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Test Series: March 2019 

MOCK TEST PAPER –1 

FINAL (NEW) COURSE: GROUP – I 

PAPER – 2 : STRATEGIC FINANCIAL MANAGEMENT  

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

Time Allowed – 3 Hours           Maximum Marks – 100 

1.  (a) A Mutual Fund is holding the following assets in Rs. Crores : 

Investments in diversified equity shares  90.00 

Cash and Bank Balances   10.00 

       100.00 

 The Beta of the portfolio is 1.1. The index future is selling at 4300 level. The Fund Manager 
apprehends that the index will fall at the most by 10%. Calculate the number of index futures he 
should short for perfect hedging. One index future consists of 50 units.  

Evaluate your answer assuming the Fund Manager's apprehension will materialize. (7 Marks) 

(b)  EFD Ltd. is an export business house. The company prepares invoice in customers' currency. Its 
debtors of US$. 10,000,000 is due on April 1, 2015. 

Market information as at January 1, 2015 is: 

Exchange rates US$/INR Currency Futures US$/INR 

Spot  0.016667 Contract size: Rs.  24,816,975 

1-month forward 0.016529 1-month 0.016519 

3-months forward 0.016129 3-month 0.016118 
 

 Initial Margin Interest rates in India 

1-Month Rs. 17,500 6.5% 

3-Months Rs. 22,500 7% 

 On April 1, 2015 the spot rate US$/INR is 0.016136 and currency future rate is 0.016134.  

 Recommend as to which of the following methods would be most advantageous to EFD Ltd. 

(i)  Using forward contract 

(ii)  Using currency futures 

(iii)  Not hedging the currency risk (7 Marks) 

(c)  Explain some of the innovative ways to finance a startup.  (6 Marks) 

2. (a)  TM Fincorp has bought a 6 x 9 Rs. 100 crore Forward Rate Agreement (FRA) at 5.25%. On fix ing 
date reference rate i.e. MIBOR turns out be as follows:  

Period Rate (%) 

3 months 5.50 

6 months 5.70 

9 months 5.85 

You are required to calculate: 

(i) Profit/Loss to TM Fincorp. in terms of basis points. 
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(ii) The settlement amount.  

(Assume 360 days in a year)  (8 Marks) 

(b)  The risk-free rate of return Rf is 9 percent. The expected rate of return on the market portfolio Rm 

is 13 percent. The expected rate of growth for the dividend of Platinum Ltd. is 7 percent. The last 
dividend paid on the equity stock of firm A was                 Rs. 2.00. The beta of Platinum Ltd. equity stock 
is 1.2. 

(i)  Calculate the equilibrium price of the equity stock of Platinum Ltd.? 

(ii) Also, calculate the equilibrium price when 

• The inflation premium increases by 2 percent? 

• The expected growth rate increases by 3 percent? 

• The beta of Platinum Ltd. equity rises to 1.3?  (8 Marks) 

(c) Describe the characteristics of financial instruments. (4 Marks) 

3. (a)  On January 1, 2013 an investor have a portfolio of 5 shares as given below: 

Security Price No. of Shares Beta 

A 349.30 5,000 1.15 
B 480.50 7,000 0.40 

C 593.52 8,000 0.90 

D 734.70 10,000 0.95 

E 824.85 2,000 0.85 

The cost of capital to the investor is 10.5% per annum. 

You are required to calculate:  

(i) The beta of his portfolio. 

(ii) The theoretical value of the NIFTY futures for February 2013. 

(iii) The number of contracts of NIFTY the investor needs to sell to get a full hedge until 
February for his portfolio if the current value of NIFTY is 5900 and NIFTY futures have a 
minimum trade lot requirement of 200 units.  Assume that the futures are trading at their fair 
value. 

(iv) The number of future contracts the investor should trade if he desires to reduce the beta of 
his portfolios to 0.6. 

No. of days in a year be treated as 365. 

Given: In (1.105) = 0.0998 and e(0.015858)   = 1.01598   (8 Marks) 

(b)  The following information is available with respect of Krishna Ltd.  

