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PAPER – 2: STRATEGIC FINANCIAL MANAGEMENT 

SUGGESTED ANSWERS/HINTS 

1.  (a)  Let annual inflow after defraying management expenses be x. Then 

Period Inflow PVF @ 8% Year PV × Years 
2015 x 0.926 1 0.926x 
2016 x 0.857 2 1.714x 
2017 x 0.794 3 2.382x 
2018 x 0.735 4 2.94x 
2019 x 0.681 5 3.405x 
2020 x 0.630 6 3.78x 
2021 x 0.583 7 4.081x 
2021 100 0.583 7 408.10 

    19.228x + 408.10 

19.228x 408.10 5.5
100
+

=  

19.228x = 141.90 
x = 7.38 i.e. 7.38% (Post Management Expenses) 

Return before management expenses = 7.38 8.20%
0.90

=  

(b)  Amount realized on selling Danish Kroner 10,00,000 at Rs. 6.5150 per Kroner  
= Rs. 65,15,000.        
Cover at London:  
Bank buys Danish Kroner at London at the market selling rate.  
Pound sterling required for the purchase (DKK 10,00,000 ÷ DKK 11.4200) = GBP 
87,565.67 
Bank buys locally GBP 87,565.67 for the above purchase at the market selling rate 
of Rs. 74.3200.  
The rupee cost will be         = Rs. 65,07,88 
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Profit (Rs. 65,15,000 - Rs. 65,07,881)      = Rs. 7,119  
Cover at New York:  
Bank buys Kroners at New York at the market selling rate.  
Dollars required for the purchase of Danish Kroner (DKK10,00,000 ÷ 7.5670)  
= USD 1,32,152.77  
Bank buys locally USD 1,32,152.77 for the above purchase at the market selling rate of  
Rs. 49.2625.  
The rupee cost will be        = Rs. 65,10,176 
Profit (Rs. 65,15,000 - Rs. 65,10,176)      = Rs. 4,824 
The transaction would be covered through London which gets the maximum profit of 
Rs. 7,119 or lower cover cost at London Market by (Rs.65,10,176 - Rs.65,07,881) = 
Rs.2,295 

 (c)  (i) Present Value of the stock:- 

   Vo = 5.00(1.02)
0.10 0.02−

= Rs.63.75/-.  

 (ii)  Value of stock under the PE Multiple Approach  

Particulars  
Actual Stock Price Rs. 40.00 
Return on equity 8% 
EPS Rs. 3.00 
PE Multiple (1/Return on Equity) = 1/8% 12.50 
Market Price per Share Rs. 37.50 

  Since, Actual Stock Price is higher, hence it is overvalued. 
 (iii) Value of the Stock under the Earnings Growth Model 

Particulars  
Actual Stock Price Rs. 40.00 
Return on equity 8% 
EPS Rs. 3.00 
Growth Rate 2% 
Market Price per Share [EPS ×(1+g)]/(Ke – g) Rs. 51.00 
 = Rs. 3.00 × 1.02/0.06  

  Since, Actual Stock Price is lower, hence it is undervalued. 
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(d)  (i)  Calculation of theoretical minimum price of a 6 months forward contract-  
 Theoretical minimum price = Rs. 1,800 + (Rs. 1,800 x 12/100 x 6/12) = Rs. 

1,908 
(ii)  Arbitrage Opportunity-  
 The arbitrageur can borrow money @ 12 % for 6 months and buy the shares at 

Rs. 1,800.  At the same time he can sell the shares in the futures market at  
Rs. 1,950. On the expiry date 6 months later, he could deliver the share and 
collect Rs. 1,950 pay off Rs. 1,908 and record a profit of Rs.  42 (Rs. 1,950 – 
Rs. 1,908)  

2. (a) Working Notes: 
(i)  Calculation of Tax Benefit on Depreciation/ Short Term Capital Loss 

Year Opening WDV Depreciation Closing WDV Tax Shield 
1 1000000 250000 750000 82500 
2 750000 187500 562500 61875 
3 562500 140625 421875 46406 
4 421875 105469 316406 34805 
5 316406 249406* - 82304 

* Short Term Capital Loss 
(ii)  PV of cash outflow under Borrowing Option 

Year Investment/Salvage Tax Benefit 
on Dep. 

