marqin, On

AMNGe I Future Price of Underlying Assol ™ Corr., between Change in Spot & Futures

;
'1

f ”Hg




Fast Track Referencer

e = : e
' . Com o ~ =
it plete Hedging = Portfolio Value x Hedge Ratio = Vi x Hedge Ratio
through Tneemrist - Value of a Futures Contract  * Vg
Futures plete Hedging = Portfolio Value x L2esired Value of Beta - Beta of the Portfolio]

Value of a Futures Contract

+ve A - s
nswer = Take Short Position -ve Answer = Take Long Position

Change Beta | 1.

Portfolio Beta = Change in Value of the Portfolio
Change in Value of Market

Weight of Risky Investments i.e. Existing Portfolio = LNENBaE
through Rf S ) Existing Beta
s e|g\f/1;of leskr—lFree Investments = 1 — Weight of Risky Investments
] ue of the Portfolio after Nifty Increase (P -
Portfolio Less: Mark to Margin Loss paid (Niftyy X 2% % I\fothl’a(lZL:)itta;g)ZG)
Beta 'afte:r Revised Value of the Portfolio '
ﬁfi’ﬁ;lse in % Change in the value of the Portfolio

Options
Call Option = Right to buy if FSP > Exercise Price Put Option = Right to sell if FSP < Exercise Price
Situation Call Option Put Opticn B
Position Action Position | Action B
Lapse. Buying at EP will not be Exercise. Selling at EP would be
FSP < EP Out of Money |advantageous. Do not exercise the| 1Inthe Money |advantageous. Exercise tﬂ
Option. Option.
FSP = EP At the Money. |Indifference Point. At the Money. \Indif‘ference Point. J
Exercise. Buying at EP would be Lapse. Selling at EP will not be
FSP > EP In the Money |advantageous. Exercise the| Outof Money |advantageous. DO not exercise
Option. the Option.

Price Range for Gainful Exercise of the Options

Call Option

Put Option

)

Exercise if — Future Spot Price > Exercise Price \

Range of Gain for

Option Holder Maximum Loss = Limited to premium paid.

Future Spot Price < Exercise Price J
!

Maximum Gain = Unrestricted, Maximum Gain = Restricted to Exercise Price
Maximum Loss = Restricted to premium paid.

Break Even Future

) Exercise Price + Premium
Spot Price

Exercise Price — Premium

|
|

/ . . .
The Gain for the Option Holder is the loss for the Option Writer in both cases.

Binomial Tree:

Position

Call = Out of Money
Put = In the Money

Value at FP4 [V,]

For Call = 0,
For Put = EP — FPy

Probability of FPy [P1]

Exp. Value = [(Py x V1)t (P2 X V)]
Value = PV of EXp. Value

[ Value at FP, [V,]

For Call = FP, — EP
For Put =0

Binomial Model Valuation: Value of Call = -

Call = In the Money
Put = Out of Money

Probability of FP2[P2]

Action
Call = Lapse
Put = Exercise

Call = Exercise
Put = Lapse
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.th"’
L Given Factor :
ISp o S PP actor No : - _ L e
i[f M“l f“ ol E‘n‘tnon - Computed Factor o T
;L‘\( rcise Price I‘ZlP” Continuous Comp. Factor = Y '-7“’“‘[““»‘““6"
Lower Future S B : - -
" nltun Spot Price [FPy] . Extent of FP; on SPg = FPy
' l}ﬂ;ttl“:‘ll-llll\‘ Spot Price [FP;) FPL SPy 0
RisK Free R.\}o (11 Return, t = Time In Years 2 Extent of FP, on SPg = g_p';,_ l
o A "

