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1.1 

Chapter 1  

 Financial Policy & Corporate Strategy 

Question 1 

 

How financial goals can be balanced vis-à-vis sustainable growth?  

(May ‘20) 
 

Answer 1 

 

The concept of sustainable growth can be helpful for planning healthy 

corporate growth. This concept forces managers to consider the financial 

consequences of sales increases and to set sales growth goals that are 

consistent with the operating and financial policies of the firm. Often, a 

conflict can arise if growth objectives are not consistent with the value of 

the organization's sustainable growth. Question concerning right 

distribution of resources may take a difficult shape if we take into 

consideration the rightness not for the current stakeholders but for the 

future stakeholders also. To take an illustration, let us refer to fuel industry 

where resources are limited in quantity and a judicial use of resources is 

needed to cater to the need  of the future customers along with the need of 

the present customers. One may have noticed the save fuel campaign, a 

demarketing campaign that deviates from the usual approach of sales 

growth strategy and preaches for conservation of fuel for their use across 

generation. This is an example of stable growth strategy adopted by the oil 

industry as a whole under resource constraints and the long run objective 

of survival over years. Incremental growth strategy, profit strategy and 

pause strategy are other variants of stable growth strategy. 

Sustainable growth is important to enterprise long-term development. Too 

fast or too slow growth will go against enterprise growth and development, 

so financial should play important role in enterprise development, adopt 

suitable financial policy initiative to make sure enterprise growth speed close 

to sustainable growth ratio and have sustainable healthy development. 
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1.2 

Question 2 

 

Explain key decisions that fall within the scope of financial strategy.  

(Nov ‘20) 

 

Answer 2 

 

 

The key decisions falling within the scope of financial strategy are as follows: 

1. Financing decisions: These decisions deal with the mode of financing or  

mix  of equity capital and debt capital. 

2. Investment decisions: These decisions involve the profitable utilization  

of  firm's funds especially in long-term projects (capital projects). Since 

the future benefits associated with such projects are not known with 

certainty, investment decisions necessarily involve risk. The projects are 

therefore evaluated in relation to their expected return and risk. 

3. Dividend decisions: These decisions determine the division of earnings 

between payments to shareholders and reinvestment in the company. 

4. Portfolio decisions: These decisions involve evaluation of investments 

based on their contribution to the aggregate performance of the entire 

corporation rather than on the isolated characteristics of the 

investments themselves. 

 

  

Question 3 

 

 Explain the traits that an organization should have to make itself financially 

sustainable.  

(May ‘21) 

 

Answer 3 
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1.3 

 

To be financially sustainable, an organization must have following traits: 

 have more than one source of income. 

 have more than one way of generating income. 

 do strategic, action and financial planning regularly. 

 have adequate financial systems. 

 have a good public image. 

 be clear about its values (value clarity); and 

 have financial autonomy. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

https://thevivitsu.com/structure_view?id=6&cour_id=4


 

Chapter 2 Risk Management 

Get ALL attempts for Rs. 155 only on Vivitsu 
 

2.1 

Chapter 2 

Risk Management 
 

Question 1 

 

Briefly discuss the concept of Purchasing Power Parity.  

(Nov ‘19) 

 

Answer 1 

 

Purchasing Power Parity (PPP): Purchasing Power Parity theory focuses on 

the ‘inflation – exchange rate’ relationship. There are two forms of PPP 
theory:- 

The ABSOLUTE FORM, also called the ‘Law of One Price’ suggests that “prices 
of similar products of two different countries should be equal when 

measured in a common currency”. If a discrepancy in prices as measured by 
a common currency exists, the demand should shift so that these prices 

should converge. 

The RELATIVE FORM is an alternative version that accounts for the 

possibility of market imperfections such as transportation costs, tariffs, and 

quotas. It suggests that ‘because of these market imperfections, prices of 
similar products of different countries will not necessarily be the same when 

measured in a common currency.’ However, it states that the rate of change 

in the prices of products should be somewhat similar when measured in a 

common currency, as long as the transportation costs and trade barriers are 

unchanged. 

The formula for computing the forward rate using the inflation rates in 

domestic and foreign countries is as follows: 

F=S  
(1+𝑖𝐷)(1+𝑖𝐹) 

Where F= Forward Rate of Foreign Currency and S= Spot Rate 
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2.2 

iD = Domestic Inflation Rate and  
 

iF= Inflation Rate in foreign country 

Thus PPP theory states that the exchange rate between two countries 

reflects the relative purchasing power of the two countries i.e. the price at 

which a basket of goods can be bought in the two countries. 

 

 

Question 2 

 

What is Value at Risk? Identify its main features.  

(May 20) 

 

Answer 2 

VAR is a measure of risk of investment. Given the normal market condition in 

a set   of period, say, one day it estimates how much an investment might 

lose. This investment can be a portfolio, capital investment or foreign 

exchange etc., VAR answers two basic questions  

(i) What is worst case scenario? 

(ii) What will be loss? 

It was first applied in 1922 in New York Stock Exchange, entered the financial 

world 

in 1990s and become world’s most widely used measure of financial risk. 
 

Following are main features of VAR 

(i) Components of Calculations: VAR calculation is based on following three 

components: 

(a) Time Period 

(b) Confidence Level – Generally 95% and 99% 

(c) Loss in percentage or in amount 
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2.3 

(ii) Statistical Method: It is a type of statistical tool based on Standard 

Deviation. 

(iii) Time Horizon: VAR can be applied for different time horizons say one 

day, one week, one month and so on. 

(iv) Probability: Assuming the values are normally attributed, probability of 

maximum loss can be predicted. 

(v) Control Risk: Risk can be controlled by selling limits for maximum loss. 

(vi) Z Score: Z Score indicates how many standard Deviations is away from 

Mean value of a population. When it is multiplied with Standard 

Deviation it provides VAR. 

 

Question 3 

 

What is Financial Risk? How it can be evaluated from point of views.  

(Nov 20) 

 

 

Answer 3 

Financial Risk is referred as the unexpected changes in financial conditions 

such as prices, exchange rate, Credit rating, and interest rate etc. Though 

political risk is not   a financial risk in direct sense but same can be included 

as any unexpected political change in  any foreign country may lead to  

country risk which  may ultimately result in financial loss. 

The financial risk can be evaluated from different point of views as follows: 

(a) From stakeholder’s point of view: Major stakeholders of a business  are 

equity shareholders and they view financial gearing i.e. ratio of debt in 

capital structure of company as risk since in event of winding up of a 

company they will be least prioritized. 

Even for a lender, existing gearing is also a risk since company having high 

gearing faces more risk in default of payment of interest and principal 

repayment. 

(b) From Company’s point of view: From company’s point of view if a 
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2.4 

company borrows excessively or lend to someone who defaults, then it 

can be forced to go into liquidation. 

(c) From Government’s point of view: From Government’s point of view, the 
financial risk can be viewed as failure of any bank or (like Lehman 

Brothers) down grading of any financial institution leading to spread of 

distrust among society at large. Even this risk also includes willful 

defaulters. This can also be extended to sovereign debt crisis. 
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Chapter 3 

Security Analysis 
 

Question 1 

 

Explain the factors affecting economic analysis.  

(May 20) 

 

Answer 1 

Some of the factors affecting economic analysis are discussed as under: 

(i) Growth Rates of National Income and Related Measures: For most 

purposes, what is important is the difference between the nominal 

growth rate quoted by GDP and the ‘real’ growth after taking inflation into 

account. The estimated growth rate of the economy would be a pointer to 

the prospects for the industrial sector, and therefore to the returns 

investors can expect from investment in shares. 

(ii) Growth Rates of Industrial Sector: This can be further broken down into 

growth rates of various industries or groups of industries if required. The 

growth rates in various industries are estimated based on the estimated 

demand for its products. 

(iii) Inflation: Inflation is measured in terms of either wholesale prices (the 

Wholesale Price Index or WPI) or retail prices (Consumer Price Index or 

CPI). The demand in some industries, particularly the consumer products 

industries,  is significantly influenced by the inflation rate. Therefore, 

firms in these  industries make continuous assessment about inflation 

rates likely to prevail in the near future so as to fine-tune their pricing, 

distribution and promotion policies to the anticipated impact of inflation 

on demand for their products. 

(iv) Monsoon: Because of the strong forward and backward linkages, 

monsoon is  of great concern to investors in the stock market too. 
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Question 2 

 

Explain various “Market Indicators”. 

(Nov 20) 

 

Answer 2 

 

The various market indicators are as follows: 

 

(i) Breadth Index: It is an index  that covers all securities  traded. It is  

computed  by dividing the net advances or declines in the market by 

the number of issues traded. The breadth index either supports or 

contradicts the movement of the Dow Jones Averages. If it supports 

the movement of the Dow Jones Averages, this is considered sign 

of technical strength and if it does not support the averages, it is a 

sign of technical weakness i.e. a sign  that the  market will move in 

a direction opposite to the Dow Jones Averages. The breadth index 

is  an addition to the Dow Theory and the movement of the Dow 

Jones Averages. 

 

(ii) Volume of Transactions: The volume of shares traded in the market 

provides useful clues on how the market would behave in the near 

future. A rising index/price with increasing volume would signal buy 

behaviour because the situation reflects an unsatisfied demand in 

the market.  Similarly,  a  falling market with increasing volume 
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signals a bear market and the prices would be expected to fall 

further. A rising market with decreasing volume indicates a bull 

market while a falling market with dwindling volume indicates a 

bear market. Thus, the volume concept is best used with another 

market indicator, such as  the Dow Theory. 

 

(iii) Confidence Index: It is supposed to reveal how willing the investors 

are  to  take a chance in the market. It is the ratio of high-grade bond 

yields to low- grade bond yields. It is used by  market analysts as  a 

method of trading or  timing the purchase and sale of stock, and 

also, as a forecasting device to determine the turning points of the 

market. A rising confidence  index  is expected to precede a rising 

stock market, and a  fall in  the index is  expected  to precede a drop 

in stock prices. A fall in the confidence index represents the fact that 

low-grade bond yields are rising faster or falling more slowly than 

high grade yields. The confidence index is usually, but not  always  a  

leading indicator of the market. Therefore, it should be used in 

conjunction with other market indicators. 

 

(iv) Relative Strength Analysis: The relative strength concept suggests 

that the prices of some securities rise relatively faster in a bull 

market or decline more slowly in a bear market than other securities 

i.e.  some  securities  exhibit relative strength. Investors will earn 

higher returns by investing in securities which have demonstrated 

relative strength in the past because the relative strength of a 

security tends to remain undiminished over time. 

Relative strength can be measured in several ways. Calculating rates 

of return and classifying those securities with historically high 

average returns as securities with high relative strength is one of 

them. Even ratios like security relative to its industry and security 

relative to the  entire market can also be used to detect relative 

strength in a security or an industry. 

 

(v) Odd - Lot Theory: This theory is a contrary  -  opinion theory. It 

assumes that the average person is usually wrong and that a wise 
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course of action is to  pursue strategies contrary to popular opinion. 

The odd-lot theory is used primarily to predict tops in bull markets, 

but also to predict reversals  in  individual securities. 
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Chapter 4 

Security Valuation 
 

 

Question 1 

 

A hypothetical company ABC Ltd. issued a 10% Debenture (Face Value 

of RS. 1000) of the duration of 10 years is currently trading at RS. 850 

per debenture. The bond is convertible into 50 equity shares being 

currently quoted at RS. 17 per share. 

If yield on equivalent comparable bond is 11.80%, then calculate the 

spread of yield of the above bond from this comparable bond. 

The relevant present value table is as follows. 

