
Test Series : September, 2015 

MOCK TEST PAPER – 1 

FINAL 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 NAV of per unit of XYZ Mutual Fund (a Close Ended Funds) on 1.1.2014 was 
Rs. 28. The value on 31.12.2014 comes to Rs. 28.80. On the same date unit was 
trading in market at a premium of 3% though on 1.1.2014 same was trading at a 
discount at 5%. On 31.12.2014, XYZ distributed a sum of Rs. 2.80 as incomes and 
capital gains. You are required to compute rate of return to the investor during the 
year. (5 Marks) 

(b)  There is a 9% 5-year bond issue in the market. The issue price is Rs. 90 and the 
redemption price Rs. 105. For an investor with marginal income tax rate of 30% and 
capital gains tax rate of 10% (assuming no indexation), what is the post-tax yield to 
maturity?            (5 Marks) 

(c)  On 30th June 2015 PNB Bank proposes to borrow a certain sum of money from CB 
Bank for a period of 14 days @ 12% p.a. against 13.5% GOI Securities having a 
face value of Rs. 400 crore currently trading at Rs. 410 crore maturing on 30th 
September 2015. The coupon dates are 30 April and 30 September. You are 
required to determine the amount of borrowing and buy-back price of securities. 

                      (5 Marks) 
(d)  From the following details relating to a project, analyse the sensitivity of the project 

to changes in initial project cost, annual cash inflow and cost of capital:  

Initial Project Cost (Rs.)                           1,20,000 
Annual Cash Inflow (Rs.)                         45,000 
Project Life (Years)                                     4 
Cost of Capital                                              10% 

To which of the three factors, the project is most sensitive using 10% as discounting 
rate and 15% as adversely varying factor?              (5 Marks) 

2. (a) Ramesh owns a plot of land on which he intends to construct apartment units for 
sale. No. of apartment units to be constructed may be either 10 or 15. Total 
construction costs for these alternatives are estimated to be Rs. 600 lakhs or  
Rs. 1025 lakhs respectively. Current market price for each apartment unit is Rs. 80 
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lakhs.  The market price after a year for apartment units will depend upon the 
conditions of market. If the market is buoyant, each apartment unit will be sold for 
Rs. 91 lakhs, if it is sluggish, the sale price for the same will be Rs. 75 lakhs.  
Determine the current value of vacant plot of land. Should Ramesh start 
construction now or keep the land vacant?  The yearly rental per apartment unit is 
Rs. 7 lakhs and the risk free interest rate is 10%  p.a. Assume that the construction 
cost will remain unchanged.    (8 Marks) 

(b)  An investor has decided to invest to invest Rs. 1,00,000 in the shares of two 
companies, namely, ABC and XYZ. The projections of returns from the shares of the 
two companies along with their probabilities are as follows: 
Probability    ABC(%)    XYZ(%)    
.20     12    16 
.25     14    10 
.25     -7    28 
.30     28    -2 

 You are required to  
(i)  Comment on return and risk of investment in individual shares. 
(ii)  Compare the risk and return of these two shares with a Portfolio of these 

shares in equal proportions. 
(iii)  Find out the proportion of each of the above shares to formulate a minimum 

risk portfolio.                           (8 Marks) 
3. (a)  Sundaram Ltd. discounts its cash flows at 16% and is in the tax bracket of 35%. For  

the acquisition of a machinery worth Rs.10,00,000, it has two options – either to 
acquire the  asset by taking a bank loan @ 15% p.a. repayable in 5 yearly 
installments of Rs.2,00,000 each plus interest or to lease the asset at yearly rentals 
of Rs.3,34,000 for five (5) years. In both the cases, the instalment is payable at the 
end of the year. Depreciation is to be applied at the rate of 15% using ‘written down 
value’ (WDV) method. You are required to advise which of the financing options is 
to be exercised and why. 
Year            1      2     3     4    5 
P.V factor @16% 0.862  0.743  0.641  0.552   0.476 

  (8 Marks) 
(b)  An investor is holding 1,000 shares of Fatlass Company. Presently the rate of 

dividend being paid by the company is Rs. 2 per share and the share is being sold 
at Rs. 25 per share in the market. However, several factors are likely to change 
during the course of the year as indicated below: 
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 Existing Revised 
Risk free rate 12% 10% 
Market risk premium 6% 4% 
Beta value 1.4 1.25 
Expected growth rate 5% 9% 