| ‘ n 1. Und H s =
Probability er Binomial Model: Upper Limit = %% _Lower Limit = 1 — Probability of Upper Limit.
| 2. und i ]
= er Risk Neutral Model: Average Price = [High Price X p] + [Low Price X (1-P)]
Delta ___LL;(:A T —
. FPZ - FP1
N(D,) x SP, Less N(D,) x EP x ™
Black & Dy = Ln(SPg /EP) P [(r+0.5002)xt]
 Scholes ot
~Model / 5
| e Ln(SPy /EP) + [(r — 0.5007) x t]
| - e = .or= Dg= ot »Ln” refers to Natural Logarithm,
| C+PVofEP=SP +P
| Put—Call Where, C _ Price of a Call Option, i.e. Call Option Premium
| $::“ty EP = Exercise Price
| ARy Sp — Current Stock Price
| P — Price of a Put Option, i.e. Put Option Premium
- TMP Theoretical Minimum Price = Current Stock Price — Present value of Exercise Price
| TMP > Actual Premium TMP < Actual Premium
E call is undervalued. Buy Call. Sell Spot. call is Overvalued. Sell Call. Buy Spot.
} Now Buy Call Option for Actual Premium. Now  Sell Call Option for Actual Premium,
i Arbitrage Sell Stock at Spot Price. Borrow (Spot Price — Actual Premium) (
for Call Invest the Remaining amount @ Rf. Buy Stock at Spot Price
After Receive maturity value of Investments After Sell Stock at Exercise Price
‘ Buy Stock at Exercise Price Repay Loan with Interest
| Net Gain made = Difference Net Gain made = Difference
| TMP > Actual Premium TMP < Actual Premium
Put is undervalued. Buy put. Buy Spot. Put is Overvalued. Sell Put. Sell Spot
Now Borrow (Premium + Spot Price) @ Rf Now Sell Call Option for Actual Premium.
Arbitrage Buy Put Option for Actual Premium. Sell Stock at Spot Price
for Put Buy Stock at Spot Price. Invest (Spot Price + Actual Preinium)
After Sell Stock at Exercise Price After Receive maturity value of Investment:
Repay Loan with Interest Buy Stock at Exercise Price
Net Gain made = Difference Net Gain made = Difference

Swaps and Interest Rate Derivatives

rrower. If the Actual Interest Rate > Cap Rate, excess interest will be reimbl
Floor Rate, deficit interes

Cap is applicable for Bo
der. If the Actual Interest Rate <

Ef;’; s the Cap Dealer. Floor is applicable for Len

: reimbursed b the Floor Dealer.

cap . payable = Premium Rate x Underlying Principal

EEp Phem IRt € = PVAF @Fixed Rate 9% for No. of Periods B

Dremium
FTR.14
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sottloment b

Floating ate payiments A

1060

| PEROHE e ebaguaes ) Gl e preslonis gieginent
[

Notar Net Settlemont DY ome o Biobweegy Hew ey Fiwesd oy ! b baeg i lees et Ity misten

rorward iy by 0 ‘
: Forward Interest ate [ l
Hates '
| | ] " |
, ,
| 3°0 FRA Fotward Bate Agtecment n whitc i after 1 ontlvs, Honey will e degeaitod / fionaveed foe 3 anaiths ‘\
|
el
«I (Actual Hate Porwatd Hate) ‘ o "' ] *
IF'RA Net "'—‘V'“""' “ i I’Ml | |
Settlemaont P tond
1 Actual ate l () ‘
- Actual late < THA Actual ftate = FIA
MTM Gain . :
/ Loss For Borrower o | 5%
For Lender (NI 1ot
Double Loan Swaps: | ollowing are the interest 1ates offered to two different Companies for o loan
Company Hequirement el aters Offered It g trates Offered
ABC Ltd Fixed 1upee ate AN ey 2
DEE Ltd Hoating Rupee Rate 'O (LR LI
Step Dazcription
1

Find the Interest Rate Differential for “Fixed” and “loating” Cateqgories, Thiso will hes the Potential Surap Gain,

2 Find the high(:.-;(' of Interest Rate ditference, and choose the Laast Interest Rate in that category (e,
“Fixed” or “Floating”,