 

 
Present 

Values 

t1 t2 t3 t4 t5 t6 t7 t8 t9 t10 

PVIF0.11

, t 

0.901 0.812 0.731 0.659 0.593 0.535 0.482 0.434 0.391 0.352 

PVIF0.13 

t 

0.885 0.783 0.693 0.613 0.543 0.480 0.425 0.376 0.333 0.295 

(Nov 19) 

 

Answer 1 

 

Conversion Price =  50 x 17 =Rs.850  

Intrinsic Value = Rs. 850 

Accordingly the yield (r) on the bond shall be: 

Rs. 850 = Rs. 100 PVAF (r, 10) + Rs. 1000 PVF (r, 10) 

Let us discount the cash flows by 11% 
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850 = 100 PVAF (11%, 10) + 1000 PVF (11%, 10) 
 

850 = 100 x 5.890 + 1000 x 0.352 = 91 

Now let us discount the cash flows by 13% 

850 = 100 PVAF (13%, 10) + 1000 PVF (13%, 10) 

850 = 100 x 5.426 + 1000 x 0.295 

= -12.40 

Accordingly, IRR 

11% +
90.9090.90−(−12.40) ×(13% - 11%) 

 

11% + 
90.90103.30   ×  (13 %  - 11%) 

=12.76% 

The spread from comparable bond = 12.76% - 11.80% = 0.96% 

 

Question 2 

 

Mr. A is thinking of buying shares at Rs. 500 each having face value of Rs. 100. He 

is expecting a bonus at the ratio of 1:5 during the fourth year. Annual expected 

dividend is 20% and the same rate is expected to be maintained on the expanded 

capital base. He intends to sell the shares at the end of seventh year at an expected 

price of Rs. 900 each. Incidental expenses for purchase and sale of shares are 

estimated to be 5% of the market price. He expects a minimum return of 12% per 

annum. Should Mr. A buy the share? If so, what maximum price should he pay for 

each share? Assume no tax on dividend income and capital gain.  

(Nov 19) 

 

 

Answer 2 

 

https://thevivitsu.com/structure_view?id=6&cour_id=4


 

Chapter 4 Security Valuation 

Get ALL attempts for Rs. 155 only on Vivitsu 
 

4.3 

P.V. of dividend stream and sales proceeds 

 

Year Dividend/Sale PVF (12%) PV (Rs.) 

1 Rs. 20/- 0.893 17.86 

2 Rs. 20/- 0.797 15.94 

3 Rs. 20/- 0.712 14.24 

4 Rs. 24/- 0.636 15.26 

5 Rs. 24/ 0.567 13.61 

6 Rs. 24/ 0.507 12.17 

7 Rs. 24/ 0.452 10.85 

8 Rs. 1026/- (Rs. 900 x 1.2 x 

0.95) 

0.452 463.75 

   Rs. 

563.68 

 Less: Cost of Share (Rs. 500 x 

1.05) 

 Rs. 

525.00 

 Net gain  Rs. 38.68 

Since Mr. A is gaining Rs. 38.68 per share, he should buy the share. 

Maximum price Mr. A should be ready to pay is Rs. 563.68 which will include 

incidental expenses. So the maximum price should be Rs. 563.68 x 100/105 = 

Rs. 536.84 

 

Question 3 

 

Calculate the value of share from the following information:  

(May 20) 

 

Profit after tax of the company Rs. 290 crores 

Equity capital of company Rs. 1,300 

crores 

Par value of share Rs. 40 each 

Debt ratio of company (Debt/ Debt 

+ Equity) 

27% 
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Long run growth rate of the 

company 

8% 

Beta 0.1; risk free interest rate 8.7% 

Market returns 10.3% 

Capital expenditure per share Rs. 47 

Depreciation per share Rs. 39 

Change in Working capital Rs. 3.45 per 
share 

 

Answer 3 

 

No. of Shares = 
𝑅𝑠.1,300 𝐶𝑟𝑜𝑟𝑒𝑠𝑅𝑠.40   = 32.5crores 

EPS = 
𝑃𝐴𝑇𝑁𝑜.𝑜𝑓 𝑆ℎ𝑎𝑟𝑒𝑠 

EPS = 
𝑅𝑆.290 𝐶𝑟𝑜𝑟𝑒𝑠32.5 𝐶𝑟𝑜𝑟𝑒𝑠   = Rs.8.923 

 

FCFE = Net income – [(1-b) (capex – dep) + (1-b) ( ΔWC )] 

FCFE = 8.923 – [(1-0.27) (47-39) + (1-0.27) (3.45)] 

= 8.923 – [5.84 + 2.5185] = 0.5645 

Cost of Equity = Rf + ß (Rm – Rf) 

= 8.7 + 0.1 (10.3 – 8.7) = 8.86% 

Po = 
𝐹𝐶𝐹𝐸(1+𝑔)𝐾𝑒−𝑔  = 

0.5645(1.08)0.0886−0.8  = 
0.609660.0086  = Rs.70.89 

 

Question 4 

 

M/s Agfa Industries is planning to issue a debenture series on the 

following terms: Face value Rs. 100 

Term of maturity 10 years 

Yearly coupon rate Years 

1 - 4 9% 
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5 - 8 10% 

9 - 10 14% 

The current market rate on similar debentures is 15 per cent per annum. The 

Company proposes to price the issue in such a manner that it can yield 16 per cent 

compounded rate of return to the investors. The Company also proposes to 

redeem the debentures at 5 per cent premium on maturity. Determine the issue 

price of the debentures. (May 20) 

 

 

Answer 4 

 

The issue price of the debentures will be the sum of present value of interest 

payments during 10 years of its maturity and present value of redemption value 

of debenture. 

 

Year

s 

Cash out flow 

(Rs.) 

PVIF @ 

16% 

PV 

1 9 .862 7.758 

2 9 .743 6.687 

3 9 .641 5.769 

4 9 .552 4.968 

5 10 .476 4.76 

6 10 .410 4.10 

7 10 .354 3.54 

8 10 .305 3.05 

9 14 .263 3.682 

10 14 + 105 = 

119 

.227 3.178 + 

23.835 

   71.327 

Thus the debentures should be priced at Rs. 71.327 

 

Question 5 
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Today being 1st January 2019, Ram is considering to purchase an outstanding 

Corporate Bond having a face value of Rs. 1,000 that was issued on 1st January 

2017 which has 9.5% Annual Coupon and 20 years of original maturity (i.e. 

maturing on 31st December 2027). Since the bond was issued, the interest rates 

have been on  downside  and  it  is  now selling at a premium of Rs. 125.75 per 

bond. 

Determine the prevailing interest on the similar type of Bonds if it is held till the 

maturity which shall be at Par. 

(Nov 20) 

PV Factors: 

 

 1 2 3 4 5 6 7 8 9 

6% 0.94

3 

0.89

0 

0.84

0 

0.79

2 

0.74

7 

0.70

5 

0.66

5 

0.627 0.592 

8% 0.92

6 

0.85

7 

0.79

4 

0.73

5 

0.68

1 

0.63

0 

0.58

3 

0.540 0.500 

 

Answer 5 

 

To determine the prevailing rate of interest for the similar type of Bonds we shall 

compute the YTM of this Bond using IRR method as follows: 

M = Rs. 1000 

Interest = Rs. 95 (0.095 x Rs. 1000) n = 9 years 

V0 = Rs. 1125.75 (Rs. 1,000 + Rs. 125.75) 

YTM can be determined from the following equation 

Rs. 95 × PVIFA (YTM, 9) + Rs. 1000 × PVIF (YTM, 9) = Rs. 1125.75 

Let us discount the cash flows using two discount rates 8% and 10% as follows: 

 

Yea

r 

Cash 

Flows 

PVF@6

% 

PV@6% PVF@

8% 

PV@8

% 

0 -1125.75 1 -

1125.75 

1 -

1125.75 
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1 95 0.943 89.59 0.926 87.97 

2 95 0.890 84.55 0.857 81.42 

3 95 0.840 79.80 0.794 75.43 

4 95 0.792 75.24 0.735 69.83 

5 95 0.747 70.97 0.681 64.70 

6 95 0.705 66.98 0.630 59.85 

7 95 0.665 63.18 0.583 55.39 

8 95 0.627 59.57 0.540 51.30 

9 1095 0.592 648.24 0.500 547.50 

   112.37  -32.36 

Now we use interpolation formula 

6.00% + 
112.37112.37−(−32.36) × 2.00 % 

6.00% + 
112.37144.73 × 2.00 %  = 6.00% + 1.553% 

YTM = 7.553% say 7.55% 

Thus, prevailing interest rate on similar type of Bonds shall be approx. 7.55%. 

 

Question 6 

 

The following data is available for NNTC bond: 

Face value: Rs. 1000 

Coupon rate: 7.50% Years to 

maturity: 8 years 

Redemption Value: Rs. 1000 YTM: 8% 

Calculate: 

(i) The current market price, duration and volatility of the bond. 

(ii) The expected market price if there is a decrease in required yield by 50 bps. 

.(Nov 20) 

 

Answer 6 
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(i) Current Market Price of Bond shall be computed as follows: 

 

Yea

r 

Cash 

Flows 

PVF@ 

8% 

PV@8% 

1 75 0.926 69.45 

2 75 0.857 64.28 

3 75 0.794 59.55 

4 75 0.735 55.13 

5 75 0.681 51.08 

6 75 0.630 47.25 

7 75 0.583 43.73 

8 1075 0.540 580.50 

   970.97 

Thus, the current market price of the Bond shall be Rs. 970.97. 

Alternatively, using the Short-cut method the Market Price of Bond can also 

be computed as follows: 

Interest+(Discount/Premium)/ Years to maturity 

(Face Value + market Value)/2 

Let market price be X 

 

 

0.08 = 75 + (1000-X)/8 

              (1000+X)/2 

Thus, Value of X i.e. the price of Bond shall be Rs. 969.70 

 

For the duration of the bond, we have to see the future cash flow and 

discount them  as follows: 

 

Year CF PV@8

% 

DCF Propor

tion 

Prop* Time 

(Yrs) 

1 75 0.926 69.45 0.071 0.071 

2 75 0.857 64.28 0.066 0.132 

3 75 0.794 59.55 0.061 0.183 
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4 75 0.735 55.13 0.057 0.228 

5 75 0.681 51.08 0.053 0.265 

6 75 0.630 47.25 0.049 0.294 

7 75 0.583 43.73 0.045 0.315 

8 10

75 

0.540 580.50 0.598 4.784 

  Total 970.97 1.000 6.272 

Volatility of the bond = Duration / (1+ Yield) = 6.272/1.08 = 5.81 

(ii) If there is decrease in required yield  by 50  bps  the  expected  market price 

of  the Bond shall be increased by: 

= Rs. 970.97 × 0.50 (5.81/100) = Rs. 28.21 

Hence expected market price is Rs. 970.97 + Rs. 28.21 = Rs. 999.18 

Alternatively, this portion using Bond Price as per Short-cut method can also 

be computed as follows: 

= Rs. 969.70 × 0.50 (5.81/100) = Rs. 28.17 

then the market price will be = Rs. 969.70 + Rs. 28.17 = Rs. 997.87 

 

Question 7 

 

ABC Limited, just declared a dividend of Rs. 28.00 per share. Mr. A is planning to 

purchase the share of ABC Limited, anticipating increase in growth rate from 8% to 

9%, which will  continue for three years. He also expects the market price of this 

share to be Rs. 720.00  after three years. 

You are required to determine: 

(i) the maximum amount Mr. A should pay for shares, if he requires a rate of return 

of 13% per annum. 

(ii) the maximum price Mr. A will be willing to pay for share, if he is  of  the  opinion 

that the 9% growth can be maintained indefinitely and require 13% rate of return 

per  annum. 

(iii) the price of share at the end of three years, if 9% growth rate is achieved and 

assuming other conditions remaining same as in (ii) above. 

Note : Calculate rupee amount up to two decimal points and use PVF upto 3 decimal 
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points. 

(May 21) 

 

Answer 7 

(i) Expected dividend for next 3 years.  

