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Test Series: April, 2014 
MOCK TEST PAPER – 2 

FINAL COURSE: GROUP – I  
PAPER – 2: STRATEGIC FINANCIAL MANAGEMENT 

SUGGESTED ANSWERS/HINTS 

1.  (a)  Statement showing NPV of the motor bike if operated 3 years 

Particulars Year Cash Flows  
(`) 

PVF @ 10% PV of Cash 
Flows (`) 

Initial Investment  0 (1,00,000) 1.00 (1,00,000) 
Cash Flows 1 42,000 0.909 38,178 
 2 40,000 0.826 33,040 
 3 35,000 0.751 26,285 
NPV    (2,497) 

Statement showing NPV of the motor bike if operated 2 years 

Particulars Year Cash Flows  
(`) 

PVF @ 10% PV of Cash Flows 
(`) 

Initial Investment  0 (1,00,000) 1.00 (1,00,000) 
Cash Flows 1 42,000 0.909 38,178 
 2 80,000 0.826 66,080 
NPV    4,258 

Statement showing NPV of the motor bike if operated 1 year 

Particulars Year Cash Flows  
(`) 

PVF @ 10% PV of Cash 
Flows (`) 

Initial Investment  0 (1,00,000) 1.00 (1,00,000) 
Cash Flows 1 1,04,000 0.909 94,536 
NPV    (5,464) 

 Recommendation: Thus, from above it is clear that the preferable life of bike is 2 
years. 

 (b)  (i) Taking a short position will hedge the interest rate risk of the company.  The 
gain on the contract will offset the reduced interest rate that can be earned 
when interest rates fall. 

(ii) This is a 3 x 6 FRA 
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(iii) $15,000,000 x {(0.0125 – 0.015)(90/360) / [1 + 0.0125(90/360)]} = $9,345.79 
 Since the company is short, it has generated a gain of $9,345.79 on this contract. 

 (c)  The amount of EURO bought by selling US$ 
 US$ 10,00,000 * EURO 1.4400              =  EURO 14,40,000 
 The amount of EURO sold for buying USD 10,00,000 * 1.4350 =  EURO 14,35,000 
 Net Gain in the Transaction          =  EURO        5,000 

To sell EURO 5,000 in the market @ 
(a) USD 1 = EURO 1.4350 & 
(b) USD1 = INR 61.4300 
Cross Currency buying rate of EUR/INR is ` 61.4300 / 1.4350 i.e. ` 42.8084 

  Gain in the Transaction ` 42.8084 * 5000  = ` 2,1,4042.00 
 (d)  (i) Calculation of theoretical Post-rights (ex-right) price per share: 

   Ex-right value = 





+
+

R  N
R S  MN  

   Where, 
  M = Market price, 
  N = Number of old shares for a right share 
  S = Subscription price 
  R = Right share offer 

      = 





+
×+×

1  4
)1  16  () 4  24 ( `` = ` 22.40 

(ii) Calculation of theoretical value of the rights alone: 
   =  Ex-right price – Cost of rights share 
   =  ` 22.40 – ` 16 = ` 6.40 

(iii) Calculation of effect of the rights issue on the wealth of a shareholder who has 
1,000 shares assuming he sells the entire rights: 
    ` 
(a) Value of shares before right issue (1,000 shares × ` 24) 24,000 
(b) Value of shares after right issue (1,000 shares × ` 22.40) 22,400 
 Add: Sale proceeds of rights renunciation(250 shares × ` 6.40)  1,600 
  24,000 

 There is no change in the wealth of the shareholder if he sells his right. 
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(iv) Calculation of effect if the shareholder does not take any action and ignores 
the issue: 

 ` 
Value of shares before right issue (1,000 shares × ` 24) 24,000 
Less: Value of shares after right issue (1,000 shares × ` 22.40) 22,400 
Loss of wealth to shareholders, if rights ignored  1,600 

2. (a) The expected cash flows of the project are as follows: 

Year Pr = 0.1 Pr = 0.7 Pr = 0.2 Total 
 ` ` ` ` 

0 -10,000 -70,000 -20,000 -1,00,000 
1 2,000 21,000 8,000 31,000 
2 2,000 21,000 8,000 31,000 
3 2,000 21,000 8,000 31,000 
4 2,000 21,000 8,000 31,000 
5 2,000 21,000 8,000 31,000 
5 0 14,000 6,000 20,000 

(i) NPV based on expected cash flows would be as follows: 