Year Krishna Ltd. 
Average share price 

Dividend 
per Share 

Average 
Market Index 

Dividend 
Yield 

Return on 
Govt. bonds 

 Rs. Rs.    

2012 245 20 2013 4% 7% 

2013 253 22 2130 5% 6% 

2014 310 25 2350 6% 6% 

2015 330 30 2580 7% 6% 

 Calculate the Beta Value of the Krishna Ltd. at the end of 2015 and State your observation. 

(8 Marks) 
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(c)  Describe the concept of ‘Evaluation of Technical Analysis’.  (4 Marks) 

4. (a)  Orange purchased 200 units of Oxygen Mutual Fund at Rs. 45 per unit on 31st December, 2009. 
In 2010, he received Rs. 1.00 as dividend per unit and a capital gains distribution of Rs. 2 per 
unit. 

Required: 

(i) Calculate the return for the period of one year assuming that the NAV as on 31st December 
2010 was Rs. 48 per unit. 

(ii)  Calculate the return for the period of one year assuming that the NAV as on 31 st December 
2010 was Rs. 48 per unit and all dividends and capital gains distributions have been 
reinvested at an average price of Rs. 46.00 per unit. Ignore taxation. (8 Marks)  

(b)  On April 3, 2016, a Bank quotes the following: 

Spot exchange Rate (US $ 1) INR 66.2525 INR 67.5945 

2 months’ swap points     70  90 

3 months’ swap points  160  186 

In a spot transaction, delivery is made after two days. 

Assume spot date as April 5, 2016. 

Assume 1 swap point = 0.0001, 

Calculate: 

(i) swap points for 2 months and 15 days.  (For June 20, 2016),  

(ii) foreign exchange rate for June 20, 2016, and  

(iii) the annual rate of premium/discount of US$ on INR, on an average rate . (8 Marks) 

(c)  Explain the pricing of the securitized Instruments. 

     OR 

Describe the concept of ‘Stripped Securities’.  (4 Marks) 

5. (a)  You have following quotes from Bank A and Bank B:  

 Bank A Bank B 

SPOT USD/CHF 1.4650/55 USD/CHF 1.4653/60 

3 months 5/10  

6 months 10/15  

SPOT GBP/USD 1.7645/60 GBP/USD 1.7640/50 

3 months 25/20  

6 months 35/25  

Calculate: 

(i) How much minimum CHF amount you have to pay for 1 Million GBP spot?  

(ii) Considering the quotes from Bank A only, for GBP/CHF what are the Implied Swap points 
for Spot over 3 months? (8 Marks)  

(b)  Delta Ltd.’s current financial year’s income statement reports its net income as  Rs. 15,00,000. 
Delta’s marginal tax rate is 40% and its interest expense for the year was  Rs. 15,00,000. The 
company has Rs. 1,00,00,000 of invested capital, of which 60% is debt. In addition, Delta Ltd. 
tries to maintain a Weighted Average Cost of Capital (WACC) of 12.6%. 

(i) Calculate the operating income or EBIT earned by Delta Ltd. in the current year.  
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(ii)  Calculate the Delta Ltd.’s Economic Value Added (EVA) for the current year?  

(iii)  Delta Ltd. has 2,50,000 equity shares outstanding. According to the  EVA you calculated in 
(ii), Evaluate how much can Delta pay in dividend per share before the value of the 
company would start to decrease? If Delta does not pay any dividends, Evaluate what would 
you expect to happen to the value of the company? (8 Marks) 

(c)  State the Benefits available to Micro, Small or Medium enterprises.  (4 Marks) 

6. (a)  The Nishan Ltd. has 35,000 shares of equity stock outstanding with a book value of Rs.20 per 
share.  It owes debt Rs. 15,00,000 at an interest rate of 12%.  Selected financial results are as 
follows. 