Year 1 (D1) Rs. 28.00 (1.09) = Rs. 30.52  

Year 2 (D2) Rs. 28.00 (1.09)2 = Rs. 33.27  

Year 3 (D3) Rs. 28.00 (1.09)3 = Rs. 36.26  

Required rate of return = 13% (Ke) 

Market price of share after 3 years = (P3) = Rs. 720 The 

present value of share 

                         𝑃𝑜   = 
𝐷1(1+𝐾𝑒) + 

𝐷2(1+𝑘𝑒)2 +
𝐷3(1+𝐾𝑒)3 +

𝑃3(1+𝐾𝑒)3 

                         𝑃𝑜   = 
30.52(1+0.13) + 

33.27(1+0.13)2 +
36.26(1+0.13)3 +

720(1+0.13)3 

P0 = 30.52(0.885) + 33.27(0.783) +36.26(0.693) +720(0.693) 

P0 = 27.01 + 26.05 + 25.13 + 498.96 

 P0 = Rs. 577.15 

(ii)  If growth rate 9% is achieved for indefinite period, then maximum price 

of share should Mr. A willing be to pay is 

P0  = 
𝐷1(𝐾𝑒−𝑔) = 

𝑅𝑆.30.520.13−0.09 = 
𝑅𝑠.30.520.04  =Rs.763 

(iii) Assuming that conditions mentioned above remain same, the price 

expected after 3 years will be: 𝑃3 = 
𝐷4(𝐾𝑒−𝑔) = 

𝑅𝑠.30.520.13−0.09 =  
𝑅𝑠.30.520.04   =Rs.763 

(iv) Assuming that conditions mentioned above remain same, the price 

expected after 3 years will be: 𝑃3  = 
𝐷4(𝐾𝑒−𝑔) = 

𝐷3(1.09)0.13−0.09 =  
36.26 ×1.090.04   = 

39.520.04   =Rs.988 

 

 

https://thevivitsu.com/structure_view?id=6&cour_id=4


 

Chapter 4 Security Valuation 

Get ALL attempts for Rs. 155 only on Vivitsu 
 

4.11 

Question 8 

 

KLM Limited has issued 90,000 equity shares of Rs. 10 each. KLM Limited’s shares are 

currently selling at Rs. 72. The company has a plan to make a rights issue of one new 

equity share at a price of Rs. 48 for every four shares held. 

You are required to: 

(a) Calculate the theoretical post-rights price per share and analyse the change 

(b) Calculate the theoretical value of the right alone. 

(c) Suppose Mr. A who is holding 100 shares in KLM Ltd. is not interested in 

subscribing to the right issue, then advice what should he do.  

(May 21) 

 

Answer 8 

 

(a) Calculation of theoretical Post-rights (ex-right) price per share 

Ex-right value =  [𝑀𝑁+𝑆𝑅𝑁+𝑅 ]   Where, 

M = Market Price, 

N = Number of old Shares For a right share 

S = Subscription Price 

R = Right Share offer 

= ⌊𝑅𝑆.72×4+𝑅𝑠.48×14+1 ⌋  =Rs.67.20 

Thus, post right issue the price of share has reduced by Rs.4.80 per share. 

(b) Calculation of theoretical value of the rights alone: 

= Ex-right price – Cost of rights share 

= Rs. 67.20 – Rs. 48 = Rs. 19.20 

Or  
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= 
𝑅𝑠.67.20−𝑅𝑠.484  = Rs. 4.80 

(c) If Mr. A is not interested in subscribing to the right issue, he can renounce his 

right eligibility @ Rs. 19.20 per right and can earn a gain of Rs. 480. 

 

Question 9 

 

Mr. A will need ` 1,00,000 after two years for which he wants to  make  one  time  

necessary investment now. He has a choice of two types of bonds. Their details are 

as below: 

 

 Bond X Bond Y 

Face value ` 1,000 ` 1,000 

Coupon 7% payable 

annually 

8% payable 

annually 

Years to maturity 1 4 

Current price ` 972.73 ` 936.52 

Current yield 10% 10% 

Advice Mr. A whether he should invest all his money  in  one type of bond or  he  

should  buy both the bonds  and, if so, in which quantity? Assume that there will 

not be any call   risk or default risk. 

(Nov ’21) 

 

Answer 9 

Duration of Bond X 

 

Year Cash 

flow 

P.V. @ 10% Proportion 

of bond 

value 

Proportion of 

bond value x 

time (years) 

1 1070 .909 972.63 1.000 1.000 

Duration of the Bond is 1 year 

Duration of Bond Y 
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Year Cash flow P.V. @ 10% Proportion 

of bond 

value 

Proportion of 

bond value x 

time (years) 

1 80 .909 72.72 0.077 0.077 

2 80 .826 66.08 0.071 0.142 

3 80 .751 60.08 0.064 0.192 

4 1080 .683 737.64 0.788 3.152 

   936.52 1.000 3.563 

Duration of the Bond is 3.563 years 

Let x1 be the investment in Bond X and therefore investment in Bond Y shall be 

(1 - x1). Since the required duration is 2 year the proportion of investment in 

each of these two securities shall be computed as follows: 

2 = x1 + (1 - x1) 3.563 x1 = 0.61 

Accordingly, the proportion of investment shall be 61% in Bond X and 39% in 

Bond Y respectively. 

Amount of investment 

Bond X Bond Y 

PV of ` 1,00,000 for 2 years @ 10% 

x 61% 

PV of ` 1,00,000 for 2 years @ 

10% x 39% 

= ` 1,00,000 (0.826) x 61% 

= ` 50,386 

No. of Bonds to be purchased 

= ` 50,386/ ` 972.73 = 51.79 i.e. 

approx. 52 bonds 

= ` 1,00,000 (0.826) x 39% 

= ` 32,214 

No. of Bonds to be purchased 

= ` 32,214/ `936.52 = 34.40 i.e. 

approx. 34 bonds 

Note: The investor has to keep the money invested for two years. Therefore, 

the investor can invest in both the bonds with the assumption that Bond X will 

be  reinvested for another one year on same returns. 

Further, in the above computation, Modified Duration can also be used 

instead of  Duration. 

 

Question 10 

 

The following data is related to 8.5% Fully Convertible (into Equity shares) 
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Debentures issued by JAC Ltd. at ` 1000. 

 

Market Price of Debenture ` 900 

Conversion Ratio 30 

Straight Value of Debenture ` 700 

Market Price of Equity share on the date of 

Conversion 

` 25 

Expected Dividend Per Share ` 1 

You are required to calculate: 

(a) Conversion Value of Debenture 

(b) Market Conversion Price 

(c) Conversion Premium per share 

(d) Ratio of Conversion Premium 

(e) Premium over Straight Value of Debenture 

(f) Favourable income differential per share 

(g) Premium pay back period 

(Nov ’21) 
 

 

Answer 10 

 

(a) Conversion Value of Debenture 

= Market Price of one Equity Share X Conversion Ratio 

= ` 25 X 30 = 750 

(b) Market Conversion Price 

= 
𝑀𝑎𝑟𝑘𝑒𝑡 𝑃𝑟𝑖𝑐𝑒 𝑜𝑓 𝐶𝑜𝑛𝑣𝑒𝑟𝑡𝑖𝑏𝑙𝑒 𝐷𝑒𝑏𝑒𝑛𝑡𝑢𝑟𝑒𝐶𝑜𝑛𝑣𝑒𝑟𝑠𝑖𝑜𝑛 𝑅𝑎𝑡𝑖𝑜  

= 
𝑅𝑠.90030  = Rs. 30 

(c) Conversion Premium per share 

Market Conversion Price – Market Price of Equity Share 
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4.15 

= ` 30 – ` 25 = ` 5 

(d) Ratio of Conversion Premium 𝐶𝑜𝑛𝑣𝑒𝑟𝑠𝑖𝑜𝑛 𝑃𝑟𝑒𝑚𝑖𝑢𝑚 𝑝𝑒𝑟 𝑠ℎ𝑎𝑟𝑒𝑀𝑎𝑟𝑘𝑒𝑡 𝑃𝑟𝑖𝑐𝑒 𝑜𝑓 𝐸𝑞𝑢𝑖𝑡𝑦 𝑆ℎ𝑎𝑟𝑒  = 
𝑅𝑠.5𝑅𝑠.25 = 20% 

(e) Premium over Straight Value of Debenture 𝑀𝑎𝑟𝑘𝑒𝑡 𝑃𝑟𝑖𝑐𝑒 𝑜𝑓 𝐶𝑜𝑛𝑣𝑒𝑟𝑡𝑖𝑏𝑙𝑒 𝐵𝑜𝑛𝑑𝑆𝑡𝑟𝑎𝑖𝑔ℎ𝑡 𝑉𝑎𝑙𝑢𝑒 𝑜𝑓 𝐵𝑜𝑛𝑑  -1  = 
𝑅𝑠.900𝑅𝑠.700 -1 = 28.6% 

(f) Favourable income differential per share 𝐶𝑜𝑢𝑝𝑜𝑛 𝐼𝑛𝑡𝑒𝑟𝑒𝑠𝑡 𝐹𝑟𝑜𝑚 𝐷𝑒𝑏𝑒𝑛𝑡𝑢𝑟𝑒 − 𝐶𝑜𝑛𝑣𝑒𝑟𝑠𝑖𝑜𝑛 𝑅𝑎𝑡𝑖𝑜 × 𝐷𝑖𝑣𝑖𝑑𝑒𝑛𝑑 𝑝𝑒𝑟 𝑆ℎ𝑎𝑟𝑒𝐶𝑜𝑛𝑣𝑒𝑟𝑠𝑖𝑜𝑛 𝑅𝑎𝑡𝑖𝑜  𝑅𝑠.85−30 ×𝑅𝑠.130  = Rs. 1.833 

(g) Premium payback period 𝐶𝑜𝑛𝑣𝑒𝑟𝑠𝑖𝑜𝑛 𝑃𝑟𝑒𝑚𝑖𝑢𝑚 𝑃𝑒𝑟 𝑠ℎ𝑎𝑟𝑒𝐹𝑎𝑣𝑜𝑢𝑟𝑎𝑏𝑙𝑒 𝑖𝑛𝑐𝑜𝑚𝑒𝐷𝑖𝑓𝑓𝑒𝑟𝑛𝑡𝑖𝑎𝑙 𝑃𝑒𝑟 𝑆ℎ𝑎𝑟𝑒 = 
𝑅𝑠.5𝑅𝑠.1.833 = 2.73 years 
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5.1 

 

Chapter 5 

Portfolio Management 
 

Question 1 

 

Consider the following information on two stocks, A and B: 

 

Year Return on A 

(%) 

Return on B 

(%) 

2016 10 12 

2017 16 18 

You are required to determine: 

(i) The expected return on a portfolio containing A and B in the 

proportion of 40% and 60% respectively. 

(ii) The Standard Deviation of return from each of the two stocks. 

(iii) The covariance of returns from the two stocks. 

(iv) Correlation coefficient between the returns of the two stocks. 

(v) The risk of a portfolio containing A and B in the proportion of 40% 

and 60%. 

(Nov 19) 

 

Answer 1 

 

(i) Expected return of the portfolio A and B  
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5.2 

E (A) = (10 + 16) / 2 = 13% 

E (B) = (12 + 18) / 2 = 15% 
Rp =  ∑ 𝑋𝑖𝑅𝑖𝑁𝑖−1  = 0.4(13) + 0.6(15) =14.2% 

(ii) Stock A: 

Variance = 0.5 (10 – 13)² + 0.5 (16 – 13) ² = 9 

Standard deviation = = 3% Stock 

B: 

Variance = 0.5 (12 – 15) ² + 0.5 (18 – 15) ² = 9 

Standard deviation = 3% 

(iii) Covariance of stocks A and B 

CovAB = 0.5 (10 – 13) (12 – 15) + 0.5 (16 – 13) (18 – 15) = 9 

(iv) Correlation of coefficient 

rAB = 
𝐶𝑜𝑣𝐴𝐵𝜎𝐴𝜎𝐵   = 

93×3 =1 

(v)  Portfolio Risk 𝜎𝑃   = √𝑋2𝐴𝜎2 + 𝑋2𝐵𝜎2𝐵 + 2𝑋𝐴𝑋𝐵(𝜎𝐴𝜎𝐵𝜎𝐴𝐵) 

 = √(0.4)2(3)2 + (0.6)2(3)2 + 2(0.4)(0.6)(3)(3)(1) 
= √1.44 + 3.24 + 4.32 
=3% 

 

Question 2 

A company has a choice of investments between several different equity 

oriented mutual funds. The company has an amount of Rs.1 crore to 

invest. The details of the mutual funds are as follows: 

 

Mutual 

Fund 

Bet

a 

A 1.6 

B 1.0 

C 0.9 

D 2.0 

E 0.6 
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5.3 

Required: 

(i) If the company invests 20% of its investment in each of the first 

two mutual funds and an equal amount in the mutual funds C, D 

and E, what is the beta of the portfolio? 

(ii) If the company invests 15% of its investment in C, 15% in A, 10% in 

E and the balance in equal amount in the other two mutual funds, 

what is the beta of the portfolio? 

(iii) If the expected return of market portfolio is 12% at a beta factor of 

1.0, what will be the portfolios expected return in both the 

situations given above?  

(Nov 19) 

 

Answer 2 

With 20% investment in each MF Portfolio Beta is the weighted average 

of the Betas of various securities calculated as below: 

(i) 

 

Investment Beta 

(β) 
Invest

ment 

(Rs. 