 =-` 1,00,000 +
( ) ( ) ( ) ( ) ( ) ( )

31,000 31,000 31,000 31,000 31,000 20,000
1 2 3 4 5 51 0.20 1 0.20 1 0.20 1 0.20 1 0.20 1 0.20
+ + + + +

+ + + + + +

` ` ` ` ` ` 
 

 = - ` 1,00,000 + ` 25,833.33 + ` 21,527.78 + ` 17,939.81 + ` 14,949.85+  
    ` 12,458.20 + ` 8,037.55  

 NPV = ` 746.52 
(ii) For the worst case, the cash flows from the cash flow column farthest on the 

left are used to calculate NPV 

 = - ` 100,000 + 
( ) ( ) ( ) ( ) ( )1 2 3 4 5

20,000 20,000 20,000 20,000 20,000
1 0.20 1 0.20 1 0.20 1 0.20 1 0.20

+ + + +
+ + + + +

` ` ` ` `  

 = - ` 100,000 + ` 16,666.67+ ` 13,888.89 + ` 11,574.07 + ` 9,645.06+  
 ` 8037.76 

 NPV = - ` 40,187.76 
 For the best case, the cash flows from the cash flow column farthest on the 

right are used to calculated NPV 
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 = - ` 100,000 + 
( ) ( ) ( ) ( ) ( ) ( )

 40, 000  40, 000  40, 000  40, 000  40, 000 30, 000

1 2 3 4 5 51 0.20 1 0.20 1 0.20 1 0.20 1 0.20 1 0.20
+ + + + +

+ + + + + +

` ` ` ` ` `  

= - ` 1,00,000 + ` 33,333.33+ ` 27,777.78 + ` 23,148.15+ ` 19,290.12 +  ` 
16,075.10 + ` 12,056.33 

 NPV = ` 31,680.81 
(iii) If the cash flows are perfectly dependent, then the low cash flow in the first 

year will mean a low cash flow in every year. Thus the possibility of the worst 
case occurring is the probability of getting ` 2,000 net cash flow in year 1 or 
10%. 

 (b)  Calculation of monthly return on the mutual funds: 

 
1-t

tt1-tt

NAV
GI )NAV - (NAV  r ++

=  

 Or, r = ( ) ( )
16

03.0.Rs04.0.Rs00.16.Rs08.16.Rs ++−    

     
16

07.008.0 +
= 009375.0=  

  or, r = 0.9375% or 11.25% p.a.  
3. (a)  If importer pays now, he will have to buy US$ in Spot Market by availing overdraft 

facility. Accordingly, the outflow under this option will be 

 `  

Amount required to purchase $130000[$130000X `48.36] 6286800 
Add: Overdraft Interest for 3 months @15% p.a. 235755 
 6522555 

 If importer makes payment after 3 months then, he will have to pay interest for 3 
months @ 5% p.a. for 3 month along with the sum of import bill. Accordingly, he will 
have to buy $ in forward market. The outflow under this option will be as follows: 

 $  
Amount of Bill  130000 
Add: Interest for 3 months @5% p.a. 1625 
 131625 

 Amount to be paid in Indian Rupee after 3 month under the forward purchase 
contract   

 ` 6427249 (US$ 131625 X ` 48.83)  
 Since outflow of cash is least in (ii) option, it should be opted for. 
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 (b)  Effective Interest = 100
m
12

P
PF

××



 −  

     = 100×3
12

×350,97
350,97000,00,1 -

 

     = 0.02722 x 4 x 100= 10.888 
     = 10.89 

Effective Interest = 10.89% p.a 
 Cost of Funds to the Company 
 Effective Interest  10.89% 
 Brokerage (0.125 x 4)   0.50% 
 Rating Charge     0.50% 
 Stamp Duty (0.125 x 4)   0.50% 
 Cost of funds     12.39% 

4. (a)  

Projected Balance Sheet     
 Year 1 Year 2 Year 3 Year 4 
Fixed Assets (40%) of Sales 9,600 11,520 13,824 13,824 
Current Assets (20%) of Sales 4,800 5,760 6,912 6,912 
Total Assets 14,400 17,280 20,736 20,736 
Equity 14,400 17,280 20,736 20,736 

 Projected Cash Flows:- 
 Year 1 Year 2 Year 3 Year 4 

Sales 24,000 28,800 34,560 34,560 
PBT (10%) of sale 2,400 2,880 3,456 3,456 
PAT (70%) 1,680 2,016 2,419.20 2,419.20 
Depreciation 800 960 1,152 1,382 
Addition to Fixed Assets 2,400 2,880 3,456 1,382 
Increase in Current Assets 800 960 1,152 - 
Operating cash flow (720) (864) (1,036.80) 2,419.20 
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 Projected Cash Flows:- 
 Present value of Projected Cash Flows:- 