Income and Cash Flow      Capital 

 EBIT Rs.  80,000  Debt Rs. 1,500,000 

 Interest 1,80,000    Equity         7,00,000 

 EBT (Rs. 1,00,000)   Rs.  2,200,000 

 Tax                     0 

 EAT (Rs. 1,00,000) 

 Depreciation Rs.     50,000 

 Principal repayment (Rs.    75,000) 

 Cash Flow (Rs.  1,25,000) 

 Evaluate and Restructure the financial line items shown assuming a composition in which 
creditors agree to convert two thirds of their debt into equity at book value.  Assume Nishan will 
pay tax at a rate of 15% on income after the restructuring, and that principal repayments are 
reduced proportionately with debt.  Demonstrate as to who will control the company and by how 
big a margin after the restructuring? (8 Marks) 

(b)  Mr. Abhishek is interested in investing Rs. 2,00,000 for which he is considering following three 
alternatives:  

(i)  Invest Rs. 2,00,000 in Mutual Fund X (MFX)  

(ii)  Invest Rs. 2,00,000 in Mutual Fund Y (MFY)  

(iii)  Invest Rs. 1,20,000 in Mutual Fund X (MFX) and Rs. 80,000 in Mutual Fund Y (MFY)  

 Average annual return earned by MFX and MFY is 15% and 14% respectively. Risk free rate of 
return is 10% and market rate of return is 12%.  

 Covariance of returns of MFX, MFY and market portfolio Mix are as follow:  

   MFX   MFY   Mix  

MFX   4.800   4.300  3.370 

MFY   4.300   4.250  2.800 

Mix    3.370   2.800  3.100 

You are required to calculate:  

(i)  variance of return from MFX, MFY and market return,  

(ii)  portfolio return, beta, portfolio variance and portfolio standard deviation,  

(iii)  expected return, systematic risk and unsystematic risk; and  

(iv)  Sharpe ratio, Treynor ratio and Alpha of MFX, MFY and Portfolio Mix. (12 Marks) 
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SUGGESTED ANSWERS/HINTS  

1. (a)  Number of index future to be sold by the Fund Manager is: 

  
1.1×90,00,00,000

4,300×50
= 4,605 

Justification of the answer: 

Loss in the value of the portfolio if the index falls by 10% is  Rs. 
11

x90 Crore
100

= Rs. 9.90 Crore. 

Gain by short covering of index future is: 
0.1 4,300 50 4,605

1,00,00,000

  
= 9.90 Crore 

This justifies the answer. Further, cash is not a part of the portfolio.  

(b)  Receipts using a forward contract = $10,000,000/0.016129 =  Rs. 620,001,240 

Receipts using currency futures  

The number of contracts needed is ($10,000,000/0.016118)/24,816,975 = 25 

Initial margin payable is 25 contracts x Rs.  22,500 =  Rs.  5,62,500 

On April 1,2015Close at 0.016134  

Receipts = US$10,000,000/0.016136 =  Rs.  619,732,276 

Variation Margin =  

[(0.016134 – 0.016118) x 25 x 24,816,975/-]/0.016136 

OR (0.000016x 25 x 24,816,975)/.016136 = 9926.79/0.016136  =  Rs.  615,195 

Less: Interest Cost – Rs.   5,62,500x 0.07 x 3/12 = Rs.  9,844 

Net Receipts  Rs.  620,337,627 

Receipts under different methods of hedging  

Forward contract Rs.  620,001,240 

Futures Rs.  620,337,627 

No hedge  (US$ 10,000,000/0.016136) Rs.  619,732,276 

The most advantageous option would have been to hedge with futures.  

(c)  Every startup needs access to capital, whether for funding product development, acquiring 
machinery and inventory, or paying salaries to its employee. Most entrepreneurs think first of 
bank loans as the primary source of money, only to find out that banks are really the least likely 
benefactors for startups. So, innovative measures include maximiz ing non-bank financing. 

Here are some of the sources for funding a startup: 

(i) Personal financing. It may not seem to be innovative but you may be surprised to note that 
most budding entrepreneurs never thought of saving any money to start a business. This is 
important because most of the investors will not put money into a deal if they see that you 
have not contributed any money from your personal sources. 
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(ii) Personal credit lines. One qualifies for personal credit line based on one’s personal credit 
efforts. Credit cards are a good example of this. However, banks are very cautious while 
granting personal credit lines. They provide this facility only when the business has enough 
cash flow to repay the line of credit.  