Lacs) 

Weighted 

Investment 

A 1.6 20 32 

B 1.0 20 20 

C 0.9 20 18 

D 2.0 20 40 

E 0.6 20 12 

  100 122 

 Weighted Beta (β) = 
1.22 

(ii) With varied percentages of investments portfolio beta is calculated as 
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5.4 

follows: 

Investment Beta (β) Investm

ent 

(Rs. 

Lacs) 

Weighted 

Investment 

A 1.6 15 24 

B 1.0 30 30 

C 0.9 15 13.5 

D 2.0 30 60 

E 0.6 10 6 

  100 133.5 

 Weighted Beta (β) = 
1.335 

(iii) Expected return of the portfolio with pattern of investment as in 

case (i) 

= 12% × 1.22 i.e. 14.64% 

Expected Return with pattern of investment as in case (ii) = 12% 

× 1.335 i.e., 16.02%. 

 

 

Question 3 

 

The distribution of return of security ‘F’ and the market portfolio ‘P’ is 
given below: 

Probability          Return % 

F                                   P 

0.30 30 -10 

0.40 20 20 

0.30 0 30 

You are required to calculate the expected return of security ‘F’ and the 
market portfolio ‘P’, the covariance between the market portfolio and 
security and beta for the security.  
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5.5 

(May 20) 

 

Answer 3 

 

 

Security F 

 

Prob(

P) 

Rf PxRf Deviations 

of F 

(Rf – ERf) 

(Deviatio

n)2 

of F 

(Deviation

s)2 

PX 

0.3 3

0 

9 13 169 50.7 

0.4 2

0 

8 3 9 3.6 

0.3 0 0 -17 289 86.7 

  ERf=1

7 

  Varf =141 

STDEV  𝝈𝒇 = √𝟏𝟒𝟏  = 11.87 

 Market Portfolio, P 

 

R

M 

% 

PM Exp

. 

Ret

urn 

RM 

x 

PM 

Dev. of 

P (RM-

ERM) 

(Dev. 

of 

P)2 

(DeV.)2 

PM 

(Deviatio n

of F) x

(Deviatio 
n of P) 

Dev. of F 

x Dev. of 

P) x P 

-10 0.3 -3 -24 576 172.8 -312 -93.6 

20 0.4 8 6 36 14.4 18 7.2 

30 0.3 9 16 256 76.8 -272 -81.6 
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5.6 

  ERM

=14 

  VarM=26

4 𝜎M=16.2

5 

 =Co Var 

PM 

=- 168 

 

Beta = 
𝑪𝒐 𝑽𝒂𝒓 𝑷𝑴𝝈𝑴𝟐  = 

−𝟏𝟔𝟖𝟐𝟔𝟒  = -.636 

 

 

Question 4 

 

A Portfolio Manager (PM) has the following four stocks in his portfolio: 

 

Security No. of Shares Market Price per share 

(Rs.) 

Rs. 

VSL 10,000 50 0.9 

CSL 5,000 20 1.0 

SML 8,000 25 1.5 

APL 2,000 200 1.2 

Compute the following: 

(i) Portfolio beta. 

(ii) If the PM seeks to reduce the beta to 0.8, how much risk free 

investment should he bring in? 

(iii) If the PM seeks to increase the beta to 1.2, how much risk free 

investment should he bring in? . 

(May 20) 

 

Answer 4 

 

Security No. 

of 

Market 

Price of 

(1) × (2) % to total 

(w) 

ß (x) wx 

https://thevivitsu.com/structure_view?id=6&cour_id=4


 

Chapter 5 Portfolio Management 

Get ALL attempts for Rs. 155 only on Vivitsu 
 

5.7 

shar

es 
(1) 

Per Share 
(2) 

VSL 10000 50 500000 0.4167 0.9 0.375 

CSL 5000 20 100000 0.0833 1 0.083 

SML 8000 25 200000 0.1667 1.5 0.250 

APL 2000 200   400000 0.3333 1.2 0.400 

   1200000 1  1.108 

(i) Portfolio beta 1.108 

(ii) Required Beta 0.8 

It should become (0.8 / 1.108) 72.2 % of present 

portfolio If Rs. 12,00,000 is 72.20%, the total portfolio should be 
Rs. 12,00,000 × 100/72.20 or  
Rs. 16,62,050 

Additional investment in zero risk should be (Rs. 16,62,050 – Rs. 

12,00,000) = Rs. 4,62,050 

Revised Portfolio will be 

Security No. 

of 

shar

es 
(1) 

Mark

et Price 

of Per 

Share (2) 

(1) × 

(2) 

% 

to 

total 

(w) 

ß (x) wx 

VSL 10000 50 500000 0.3008 0.9 0.271 

CSL 5000 20 100000 0.0602 1 0.060 

SML 8000 25 200000 0.1203 1.5 0.180 

APL 2000 200 400000 0.2407 1.2 0.289 

Risk free 

asset 

46205 10 462050 0.2780 0 0 

   166205

0 

1  0.800 

(iii) To increase Beta to 1.2 

Required beta 1.2 

It should become 1.2 / 1.108 108.30% of 
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5.8 

present beta If 1200000 is 108.30%, the total portfolio should 

be 

1200000 × 100/108.30 or 1108033 say 1108030 

Additional investment should be (-) 91967 i.e. Divest Rs. 91970 

of Risk Free Asset 

Revised Portfolio will be 

 

 

 

Security No. 

of 

shar

es 
(1) 

Mark

et Price 

of Per 

Share (2) 

(1) × 

(2) 

% 

to 

total 

(w) 

ß (x) wx 

VSL 10000 50 500000 0.4513 0.9 0.40

6 

CSL 5000 20 100000 0.0903 1 0.09

0 

SML 8000 25 200000 0.1805 1.5 0.27

1 

APL 2000 200 400000 0.3610 1.2 0.43

3 

Risk free 

asset 

-9197 10 -91970 -0.0830 0 0 

   110803

0 

1  1.20 

Portfolio beta 1.20 

 

 

Question 5 

 

A study by a Mutual fund has revealed the following data in respect of 

three securities: 
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Securit

y 

σ (%) Correlation with 
Index, Pm 

A 20 0.60 

B 18 0.95 

C 12 0.75 

The standard deviation of market portfolio (BSE Sensex) is observed 

to be 15%. 

(i) What is the sensitivity of returns of each stock with respect to 

the market? 

(ii) What are the covariances among the various stocks? 

(iii) What would be the risk of portfolio consisting of all the three 

stocks equally? 

(iv) What is the beta of the portfolio consisting of equal 

investment in each stock? 

(v) What is the total, systematic and unsystematic risk of the 

portfolio in (iv) ? 

(Nov 20) 

 

Answer 5 

 

(i) Sensitivity of each stock with market is given by its beta. Standard 

deviation of market Index = 15% 

Variance of market Index = 0.0225 Beta 

of stocks =  𝜎𝑖𝑟/𝜎𝑚  

A = 20 × 0.60/15 = 0.80 B = 18 

× 0.95/15 = 1.14 C = 12 × 

0.75/15 =  0.60 

(ii) Covariance between any 2 stocks =  𝛽1𝛽2𝜎2𝑚  
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5.10 

Covariance matrix 

 

(iii) Total risk of the equally weighted portfolio (Variance) = 400(13)2 + 

324(13)2+ 144(13)2+ 2 (205.20) (13)2+ 2(108.0) (13)2+ 2(153.900) (13)2= 

200.244 

(iv) β of equally weighted portfolio = β p =  ∑ 𝛽𝑖𝑁=  
0.80+1.14+0.603  

= 0.8467 

(v) Systematic Risk    𝛽𝑝2 𝜎𝑚2        = (0.8467)2(15)2 = 161.303    

Unsystematic Risk = Total Risk – Systematic Risk 

= 200.244 -161.303 =38.941 

 

Question 6 

 

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%. 

 

 

Stock/Bet

a 

0.80 1.14 0.60 

A 400.000 205.200 108.000 

B 205.200 324.000 153.900 

C 108.000 153.900 144.000 
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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  

(Nov 20) 

 

Answer 6 

 

(i) Variance of Returns 𝐶𝑜𝑟𝑖 .𝑗 =  𝐶𝑜𝑣(𝑖,𝑗)𝜎𝑖𝜎𝑗     

Accordingly, for MFX 

1 = 
𝐶𝑜𝑣(𝑋,𝑋)𝜎𝑋𝜎𝑋  𝜎𝑋2  = 4.800 

Accordingly, for MFY 

1 = 
𝐶𝑜𝑣 (𝑌,𝑌)𝜎𝑌𝜎𝑌  𝜎𝑋2 = 4.800 

Accordingly, For MFY 
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1 = 
𝐶𝑜𝑣(𝑌,𝑌)𝜎𝑌𝜎𝑌  𝜎𝑌2 = 4.250 

Accordingly, For Market Return 

1 = 
𝐶𝑜𝑣(𝑀,𝑀)𝜎𝑀𝜎𝑀  𝜎𝑀2  = 3.100 

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

 

Weight of MFX in Portfolio = 
1,20,0002,00,000 = 0.60 

Weight of MFY in Portfolio = 
80,0002,00,000 = 0.40 

 

Accordingly, Portfolio Return 

0.60 × 15% + 0.40 × 14% = 14.60% 

 

Beta of each Fund 

 𝛽 =  
𝐶𝑜𝑣(𝐹𝑢𝑛𝑑,𝑀𝐴𝑟𝑘𝑒𝑡)𝑉𝑎𝑟𝑖𝑎𝑛𝑐𝑒 𝑜𝑓 𝑀𝑎𝑟𝑘𝑒𝑡 𝛽𝑋 = 

3.3703.100  = 1.087 𝛽𝑌  = 
2.8003.100  = 0.903 

Portfolio Beta 

0.60 x 1.087 + 0.40 x 0.903 = 1.013 

Portfolio Variance 𝜎𝑥𝑦2   = 𝑊𝑋2  𝜎𝑋2 + 𝑊𝑌2𝜎𝑌2  + 2𝑊𝑥𝑊𝑦𝐶𝑜𝑣𝑋,𝑌 

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

= 4.472 

Or Portfolio Standard Deviation 𝜎𝑋𝑌  = √4.472 = 2.115 
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5.13 

 

(iii) Expected Return, Systematic and Unsystematic Risk of 

Portfolio Portfolio Return = 10% + 1.013 (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 = 𝛽2𝜎2 

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 

Treynor Ratio 

MFX = 
15%−10%1.087  = 4.60 

https://thevivitsu.com/structure_view?id=6&cour_id=4


 

Chapter 5 Portfolio Management 

Get ALL attempts for Rs. 155 only on Vivitsu 
 

5.14 

MFY = 
14%−10%0.903   = 4.43 

Portfolio = 
14.6%−10%1.013   = 4.54 

Alpha 

MFX = 15% - 12.17% =2.83% 

MFY = 14% -11.81% = 2.19% 

Portfolio = 14.6% -12.03% = 2.57% 

 

Question 7 

 

Equity of ABC Ltd. (ABCL) is Rs. 500 Crores, its debt, is worth Rs. 290 Crores. 

Printer Division segments value is attributable to 64%, which has an Asset 

Beta (βp) of 1.55, balance value is applied on Spares and Consumables 
Division, which has an Asset Beta (β sc) of 1.40 ABCL Debt beta (βD) is 0.28.  

You are required to calculate: 

(i) Equity Beta (βE), 

(ii) Ascertain Equity Beta (βE), if ABC Ltd. decides to change its Debt 

Equity position by raising further debt and buying back of 

equity to have its Debt to Equity Ratio at 1.50. 

Assume that the present Debt Beta (βD1) is 0.45 and any further 

funds raised by way 
of Debt will have a Beta (βD2) of 0.50. 

