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Test Series: March, 2019 

MOCK TEST PAPER –1 

FINAL (OLD) COURSE: GROUP – I 

PAPER – 2 : STRATEGIC FINANCIAL MANAGEMENT  

Question No. 1 is compulsory. Attempt any five questions from the remaining six questions. Working notes 
should form part of the answer. 

Time Allowed – 3 Hours Maximum Marks – 100 

1. (a)  The following information is available in respect of Security X 

Equilibrium Return 15% 

Market Return 15% 

7% Treasury Bond Trading at  $140 

Covariance of Market Return and Security Return 225% 

Coefficient of Correlation 0.75 

You are required to determine the Standard Deviation of Market Return and Security Return.  

(5 Marks) 

(b)  M/s Atlantic Company Limited with a turnover of Rs. 4.80 crores is expecting growth of 25% for 

forthcoming year. Average credit period is 90 days. The past experience shows that bad debt 
losses are 1.75% on sales. The Company’s administering cost for collecting receivable is  

Rs. 6,00,000/-. 

 It has decided to take factoring services of Pacific Factors on terms that factor will by receivable 

by charging 2% commission and 20% risk with recourse. The Factor will pay advance on 

receivables to the firm at 16% interest rate per annum after withholding 10% as reserve. 

 Calculate the effective cost of factoring to the firm. (Assume 360 days in a year).      (5 Marks) 

(c)  On 1-4-2012 ABC Mutual Fund issued 20 lakh units at Rs. 10 per unit. Relevant initial 
expenses involved were Rs. 12 lakhs. It invested the fund so raised in capital market 

instruments to build a portfolio of Rs. 185 lakhs.  During the month of April 2012 it disposed off 
some of the instruments costing Rs. 60 lakhs for Rs. 63 lakhs and used the proceeds in 
purchasing securities for Rs. 56 lakhs. Fund management expenses for the month of April 2012 

were Rs. 8 lakhs of which 10% was in arrears. In April 2012 the fund earned dividends amounting 
to Rs. 2 lakhs and it distributed 80% of the realized earnings. On 30-4-2012 the market value of 

the portfolio was Rs. 198 lakhs. 

 Mr. Akash, an investor, subscribed to 100 units on 1-4-2012 and disposed off the same at 

closing NAV on 30-4-2012. What was his annual rate of earning?       (5 Marks) 

(d)  A company operating in Japan has today effected sales to an Indian company, the payment 
being due 3 months from the date of invoice. The invoice amount is 108 lakhs yen. At today's 
spot rate, it is equivalent to Rs. 30 lakhs. It is anticipated that the exchange rate will decline by 

10% over the 3 months period and in order to protect the yen payments, the importer proposes to 
take appropriate action in the foreign exchange market. The 3 months forward rate is presently 
quoted as 3.3 yen per rupee. You are required to calculate the expected loss and to show how it 

can be hedged by a forward contract.                      (5 Marks) 
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2. (a)  Skylark Airways is planning to acquire a light commercial aircraft for flying class clients at an 
investment of Rs. 50,00,000. The expected cash flow after tax for the next three years is as 

follows:             (Rs.) 

Year 1 Year 2 Year 3 

CFAT Probability CFAT Probability CFAT Probability 

14,00,000 0.1 15,00,000 0.1 18,00,000 0.2 

18,00,000 0.2 20,00,000 0.3 25,00,000 0.5 

25,00,000 0.4 32,00,000 0.4 35,00,000 0.2 

40,00,000 0.3 45,00,000 0.2 48,00,000 0.1 

 The Company wishes to take into consideration all possible risk factors relating to airline 

operations. The company wants to know: 

(i)  The expected NPV of this venture assuming independent probability distribution with 6 per 

cent risk free rate of interest. 

(ii)  The possible deviation in the expected value. 