Cash Flows PV at 15% PV 
-720 0.870 -626.40 
-864 0.756 -653.18 

-1,036.80 0.658 -682.21 
  -1,961.79 

 Residual Value  -  2419.20/0.15 = 16,128 

Present value of Residual value = 16128/(1.15)3   
 = 16128/1.521 = 10603.55  
Total shareholders’ value = 10,603.55 – 1,961.79 =  8,641.76 
Pre strategy value = 1,400 / 0.15 = 9,333.33  
∴ Value of strategy = 8,641.76 – 9,333.33 =  691.57 

 Conclusion: The strategy is not financially viable 
 (b)  (i)  The risk of Mr. A’s portfolio relative to market can be determined by calculating 

weighted beta of the portfolio as follows: 

Name of 
Company  

Geared Beta 
(βi) 

Market  Value (`) Weights (wi) (βi) x (wi) 

T Ltd.  1.55 2,80,000 0.1744 0.2703 
U Ltd.  0.65 5,27,000 0.3283 0.2135 
V Ltd.  1.26 3,90,000 0.2429 0.3061 
W Ltd.  1.14 4,08,500 0.2544 0.2900 
    1.0799  

 Thus the risk of portfolio relative to market is 1.08 
(ii)  The individual shares can be examined to provide a satisfactory return for the 

systematic risk they involve using CAPM and determine course of action to 
change the composition of portfolio as follows: 
E(R) = Rf + β(Rm - Rf) 

Name of 
Company  

Required Return Expected  
Return (%)  

Alpha  
Value 

Recommendation  

T Ltd.  6% + 1.55(16% - 6%) 
= 21.50%       

21.00 -0.50% Sell Shares 

U Ltd.  6% + 0.65(16% - 6%) 
= 12.50%       

12.50 0 Hold 
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V Ltd.  6% + 1.26(16% - 6%) 
= 18.60%       

18.00 -0.60% Sell Shares 

W Ltd.  6% + 1.14(16% - 6%) 
= 17.40%       

18.50 1.1% Buy more shares 

5. (a)  The annual change in cash flows through entering into a factoring agreement is:  

Savings  (Amount in `) (Amount in `) 
Administration cost saved  1,00,000 
Existing average debtors 
[` 1,00,00,000/365) x 80 days] 

21,91,781  

Average New Debtors  16,43,836  
[(` 1,00,00,000/365) x 60 days]   
Reduction in debtors 5,47,945  
Cost there of @80% 4,38,356  
Add: Interest saving @15% p.a. on.  `    4,38,356  65,753 
Add: Bad Debts saved @.005 of  ` 1,00,00,000      50,000 
 Total  2,15,753 
Less: Annual charges @2% of ` 1,00,00,000   2,00,000 
          Net annual benefits of factoring     15,753 

Therefore, the factoring agreement is worthwhile and should be undertaken.  
 (b)  

Day Principal (`) MIBOR (%) Interest (`) 
Tuesday 10,00,00,000 7.75 21,233 
Wednesday 10,00,21,233 8.15 22,334 
Thursday 10,00,43,567 8.12 22,256 
Friday 10,00,65,823 7.95 21,795 
Saturday & Sunday (*) 10,00,87,618 7.98 43,764 
Monday 10,01,31,382 8.15 22,358 
Total Interest @ Floating   1,53,740 
Less: Net Received          317 
Expected Interest @ fixed   1,53,423 
Thus Fixed Rate of Interest   0.07999914 
Approx.   8% 

 (*) i.e. interest for two days. 
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  Note: Alternatively, answer can also be calculated on the basis of 360 days in a 
year. 

6. (a)  VALUATION BASED ON MARKET PRICE 
 Market Price per share `  400 
 Thus value of total business is (`  400 x 1.5 Cr.)                                 `  600 Cr. 

  VALUATION BASED ON DISCOUNTED CASH FLOW  
 Present Value of cash flows  
 (` 250 cr x 0.893) + (` 300 cr. X 0.797) + ( ` 400 cr. X 0.712 )  = ` 747.15 Cr. 
 Value of per share (` 747.15 Cr. / 1.5 Cr)     ` 498.10 per share 

RANGE OF VALUATION 
 Per Share 

 `              
Total  
` Cr. 