The Party to which the Least Interest Rate applies (14 Party), has to borrow in that Cateqory (Fixed / Floating), and
2 the Other Party (2™ Party) has to borrow in the other category (Hoating / Fixed, as the case may be),
4 ot Party has to pay Bank at the Lower Interest Rate, and recover the same from the 2™ party,
5 | Party will pay the Quoted Rate to 2™ Party, [2™ Party will not receive all the Interest from 17 Party. |
6 2" party will receive the entire Swap Gain, 50, 2™ Parly will transfer the Proportic mate Gain o the Fired Party,
1. Computation of Swap Savings 2. Computation of Net Benefits
B >C6nr1pany Fixed Rate Floating Rate Net Benefits ABC Ltd DEF Ltd |
ABCLA 4.50% PLR - 2% | | Share In Benefit 50% 50%
DEFLtd | 500% PLR -+ 3% Individual Benefit 0.25% 0.25%
_Difference - 0.50% 1%

Total Benefit will be received by DEF Ltd, So, DEF 1td has to
1.00% — 0.50% = 0.50% pay 0.25% to ABC Ltd,

| Saving ih %

3. Structuring the Swap Arrangement

Floating P + 2% Fixed of ABC 4.5%

SRR ] 1 | ABC Lta. |Flpatinig - 2% E]l_i']_ 7 | oerua | { ]
e

! Fixed 5%
Transfer of Gain 0.25% —_—

> | Bankers
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Past v s
| Finance = Basics

lntcrnn(iunn
Rate for Pe Ve aelling Rate for Customers

fyind e 1O 1 | -

1o for Dealet ftaying Rate for Cu domaer

e n .

l o of Customers only.,

‘ pid Rate
solved from the perspectiv

‘} pid vs. Ask | Ask Rate = Selling R

YEAVEY S whouk! be
y per Forelan Currency
per Home Currency

Uso 1
Inverse of Bid Indirect 1.e. Ask e e s

/ All the af
" Direct Quiote MHome Currem

yote: Foreign Currendcy

Inctirect ¢
Ask Indirect, Ask Direct

Inverse of

Quotes
rid Direct
' - INR l
- INR INR _ aer USD L Ack . .
Gt Ask s = Ask e X ASK jkp T T USD  BIdHKD/USD
vote! LY
ustomer, to cover itself, the pBank would have ‘lo buy HKD in London Marker
at which the Third Party sells the Foreign Currency)
en in “paisa”, it should be conside,e;i

‘ If the Bank has cold HKD 1o its «

Therefore, Ask Rate s rolevant (the rate
Currencies.

Cover Rate J‘
} e K ol
[ Added with the Ask Rate & Deducted from the Bid Rate. If Margin Is given |
Margin } only in case of INR Exchange Rates. It should not be applied for other Foreign ;
} o YR T
‘ If the dealer has sold USD in the spot market and is required to square off the transaction, he will buy usp,
square up | o calling EURQ in the spot market, |
- _ Tt S =S S
_ Type 1: 1 USD = INR 73
Types of “INR / USD = 7
b i Type 2: INR / USD = 73
i Type 3: New York in Mumbai = 73
| If in the Question it is given as GBP/USD 1.7645/60
| Exception | Generally, GBP will have higher value than USD. Hence, it is assumed that the Rate given in the Question GBP/USD
I 1.7645/60 is taken as 1 GBP = USD 1.7645. Likewise, every Exchange Rate should be taken accordingly.
I! : Bid Rate = Whichever is Higher should be selected
Selection . .
‘ Ask Rate = Whichever is Lower should be selected
| swap Increasing — Added with the Spot Rate
Points j Decreasing — Deducted with the Spot Rate
| Premium Annual rate of Premium / Discount = Forward Rate - Spot Rate x 100 x _}E_Pm_
Spot Rate Forward Period
; S — Covered Interest Arbitrage = Borrow in one currency and Invest in other currency to earn riskless profit
| Cross Currency Arbitrage = Convert the Currency into same Currency in the order given to earn riskless profit
Interest Rate Parity Theory Future Spot Rate = Spot Rate x 1+Home Interest Rate
Forward 1+Foreign Interest Rate
Rate
Purchasing Power Parity Theory Future Spot Rate = Spot Rate x 1+Home Inflation Rate
1+Foreign Inflation Rate
Capita Foreign Curre . ; :
Buzge:ing e 9c ncy Approach: Compute NPV in Foreign Currency and then Convert into Home Currency
me Currency A : i
cy Approach: Convert into Home Currency and then compute NPV in Home Currency
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Hedging for USD Receivables using INR Currency Futures

(a) Nature: Sell USD Futures (or Buy Rupee Futures). Future is available on Rupee. Hence, Buy Rupee Futures.