(iii)   How would standard deviation of the present value distribution help in Capital Budgeting 

Decisions?  (8 Marks) 

(b)  ABC Company has decided to acquire a Rs. 5,00,000 pulp control device that has a useful life of 

ten years. A subsidy of Rs. 50,000 is available at the time the device is acquired and placed into 
service. The device would be depreciated on straight-line basis and no salvage value is 
expected. The company is in the 50% tax bracket. If the acquisition is financed with a lease, 

lease payments of Rs. 55,000 would be required at the beginning of each year. The company can 
also borrow at 10% repayable in equal installments. Debt payments would be due at the 

beginning of each year:  

(i) What is the present value of cash outflow for each of these financing alternatives, using the 

after-tax cost of debt? 

(ii)  Which of the two alternatives is preferable?              (8 Marks) 

3. (a)  The following market data is available:  

Spot USD/JPY 116.00 

Deposit rates p.a. USD JPY 

3 months 4.50% 0.25% 

6 months  5.00% 0.25% 

Forward Rate Agreement (FRA) for Yen is Nil. 

1.  What should be 3 months FRA rate at 3 months forward? 

2. The 6 & 12 months LIBORS are 5% & 6.5% respectively. A bank is quoting 6/12 USD FRA 

at 6.50 – 6.75%. Is any arbitrage opportunity available? 

Calculate profi t in such case.             (8 Marks) 

(b)  XYZ company has current earnings of Rs. 3 per share with 5,00,000 shares outstanding. The 

company plans to issue 40,000, 7% convertible preference shares of Rs. 50 each at par. The 
preference shares are convertible into 2 shares for each preference shares held. The equity 

share has a current market price of Rs. 21 per share. 

(i) What is preference share’s conversion value? 

(ii) What is conversion premium? 
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(iii) Assuming that total earnings remain the same, calculate the effect of the issue on the basic 

earning per share (a) before conversion (b) after conversion. 

(iv)   If profits after tax increases by Rs. 1 million what will be the basic EPS  

(a)  before conversion and         

(b)  on a fully diluted basis?             (8 Marks) 

4. (a)  RST Ltd. has a capital of Rs. 10,00,000 in equity shares of Rs. 100 each. The shares are 

currently quoted at par. The company proposes to declare a dividend of Rs. 10 per share at the 
end of the current financial year. The capitalization rate for the risk class of which the company 

belongs is 12%. What will be the market price of the share at the end of the year, if 

(i) a dividend is not declared? 

(ii) a dividend is declared?  

(iii)  assuming that the company pays the dividend and has net profits of Rs. 5,00,000 and 

makes new investments of Rs. 10,00,000 during the period, how many new shares must be 

issued? Use the MM model.       (8 Marks)  

(b)  A trader is having in its portfolio shares worth Rs. 85 lakhs at current price and cash Rs. 15 

lakhs. The beta of share portfolio is 1.6. After 3 months the price of shares dropped by 3.2%. 

Determine: 

(i)  Current portfolio beta 

(ii)  Portfolio beta after 3 months if the trader on current date goes for long position on  

Rs. 100 lakhs Nifty futures.  (8 Marks) 

5. (a)  A study by a Mutual fund has revealed the following data in respect of three securities:  

Security σ (%) Correlation with Index, Pm  

A 20 0.60 

B 18 0.95 

C 12 0.75 

The standard deviation of market portfolio (BSE Sensex) is observed to be 15%. 

(i) What is the sensitivity of returns of each stock with respect to the market? 

(ii) What are the covariances among the various stocks? 

(iii) What would be the risk of portfolio consisting of all the three stocks equally? 

(iv) What is the beta of the portfolio consisting of equal investment in each stock? 

(v)  What is the total, systematic and unsystematic risk of the portfolio in (iv)?      (8 Marks) 

(b)  Personal Computer Division of Distress Ltd., a computer hardware manufacturing company has 
started facing financial difficulties for the last 2 to 3 years. The management of the division 
headed by Mr. Smith is interested in a buyout on 1 April 2013. However, to make this buy-out 

successful there is an urgent need to attract substantial funds from venture capitalists.  