Minimum   400.00  600.00 
Maximum         498.10  747.15 

 (b) Modigliani and Miller (M-M) – Dividend Irrelevancy Model: 

e

11
0 K  1

D  P  P
+
+

=  

Where, 
Po = Existing market price per share i.e. ` 120  
P1 = Market price of share at the year-end (to be determined) 
D1 = Contemplated dividend per share i.e. ` 6.4 
Ke = Capitalisation rate i.e. 9.6%. 
(i) (a)  Calculation of share price when dividend is declared: 

e

11
0 K  1

D  P  P
+
+

=   

0.096   1
6.4  P  120 1

+
+

=  

120 × 1.096 = P1 + 6.4 
P1 = 120 × 1.096 – 6.4 

       = 125.12 
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 (b) Calculation of share price when dividend is not declared: 

e

11
0 K  1

D  P  P
+
+

=      

0.096   1
0   P  120 1

+
+

=  

120 × 1.096 = P1 + 0 
P1 = 131.52 

(ii) Calculation of No. of shares to be issued: 
(` in lakhs) 

Particulars If dividend 
declared 

If dividend not 
declared 

Net Income 160 160 
Less: Dividend paid 51.20 ------ 
Retained earnings 108.80 160 
Investment budget 320 320 
Amount to be raised by issue of new shares (i) 211.20 160 
Market price per share (ii)  125.12 131.52 
No. of new shares to be issued (ii) 1,68,797.95 1,21,654.50 
Or say 1,68,798 1,21,655 

7. (a)  Cross-border leasing is a leasing agreement where lessor and lessee are situated in 
different countries. This raises significant additional issues relating to tax avoidance 
and tax shelters. It has been widely used in some European countries, to arbitrage 
the difference in the tax laws of different countries. 

 Cross-border leasing have been in practice as a means of financing infrastructure 
development in emerging nations. Cross-border leasing may have significant 
applications in financing infrastructure development in emerging nations - such as 
rail and air transport equipment, telephone and telecommunications, equipment, 
and assets incorporated into power generation and distribution systems and other 
projects that have predictable revenue streams. 

 A major objective of cross-border leases is to reduce the overall cost of financing 
through utilization by the lessor of tax depreciation allowances to reduce its taxable 
income, The tax savings are passed through to the lessee as a lower cost of 
finance. The basic prerequisites are relatively high tax rates in the lessor's country, 
liberal depreciation rules and either very flexible or very formalistic rules governing 
tax ownership. 

 (b) Global Depository Receipt: It is an instrument in the form of a depository receipt 
or certificate created by the Overseas Depository Bank outside India denominated 
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in dollar and issued to non-resident investors against the issue of ordinary shares or 
FCCBs of the issuing company. It is traded in stock exchange in Europe or USA or 
both. A GDR usually represents one or more shares or convertible bonds of the 
issuing company.  

 A holder of a GDR is given an option to convert it into number of shares/bonds that 
it represents after 45 days from the date of allotment. The shares or bonds which a 
holder of GDR is entitled to get are traded in Indian Stock Exchanges. Till 
conversion, the GDR does not carry any voting right. There is no lock-in-period for 
GDR. 

 (c)  Methods for Evaluating the Performance  
1. Sharpe Ratio: The excess return earned over the risk free return on portfolio 

to the portfolio’s total risk measured by the standard deviation. This formula 
uses the volatility of portfolio return. The Sharpe ratio is often used to rank the 
risk-adjusted performance of various portfolios over the same time. The higher 
a Sharpe ratio, the better a portfolio’s returns have been relative to the amount 
of investment risk the investor has taken. 

Portfolio of Deviation Standard
 investment free risk of Return - portfolio of Return  S =  

2. Treynor Ratio: This ratio is similar to the Sharpe Ratio except it uses Beta of 
portfolio instead of standard deviation. Treynor ratio evaluates the 
performance of a portfolio based on the systematic risk of a fund. Treynor ratio 
is based on the premise that unsystematic or specific risk can be diversified 
and hence, only incorporates the systematic risk (beta) to gauge the portfolio's 
performance. 

Portfolio of Beta
 investment free risk of Return - portfolio of Return  T =  

3. Jensen’s Alpha: The comparison of actual return of the fund with the 
benchmark portfolio of the same risk. Normally, for the comparison of portfolios 
of mutual funds this ratio is applied and compared with market return. It shows 
the comparative risk and reward from the said portfolio. Alpha is the excess of 
actual return compared with expected return. 

