
Test Series: April, 2014 

MOCK TEST PAPER –2 

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)  XYZ Food Pvt. Ltd., a franchisee of Domino’s (World famous food chain for 
delivering pizza at home) is considering a proposal of acquiring a fleet of motorbikes 
for delivery of pizzas at home of customers. Since pizzas are also delivered in late 
night and bikes are handled by different delivery boys (due shift working) the use of 
fleet will be very heavy. Hence it is expected that the motorbike shall be virtually 
worthless and scrapped after a period of 3 years. However they are taken out of 
services before 3 years there will be a positive ‘abandonment’ cash flow.  

 The initial cost of the bike will be `1,00,000. The expected post tax benefit (cash 
inflows) from the use of bike and abandonment cash inflows are as follows: 

Year  Operating Cash Flows (Rs.) Abandonment Cash Flows  
at end of year (Rs.) 

1 42,000 62,000 
2 40,000 40,000 
3 35,000 0 

 The cost of capital of XYZ Pvt. Ltd. is 10%. You are required to evaluate the proposal 
of acquisition of bikes and recommend preferable life of the same.  (5 Marks) 

(b)  The treasurer of a company expects to receive a cash inflow of $15,000,000 in 90 
days. The treasurer expects short-term interest rates to fall during the next 90 days.  
In order to hedge against this risk, the treasurer decides to use an FRA that expires 
in 90 days and is based on 90-day LIBOR. The FRA is quoted at 1.5%. At 
expiration, LIBOR is 1.25%. Assume that the notional principal on the contract is 
$15,000,000. 
(i) Indicate whether the treasurer should take a long or short position to hedge 

interest rate risk. 
(ii) Using the appropriate terminology identify the type of FRA used here. 
(iii) Calculate the gain or loss to the company as a consequence of entering the 

FRA. (5 Marks) 
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(c) Your forex dealer had entered into a cross currency deal and had sold US $ 
10,00,000 against EURO at US $ 1 = EURO 1.4400 for spot delivery. 
However, later during the day, the market became volatile and the dealer in 
compliance with his management’s guidelines had to square – up the position when 
the quotations were: 

 Spot US $ 1    INR 61.4300/4500 
 Spot US $ 1    EURO 1.4250/4350 
 What will be the gain or loss in the transaction?  (5 Marks) 
(d)  Pragya Limited has issued 75,000 equity shares of ` 10 each. The current market 

price per share is ` 24. The company has a plan to make a rights issue of one new 
equity share at a price of ` 16 for every four share held.  

 You are required to: 
(i)  Calculate the theoretical post-rights price per share; 
(ii) Calculate the theoretical value of the right alone; 
(iii) Show the effect of the rights issue on the wealth of a shareholder, who has 1,000 

shares assuming he sells the entire rights; and 
(iv) Show the effect, if the same shareholder does not take any action and ignores 

the issue.  (5 Marks) 
2.  (a) XY Ltd. has under its consideration a project with an initial investment of  

` 1,00,000. Three probable cash inflow scenarios with their probabilities of 
occurrence have been estimated as below: 

Annual cash inflow (` ) 20,000 30,000 40,000 
Probability 0.1 0.7 0.2 

The project life is 5 years and the desired rate of return is 20%. The estimated 
terminal values for the project assets under the three probability alternatives, 
respectively, are ` 0, 20,000 and 30,000. 
You are required to: 
(i)  Find the probable NPV; 
(ii)  Find the worst-case NPV and the best-case NPV; and 
(iii) State the probability occurrence of the worst case, if the cash flows are 

perfectly positively correlated over time.       (10 Marks) 
(b)  A mutual fund that had a net asset value of `16 at the beginning of a month, made 

income and capital gain distribution of `0.04 and `0.03 respectively per unit during 
the month, and then ended the month with a net asset value of `16.08. Calculate 
monthly and annual rate of return. (6 Marks) 
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3. (a)  An Indian importer has to settle an import bill for $ 1,30,000. The exporter has given 
the Indian exporter two options: 
(i)  Pay immediately without any interest charges. 
(ii)  Pay after three months with interest at 5 percent per annum. 
The importer's bank charges 15 percent per annum on overdrafts. The exchange 
rates in the market are as follows: 
Spot rate (` /$) : 48.35 /48.36 
3-Months forward rate (`/$) : 48.81 /48.83 
The importer seeks your advice. Give your advice.  (8 Marks) 

(b)  From the following particulars, calculate the effective interest p.a. as well as the 
total cost of funds to ABC Ltd., which is planning a CP issue: 
Issue Price of CP = ` 97,350 
Face Value = ` 1,00,000 
Maturity period = 3 months. 
Issue Expenses: 
Brokerage: 0.125% for 3 months. 
Rating Charges: 0.5% p.a. 
Stamp duty: 0.125% for 3 months       (8 Marks) 