(iii) Whether the new Equity Beta (βE) justifies increase in the value 

of equity on account of leverage? (May ’21) 

 

Answer 7 
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(i) Equity Beta 

To calculate Equity Beta first we shall calculate Weighted Average of 

Asset Beta as follows: 

= 1.55 x 0.64 + 1.40 x 0.36 

= 0.992 + 0.504 = 1.496 

Now we shall compute Equity Beta using the following formula: 𝛽𝐴𝑠𝑠𝑒𝑡 = 𝛽𝐸𝑞𝑢𝑖𝑡𝑦 [ 𝐸𝐸+𝐷(1−𝑡)] + 𝛽𝐷𝑒𝑏𝑡 [ 𝐷(1−𝑡)𝐸+𝐷(1−𝑡)] 

Accordingly, 

1.496 = 𝛽𝐸𝑞𝑢𝑖𝑡𝑦 ⌊ 500500+290⌋ + 𝛽𝐷𝑒𝑏𝑡 ⌊ 290500+290⌋ 

1.496 = 𝛽𝐸𝑞𝑢𝑖𝑡𝑦 ⌊500790⌋ + 0.28 ⌊290790⌋ 

  𝛽𝐸𝑞𝑢𝑖𝑡𝑦 =2.20 

(ii) Equity Beta on change in Capital Structure 

Amount of Debt to be raised: 

 

Particulars Value (in Rs. 

Crore) 

Total Value of Firm (Equity Rs. 500 crore + 

Debt Rs. 290 crore) 
790 

Desired Debt Equity Ratio 1.50 : 1.00 

Desired Debt Level =  
Total Value x Debt Ratio 

Debt Ratio + Equity Ratio 

Less: Value of Existing Debt 

474 

 

(290) 

Value of Debt to be Raised 184 

Equity after Repurchase = Total value of Firm – Desired Debt Value 

= Rs. 790 Crore – Rs. 474 Crore 

 

= Rs. 316 Crore 
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Weighted Average Beta of ABCL: 

 

Source of 

Finance 

Investme

nt (in Rs. 

Crore) 

Weight Beta of the 

Division 

Weighted 

Beta 

Equity 316 0.

4 

β(E = X) 0.4x 

Debt – 1 290 0.367 0.45 0.16

5 

Debt – 2 184 0.233 0.50 0.11

7 

 790 Weighted Average 

Beta 

0.282 + 

(0.4x) 

βABCL = 0.282 + 0.4x 1.496 = 0.282 + 0.4x 

0.4x = 1.496 – 0.282 X = 

1.214/0.4 = 3.035 

β New Equity = 3.035 

(iii) Yes, it justifies the increase as it leads to increase in the Value of Equity 

due to increase in Beta. 

 

Question 8 

 

K Ltd. has invested in a portfolio of short-term equity investments. You 

are required to calculate the risk of K Ltd.’s short-term investment 

portfolio relative to that of the market from the information given 

below: 

 

Investment A B C D 

No. of shares 1,20,00

0 

1,60,00

0 

2,00,00

0 

2,50,00

0 

Market price per share (`) 8.58 5.84 4.34 6.28 

Beta 2.32 4.56 1.80 3.00 
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Expected Dividend Yield 9.50% 14.00% 7.50% 16.00% 

The current market return is 20% and the risk free return is 10%. 

Advise whether K Ltd. should change the composition of its portfolio. If yes, 

then how. Note: Make calculations upto 4 decimal points. 

(May 21) 

 

Answer 8 

 

(i) To determine whether K Ltd. should change composition of its portfolio first we 

should determine the Beta of the Portfolio and compare it with implicit Beta  as 

justified by  the Return on Portfolio. 

Calculation of Beta of Portfolio 

Inves

t- 

men

t 

No. 

of 

share

s 

Marke
t Price 
(Rs.) 

Marke

t 

Value 

Dividen

d 

Yield 

Dividen

d 

Compositi

on 

β Weight

ed 

β 

A 1,20,00

0 

8.58 10,29,60

0 

9.50% 97,812 0.2339 2.32 0.5426 

B 1,60,00

0 

5.84 9,34,400 14.00% 1,30,81

6 

0.2123 4.56 0.9681 

C 2,00,00

0 

4.34 8,68,000 7.50% 65,100 0.1972 1.80 0.3550 

D 2,50,00

0 

6.28 15,70,00

0 

16.00% 2,51,20

0 

0.3566 3.00 1.0698 

   44,02,00

0 

 5,44,92

8 

1.0000  2.9355 

Return of the portfolio 
5,44,92844,02,000  = 0.1238 

Beta of Port Folio 2.9355 

Market Risk implicit          0.1238 = 0.10 + β× (0.20 – 0.10) 
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Or, 0.10 β + 0.10 = 0.1238 

β =   0.1238 - 0.10/0.10    = 0.238 

Market β implicit is 0.238 while the portfolio β is 2.93. Thus, the portfolio is 
marginally risky compared to the market. 

 

(ii) To decide whether K Ltd. should change the composition of its portfolio the 

dividend yield (given) should be compared with the Expected Return as per CAPM 

as follows: 

Expected return as per CAPM is Rf + (RM – Rf) β 

Accordingly, 

 

Expected Return for investment 

A 

= 0.10 + (0.20 - 0.10) 2.32 

 = 33.20% 

Expected Return for investment 

B 

= 0.10 + (0.20 - 0.10) 4.56 

 = 55.60% 

Expected Return for investment 

C 

= 0.10 + (0.20 - 0.10) 1.80 

 = 28% 

For investment D, Rs = 0.10 + (0.20 - 0.10) 3 

 = 40% 

Comparing dividend yields with the expected returns of investment as per CAPM  

it can be observed that all investments are over-priced and they should be sold 

by the  K Ltd. and acquire new securities. 

 

Question 9 

 

Mr. A is interested to invest ` 1,00,000 in the securities market. He  

selected  two  securities B and D for this purpose. The risk return profile 

of these securities  are as  follows: 
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Securit

y 

Risk (  

) 
Expected Return 

(ER) 

B 10% 12% 
D 18% 20% 

Co-efficient of correlation between B and D is 0.15. 

You are required to calculate the portfolio return of the following 

portfolios of  B and D  to  be considered by A for his investment. 

(i) 100 percent investment in B only; 

(ii) 50 percent of the fund in B and the rest 50 percent in D; 

(iii) 75 percent of the fund in B and the rest 25 percent in D; and 

(iv) 100 percent investment in D only. 

Also indicate that which portfolio is best for him from risk as well as return 

point of view?  

(Nov ’21) 
 

 

Answer 9 

 

We have Ep  = W1E1  + W3E3 + WnEn 

And for Standard deviation 𝜎𝑝2 = ∑ ∑ 𝑊𝑖𝑊𝑗𝜎𝑖𝑗𝑛𝑗=1𝑛𝑖=1  𝜎𝑝2 = ∑ ∑ 𝑊𝑖𝑊𝑗𝜌𝑖𝑗𝜎𝑖𝜎𝑗𝑛𝑗=1𝑛𝑖=1  

Two asset portfolio 

σ2p = w21σ21 + w22σ22 + 2 w1w2σ1σ2ρ12 

Substituting the respective values we get, 

(i) All funds invested in B 

Ep = 12% 

σp= 10% 

(ii) 50% of funds in each of B & D    

Ep = 0.50X12%+0.50X20%=16% 
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σ2p = (0.50)2(10%)2 + (0.50)2(18%)2 +2(0.50)(0.50)(0.15)(10%)(18%) 

σ2p = 25 + 81 + 13.5 = 119.50 

σp= 10.93% 

(iii) 75% in B and 25% in D 

Ep = 0.75%X12%+0.25%X20=14% 

σ2p = (0.75)2(10%)2 + (0.25)2(18%)2 

+2(0.75)(0.25)(0.15)(10%)(18%) 

σ2p = 56.25 + 20.25 + 10.125 = 86.625 

σp= 9.31% 

(iv) All funds in D Ep = 

20% σp= 18.0% 

Portfolio (i) (ii) (iii) (iv) 

Return 12 16 14 20 

Σ 10 10.9

3 

9.31 18 

In the terms of return, we see that portfolio (iv) is  the best portfolio. In 

terms of  risk we   see that portfolio (iii) is the best portfolio. 

 

Question 10 

 

A Portfolio Manager (PM) has the following four stocks in his portfolio: 

 

Securi

ty 

No. of 

Shares 

Market Price per 

share (`) 

 

VSL 10,000 50 0.

9 

CSL 5,000 20 1.

0 

SML 8,000 25 1.

5 
APL 2,000 200 1.

2 
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Compute the following: 

(i) Portfolio beta. 

(ii) If the PM seeks to reduce the beta to 0.8, how much risk free 

investment should he bring in? 

(iii) If the PM seeks to increase the beta to  1.2, how much  risk free 

investment should  he bring in?  

(Nov ’21) 
 

Answer 10 

 

Securit

y 

No. of 

shares 
(1) 

Market 

Price of 

Per Share 

(2) 

(1) × (2) % 

to 

total 

(w) 

ß (x) wx 

VSL 10000 50 500000 0.4167 0.9 0.375 

CSL 5000 20 100000 0.0833 1 0.083 

SML 8000 25 200000 0.1667 1.5 0.250 

APL 2000 200   

400000 

0.3333 1.2 0.400 

   120000
0 

1  1.108 

Portfolio beta 1.108 

(i) Required Beta 0.8 

It should become (0.8 / 1.108) 72.2 % of present portfolio 

If ` 12,00,000 is 72.20%, the total portfolio should be 

` 12,00,000 × 100/72.20 or ` 16,62,050 

Additional investment in zero risk should be (` 16,62,050–` 12,00,000)= ` 

4,62,050 

Revised Portfolio will be 

 

Security No. 

of 

Market 

Price of 

(1) × (2) % 

to 

ß (x) wx 
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shar

es 
(1) 

Per Share 
(2) 

total 

(w) 

VSL 1000

0 

50 500000 0.300

8 

0.9 0.271 

CSL 5000 20 100000 0.0602 1 0.060 

SML 8000 25 200000 0.1203 1.5 0.180 

APL 2000 200 400000 0.2407 1.2 0.289 

Risk 

free 

asset 

46205 10 462050 0.2780 0 0 

   166205

0 

1  0.800 

 

(ii) To increase Beta to 1.2 

Required beta 1.2 

It should become 1.2 / 1.108 108.30% of present beta If 

1200000 is 108.30%, the total portfolio should be 

` 1200000 × 100/108.30 or ` 1108033 say ` 1108030 

 

Additional investment should be (-) ` 91,967 i.e. Divest ` 91970 of Risk Free 

Asset 

 

Revised Portfolio will be 

 

Security No. 

of 

shar

es 
(1) 

Market 

Price of 

Per Share 
(2) 

(1) × (2) % to 
total 

(w) 

ß (x) wx 

VSL 10000 50 500000 0.4513 0.9 0.406 

CSL 5000 20 100000 0.0903 1 0.090 

SML 8000 25 200000 0.1805 1.5 0.271 
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APL 2000 200 400000 0.3610 1.2 0.433 

Risk free 

asset 

-9197 10 -91970 -0.0830 0 0 

   110803

0 

1  1.20 

Portfolio beta 1.20 
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6.1 

Chapter 6  

Securitization 
 

Question 1 

 

Explain the benefits of Securitization from the point of view of originator. 

(Nov ’19) 

 

Answer 1 

 

Originator (entity which sells assets collectively to Special Purpose Vehicle) 

achieves the following benefits from securitization: 

(i) Off – Balance Sheet Financing: When loan/receivables are securitized 

it release a portion of capital tied up in these assets resulting in off 

Balance Sheet financing leading to improved liquidity position which 

helps expanding the business of the company. 

(ii) More specialization in main business: By transferring the assets the 

entity could concentrate more on core business as servicing of loan is 

transferred to SPV. Further, in case of non-recourse arrangement even 

the burden of default is shifted. 

(iii) Helps to improve financial ratios: Especially in case of Financial 

Institutions and Banks, it helps to manage Capital-To-Weighted Asset 

Ratio effectively. 

(iv) Reduced borrowing Cost: Since securitized papers are rated due to 

credit enhancement even they can also be issued at reduced rate as of 

debts and hence the originator earns a spread, resulting in reduced 

cost of borrowings. 

 

Question 2 
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Discuss briefly the steps in securitization mechanism.  

(May ’20) 

Answer 2 

 

The various steps in securitization mechanism are discussed as below: 

Creation of Pool of Assets 

The process of securitization begins with creation of pool of assets by 

segregation of assets backed by similar type of mortgages in terms of 

interest rate, risk, maturity and concentration units. 

Transfer to SPV 

One assets have been pooled, they are transferred to Special Purpose 

Vehicle (SPV) especially created for this purpose. 

Sale of Securitized Papers 

SPV designs the instruments based on nature of interest, risk, tenure etc. 

based on pool of assets. These instruments can be Pass Through Security 

or Pay Through Certificates, (discussed later). 