 (d)  Capital Asset Pricing Model: The mechanical complexity of the Markowitz’s 
portfolio model kept both practitioners and academics away from adopting the 
concept for practical use. Its intuitive logic, however, spurred the creativity of a 
number of researchers who began examining the stock market implications that 
would arise if all investors used this model As a result what is referred to as the 
Capital Asset Pricing Model (CAPM), was developed. 

 The Capital Asset Pricing Model was developed by Sharpe, Mossin and Linter in 
1960. The model explains the relationship between the expected return, non 
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diversifiable risk and the valuation of securities. It considers the required rate of 
return of a security on the basis of its contribution to the total risk. It is based on the 
premises that the diversifiable risk of a security is eliminated when more and more 
securities are added to the portfolio. However, the systematic risk cannot be 
diversified and is or related with that of the market portfolio. All securities do not 
have same level of systematic risk. The systematic risk can be measured by beta, ß 
under CAPM, the expected return from a security can be expressed as:  

 Expected return on security = Rf + Beta (Rm – Rf) 
 The model shows that the expected return of a security consists of the risk-free rate 

of interest and the risk premium. The CAPM, when plotted on the graph paper is 
known as the Security Market Line (SML). A major implication of CAPM is that not 
only every security but all portfolios too must plot on SML. This implies that in an 
efficient market, all securities are expected returns commensurate with their 
riskiness, measured by ß. 

 Relevant Assumptions of CAPM 
(i) The investor’s objective is to maximize the utility of terminal wealth; 
(ii) Investors make choices on the basis of risk and return; 
(iii) Investors have identical time horizon;  
(iv) Investors have homogeneous expectations of risk and return; 
(v) Information is freely and simultaneously available to investors; 
(vi) There is risk-free asset, and investor can borrow and lend unlimited amounts 

at the risk-free rate; 
(vii) There are no taxes, transaction costs, restrictions on short rates or other 

market imperfections;  
(viii) Total asset quantity is fixed, and all assets are marketable and divisible. 

 (e)  Many factors determine the dividend policy of a company. Some of the factors 
determining the dividend policy are: 
(i) Dividend Payout ratio: A certain share of earnings to be distributed as 

dividend has to be worked out. This involves the decision to pay out or to 
retain. The payment of dividends results in the reduction of cash and, 
therefore, depletion of assets. In order to maintain the desired level of assets 
as well as to finance the investment opportunities, the company has to decide 
upon the payout ratio. D/P ratio should be determined with two bold objectives 
– maximising the wealth of the firms’ owners and providing sufficient funds to 
finance growth. 

(ii) Stability of Dividends: Generally investors favour a stable dividend policy. 
The policy should be consistent and there should be a certain minimum 
dividend that should be paid regularly. The liability can take any form, namely, 
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constant dividend per share; stable D/P ratio and constant dividend per share 
plus something extra. Because this entails – the investor’s desire for current 
income, it contains the information content about the profitability or efficient 
working of the company; creating interest for institutional investor’s etc. 

(iii) Legal, Contractual and Internal Constraints and Restriction: Legal and 
Contractual requirements have to be followed. All requirements of Companies 
Act, SEBI guidelines, capital impairment guidelines, net profit and insolvency 
etc., have to be kept in mind while declaring dividend. For example, insolvent 
firm is prohibited from paying dividends; before paying dividend accumulated 
losses have to be set off, however, the dividends can be paid out of current or 
previous years’ profit. Also there may be some contractual requirements which 
are to be honoured. Maintenance of certain debt equity ratio may be such 
requirements. In addition, there may be certain internal constraints which are 
unique to the firm concerned. There may be growth prospects, financial 
requirements, availability of funds, earning stability and control etc. 

(iv) Owner’s Considerations: This may include the tax status of shareholders, 
their opportunities for investment dilution of ownership etc. 

(v) Capital Market Conditions and Inflation: Capital market conditions and rate 
of inflation also play a dominant role in determining the dividend policy. The 
extent to which a firm has access to capital market, also affects the dividend 
policy. A firm having easy access to capital market will follow a liberal dividend 
policy as compared to the firm having limited access. Sometime dividends are 
paid to keep the firms ‘eligible’ for certain things in the capital market. In 
inflation, rising prices eat into the value of money of investors which they are 
receiving as dividends. Good companies will try to compensate for rate of 
inflation by paying higher dividends. Replacement decision of the companies 
also affects the dividend policy.  
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