Ven Cap, a European venture capitalist firm has shown its interest to finance the proposed buy-
out. Distress Ltd. is interested to sell the division for Rs. 180 crore and Mr. Smith is of opinion 
that an additional amount of Rs. 85 crore shall be required to make this division viable. The 

expected financing pattern shall be as follows: 

Source Mode Amount (Rs. Crore) 

Management Equity Shares of Rs. 10 each 60.00 

VenCap VC Equity Shares of Rs. 10 each 22.50 
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9% Debentures with attached warrant of Rs. 100 each 22.50 

8% Loan 160.00 

Total  265.00 

 The warrants can be exercised any time after 4 years from now for 10 equity shares @ Rs. 120 

per share. 

 The loan is repayable in one go at the end of 8th year. The debentures are repayable in equal 

annual installment consisting of both principal and interest amount over a period of 6 years. 

 Mr. Smith is of view that the proposed dividend shall not be kept more than 12.5% of distributable 

profit for the first 4 years. The forecasted EBIT after the proposed buyout is as follows: 

Year 2013-14 2014-15 2015-16 2016-17 

EBIT (Rs. crore) 48 57 68 82 

 Applicable tax rate is 35% and it is expected that it shall remain unchanged at least for 5 -6 years. 
In order to attract VenCap, Mr. Smith stated that book value of equity shall increase by 20% 
during above 4 years. Although, VenCap has shown their interest in investment but are doubtful 

about the projections of growth in the value as per projections of Mr. Smith. Further VenCap also 
demanded that warrants should be convertible in 18 shares instead of 10 as proposed by  

Mr. Smith.   

 You are required to determine whether or not the book value of equity is expected to grow by 

20% per year. Further if you have been appointed by Mr. Smith as advisor then whether you 

would suggest to accept the demand of VenCap of 18 shares instead of 10 or not.       (8 Marks) 

6. (a)  Following informations are available in respect of XYZ Ltd. which is expected to grow at a higher 

rate for 4 years after which growth rate will stabilize at a lower level: 

Base year information: 

Revenue -  Rs. 2,000 crores 

EBIT  -  Rs. 300 crores 

Capital expenditure -  Rs. 280 crores 

Depreciation -  Rs.200 crores 

Information for high growth and stable growth period are as follows: 

 High Growth Stable Growth 

Growth in Revenue & EBIT  20% 10% 

Growth in capital expenditure and 
depreciation 

20% Capital expenditure are offset by 
depreciation  

Risk free rate  10% 9% 

Equity beta 1.15 1 

Market risk premium 6% 5% 

Pre tax cost of debt 13% 12.86% 

Debt equity ratio 1 : 1 2 : 3 

 For all time, working capital is 25% of revenue and corporate tax rate is 30%.  

 What is the value of the fi rm?   (8 Marks)  
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(b)  M/s Omega Electronics Ltd. exports air conditioners to Germany by importing all the components 
from Singapore. The company is exporting 2,400 units at a price of Euro 500 per unit. The cost of 

imported components is S$ 800 per unit. The fixed cost and other variables cost per unit are  
Rs. 1,000 and Rs. 1,500 respectively. The cash flows in foreign currencies are due in six months. 

The current exchange rates are as follows:  

Rs./Euro                                    51.50/55 

Rs./S$                                        27.20/25 

 After six months the exchange rates turn out as follows: 

Rs./Euro                                    52.00/05 

Rs./S$                                        27.70/75 

(1) You are required to calculate loss/gain due to transaction exposure. 

(2) Based on the following additional information calculate the loss/gain due to transaction and 

operating exposure if the contracted price of air conditioners is Rs. 25,000 : 

(i) the current exchange rate changes to 

Rs./Euro                                    51.75/80 

Rs./S$                                        27.10/15 

(ii) Price elasticity of demand is estimated to be 1.5 

(iii) Payments and receipts are to be settled at the end of six months.             (8 Marks) 

7.  Write short notes on any four of the following: 

(a) ‘Zero date of a Project’ in project management. 

(b) Asset Securitization 

(c) Inter Bank Participation Certificate. 

(d) Impact of GDRs on Indian Capital Market 

(e) Difference between Investment Bank and Commercial Bank     (4 x 4 = 16 Marks) 
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