(b) Value to be hedged:

Contracted Futures Rate

Invoice

Value to be hedged

No. of Contracts =

Lot Size

(c) Margin Money to be paid for Total Contracts: Margin Money is not a Cost, as it will be repaid on settlement date.
But, Interest on such money will be considered as Cost.
(d) Cash Flow at T,:

- Particulars Value
; Collection from Customer ?
;‘Add: MTM Gain on Futures [If Price rises, Profit For Buyer] $
,’ (Clg Future Price — Contracted Price) x No. of Contracts x Lot Size
[ Net USD in Hand at T, (to be sold at Spot Rate at T) $
: % Received on Sale of above = 2@ $ in hand 4
Future Spot Price
Less: Interest Payable on money borrowed for Initial Margin 9,
[ Net Proceeds X
Money Market Hedge for GBP Liability
[ Particulars Amount
Amount payable GBP
Amount to be invested at GBP Interest Rate% for realizing above GBP = sl GBP
1 +InterestRate
I borrowed now = GBP to be invested x Spot Ask Rate <
[Interest Payable on money ¥ borrowed @ Indian Interest Rate% g
[Total Amount Payable = Amount borrowed now + Interest 3
Money Market Hedge for GBP Receivable
Particulars Amount
Amount Receivable GBP
GBP
rowed at GBP Interest Rate% for above GBP = ———MM
AOURE v EIROn ° 1+InterestRate Gor
7 to be invested = GBP to be borrowed now x Spot Bid Rate 7
ﬁterest Receivable on money T invested @ Indian Interest Rate% Ed
[ Total Amount Receivable = Amount invested now + Interest E4
Corporate Valuation
Approach Long Term Fund Providers Shareholders
Owners Debenture Holders + Shareholders Shareholders only
Profit NOPAT = EBIT — Tax Rate EBIT — Interest — Tax = PAT
Discount Rate used ! Overall Cost of Capital i.e. WACC Cost of Equity

PV of Free Cash Flows I

Value of the Firm

Value of Equity

| Relationship I Value of Firm — Debt = Value of Equity | Value of Firm — Debt = Value of Equity
Computation of Cost of Capital
| Source | High Growth Phase Stable Growth Phase

L

I Weight ’

Post Tax Cost Product | Weight

Post Tax Cost Product

Equity Ke = Rm + B (Rm = R¢) Ke = Rm + B (Rm — Rf)
Debt After Tax Interest After Tax Interest
WACC Product +~ Weight

Product + Weight
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(0) Computation of Warking Capital Cash Flows

. Particulars / Years
[Revenue = PY Revenue + Growth
|orking Capital

[Increase in WC

Revenue x \WC ¢
\WC for Yr 2

Particulars / Years

VC for Yr |

Fast Track Referencer
2. Computation of Free Cash Flows
[ 1

|
|

(b) Computation of Cash Flows
1 2

2 4

3 | A4O0nwargg

—

Note 1 :
Note 1 :
1

EBIT = assuming after Depreciation
Income after Tax = EBIT Tax %
Add: Depreciation

Less: Capital Expenditure

Less: Increase in Working Capital

_Notez |

~Net Cash Flows (Note)

PVF @ WACC during High Growth

Total Value of the Firm = Sum of Discounted Cashm

Discounted Cash Flows

Note 1: From Year 4 onwards, if Capital Expenditure
Flow on account of depreciation, will be offset by decrease in Cash Flow due to

FCFF,4

Note 2: Terminal Value at the end of Year 3 = Ko-g
o=

Computation of Value of Business (Shareholders’ Appro

is offset by Depreciation, no Adjustment required. Because, increase in Cash
Capital Expenditure.

ach)

l Particulars

| Earnings before Tax = PAT + (1 — Tax)
Extra Ordinary Income — Not to recur in the future