PVF @ 8.04% PV 

0 (1000000) - 1.00 (1000000) 
1 - 82500 0.925 76313 
2 - 61875 0.857 53027 
3 - 46406 0.793 36800 
4 - 34805 0.734 25547 
5 - 82304 0.679 55885 
5 67000 - 0.679 45493 

    (706935) 

(iii)  PV of cash outflow under Leasing Option 

Year Lease Rental after Tax PVAF@8.04% PV 
1-5 270000(1-0.33) = (180900) 3.988 (721429) 
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(a)  Since PV of cash outflows is least in case of Borrowing option hence it 
shall be more advantageous to go for the same. 

(b)  (i)  Sensitivity to Borrowing Rate can be calculated by determining the 
rate of borrowing (post tax) at which PV of cash flows shall be equal 
under both options i.e. IRR. 
Let us discount the cash flow using discount rate of 10%. 
PV of cash outflow under Borrowing Option 

Year Investment/
Salvage 

Tax Benefit on 
Dep. 

PVF@ 
10% 

PV 

0 (1000000) - 1.00 (1000000) 
1 - 82500 0.909 74993 
2 - 61875 0.826 51109 
3 - 46406 0.751 34851 
4 - 34805 0.683 23772 
5 - 82304 0.621 51111 
5 67000 - 0.621 41607 
    (722557) 

PV of cash outflow under Leasing Option 

Year Lease Rental after Tax PVAF@10% PV 
1-5 270000(1-0.33) = (180900) 3.79 (685611) 

NPV @ 8.04% = 706935 – 721429 = -14494 
NPV @ 10% = 722557 – 685611 = 36946 
Using IRR Formula: 

= 8.04)(10
36946-14494-

14494- 8.04 −×+  

  = 8.55% 

  Sensitivity of Borrowing Rate = 
8.55-8.04 100

8.55
× = 5.96% 

 (ii)  Sensitivity of Residual Value 
 Let R be Residual Value at which PV of cash flow shall be equal 

under both options.   
PV of cash outflow under Borrowing Option 
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Year Investment/
Salvage 

Tax 
Benefit 

PVF@ 
8.04% 

PV 

0 (1000000) - 1.00 (1000000) 
1 - 82500 0.925 76313 
2 - 61875 0.857 53027 
3 - 46406 0.793 36800 
4 - 34805 0.734 25547 
5 - (316406-R) 

0.33 
0.679 70897 – 0.224R 

5 R - 0.679 0.679 R 
    (737416)+0.455R 

Accordingly (737416) + 0.455R = (721429) 
R = 35136 

Sensitivity of Residual Value = 35136-67000 100
67000

× = 47.56% 

 (iii)  Sensitivity of Initial Outlay 
Let Initial Outlay be I then PV of Cash Outflow under Borrowing option 
shall be: 
= I – 293065 and accordingly 
(I – 293065) = (721429) 
I = 1014494 

Sensitivity of Initial Investment = 
1014494-1000000 100

1000000
× = 1.4494% 

Thus from above it is clear that among above sensitivity of Residual 
Value is the most. 

(b)  
 12 Months 24 Months 
1. Total Annual 
 Charges for Loan 

Rs. 3,800 X 12 – 
Rs.40,000 =  Rs. 5,600 

(Rs. 2,140X24 – Rs. 
40,000)/2 = Rs. 5,680 

2.  Flat Rate of 
 Interest (F) 

Rs.5,600
100 14%

Rs.40,000
× =  

Rs. 5,680
100 14.20%

Rs. 40,000
× =
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3.  Effective Interest 
 Rate  

n
2F

n 1
×

+
= 

12
28

13
× = 

25.85% 

n
2F

n 1
×

+
= 

24
28.40

25
× = 

27.26% 

3.  (a)  Total market value of C Ltd is = 1,00,000 x Rs. 15  = Rs. 15,00,000 
PE ratio (given)                  = 10  
Therefore, earnings                  = Rs. 15,00,000 /10  