Administration of assets 

The administration of assets in subcontracted back to originator which 

collects principal and interest from underlying assets and transfer it to  

SPV,  which  works as a conduct. 

Recourse to Originator 

Performance of securitized papers depends on the performance of 

underlying assets and unless specified in case of default they go back to 

originator from SPV. 

Repayment of funds 

SPV will repay the funds in form of interest and principal that arises from 

the assets pooled. 

Credit Rating to Instruments 
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Sometime before the sale of securitized instruments credit rating can be 

done to assess the risk of the issuer. 

 

 

 

Question 3 

 

Discuss briefly the problems faced in the growth of Securitization of 

Instruments in Indian context.  

(Nov ’20) 

 

Answer 3 

Following are main problems faced in growth of Securitization of  

instruments  especially in Indian context: 

(i) Stamp Duty: Stamp Duty is one of the obstacle in India. Under 

Transfer of Property Act, 1882, a mortgage debt stamp duty which 

even goes upto 12% in some states of India and this impeded the 

growth of securitization in India. It should be noted that since pass 

through certificate does not evidence any debt only able to 

receivable, they are exempted from stamp duty. 

Moreover, in India, recognizing the special nature of securitized 

instruments in some states has reduced the stamp duty on them. 

(ii) Taxation: Taxation is another area of concern in India. In the absence 

of any specific provision relating to securitized instruments in Income Tax Act 

experts’ opinion differ a lot. Some are of opinion that SPV as a trustee 

is liable to be  taxed in a representative capacity then others are of 

view that instead of SPV, investors will be taxed on their share of 

income. Clarity is also required on the issues of capital gain 

implications on passing payments to the investors. 

(iii) Accounting: Accounting and reporting of securitized assets in the 
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books of originator is another area of concern. Although 

securitization is slated to be an off-balance sheet instrument but in 

true sense receivables are removed from originator’s balance sheet. 
Problem arises especially when assets are transferred without 

recourse. 

(iv) Lack of standardization: Every originator following his own format 

for documentation and administration having lack of standardization 

is another obstacle in the growth of securitization. 

(v) Inadequate Debt Market:  Lack  of existence of a  well-developed 

debt market  in India is another obstacle that hinders the growth of 

secondary market of securitized or asset backed securities. 

(vi) Ineffective Foreclosure laws: For many years efforts are on for 

effective foreclosure but still foreclosure laws are not supportive to 

lending institutions and this makes securitized instruments especially 

mortgaged backed securities less attractive as lenders face difficulty 

in transfer of property in  event  of  default by the borrower. 

 

Question 4 

 

Explain the Secondary Participants involved in the process of 

Securitization of Instruments.  

(May ’21) 

 

Answer 4 

Secondary participants involved into the securitization process are as 

follows: 

(i) Obligors: Actually they are the main source of the whole 

securitization process. They are the parties who owe money to the 

firm and are assets in the Balance Sheet of Originator. The amount 

due from the obligor is transferred to SPV and hence they form the 

basis of securitization process and their credit standing is  of 

paramount importance in the whole process. 
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(ii) Rating Agency: Since the securitization is based on the pools of 

assets rather than the originators, the assets have to be assessed in 

terms of its credit quality and credit support available. Rating 

agency assesses the following: 

Strength of the Cash Flow. 

 Mechanism to ensure timely payment of interest and principle 

repayment. 

 Credit quality of securities. 

 Liquidity support. 

 Strength of legal framework. 

Although rating agency is secondary to the process of securitization 

but it plays a vital role. 

(iii) Receiving and Paying agent (RPA): Also, called Servicer or 

Administrator, it collects the payment due from obligor(s) and 

passes it to SPV. It also follow up with defaulting borrower and if 

required initiate appropriate legal action against them. Generally, 

an originator or its affiliates acts as servicer. 

(iv) Agent or Trustee: Trustees are appointed to oversee that all parties 

to the deal perform in the true spirit of terms of agreement. 

Normally, it takes care of interest of investors who acquires the 

securities. 

(v) Credit Enhancer: Since investors in securitized instruments are 

directly exposed to performance of the underlying and sometime 

may have limited or no recourse to the originator, they seek 

additional comfort in the form of credit enhancement. In other 

words, they require credit rating of issued securities which also 

empowers marketability of the securities. 

Originator itself or a third party say a bank may provide this 

additional context called Credit Enhancer. While originator provides 

his comfort in the form of over collateralization or cash collateral, 

the third party provides it in form of letter of credit or surety bonds. 

(vi) Structurer: It brings together the originator, investors, credit 

enhancers and other parties to the deal of securitization. Normally, 
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these are investment bankers also called arranger of the deal. It 

ensures that deal meets all legal, regulatory, accounting and tax 

laws requirements. 

 

 

 

 

https://thevivitsu.com/structure_view?id=6&cour_id=4


 

Chapter 7 Mutual Funds 

Get ALL attempts for Rs. 155 only on Vivitsu 
 

7.1 

Chapter 7  

Mutual Funds 
 

Question 1 

 

On 1st April 2009 Fair Return Mutual Fund has the following assets 

and prices at 4.00 p.m. 

 

Shares No. of 

Shares 

Market Price Per 
Share (Rs.) 

A Ltd. 10000 19.70 

B Ltd. 50000 482.60 

C Ltd. 10000 264.40 

D Ltd. 100000 674.90 

E Ltd. 30000 25.90 

No. of units of 

funds 

 8, 00,000 

Please calculate: 

(a) NAV of the Fund on 1st April 2009. 

(b) Assuming that on 1st April 2009, Mr. X, a HNI, send a cheque of 

Rs. 50,00,000 to the Fund and Fund Manager immediately 

purchases 18000 shares of C Ltd. and balance is held in bank. Then 

what will be position of fund. 

(c) Now suppose on 2 April 2009 at 4.00 p.m. the market price of 

shares is as follows: 

Shares Rs. 

A Ltd. 20.30 

B Ltd. 513.70 

C Ltd. 290.80 

D Ltd. 671.90 

E Ltd. 44.20 

Then what will be new NAV. 
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(Nov ’19) 
 

Answer 1 

(a) NAV of the Fund. 𝑅𝑠. 1,97,000 + 𝑅𝑠. 2,41,30,000 + 𝑅𝑠. 26,44,000 + 𝑅𝑠. 6,74,90,000 + 𝑅𝑠. 7,77,000800000  𝑅𝑠. 9,52,38,000800000  

 
= Rs. 119.0475 rounded to Rs. 119.05 

(b) The revised position of fund shall be as follows: 

 

Shares No. of 

shares 

Price Amount 

(Rs.) 

A Ltd. 10000 19.70 1,97,000 

B Ltd. 50000 482.60 2,41,30,000 

C Ltd. 28000 264.40 74,03,200 

D Ltd. 100000 674.90 674,90,000 

E Ltd. 30000 25.90 7,77,000 

Cash   2,40,800 

   10,02,38,00

0 

No. of units of fund =800000 × 5000000 / 119.0475 

 = 8,42,000 

(c) On 2nd April 2009, the NAV of fund will be as follows: 

 

Shares No. of shares Price Amount 

(Rs.) 

A Ltd. 10000 20.30 2,03,000 

B Ltd. 50000 513.70 2,56,85,000 

C Ltd. 28000 290.80 81,42,400 

D Ltd. 100000 671.90 6,71,90,000 

E Ltd. 30000 44.20 13,26,000 

Cash    2,40,800 

   10,27,87,20
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0 

NAV as on 2nd April 2009 = 
𝑅𝑠.10,2787,200842000  = Rs. 122.075 Per unit 

 

 

 

Question 2 

Briefly explain the concept of Exchange Traded Fund. 

 (Nov ’19) 

 

Answer 2 

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 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 
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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. 

 

Question 3 

 

On 01-07-2016, Mr. X Invested Rs. 50,000/- at initial offer in Mutual Funds at a 

face value of Rs. 10 each per unit. On 31-03-2017, a dividend was paid @ 10% and 

annualized yield was 120%. On 31-03-2018, 20% dividend and capital gain of Rs. 0.60 

per unit was given. Mr. X redeemed all his 6271.98 units when his annualized yield 

was 71.50% over the period of holding. Calculate NAV as on 31-03-2017, 31-03-2018 

and 31-03-2019. 

For calculations consider a year of 12 months.  

(May ’20) 
 

Answer 3 

Yield for 9 months (120% x 9/12) = 90% 

Market value of Investments as on 31.03.2017 = Rs. 50,000/- + (Rs. 50,000x 90%)= 

Rs. 95,000/- Therefore, NAV as on 31.03.2017 = (Rs. 95,000 - Rs. 5,000)/5,000 = Rs. 

18.00 

 Since Dividend was reinvested by Mr.X, additional Units acquired =  

RS.5,000 / Rs. 18 = 277.78 Unit 

Therefore, units as on 31.03.2017 = 5,000 + 277.78 = 5,277.78 Alternatively, units 

as on 31.03.2017 = (Rs. 95,000/Rs.18) = 5,277.78 

Dividend as on 31.03.2018 = 5,277.78 x Rs. 10 x 0.2         = Rs.10,555.56 

Capital Gain (5277.78 x Rs. 0.60)                                        = Rs. 3,166.67 

                                                                                                               = Rs.13,722.23 

Let  X  be  the  NAV  on  31.03.2018,  then  number  of  new  units  

reinvested will be Rs.13,722.23/X. 
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Accordingly, 6,271.98 units shall consist of reinvested units and 5277.78 (as on 

31.03.2017). 

Thus, by way of equation it can be shown as follows: 

6,271.98 = 
𝑅𝑠.13,722.23𝑋  + 5,277.78 

Therefore, NAV as on 31.03.2018 = Rs. 13,722.23/(6,271.98 – 5,277.78) = 

Rs. 13.80 NAV as on 31.03.2019 = Rs. 50,000 (1+0.715x33/12)/6,271.98 = 

Rs.23.656 

 

Question 4 

 

There are two Mutual Funds viz. D Mutual Fund Ltd. and K Mutual Fund 

Ltd. Each having close ended equity schemes. 

NAV as on 31-12-2019 of equity schemes of D Mutual Fund Ltd. is  Rs. 

70.71  (consisting  99% equity and remaining cash balance) and that of 

K Mutual Fund Ltd. is 62.50  (consisting 96% equity and balance in 

cash). 

Following is the other information: 

 

Particular 
Equity 

Schemes 

D Mutual Fund 

Ltd. 

K Mutual Fund 

Ltd. 

Sharpe Ratio 2 3.3 

Treynor Ratio 15 15 

Standard deviation 11.25 5 

There is no change in portfolios during  the next month and  annual 

average cost is  Rs. 3  per unit for the schemes of both the Mutual 

Funds. 

If Share Market goes down by 5% within a month, calculate  

expected NAV after  a month for the schemes of both the Mutual 
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Funds. 

For calculation, consider 12 months in a year and ignore number of 

days for particular month.  

(Nov ’20) 
 

 

 

Answer 4 

Working Notes: 

(i) Decomposition of Funds in Equity and Cash Components 

 

 D Mutual Fund 

Ltd. 

K Mutual Fund Ltd. 

NAV on 31.12.19 Rs. 70.71 Rs. 62.50 

% of Equity 99% 96% 

Equity element in NAV Rs. 70 Rs. 60 

Cash element in NAV Rs. 0.71 Rs. 2.50 

 

(ii) Calculation of Beta 

(a) D Mutual Fund Ltd. 

Sharpe Ratio = 2 = 
𝐸(𝑅)−𝑅𝑓𝜎𝐷  = 

𝐸(𝑅)−𝑅𝑓11.25  

E(R) - 𝑅𝑓 =22.50 

Treyor Ratio =15 = 
𝐸(𝑅)−𝑅𝑓𝛽𝐷   = 

22.50𝛽𝐷  𝛽𝐷 = 22.50/15  = 1.50 

(b) K Mutual Fund Ltd. 

Sharpe Ratio = 3.3 = 
𝐸(𝑅)−𝑅𝑓𝜎𝐾  = 

𝐸(𝑅)−𝑅𝑓5  

E(R) - 𝑅𝑓 =16.50 

Treyor Ratio =15 = 
𝐸(𝑅)−𝑅𝑓𝛽𝐾   = 

16.50𝛽𝐾  
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𝛽𝐾 = 16.50/15  = 1.10 

(iii) Decrease in the Value of Equity 

 

 D Mutual Fund 

Ltd. 