(iii) Family and friends. These are the people who generally believe in you, without even 
thinking that your idea works or not. However, the loan obligations to friends and relatives 
should always be in writing as a promissory note or otherwise.  

(iv) Peer-to-peer lending. In this process group of people come together and lend money to 
each other. Peer to peer to lending has been there for many years. Many small and ethnic 
business groups having similar faith or interest generally support each other in their start up 
endeavors. 

(v) Crowdfunding. Crowdfunding is the use of small amounts of capital from a large number of 
individuals to finance a new business initiative. Crowdfunding makes use of the easy 
accessibility of vast networks of people through social media and crowdfunding websites to 
bring investors and entrepreneurs together. 

(vi) Microloans. Microloans are small loans that are given by individuals at a lower interest to a 
new business ventures. These loans can be issued by a single individual or aggregated 
across a number of individuals who each contribute a portion of the total amount.   

(vii) Vendor financing. Vendor financing is the form of financing in which a company lends 
money to one of its customers so that he can buy products from the company itself. Vendor 
financing also takes place when many manufacturers and distributors are convinced to defer 
payment until the goods are sold. This means extending the payment terms to  a longer 
period for e.g. 30 days payment period can be extended to 45 days or 60 days. However, 
this depends on one’s credit worthiness and payment of more money.  

(viii) Purchase order financing. The most common scaling problem faced by startups is the 
inability to find a large new order. The reason is that they don’t have the necessary cash to 
produce and deliver the product. Purchase order financing companies often advance the 
required funds directly to the supplier. This allows the transaction to comple te and profit to 
flow up to the new business. 

(ix)  Factoring accounts receivables. In this method, a facility is given to the seller who has 
sold the good    on credit to fund his receivables till the amount is fully received. So, when 
the goods are sold on credit, and the credit period (i.e. the date upto which payment shall be 
made) is for example 6 months, factor will pay most of the sold amount upfront and rest of 
the amount later. Therefore, in this way, a startup can meet his day to day expenses. 

2. (a)  (i) TM will make a profit of 25 basis points since a 6X9 FRA is a contract on 3 -month interest 
rate in 6 months, which turns out to be 5.50% (higher than FRA price).  

(ii) The settlement amount shall be calculated by using the following formula:  

 

 Where  

 N  =  Notional Principal Amount 

 RR =  Reference Rate 

 FR =  Agreed upon Forward Rate 

 Dtm =  FRA period specified in days. 
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 Accordingly: 

 = Rs. 6,30,032 

 Hence there is profit of Rs. 6,30,032 to TM Fincorp.  

 * Alternatively, it can also be taken as 90 days. 

 (b)  (i) Equilibrium price of Equity using CAPM 

= 9% + 1.2(13% - 9%)  

= 9% + 4.8%= 13.8%  

= =  

(ii) New Equilibrium price of Equity using CAPM 

= 9.18% + 1.3(13% - 9.18%)       

= 9.18% + 4.966%= 14.146%       

= = 
 

Alternatively, it can also be computed as follows: 

= 11% + 1.3(15% - 8%) 

 = 11% + 5.2%= 16.20% 

 =  = Rs. 35.48 

Alternatively, if all the factors are taken separately then solution will be as follows: 

(i)  Inflation Premium increase by 3%. This raises RX to 15.80%. Hence, new equilibrium 
price will be: 

 =
2.00(1.07)

0.158 - 0.07
 = Rs. 24.32 

(ii)  Expected Growth rate decrease by 3%. Hence, revised growth rate stands at 10%:  

 =
2.00(1.10)

0.138 - 0.10
 = Rs. 57.89 

(iii)  Beta decreases to 1.3. Hence, revised cost of equity shall be: 

 = 9% + 1.3(13% - 9%) 

 = 9% + 5.2%= 14.2%  

 As a result, New Equilibrium price shall be: 

 =
2.00(1.07)

0.142 - 0.07
 = Rs. 29.72  

(c)  Characteristics of Financial Instruments 

The important characteristics of financial instruments are enumerated as below: 

100crore (5.50% - 5.25%)(92*/360)

1 0.055(92*/360)

1

e

D
P=

k - g

2.00(1.07)

0.138- 0.07

2.14
=  31.47

0.068
`

1

e

D
P=

k - g 0.10 -0.14146

2.00(1.10) 2.20
=  53.06

0.04146
`

1

e

D
P=

k - g

1

e

D
P=

k - g
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(a)  Liquidity: Financial instruments provide liquidity. These can be easily and quickly converted 
into cash. 