            = Rs. 1,50,000 
Total market value of B Ltd. is = 5,00,000 x Rs. 12 = Rs. 60,00,000 
PE ratio ( given)                    = 17  
Therefore, earnings                      = Rs. 60,00,000/17  

            = Rs. 3,52,941 
The number of shares to be issued by B Ltd. 
Rs. 15,00,000 ÷ 12                       = 1,25,000 
Total number of shares of B Ltd      = 5,00,000 + 1,25,000 = 6,25,000 
The EPS of the new firm is               = (Rs. 3,52,941+Rs.1,50,000)/6,25,000 

   = Re. 0.80 
The present EPS of B Ltd is             = Rs. 3,52,941 /5,00,000 

           = Rs. 0.71 
So the EPS affirm B will increase from Re. 0.71 to Rs. 0.80 as a result of merger. 

(b)  Working Notes: 
 Required Rate of Return using CAPM 
 6% + 1.5(10% - 6%) = 12% 

 Average Growth Rate = 
1/414.00 1

12.20
− 

 
 

 =3.5% 

 Payout Ratio = 

 
8.20 8.10 7.90 7.80 7.70 14.00 13.60 13.10 12.70 12.20

5 5
+ + + + + + + +

÷   
   
   

 

 = 13.12
7.94

= 0.605 say 60% 
1.  Market Price of Share using Dividend Valuation Model if there is no change in 

Dividend Policy and assuming constant growth rate, 
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P = 
D

1
k ge −

= 8.20 1.035
0.12 0.035

×

−
= 

0.085
8.487 =Rs. 99.85 

2.  Market Price of Share using Earning Growth Model assuming retention ratio 
inconstant and return on investment perpetual: 

P = 
brk

br)b)(1E(1-
e −

+ = 
15%)(0.500.12

15%)0.500.50)(114.00(1-
×−

×+ = 
0.075-0.12

7.525  

   = Rs. 167.22 

4. (a) (i)  Calculation of Portfolio Beta 

Security Price of 
the Stock 

No. of 
shares 

Value Weightage 
wi 

Beta 
Βi 

Weighted 
Beta 

A 349.30 5,000 17,46,500 0.093 1.15 0.107 
B 480.50 7,000 33,63,500 0.178 0.40 0.071 
C 593.52 8,000 47,48,160 0.252 0.90 0.227 
D 734.70 10,000 73,47,000 0.390 0.95 0.370 
E 824.85 2,000 16,49,700 0.087 0.85 0.074 
   1,88,54,860   0.849 

  Portfolio Beta = 0.849 
(ii)  Calculation of Theoretical Value of Future Contract 

Cost of Capital = 10.5% p.a. Accordingly, the Continuously Compounded Rate 
of Interest ln(1.105) = 0.0998 

  For February 2013 contract, t= 58/365= 0.1589 
  Further F= Sert 

  F= Rs. 5,900e(0.0998)(0.1589)  
  F= Rs. 5,900e0.015858 

  F= Rs. 5,900X1.01598 = Rs. 5,994.28                
(iii)  When total portfolio is to be hedged: 

   = Value of Spot Position requiring hedging Portfolio Beta
Value of Future Contract

×  

  = io0.849
2005994.28
01,88,54,86

×
×

= 13.35 contracts say 13 or 14 contracts           
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(iv)  When total portfolio beta is to be reduced to 0.6: 

  Number of Contracts to be sold = o
F

βP( '
PP )−β  

   = io
2005994.28

0.600)-(0.84901,88,54,86
×

= 3.92 contracts say 4 contracts 

(b)  (a) The Betas of two stocks: 
   Aggressive stock    - 40% - 4%/25% - 7% = 2 
   Defensive stock    - 18% - 9%/25% - 7% = 0.50 