K Mutual Fund 

Ltd. 

Market goes down by 5.00% 5.00% 

Beta 1.50 1.10 

Equity component goes 

down 

7.50% 5.50% 

(iv) Balance of Cash after 1 month 

 

 D Mutual Fund 

Ltd. 

K Mutual Fund 

Ltd. 

Cash in Hand on 

31.12.19 

Rs. 0.71 Rs. 2.50 

Less: Exp. Per month Rs. 0.25 Rs. 0.25 

Balance after 1 month Rs. 0.46 Rs. 2.25 

NAV after 1 month 

 

 D Mutual Fund 

Ltd. 

K Mutual Fund 

Ltd. 

Value of Equity after 1 

month 

  

70 x (1 - 0.075) Rs. 64.75 - 

60 x (1 - 0.055) - Rs. 56.70 

Cash Balance 0.46 2.25 

 65.21 58.95 

 

Question 5 

 

The following particulars relating to S Fund Schemes: 

 

Particulars Value Rs. in 

Crores 
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1. Investment in Shares (at cost)  

a. Pharmaceuticals companies 158 

b. Construction Industries 62 

c. Service Sector Companies 112 

d. IT Companies 68 

e. Real Estate Companies 20 

2. Investment in Bonds (Fixed Income)  

a. Listed Bonds (8000, 14% Bonds of Rs. 

15,000 each) 

24 

b. Unlisted Bonds 14 

3. No. of Units outstanding (crores) 8.4 

4. Expenses Payable 7 

5. Cash and Cash equivalents 3 

6. Market expectations on listed bonds 8.842% 

The fund has incurred the following expenses: 

Consultancy and Management fees Rs. 520 

Lakhs Office Expenses Rs. 180 Lakhs 

Advertisement Expenses Rs. 48 Lakhs 

Particulars relating to each sector are as 

follows: 

Sector Index on Purchase 

date 

Index on Valuation 

date 

Pharmaceutical 

companies 

300 50

0 

Construction 

Industries 

27

5 

490 

Service Sector 

Companies 

285 500 

IT Companies 270 515 

Real Estate Companies 265 440 

Required: 

(i) Calculate the Net Asset Value of the fund 

(ii) Calculate the Net Asset Value per unit 
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(iii) Determine the Net return (Annualized), if the period of consideration is 

4 years, and the fund has distributed Rs. 2 per unit per year as cash 

dividend during the same period. 

Note: Calculate figure in Rs. Crore upto 3 decimal points.  

(May ’21) 
 

Answer 5 

(i) Calculation of NAV of the Fund 

 

1. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

2. 

 

 

 

 

 

3. 

 

Value of Shares 

 

a. Pharmaceutical Companies 

 

b. Construction Companies 

 

c. Service Sector Companies 

 

d. IT Companies 

 

e. Real Estate Companies 

 

Investment in Bonds 

 

a. Listed Bonds 

 

b. Unlisted Bonds 

 

Cash and Cash Equivalents 

 

Less: Expense Payable 

NAV of the Fund 

 

 

158 × 
𝟓𝟎𝟎𝟑𝟎𝟎 

 

62 × 
490275 

 

112 × 
500285 

 

68 × 
515270 

 

20 × 
440265 

 

 

 148.842 ×24 

(in Rs.Crore) 

 

 

263.333 

 

 

110.473 

 

 

196.491 

 

129.704 

 

33.208 

 

 

 

 

38.00 

 

14.000 

 

3.00 

788.209 

 

7.000 

781.209 

(ii) NAV of the Fund per Unit 
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NAV of the Fund Rs. 781.209 
crore 

Number of Units 8.40 crore 
NAV Per Unit (Rs. 781.209 crore/ 8.40 
crore) 
 

Rs. 93.00 

(iii) Net Return 

 

 

  

 

 

 

 

 

 

 

 

Question 6 

Five portfolios experienced the following results during a 7- year 

period: 

 

Portfolio 
Average 

Annual 

Return (Rp) 

(%) 

Standard 

Deviation 

(Sp) 

Correlation with 

the market 

returns (r) 

A 19.0 2.5 0.840 

B 15.0 2.0 0.540 

C 15.0 0.8 0.975 

D 17.5 2.0 0.750 

Initial Cost Per Unit  

Rs. 420 crore 

 

Investment in Shares 

Bonds Rs. 38 crore Rs. 458 crore 

Number of Units  8.40 crore 

Cost Per Unit  Rs. 54.52 

Return   

Capital Gain (Rs. 93.00 – Rs. 54.52) Rs. 38.48 

Dividend Rs. 4x 2 Rs. 8.00 

  Rs. 46.48 

Annualized Return 46.4854.52 × 14 

 

21.31% 
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E 17.1 1.8 0.600 

Market Risk (σm) -- 1.2  

Market rate of Return 

(Rm) 

14.0   

Risk-free Rate (Rf) 9.0   

Rank the portfolios using (a) Sharpe’s method, (b) Treynor’s method and (c) 
Jensen’s Alpha 

(Nov ’21) 
 

 

 

Answer 6 

Let Portfolio Standard deviation be   𝜎𝑝 

Market Standard Deviation = 𝜎𝑚  

Coefficient of correlation =r 

Portfolio beta (𝛽𝑝)  = 
𝜎𝑝𝑟𝜎𝑚  

Required portfolio return (Rp) = Rf + βp (Rm – Rf) 

 

Portfolio Beta Return from the portfolio (Rp) (%) 

A 1.75 17.75 

B 0.90 13.50 

C 0.65 12.25 

D 1.25 15.25 

E 0.90 13.50 

 

 

Portfoli

o 

Sharpe 

Method 

Treynor Method Jensen's 

Alpha 

Rati

o 

Ran

k 

Rati

o 

Ran

k 

Ratio Ran

k 

A 4.00 IV 5.71 V 1.25 V 
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B 3.00 V 6.67 IV 1.50 IV 

C 7.50 I 9.23 I 2.75 II 

D 4.25 III 6.80 III 2.25 III 

E 4.50 II 9.00 II 3.60 I 
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8.1 

Chapter 8  

Derivative Analysis and Valuation 
 

Question 1 

Sensex futures are traded at a multiple of 50. Consider the following 

quotations of Sensex futures in the 10 trading days during February, 

2009: 

Day High Low Closing 

 

4-2-09 3306.4 3290.00 3296.50 

5-2-09 3298.00 3262.50 3294.40 

6-2-09 3256.20 3227.00 3230.40 

7-2-09 3233.00 3201.50 3212.30 

10-2-09 3281.50 3256.00 3267.50 

11-2-09 3283.50 3260.00 3263.80 

12-2-09 3315.00 3286.30 3292.00 

14-2-09 3315.00 3257.10 3309.30 

17-2-09 3278.00 3249.50 3257.80 

18-2-09 3118.00 3091.40 3102.60 

 

Abhishek bought one Sensex futures contract on February, 04. The 

average daily absolute change in the value of contract is Rs. 10,000 and 

standard deviation of these changes is 

Rs. 2,000. The maintenance margin is 75% of initial margin. 

You are required to determine the daily balances in the margin account 

and payment on margin calls, if any.  

(Nov ’19) 

 

Answer 1 
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8.2 

Initial Margin = µ + 3 𝜎 

 

              Where µ = Daily Absolute Change 𝜎 = Standard Deviation Accordingly; 

Initial Margin = Rs. 10,000 + Rs. 6,000 = Rs. 16,000 

Maintenance margin = Rs. 16,000 x 0.75 = Rs. 12,000 

 

Day Changes in future Values 

(Rs.) 

Margin A/c 

(Rs.) 

Call Money 

(Rs.) 

4/2/09 - 16000 - 

5/2/09 50 x (3294.40 - 3296.50) = -

105 

15895 - 

6/2/09 50 x (3230.40 - 3294.40) = -

3200 

12695 - 

7/2/09 50 x (3212.30 - 3230.40) = -

905 

16000 4210 

10/2/09 50 x (3267.50 - 3212.30) = 

2760 

18760 - 

11/2/09 50 x (3263.80 - 3267.50) = -

185 

18575 - 

12/2/09 50 x (3292 - 3263.80) =1410 19985 - 

14/2/09 50 x (3309.30 - 3292) =865 20850 - 

17/2/09 50 x (3257.80 - 3309.30) = -

2575 

18275 - 

18/2/09 50 x (3102.60 - 3257.80) = -

7760 

16000 5485 

 

Question 2 

Consider a two-year call option with a strike price of Rs. 50 on a stock the current 

price of which is also Rs. 50. Assume that there are two-time periods of one year 

and in each year the stock price can move up or down by equal percentage of 20%. 

The risk-free interest rate is 6%. Using binominal option model, calculate the 

probability of price moving up and down. Also draw a two-step binomial tree 
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showing prices and payoffs at each node.  

(Nov ’19) 

 

Answer 2 

Stock prices in the two step Binominal tree 

 

Using the single period model, the probability of price increase is 

P = 
𝑹−𝒅𝒖−𝒅 = 

𝟏.𝟎𝟔−𝟎.𝟖𝟎𝟏.𝟐𝟎−𝟎.𝟖𝟎 = 
𝟎.𝟐𝟔𝟎.𝟒𝟎  = 0.65 

Therefore, the p of price decrease = 1-0.65 = 0.35 The two step 

Binominal tree showing price and pay off 

 

 

 

 

 

 

 

 

 

The value of an American call option at nodes D, E and F will be equal to the value 

of European option at these nodes and accordingly the call values at nodes D, E 

and F will be 22, 0 and 0 using the single period binomial model the value of call 

option at node B is 

C = 
𝐶𝑢𝑝+𝐶𝑑(1−𝑝)𝑅  = 

22×0.65+0×0.351.06   = 13.49 

The Value of option at node ‘A’ is 13.49×0.65+0×0.351.06  = 8.272 
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Question 3 

 

From the following data for certain stock, find the value of a call option: 

 

Price of stock now = Rs. 80 

Exercise price = Rs. 75 

Standard deviation of continuously compounded 

annual return 

= 0.40 

Maturity period = 6 

months 

Annual interest rate = 12% 

Given 

 

Number of S.D. from Mean, (z) Area of the left or right 

(one tail) 

0.25 0.4013 

0.30 0.3821 

0.55 0.2912 

0.60 0.2743 

e 0.12x0.5 = 1.062  

In 1.0667 = 0.0646 
 

 

(May ’20) 

Answer 3 

Applying the Black Scholes Formula, Value 

of the Call option now: 

The Formula C = SN(𝑑1) −𝐾𝑒(−𝑟𝑡)  N(𝑑2   ) 𝑑1 = 
𝐼𝑛(𝑆𝐾)+(𝑟+𝜎22 )𝑡𝜎√𝑡  

d2 =d1 – 𝜎 √𝑡Where, 
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C = Theoretical call premium  

S = Current stock price 

t = time until option expiration  

K = option striking price 

r = risk-free interest rate 

N = Cumulative standard normal 

distribution 

 e = exponential term 𝜎 = Standard deviation of continuously compounded annual return. 

In = natural logarithm 𝑑1 = 𝐼𝑛 (1.0667) + (12% + 0.08)0.50.40√0.5  

= 
0.0646+(0.2)0.50.40×0.7021  

= 
0.16460.2828 

= 0.5820 

d2 = 0.5820 – 0.2828 = 0.2992 

 N(𝑑1) = N (0.5820) 

N(𝑑2) = N (0.2992) 

Price = SN(𝑑1) -𝐾𝑒(−𝑟𝑡 ) N(𝑑2) 

= 80 x N(𝑑1) – (75/1.062) x N(𝑑2) 

Value of option 

= 80  N(𝑑1 )  - (75/1.062) x N(𝑑2) 

 N(d1) = N (0.5820) = 0.7197  

N(d2) = N(0.2992) = 0.6176  

Price = 80 x 0.7197- 
751.062  ×    0.6176 
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= 57.57 – 70.62 x 0.6176 

= 57.57 – 43.61 

= Rs.13.96 

 Teaching Notes: 

Students may please note following important point: 

Values of N(d1) and N(d2) have been computed by interpolating the 

values of areas under respective numbers of SD from Mean (Z) given 

in the question. 

It may also be possible that in question paper areas under Z may be 

mentioned otherwise e.g. Cumulative Area or Area under Two tails. 