(b)  Marketing: Financial instruments facilitate easy trading on the market. They have a ready 
market. 

(c)  Collateral value: Financial instruments can be pledged for getting loans. 

(d)  Transferability: Financial instruments can be transferred from one person to another.  

(e)  Maturity period: The maturity period of financial instruments may be short term, medium 
term or long term. 

(f)  Transaction cost: Financial instruments involve buying and selling cost. The buying and 
selling costs are called transaction costs.  

(g)  Risk: Financial instruments carry risk. Equity based instruments are riskier in comparison to  
debt based instruments because the payment of dividend is uncertain. A company may not 
declare dividend in a particular year. However, payment of principle or interest is more or 
less certain unless the company gets insolvent.  

(h)  Future trading: Financial instruments facilitate future trading so as to cover risks arising out 
of price fluctuations, interest rate fluctuations etc.  

3. (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  

Alternatively, it can also be taken as follows: 

= Rs. 5900  

= Rs. 5900 0.01668e  

= Rs. 5900 x 1.01682  = Rs. 5,999.24    
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(iii)  When total portfolio is to be hedged: 

  =  

= io0.849
2005994.28

01,88,54,86



= 13.35 contracts say 13 or 14 contracts     

(iv)  When total portfolio beta is to be reduced to 0.6: 

 Number of Contracts to be sold = 

'P(β -β )
P P

F  
 

= 
1,88,54,860 (0.849 - 0.600)

5994.28 × 200
= 3.92 contracts say 4 contracts  

 (b)  (i) Computation of Beta Value 

Calculation of Returns  

 

Returns
D (P P )

P
1001 1 0

0


 


 

Year Returns 

2012 – 13 
22 + (253 - 245)

×100
245

= 12.24% 

2013 – 14 
25 + (310 - 253)

×100
253

= 32.41% 

2014 – 15 
30 + (330 - 310)

×100
310

= 16.13% 

Calculation of Returns from market Index 

Year % of Index Appreciation Dividend Yield % Total Return % 

2012–13 
(2130 - 2013)

×100
2013

= 5.81% 5% 10.81% 

2013–14 
(2350 - 2130)

×100
2130

= 10.33% 6% 16.33% 

2014–15 
(2580 - 2350)

×100
2350

= 9.79% 7% 16.79% 

Computation of Beta 

Year Krishna Ltd. (X) Market Index (Y) XY Y2 

2012–13 12.24% 10.81% 132.31 116.86 

2013–14 32.41% 16.33% 529.25 266.67 

2014–15 16.13% 16.79% 270.82 281.90 

Total 60.78% 43.93% 932.38 665.43 

Average Return of Krishna Ltd. =  
60.78

3
= 20.26%  
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Average Market Return =  = 14.64% 

Beta (β) = 
 





XY - nX Y

22Y - n Y

= 
932.38 - 3 × 20.26 ×14.64

2665.43 - 3(14.64)
= 1.897 

(ii)  Observation 

 Expected Return (%) Actual Return (%) Action 

2012 – 13 6%+ 1.897(10.81% - 6%) = 15.12% 12.24% Sell 

2013 – 14 6%+ 1.897(16.33% - 6%) = 25.60% 32.41% Buy 

2014 – 15 6%+ 1.897(16.79% - 6%) = 26.47% 16.13% Sell 

(c)  Evaluation of Technical Analysis 

Technical Analysis has several supporters as well several critics. The advocates of technical 
analysis offer the following interrelated argument in their favour:  

(a)  Under influence of crowd psychology trend persist for some time. Tools of technical analysis 
help in identifying these trends early and help in investment decision making.  

(b)  Shift in demand and supply are gradual rather than instantaneous. Technical analysis helps in 
detecting this shift rather early and hence provides clues to future price movements. 