(b) Expected returns of the two stocks:- 
   Aggressive stock    - 0.5 x 4% + 0.5 x 40% = 22% 
   Defensive stock    - 0.5 x 9% + 0.5 x 18% = 13.5% 

(c) Expected return of market portfolio = 0.5 x 7% + 0.5% x 25% = 16% 
   ∴ Market risk prem. = 16% - 7.5% = 8.5% 
   ∴ SML is, required return = 7.5% + βi 8.5% 

(d) Rs = α + βRm 

   Where  
   α = Alpha 
   β = Beta 
   Rm= Market Return 
   For Aggressive Stock 
   22% = αA + 2(16%) 
   αA = -10% 
   For Defensive Stock 
   13.5% = αD + 0.50(16%) 
   αD = 5.5% 
5. (a)  (i) Current price of the Bond = 100 x [1-{45/360} x 0.06] = Rs.99.25    
   Alternatively, the current price of bond may also be calculated as follows: 

   06.0
45

360
D100

D
=×

−
 

   
360
4506.0

D100
D

×=
−
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8
106.0

D100
D

×=
−

 

   8D = 6 – 0.06D 
   8.06D = 6 

   D = 7444.0
06.8
6

=  

   Current price of the bond = Face value – D 
   = Rs.100 – 0.7444 = Rs.99.2556 

(ii) Bond equivalent yield = .A.P%045.6
45

360
25.99

25.99100
=×

−  

(iii) Effective annual return = [ ] 1)8/06045.0(+1 8 -  =  6.207% P.A.. 

Note: If a year of 365 days is considered the Bond equivalent yield and 
Effective annual return works out to 6.296% P.A. 

(b)  In the given case, the exchange rates are indirect. These can be converted into 
direct rates as follows: 
Spot rate 

GBP = 1.5673USD
1

 to5617.1USD
1

 

USD = GBP 0.64033  - GBP 0.63804 
6 months’ forward rate 

GBP = 1.5609USD
1

 to5455.1USD
1

 

USD = GBP 0.64704  - GBP 0.64066 
Payoff in 3 alternatives 
i. Forward Cover  

   Amount payable   USD 3,64,897 
   Forward rate    GBP 0.64704 
   Payable in GBP   GBP 2,36,103 

© The Institute of Chartered Accountants of India



ii. Money market Cover 

Amount payable USD 3,64,897 

PV @ 4.5% for 6 months i.e. 0.9779951 = 1.0225
1

 
USD 3,56,867 

 
Spot  rate purchase GBP 0.64033 
Borrow GBP 3,56,867 x 0.64033 GBP 2,28,512 
Interest for 6 months @ 7 % 7,998 
          - 
Payable after 6 months GBP 2,36,510 
  

iii. Currency options 

Amount payable USD 3,64,897 
Unit in Options contract GBP 12,500 
Value in USD at strike rate of 1.70 (GBP 12,500 x 1.70) USD 21,250 
Number of contracts USD 3,64,897/ USD 21,250 17.17 
Exposure covered USD  21,250 x 17 USD 3,61,250 
Exposure to be covered by Forward ( USD 3,64,897 – USD 
3,61,250) 

USD 3,647 

Options premium 17 x GBP 12,500 x 0.096 USD 20,400 
Premium in GBP (USD 20,400 x 0.64033) GBP 13,063 
Total payment in currency option  
 Payment under option (17 x 12,500) GBP 2,12,500 
 Premium payable GBP 13,063 
 Payment for forward cover (USD 3,647 x 0.64704) GBP 2,360 
 GBP 2,27,923 

   Thus total payment in:  

(i) Forward Cover 2,36,103 GBP 
(ii) Money Market 2,36,510 GBP 
(iii) Currency Option 2,27,923 GBP  
The company should take currency option for hedging the risk. 
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6. (a)  Share holders’ funds              (Rs. Lakhs) 

Particulars Fortune India 
Ltd. 

Fortune Pharma 
Ltd. 

Fortune India (FMCG) 
Ltd. 