In view of the above factors whether the investor should buy, hold or sell the 
shares? And why?                 (8 Marks) 

4.  (a)   Your bank’s London office has surplus funds to the extent of £ 5,00,000/- for a 
period of 3 months. The cost of the funds to the bank is 4% p.a. It proposes to 
invest these funds in London, New York or Frankfurt and obtain the best yield, 
without any exchange risk to the bank. The following rates of interest are available 
at the three centres for investment of domestic funds there at for a period of 3 
months. 
London      5 % p.a. 
New York      8% p.a. 
Frankfurt      3% p.a. 
The market rates in London for US dollars and Euro are as under: 
London on New York 
Spot        1.5350/90 
1 month      15/18 
2 month      30/35 
3 months      80/85 
London on Frankfurt 
Spot        1.8260/90 
1 month      60/55 
2 month      95/90 
3 month      145/140   
At which centre, will be investment be made & what will be the net gain (to the 
nearest pound) to the bank on the invested funds?          (10 Marks) 

(b)  Mr. FedUp wants to invest an amount of Rs. 520 lakhs and had approached his 
Portfolio Manager. The Portfolio Manager had advised Mr. FedUp to invest in the 
following manner: 
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Security Moderate  Better  Good Very Good Best 

Amount (in Rs. Lakhs) 60 80 100 120 160 

Beta 0.5 1.00 0.80 1.20 1.50 

You are required to advise Mr. FedUp in regard to the following, using Capital Asset 
Pricing Methodology: 
(i)  Expected return on the portfolio, if the Government Securities are at 8% and 

the NIFTY is yielding 10%. 
(ii)   Advisability of replacing Security 'Better' with NIFTY.          (6 Marks) 

5.  (a)  RST Ltd.’s current financial year's income statement reported its net income as  
Rs. 25,00,000. The applicable corporate income tax rate is 30%.  

 Following is the capital structure of RST Ltd. at the end of current financial year: 

 Rs. 
Debt (Coupon rate = 11%) 40 lakhs 
Equity (Share Capital + Reserves & Surplus) 125 lakhs 
Invested Capital 165 lakhs 

 Following data is given to estimate cost of equity capital: 

 Rs. 
Beta of RST Ltd.  1.36 
Risk –free rate i.e. current yield on Govt. bonds 8.5% 
Average market risk premium (i.e. Excess of return on market 
portfolio over risk-free rate) 

9% 

 Required: 
(i)  Estimate Weighted Average Cost of Capital (WACC) of RST Ltd.; and 
(ii)  Estimate Economic Value Added (EVA) of RST Ltd.      (8 Marks) 

(b)  An exporter is a UK based company. Invoice amount is $ 3,50,000. Credit period is 
three months. Exchange rates in London are :  

Spot Rate ($/£) 1.5865 – 1.5905 
3-month Forward Rate ($/£) 1.6100 – 1.6140 
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Rates of interest in Money Market : 

 Deposit  Loan 
$ 7% 9% 
£ 5% 8% 

Compute and show how a money market hedge can be put in place. Compare and 
contrast the outcome with a forward contract.  (8 Marks) 

6.  (a)  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 who 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.  
VenCap, a European venture capitalist firm has shown its interest in 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 

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 the above 4 years (2013-17). Although, VenCap has 

© The Institute of Chartered Accountants of India



6 

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 to then whether you would suggest to accept the demand of VenCap of 18 
shares instead of 10.         (10 Marks) 

(b)   ABC Ltd. has 50,000 outstanding shares. The current market price per share is Rs. 
100 each. It hopes to make a net income of Rs. 5,00,000 at the end of current year. 
The Company’s Board is considering a dividend of Rs. 5 per share at the end of 
current financial year. The company needs to raise Rs. 10,00,000 for an approved 
investment expenditure. The company belongs to a risk class for which the 
capitalization rate is 10%. Show, how the M-M approach affects the value of firm if 
the dividends are paid or not paid.           (6 Marks) 

7. Write short notes on any of four of the following:  
(a) Capital Rationing 
(b) Treasury Bill 
(c) Elliot Wave Theory 
(d) Main functions of Investment Bank 
(e) Equity Curve Outs Vs. Spin Off  (4 ×4 = 16 Marks) 
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