"'Less:
|Add:  Extra Ordinary Loss — Not to recur in the future
|Add:  Additional Income from New Launch
Future Expected Earnings Before Tax
Less: Taxes
[ Future Expected Earnings After Tax (Shareholders’ Approach) Value of Firm = PAT + Cost of Capita
Less: Preference Dividend
[ Equity Earnings (Equity Shareholders’ Approach) Value of Equity = PAT + Cost of Equity

Other Important Formulas

Assets - Liabilities

~ No.of Shares

[ Net Assets Value (NAV)
i 2 L . PAT
Earnings Capitalisation Value (ECV) m
PBIT  _ PBIT t

f Financial Leverage

PBT  (PBIT less Interest) |

NOPAT Less (WACC x Capital Employed) |

l

rEconomic Value Added (EVA)
fMarket Value Added (MVA)

Market Value of Equity & Debt — Book Value of Equity & Debt
Where Book Value of Equity = Paid up Capital + Reserves & Surplus

Unlevered Beta of the Pureplay Firms

B

Bp:[1+(1—T)E}

Levered Beta (B2)

D
B=pul1+1-T) ¢!

FTR.18



Break Up Value or Falr Value

Panticuloars

(n) P rit Lale Based Valuation
(h) ‘,,;ru,l" ha o) \alvination
() ‘enrmnent Ciperating Income Based Valuation

pook Value = Avorage of above

fireak Lip Intue tar Fair Value

Fast Track feferencer

Wholesale Retail r_ ,__Gf_nfia_l__—_

Sogment Sales # Capitalisation Rate
Legment Aasets (npimnf.nt|on_lil)_t(_:

Seqgment Income # pritulisq\i(in_R_atc

hverago of Book Value and Market Value

Mergers & Acquis_i tions

Couap Batit Liased Gn Favturable Factors .6,

£, MPG, BYPG et

Garap Patio based On Mlverse Factors 1.6,
Fik A

tin, of Eauity Shares to be issued to the
Lelling Cotnpsany

pont Merger B85 0f Consideration by Shares

| post Merger £841f Consideration by Cash

post Mertier MPS

frost Merger M5 If information about
eAarnings are not diven

| Market Capitalization

| Free Float Marvet Capitalization

1
::F’r‘! Merger E975 OF MP5

{F";‘.f Merger E8°
|Effect on EPS

" Company ‘

» DfMPS i

EPS of Buying Co.

NPA of Buying Co.
NPA of Selling Co.

No. of Shares in Selling Co x Swap Ratio

MPS of Selling Co. _
MPS of Buying Co.

PAT of Sollang Co + P/\r of Buying Co + Synergy Gain if any

No. of shares in Buylng Co + Shares issued to Selling Co

PAT of both C() t .,ynuqy Gam - Interest or Opp Cost on Cash Consideration
V No of Ghares in Buying Company
7 Post Muqer EPS % PE Ratio of Buying Company

Murke t Value of Buymg Co + Marlfet Value of Selling Co + PV of any Synergy
No of Shur( |n Luqu Co + No. of Shares in Selling Co

o No. of Shares x Market Price per ShareJ
(No of Shares — promoter’s Holding) x Market Price per Share \

Impact of Mergers
Buying Company

pre Mt.rqu EPS OR MPS

Pogt Mqur r LPS OP MPS

Selling Companﬂ
Pre Merger EPS OR MPS|
Post Merger EPS OR MPS x Swap Ratigo\

CAR & Gross NPA

Buying Co Selling Co Total(after Merger)

fier f -4 rl‘ H ” (/infd‘ -
frick Weighted fosets ( PV/A

g

| Gross HPA

Capital +Reserves Capital +Reserves Total Capital

1 \
| |
\ |

D (‘apital % CAR Capital x CAR Total RWA
- - Advances x NPA % Advances % NPA % Total NPA
Totnl Capital Total NPA
CAR (afrr r Merge r) e Gross NPA (after merger) % = o
Total RWA gei] e Total Advances
“ True Cost = Consideration paid in excess of the Value of the Selling Co.
| Particulgrs Value\

! post Merger Market Price of Share
Value of Purchase Consideration
Less:

Ho. of shares iscued to Selling Company

\

Ezisting Market Value of Selling Company

True Cost of the Merger from Buyers’ View Point \
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