(c)  Fundamental information about a company is observed and assimilated by the market over 
a period of time. Hence price movement tends to continue more or less in same direction till 
the information is fully assimilated in the stock price. 

Detractors of technical analysis believe that it is an useless exercise; their arguments are as 
follows: 

(a)  Most technical analysts are not able to offer a convincing explanation for the tools employed 
by them. 

(b)  Empirical evidence in support of random walk hypothesis cast its shadow over the useful 
ness of technical analysis. 

(c)  By the time an uptrend and down trend may have been signaled by technical analysis it may 
already have taken place. 

(d)  Ultimately technical analysis must be self-defeating proposition. With more and more people 
employing it, the value of such analysis tends to decline. 

In a nutshell, it may be concluded that in a rational, well ordered and efficient market, technical 
analysis may not work very well. However with imperfection,  inefficiency and irrationalities that 
characterizes the real world market, technical analysis may be helpful. If technical analysis is 
used in conjunction with fundamental analysis, it might be useful in providing proper guidance to 
investment decision makers. 

4. (a)  (i) Returns for the year 

(All changes on a Per -Unit Basis) 

Change in Price:  Rs. 48 – Rs.45 =  Rs. 3.00 

Dividends received:    Rs. 1.00 

Capital gains distribution    Rs. 2.00 

Total reward     Rs. 6.00 
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Holding period reward:   

(ii) When all dividends and capital gains distributions are re-invested into additional units of the 
fund @ (Rs. 46/unit) 

Dividend + Capital Gains per unit = Rs. 1.00 + Rs. 2.00 = Rs. 3.00 

Total received from 200 units = Rs. 3.00 x 200 = Rs. 600/-. 

Additional Units Acquired = Rs. 600/Rs. 46 = 13.04 Units. 

Total No. of Units = 200 units + 13.04 units = 213.04 units.  

Value of 213.04 units held at the end of the year 

= 213.04 units x Rs.48 = Rs. 10225.92 

Price Paid for 200 Units at the beginning of the year = 200 units x Rs. 45 = Rs. 9000.00 

Holding Period Reward Rs. (10225.92 – 9000.00) = Rs.1225.92 

Holding Period Reward = %62.13100
9000

92.1225


 `

`
  

 (b)  (i)  Swap Points for 2 months and 15 days 

 Bid Ask 

Swap Points for 2 months (a) 70 90 

Swap Points for 3 months (b) 160 186 

Swap Points for 30 days (c) = (b) – (a) 90 96 

Swap Points for 15 days (d) = (c)/2 45 48 

Swap Points for 2 months & 15 days (e) = (a) + (d) 115 138 

(ii)  Foreign Exchange Rates for 20th June 2016 

 Bid Ask 

Spot Rate (a) 66.2525 67.5945 

Swap Points for 2 months & 15 days (b) 0.0115 0.0138 

 66.2640 67.6083 

(iii)  Annual Rate of Premium 

 Bid Ask 

Spot Rate (a) 66.2525 67.5945 

Foreign Exchange Rates for 20th June 
2016 (b) 

66.2640 67.6083 

Premium (c)  0.0115 0.0138 

Total (d) = (a) + (b) 132.5165 135.2028 

Average (d) / 2 66.2583 67.6014 

Premium  0.0115 12
×

66.2583 2.5
× 100  

= 0.0833%  

0.0138 12
×

67.6014 2.5
× 100  

= 0.0980%  
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(c)  Pricing of the securitized Instruments 

Pricing of securitized instruments in an important aspect of securitization. While pricing the 
instruments, it is important that it should be acceptable to both originators as well as to the 
investors. On the same basis pricing of securities can be divided into following two categories: 

From Originator’s Angle 

From originator’s point of view, the instruments can be priced at a rate at which originator has to  
incur an outflow and if that outflow can be amortized over a period of time by investing the 
amount raised through securitization. 

From Investor’s Angle 

From an investor’s angle security price can be determined by discounting best estimate of 
expected future cash flows using rate of yield to maturity of a security of comparable security with 
respect to credit quality and average life of the securities. This yield can also be estimated by 
referring the yield curve available for marketable securities, though some adjustments is needed 
on account of spread points, because of credit quality of the securitized instruments.  