Assets 70,000 25,100 44,900 
Outside liabilities 25,000  4,100 20,900 
Net worth 45,000 21,000 24,000 

1. Calculation of Shares of Fortune Pharma Ltd. to be issued to 
shareholders of Fortune India Ltd. 

 Fortune Pharma Ltd. 
Estimated Profit (Rs. in lakhs) 1,470 
Estimated market price (Rs.)  24.5 
Estimated P/E 25 
Estimated EPS (Rs.) 0.98 
No. of shares lakhs 1,500 

 Hence, Ratio is 1 share of Fortune Pharma Ltd. for 2 shares of Fortune India 
Ltd.  

2. Expected market price of Fortune India Ltd. 

 Fortune India (FMCG) Ltd. 
Estimated Profit (Rs. in lakhs) 11,400 
No. of equity shares (Rs. in lakhs) 3,000 
Estimated EPS (Rs.) 3.8 
Estimated P/E 42 
Estimated market price (Rs.) 159.60 

3. Book value per share 

 Fortune Pharma Ltd. Fortune India (FMCG) Ltd. 
Net worth (Rs.in lakhs) 21,000 24,000 
No. of shares (Rs. in lakhs) 1,500 3,000 
Book value of shares Rs. 14 Rs. 8 
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(b) Since the direct quote for ¥ and Rs. is not available it will be calculated by cross 
exchange rate as follows: 
Rs./$ x $/¥ = Rs./¥ 
62.22/102.34 = 0.6080         
Spot rate on date of export  1¥ = Rs. 0.6080      
Expected Rate of ¥ for August 2014 = Rs. 0.5242 (Rs. 65/¥124) 
Forward Rate of ¥ for August 2014 = Rs. 0.6026 (Rs. 66.50/¥110.35)  
(i)  Calculation of expected loss without hedging 

Value of export at the time of export (Rs. 0.6080 x 
¥10,000,000) 

Rs. 60,80,000 

Estimated payment to be received on Aug. 2014 (Rs. 0.5242 x 
¥10,000,000) 

Rs. 52,42,000 

Loss Rs.   8,38,000 

 Hedging of loss under Forward Cover 

Rs. Value of export at the time of export (Rs. 0.6080 x 
¥10,000,000) 

Rs. 60,80,000 

Payment to be received under Forward Cover (Rs. 0.6026 x 
¥10,000,000) 

Rs. 60,26,000 

Loss Rs.      54,000 

 By taking forward cover loss is reduced to Rs. 54,000.     
(ii)  Actual Rate of ¥ on August 2014 = Rs. 0.5977 (Rs. 66.25/¥110.85)     

  Value of export at the time of export (Rs. 0.6080 x 
¥10,000,000) 

Rs. 60,80,000 

Estimated payment to be received on Aug. 2014 (Rs. 0.5977 x 
¥10,000,000) 

Rs. 59,77,000 

Loss Rs.   1,03,000 

 The decision to take forward cover is still justified. 
7. (a)  The success of any business is measured in financial terms.  Maximising value to 

the shareholders is the ultimate objective.  For this to happen, at every stage of its 
operations including policy-making, the firm should be taking strategic steps with 
value-maximization objective.  This is the basis of financial policy being linked to 
strategic management.  

 

© The Institute of Chartered Accountants of India



The linkage can be clearly seen in respect of many business decisions.  For 
example: 
(i) Manner of raising capital as source of finance and capital structure are the 

most important dimensions of strategic plan.  
(ii) Cut-off rate (opportunity cost of capital) for acceptance of investment 

decisions. 
(iii) Investment and fund allocation is another important dimension of interface of 

strategic management and financial policy. 
(iv) Foreign Exchange  exposure and risk management. 
(v) Liquidity management 
(vi) A dividend policy decision deals with the extent of earnings to be distributed 

and a close interface is needed to frame the policy so that the policy should be 
beneficial for all. 

(vii) Issue of bonus share is another dimension involving the strategic decision. 
Thus from above discussions it can be said that financial policy of a company 
cannot be worked out in isolation to other functional policies. It has a wider appeal 
and closer link with the overall organizational performance and direction of growth. 