4.  (a)  ABC Co. is considering a new sales strategy that will be valid for the next 4 years. 
They want to know the value of the new strategy. Following information relating to 
the year which has just ended, is available: 

Income Statement ` 
Sales 20,000 
Gross margin (20%) 4,000 
Administration, Selling & distribution expense (10%) 2,000 
PBT 2,000 
Tax (30%) 600 
PAT 1,400 
Balance Sheet Information  
Fixed Assets 8,000 
Current Assets 4,000 
Equity  12,000 
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If it adopts the new strategy, sales will grow at the rate of 20% per year for three 
years. The gross margin ratio, Assets turnover ratio, the Capital structure and the 
income tax rate will remain unchanged. 
Depreciation would be at 10% of net fixed assets at the beginning of the year. 
The Company’s target rate of return is 15%. 
Determine the incremental value due to adoption of the strategy. (8 Marks) 

(b)  Mr. A has short term investments in shares of the various companies. The details of 
these investments is as follows: 

Name of Company  No. of 
shares 

Geared 
Beta 

Current 
Market 
Price (`) 

Current 
Dividend 
Yield (%) 

Expected 
Return (%) 

T Ltd. (Face Value ` 50) 1000 1.55 280 6.8 21.00 
U Ltd. (Face Value ` 100) 1550 0.65 340 3.6 12.50 
V Ltd. (Face Value ` 20) 2600  1.26 150 6.4 18.00 
W Ltd. (Face Value `10) 4300  1.14 95 7.2 18.50 

Risk Free Rate of Return and market return are 6% and 16% respectively. 
You are required to: 
(a) Estimate the risk of Mr. A’s portfolio relative to market. 
(b) Whether the composition of portfolio should be changed if yes then how.  
  (8 Marks) 

5. (a)  A company is considering engaging a factor, the following information is available: 
(i) The current average collection period for the Company’s debtors is 80 days 

and ½% of debtors default. The factor has agreed to pay money due after 60 
days and will take the responsibility of any loss on account of bad debts. 

(ii) The annual charge for the factoring is 2% of turnover payable annually in 
arrears.  Administration cost saving is likely to be ` 1,00,000 per annum.  

(iii) Annual sales, all on credit, are ` 1,00,00,000. Variable cost is 80% of sales 
price.  The Company’s cost of borrowing is 15% per annum.  Assume the year 
is consisting of 365 days. 

Should the Company enter into a factoring agreement?   (8 Marks) 
(b)  Derivative Bank entered into a plain vanilla swap through on OIS (Overnight Index 

Swap) on a principal of ` 10 crores and agreed to receive MIBOR overnight floating rate 
for a fixed payment on the principal. The swap was entered into on Monday, 2nd August, 
2010 and was to commence on 3rd August, 2010 and run for a period of 7 days. 
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Respective MIBOR rates for Tuesday to Monday were: 
7.75%,8.15%,8.12%,7.95%,7.98%,8.15%. 
If Derivative Bank received ` 317 net on settlement, calculate Fixed rate and 
interest under both legs. 
Notes: 
(i) Sunday is Holiday. 
(ii)  Work in rounded rupees and avoid decimal working.  (8 Marks) 

6. (a)  ABC Company is considering acquisition of XYZ Ltd. which has 1.5 crores shares 
outstanding and issued. The market price per share is ` 400 at present. ABC's 
average cost of capital is 12%.Available information from XYZ indicates its expected 
cash accruals for the next 3 years as follows:  

Year ` Cr. 
1 250 
2 300 
3 400 

Calculate the range of valuation that ABC has to consider. (PV factors at 12% for 
years 1 to 3 respectively: 0.893, 0.797 and 0.712).  (8 Marks) 

(b)  X Ltd., has 8 lakhs equity shares outstanding at the beginning of the year. The 
current market price per share is ` 120. The Board of Directors of the company is 
contemplating ` 6.4 per share as dividend. The rate of capitalisation, appropriate to 
the risk-class to which the company belongs, is 9.6%: 
(i) Based on M-M Approach, calculate the market price of the share of the 

company, when the dividend is – (a) declared; and (b) not declared. 
(ii) How many new shares are to be issued by the company, if the company 

desires to fund an investment budget of ` 3.20 crores by the end of the year 
assuming net income for the year will be ` 1.60 crores?  (8 Marks) 

7. Write short notes on any of four of the following:  
(a) Cross Border Leasing 
(b) Global Depository Receipts (GDRs) 
(c) Different methods of evaluation of Mutual Funds 
(d) Capital Asset Pricing Model and its relevant assumptions 
(e) Determinants of Dividend Policy  (4 ×4 = 16 Marks) 
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