OR 

Stripped Securities 

Stripped Securities are created by dividing the cash flows associated with underlying securities 

into two or more new securities. Those two securities are as follows: 

(i)  Interest Only (IO) Securities 

(ii)  Principle Only (PO) Securities 

As each investor receives a combination of principal and interest, it can be stripped into two 

portion of Interest and Principle. Accordingly, the holder of IO securities receives only interest 

while PO security holder receives only principal. Being highly volatile in nature these securities 

are less preferred by investors.  

In case yield to maturity in market rises, PO price tends to fall as borrower prefers to postpone 

the payment on cheaper loans. Whereas if interest rate in market falls, the borrower tends to 

repay the loans as they prefer to borrow fresh at lower rate of interest.  

In contrast, value of IO’s securities increases when interest rate goes up in the market as more 
interest is calculated on borrowings. However, when interest rate due to prepayments of 
principals, IO’s tends to fall. Thus, from the above, it is clear that it is mainly percept ion of 
investors that determines the prices of IOs and POs. 

5. (a)  (i) To Buy 1 Million GBP Spot against CHF  

1. First to Buy USD against CHF at the cheaper rate i.e. from Bank A.  1 USD = CHF 
1.4655 

2. Then to Buy GBP against USD at a cheaper rate i.e. from Bank B 1 GBP=USD 1.7650 

By applying chain rule buying rate would be 

1 GBP = 1.7650 * 1.4655 CHF 

1 GBP = CHF 2.5866 

Amount payable CHF 2.5866 Million or CHF 25,86,600  

(ii) Spot rate Bid rate GBP 1 = CHF 1.4650 * 1.7645 = CHF 2.5850 

Offer rate  GBP 1 = CHF 1.4655 * 1.7660 = CHF 2.5881 

 GBP / USD 3 months swap points are at discount 
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Outright 3 Months forward rate GBP 1 = USD 1.7620 / 1.7640  

USD / CHF 3 months swap points are at premium 

Outright 3 Months forward rate USD 1 = CHF 1.4655 / 1.4665 

Hence 

Outright 3 Months forward rate GBP 1 = CHF 2.5822 / 2.5869 

Spot rate         GBP 1 = CHF 2.5850 / 2.5881 

Therefore 3 month swap points are at discount of 28/12.  

 (b)  (i) Taxable income = Net Income /(1 – 0.40) 

 or, Taxable income = Rs. 15,00,000/(1 – 0.40) = Rs. 25,00,000 

 Again, taxable income = EBIT – Interest 

or, EBIT  = Taxable Income + Interest 

  = Rs. 25,00,000 + Rs. 15,00,000 = Rs. 40,00,000 

(ii)  EVA = EBIT (1 – T) – (WACC  Invested capital) 

       = Rs. 40,00,000 (1 – 0.40) – (0.126  Rs. 1,00,00,000) 

       = Rs. 24,00,000 – Rs. 12,60,000 = Rs. 11,40,000 

(iii)  EVA Dividend = Rs. 11,40,000/2,50,000 = Rs. 4.56 

 If Delta Ltd. does not pay a dividend, we would expect the value of the firm to increase because it 
will achieve higher growth, hence a higher level of EBIT. If EBIT is higher, then all else equal, the 
value of the firm will increase. 

(c)  Benefits available to Micro, Small or Medium enterprises 

(i) It enables reservation of certain items for exclusive manufacture of MSME enterprises. It 
helps them to protect their interest. 

(ii) This policy helps in generating employment for the people and consequently, enhances the 
standard of living of people.  

(iii) To encourage the small scale units, SEZ’s  are required to allocate 10% space for small 
scale units.  

(iv) Under the MSME act, protections are offered in relation to timely payment by buyers to 
MSME’s.  

(v) Assistance is also available in obtaining finance; help in marketing; technical guidance; 
training and technology upgradation, etc. 

(vi) Further, an enterprise, whose post-issue face value does not exceed Rs. 25,00,00,000 
(Rupees Twenty Five Crores only), is entitled to obtain certain exemptions from the 
eligibility requirements under the ICDR Regulation. 