(b) Cap: It is a series of call options on interest rate covering a medium-to-long term 
floating rate liability. Purchase of a Cap enables the a borrowers to fix in advance a 
maximum borrowing rate for a specified amount and for a specified duration, while 
allowing him to avail benefit of a fall in rates. The buyer of Cap pays a premium to 
the seller of Cap. 

 Floor: It is a put option on interest rate. Purchase of a Floor enables a lender to fix 
in advance, a minimal rate for placing a specified amount for a specified duration, 
while allowing him to avail benefit of a rise in rates. The buyer of the floor pays the 
premium to the seller. 

 Collars: It is a combination of a Cap and Floor. The purchaser of a Collar buys a 
Cap and simultaneously sells a Floor. A Collar has the effect of locking its 
purchases into a floating rate of interest that is bounded on both high side and the 
low side. 

(c)  Exchange Traded Funds (ETFs) were introduced in US in 1993 and came to India 
around 2002. ETF is a hybrid product that combines the features of an index mutual 
fund and stock and hence, is also called index shares. These funds are listed on the 
stock exchanges and their prices are linked to the underlying index. The authorized 
participants act as market makers for ETFs. 

 ETF can be bought and sold like any other stock on stock exchange. In other words, 
they can be bought or sold any time during the market hours at prices that are 
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expected to be closer to the NAV at the end of the day. NAV of an ETF is the value 
of the underlying component of the benchmark index held by the ETF plus all 
accrued dividends less accrued management fees. 

 There is no paper work involved for investing in an ETF. These can be bought like 
any other stock by just placing an order with a broker. 

 Some other important features of ETF are as follows:  
1. It gives an investor the benefit of investing in a commodity without physically 

purchasing the commodity like gold, silver, sugar etc. 
2. It is launched by an asset management company or other entity. 
3. The investor does not need to physically store the commodity or bear the costs 

of upkeep which is part of the administrative costs of the fund. 
4. An ETF combines the valuation feature of a mutual fund or unit investment 

trust, which can be bought or sold at the end of each trading day for its net 
asset value, with the tradability feature of a closed-end fund, which trades 
throughout the trading day at prices that may be more or less than its net asset 
value. 

(d)  The term Repurchase Agreement (Repo) and Reverse Repurchase Agreement 
(Reverse Repo) refer to a type of transaction in which money market participant 
raises funds by selling securities and simultaneously agreeing to repurchase the 
same after a specified time generally at a specified price, which typically includes 
interest at an agreed upon rate. Such a transaction is called a Repo when viewed 
from the perspective of the seller of securities (the party acquiring funds) and 
Reverse Repo when described from the point of view of the supplier of funds. 

 Indian Repo market is governed by Reserve Bank of India. At present Repo is 
permitted between 64 players against Central and State Government Securities 
(including T-Bills) at Mumbai. 

(e)  The Dow Jones Theory is probably the most popular theory regarding the behaviour 
of stock market prices. The theory derives its name from Charles H. Dow, who 
established the Dow Jones & Co., and was the first editor of the Wall Street Journal 
– a leading publication on financial and economic matters in the U.S.A. Although 
Dow never gave a proper shape to the theory, ideas have been expanded and 
articulated by many of his successors. Let us study the theory once again but in 
detail. 

 The Dow Jones theory classifies the movements of the prices on the share market 
into three major categories: 
• Primary movements, 
• Secondary movements, and 
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• Daily fluctuations. 
(i)  Primary Movements: They reflect the trend of the stock market and last 

from one year to three years, or sometimes even more. 
 If the long range behaviour of market prices is seen, it will be observed 

that the share markets go through definite phases where the prices are 
consistently rising or falling. 

 These phases are known as bull and bear phases. 