6. (a)  Creditors would convert Rs. 10,00,000 in debt to equity by accepting  

Rs. 1,000,000/Rs. 20= 50,000 shares of stock.   

The remaining Rs. 500,000 of debt would generate interest of  

Rs. 500,0000.12 = Rs. 60,000 

Repayment of principal would be reduced by two thirds to Rs. 25,000 per year.   

The result is as follows 
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 Income and Cash Flow            Capital  

EBIT  Rs.  80,000  Debt Rs.    500,000 

Interest           60,000  Equity      Rs. 1,700,000 

EBT  Rs.  20,000  Rs. 2,200,000 

Tax           3,000 

EAT  Rs.  17,000 

Depreciation      50,000 

Principal repayment  (25,000) 

Cash Flow Rs.  42,000 

 After the restructuring there will be a total of (35,000+50,000) 85,000 shares of equity stock 
outstanding.  The original shareholders will still own 35,000 shares (approximately 41%), while 
the creditors will own 50,000 shares (59%).  Hence the creditors will control the company by a 
substantial majority. 

 (b)  (i)  Variance of Returns 

Cor i,j =    

Accordingly, for MFX 

1 =  
Cov (X,X)

σ σ
X X

  

2
Xσ = 4.800 

Accordingly, for MFY 

1 =  
Cov (Y,Y)

σ σ
Y Y

  

2
Yσ = 4.250 

Accordingly, for Market Return 

1 =  
Cov (M,M)

σ σ
M M

  

2
Mσ = 3.100 

(ii)  Portfolio return, beta, variance and standard deviation 

Weight of MFX in portfolio = 
2,00,000

1,20,000
=0.60 

Weight of MFY in portfolio = 
2,00,000

80,000
=0.40 

Accordingly Portfolio Return  

0.60 × 15% + 0.40 × 14% = 14.60% 
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Beta of each Fund 

 

3.100

3.370β
X
 = 1.087 

3.100

2.800β
Y
 = 0.903 

Portfolio Beta 

0.60 x 1.087 + 0.40 x 0.903 = 1.013 

Portfolio Variance  

2
XYσ = 2

X
2
Xσw + 2

Y
2
Yσw + 2 X,YYX Covww  

= (0.60)2 (4.800) + (0.40)2 (4.250) + 2(0.60) (0.40) (4.300) 

= 4.472 

Or  Portfolio Standard Deviation 

XYσ =  4.472 = 2.115 

(iii)  Expected Return, Systematic and Unsystematic Risk of Portfolio 

 Portfolio Return = 10% + 1.0134(12% - 10%) = 12.03% 

 MF X Return = 10% + 1.087(12% - 10%) = 12.17% 

 MF Y Return = 10% + 0.903(12% - 10%) = 11.81% 

 Systematic Risk = β 2σ 2 

 Accordingly, 

 Systematic Risk of MFX = (1.087)2 x 3.10 = 3.663 

 Systematic Risk of MFY = (0.903)2 x 3.10 = 2.528 

 Systematic Risk of Portfolio = (1.013)2 x 3.10 = 3.181 

 Unsystematic Risk  = Total Risk – Systematic Risk 

 Accordingly, 

 Unsystematic Risk of MFX = 4.80 – 3.663 = 1.137 

 UnSystematic Risk of MFY = 4.250 – 2.528 = 1.722 

 UnSystematic Risk of Portfolio = 4.472 – 3.181 = 1.291 

(iv)  Sharpe and Treynor Ratios and Alpha  

Sharpe Ratio  

MFX = 
15% - 10%

4.800
= 2.282 

MFY = 
14% - 10%

4.250
= 1.94 

Portfolio = 
14.6% - 10%

2.115
= 2.175 

© The Institute of Chartered Accountants of India



12 

Treynor Ratio   

MFX = = 4.60 

MFY = 
14% - 10%

0.903
= 4.43 

Portfolio = 
14.6% - 10%

1.0134
= 4.54 

Alpha  

MFX = 15% - 12.17% = 2.83% 

MFY = 14% - 11.81% = 2.19% 

Portfolio = 14.6% - 12.03% = 2.57%  
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