 
 During a bull phase, the basic trend is that of rise in prices. Graph 1 

above shows the behaviour of stock market prices in bull phase. 
 Students would notice from the graph that although the prices fall after 

each rise, the basic trend is that of rising prices, as can be seen from the 
graph that each trough prices reach, is at a higher level than the earlier 
one. Similarly, each peak that the prices reach is on a higher level than 
the earlier one. Thus P2 is higher than P1 and T2 is higher than T1. This 
means that prices do not rise consistently even in a bull phase. They rise 
for some time and after each rise, they fall. However, the falls are of a 
lower magnitude than earlier. As a result, prices reach higher levels with 
each rise. 

 Once the prices have risen very high, the b.ear phase in bound to start, 
i.e., price will start falling. Graph 2 shows the typical behaviour of prices 
on the stock exchange in the case of a bear phase. It would be seen that 
prices are not falling consistently and, after each fall, there is a rise in 
prices. However, the rise is not much as to take the prices higher than the 
previous peak. It means that each peak and trough is now lower than the 
previous peak and trough. 
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 The theory argues that primary movements indicate basic trends in the 

market. It states that if cyclical swings of stock market price indices are 
successively higher, the market trend is up and there is a bull market. On 
the contrary, if successive highs and lows are successively lower, the 
market is on a downward trend and we are in a bear market. This theory 
thus relies upon the behaviour of the indices of share market prices in 
perceiving the trend in the market. 

 According to this theory, when the lines joining the first two troughs and 
the lines joining the corresponding two peaks are convergent, there is a 
rising trend and when both the lines are divergent, it is a declining trend. 

(ii)  Secondary Movements: We have seen that even when the primary trend 
is upward, there are also downward movements of prices. Similarly, even 
where the primary trend is downward, there is an upward movement of 
prices also. These movements are known as secondary movements and 
are shorter in duration and are opposite in direction to the primary 
movements. These movements normally last from three weeks to three 
months and retrace 1/3 to 2/3 of the previous advance in a bull market or 
previous fall in the bear market. 

(iii)  Daily Movements: There are irregular fluctuations which occur every day 
in the market. These fluctuations are without any definite trend. Thus if 
the daily share market price index for a few months is plotted on the 
graph it will show both upward and downward fluctuations. These 
fluctuations are the result of speculative factors. An investment manager 
really is not interested in the short run fluctuations in share prices since 
he is not a speculator. It may be reiterated that any one who tries to gain 
from short run fluctuations in the stock market, can make money only by 
sheer chance. The investment manager should scrupulously keep away 
from the daily fluctuations of the market. He is not a speculator and 
should always resist the temptation of speculating. 

 Such a temptation is always very attractive but must always be resisted. 
Speculation is beyond the scope of the job of an investment manager. 
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 Timing of Investment Decisions on the Basis of Dow Jones Theory: 
Ideally speaking, the investment manager would like to purchase shares 
at a time when they have reached the lowest trough and sell them at a 
time when they reach the highest peak. 

 However, in practice, this seldom happens. Even the most astute 
investment manager can never know when the highest peak or the lowest 
trough has been reached. Therefore, he has to time his decision in such a 
manner that he buys the shares when they are on the rise and sells them 
when they are on the fall. It means that he should be able to identify 
exactly when the falling or the rising trend has begun. 

 This is technically known as identification of the turn in the share market 
prices. Identification of this turn is difficult in practice because of the fact 
that, even in a rising market, prices keep on falling as a part of the 
secondary movement. Similarly even in a falling market prices keep on 
rising temporarily. How to be certain that the rise in prices or fall in the 
same is due to a real turn in prices from a bullish to a bearish phase or 
vice versa or that it is due only to short-run speculative trends? 

 Dow Jones theory identifies the turn in the market prices by seeing 
whether the successive peaks and troughs are higher or lower than 
earlier. Consider the following graph: 

 
 According to the theory, the investment manager should purchase 

investments when the prices are at T1. At this point, he can ascertain that 
the bull trend has started, since T2 is higher than T1 and P2 is higher 
than P1. 

 Similarly, when prices reach P7 he should make sales. At this point he 
can ascertain that the bearish trend has started, since P9 is lower than 
P8 and T8 is lower than T7. 
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