In such situation the areas of the respective Zs given in the question 

will be as follows: 

Cumulative Area 

 

 

Number of S.D. from 

Mean, (z) 

Cumulative 

Area 

0.25 0.5987 

0.30 0.6179 

0.55 0.7088 

0.60 0.7257 

Two tail area 

Number of S.D. from 
Mean, (z) 

Area of the left and right 
(two tail) 

0.25 0.8026 

0.30 0.7642 

0.55 0.5823 

0.60 0.5485 

 

Question 4 

On January 1, 2018 an investor has a portfolio of 5 shares as given 

below: 
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Securi

ty 

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 2018. 

(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 

(May ’20) 

Answer 4 

(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 
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E 824.85 2,000 16,49,700 0.087 0.85 0.074 

   1,88,54,86

0 

  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 e
0.105×58/365 

= Rs. 5900 e
0.01668 

= Rs. 5900 x 1.01682 = Rs. 5,999.24 

(iii) When total portfolio is to be hedged: 

Value of Spot Position requiring hedging 
 X Portfolio Beta

 

= Value of Future Contract 

            = 
1,88,54,8605994.28 ×200  ×   0.849  = 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(𝛽𝑝−𝛽′𝑝)𝐹  

= 
1,88,54,860(0.849−0.600)5994.28 ×200     =3.92 Contracts Say 4 Contract 
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Question 5 

Mr. SG sold five 4-Month Nifty Futures on 1st February 2020 for Rs. 

9,00,000. At the time of closing of trading on the last Thursday of 

May 2020 (expiry), Index turned out to be 2100. The contract 

multiplier is 75. 

Based on the above information calculate: 

(i) The price of one Future Contract on 1st February 2020. 

(ii) Approximate Nifty Sensex on 1st February 2020 if the Price of 

Future Contract on same date was theoretically correct. On the  

same  day Risk  Free Rate of  Interest and Dividend Yield on Index 

was 9% and 6% p.a. respectively. 

(iii) The maximum Contango/ Backwardation. 

(iv) The pay-off of the transaction. 

Note: Carry out calculation on month basis.  

(May ’20) 
 

Answer 5 

 

(i) The price of one Future Contract 

Let X be the Price of Future Contract. Accordingly, 

5 =  
𝑅𝑠.9,00,000𝑋  X(Price of one Future Contract )= Rs.1,80,000 

(ii) Current Future Price of the Index = 
𝑅𝑠.1,80,00075  = 2400 

Let Y be the Current Nifty Index (on 1st February 2020) then 

Accordingly, Y + Y(0.09-0.06)
412 =2400 

And Y = 
24001.01   = 2376.24 

Hence Nifty Index on 1st February 2020 shall be approximately 2376. 

(iii) To determine whether the market is in Contango/ Backwardation first 
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we shall compute Basis as follows: 

Basis = Spot Price – Future Price 

If Basis is negative the market is said to be in Contango and when it is 

positive the market is said to be Backwardation. 

Since current Spot Price is 2400 and Nifty Index is 2376, the Basis is 

negative and hence there is Contango Market and maximum Contango 

shall be 24 (2400 – 2376). 

(iv) Pay off on the Future transaction shall be  [(2400-2100)  x 375] Rs. 

112500 

The Future seller gains if the Spot Price is less than Futures Contract 

price  as position shall be reversed at same Spot price. Therefore, Mr. 

SG has gained 
Rs. 1,12,500/- on the Short position taken. 
 

 

Question 6 

 

A Rice Trader has planned to sell 22000 kg of Rice after 3 months  from now. The 

spot price of the Rice is Rs. 60 per kg and 3 months Future  on  the  same  is trading 

at  Rs. 59 per kg. Size of the contract is 1000 kg. The price is expected to fall as 

low as Rs. 56 per kg, 3 months hence. 

Required: 

(i) to interpret the position of trader in the Cash Market. 

(ii) to advise the trader the trader should take in Future Market to mitigate its 

risk of reduced profit. 

(iii) to demonstrate effective realized price for its sale if he  decides  to  make  use  

of future market and after 3 months, spot price is Rs. 57 per kg and future 

contract price  for closing the contract is Rs. 58 per kg. 

(May ’20) 

 

Answer 6 
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Since trader has planned to sell after 3 months now it implies, he is in Long 

Position  in Cash or Spot Market. 

(i) Since the trader is in Long Position in Cash Market, he can mitigate its  risk  

of reduced profit by hedging his position by selling Rice Futures i.e. Short 

Position in Future Market. 

(ii) The gain on futures contract 

= (Rs. 59 – Rs. 58) x 22,000 kg. = Rs. 22,000 

Revenue from the sale of Rice 

= 22,000 x Rs. 57 = Rs. 12,54,000 

Total Cash Flow = Rs. 12,54,000 + Rs. 22,000 = Rs. 12,76,000 

Cash Flow Per Kg of Rice = 
𝑅𝑠.12,76,00022,000    Rs.58 

 

Question 7 

Explain the difference between Forward and Future Contract. 

(Nov ‘20) 
 

Answer 7 

Difference between forward and future contract is as follows: 

 

S. 

No. 

Features Forward Futures 

1. Trading Forward contracts are 

traded on personal basis 

or on telephone or 

otherwise. 

Futures Contracts are 

traded in a competitive 

arena. 

2. Size of 

Contract 

Forward contracts are 

individually tailored and 

have no standardized size 

Futures contracts are 

standardized in terms  of 

quantity or amount as the 

case may be 
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3. Organized 

exchanges 

Forward contracts are 

traded in an over the 

counter  market. 

Futures contracts are traded 

on organized exchanges 

with a designated physical 

location. 

4. Settlement Forward contracts 

settlement takes place on 

the date agreed upon 

between the parties. 

Futures contracts 

settlements are made daily 

via. Exchange’s clearing 
house. 

5. Delivery 

date 

Forward contracts may be 

delivered on the dates 

agreed upon and in terms 

of actual delivery. 

Futures contracts  delivery 

dates are fixed  on  cyclical 

basis and hardly takes place. 

However, it does not mean 

that there is no actual 

delivery. 

6. Transaction 

costs 

Cost of forward contracts 

is based on bid – ask 

spread. 

Futures contracts entail 

brokerage fees for buy and 

sell orders. 

7. Marking to 

market 

Forward contracts are not 

subject to marking to 

market 

Futures contracts are 

subject to marking to 

market in which the loss on 

profit is debited or credited 

in the margin account on 

daily basis due to change in 

price. 

8. Margins Margins are not required 

in forward contract. 

In futures contracts every 

participants is subject to 

maintain margin as decided 

by the exchange authorities 

9. Credit risk In forward contract, credit 

risk is born by each  party 

and, therefore, every party 

has to bother for the 

creditworthiness. 

In futures contracts the 

transaction is a two way 

transaction, hence the 

parties need not to bother 

for the risk. 

 

Question 8 
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The following data relate to R Ltd.'s share price: 

Current price per share Rs. 1,900 

6 months future's price/share Rs. 2050 

Assuming it is possible to borrow money in the market for transactions in 

securities at 10% per annum, 

(i) advise the justified theoretical price of a 6-months forward purchase; and 

(ii) evaluate any arbitrage opportunity, if available. 

(May ’21) 
 

Answer 8 

 

(i) The justified theoretical price of a 6 months forward contract as  per cost  to  

carry  model is as follows: 

Theoretical minimum price = Rs. 1,900 + (Rs. 1,900 x 10/100 x 6/12) = Rs. 

1,995 

(ii) Arbitrage Opportunity - Since current future price is Rs.2050, yes there is an 

opportunity for carrying arbitrage profit. The arbitrageur can borrow money 

@ 10 % for 6 months and buy the shares at Rs. 1,900. At the same time he can 

sell the shares in the futures market at Rs. 2,050. On the expiry date 6 months 

later, he could deliver the share and collect Rs. 2,050 pay off Rs. 1,995 and 

record a risk –less profit of Rs. 55 (Rs. 2,050 – Rs. 1,995). 

 

Question 9 

 

The Following data relate to A Ltd.’s Portfolio: 

 

Shares X Ltd. Y Ltd. Z Ltd. 

No. of Shares (lakh) 6 8 4 

Price per share (Rs.) 1000 1500 500 

Beta 1.50 1.30 1.70 
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The CEO is of opinion that the portfolio is carrying a very high risk as compared 

to the market risk and hence interested to reduce the portfolio’s systematic risk to 

0.95. Treasury Manager has suggested two below mentioned alternative 

strategies: 

(i) Dispose off a part of his existing portfolio to acquire risk free securities, or 

(ii) Take appropriate position on Nifty Futures, currently trading at 8250 

and each Nifty points multiplier is Rs. 210. 

You are required to: 

(a) Interpret the opinion of CEO, whether it is correct or not. 

(b) Calculate the existing systematic risk of the portfolio, 

(c) Advise the value of risk-free securities to be acquired, 

(d) Advise the number of shares of each company to be disposed off, 

(e) Advise the position to be taken in Nifty Futures and determine the 

number of Nifty contracts to be bought/sold; and 

(f) Calculate the new systematic risk of portfolio if the company has taken 

position in Nifty Futures and there is 2% rise in Nifty. 

Note: Make calculations in Rs. lakh and up to 2 decimal points. 

(May ’21) 
 

Answer 9 

(a) Yes, the apprehension of CEO is correct as the current portfolio is more 

riskier than market as the beta (Systematic Risk) of market portfolio is as 

computed as follows: 

 

Shares No. of 

shares 

(lakhs) 

(1) 

Market Price 

of Per Share (2) 

(Rs.) 

(1) × (2) 

(Rs. 
lakhs) 

% 

to 

tot

al 

(w) 

ß (x) Wx 

X Ltd. 6.00 1000.00 6000.00 0.30 1.50 0.45 

Y Ltd. 8.00 1500.00 12000.00 0.60 1.30 0.78 

Z Ltd. 4.00 500.00  2000.00 0.10 1.70 0.17 
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   20000.00 1.00  1.40 

(b) Since the Beta of existing portfolio is 1.40, the systematic risk of the 

current portfolio is 1.40. 

(c) Required Beta 0.95 

Let the proportion of risk-free securities for target beta 0.95 = p 

0.95 = 0 × p + 1.40 (1 – p) 

p = 0.32 i.e. 32% 

Shares to be disposed off to reduce beta (20000 × 32%) Rs. 6,400 lakh and 

Risk Free securities to be acquired for the same amount. 

(d) Number of shares of each company to be disposed off 

 

Shares % to 

total 

(w) 

Proportionate 

Amount (Rs. 

lakhs) 

Market 

Price 

Per Share 

(Rs.) 

No. of 

Shares 

(Lakh) 

X Ltd. 0.30 1920.00 1000.00 1.92 

Y Ltd. 0.60 3840.00 1500.00 2.56 

Z Ltd. 0.10 640.00 500.00 1.28 

(e) Since, the company is in long position in cash market it shall take short 

position in Future Market. 

Number of Nifty Contract to be sold  
(1.40−0.95)×20000𝑙𝑎𝑘ℎ8,250 ×210  

= 519 contracts
  

(f) If there is 2% rises in Nifty there will be 2.80%(2%x1.40) rise for portfolio 

of shares 

 

 

 Rs. Lakh 

Current Value of Portfolio of Shares 20000 

Value of Portfolio after rise 20560 

Mark-to-Market Margin paid (8250 × 0.020 × Rs. 210 

× 519) 

179.83 

Value of the portfolio after rise of Nifty 20380.17 
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% change in value of portfolio (20380.17 – 20000)/ 

20000 

1.90% 

% rise in the value of Nifty 2% 

New Systematic Risk (Beta) 0.95 

 

Question 10 

 

A company is long on 10 MT of copper @  ` 534 per kg (spot) and intends to 

remain so    for the ensuing quarter. The variance of change in its spot and 

future prices are 16% and 36% respectively, having correlation coefficient of 

0.75. The contract size of one contract   is 1,000 kgs. 

Required: 

(i) Calculate the Optimal Hedge Ratio for perfect hedging in Future Market. 

(Nov ’21) 
(ii) Advice the position to be taken in Future Market for perfect hedging. 

(iii) Determine the number and the amount of the copper futures to achieve a 

perfect hedge. 

 

 

Answer 10 

The optional hedge ratio to minimize the variance of Hedger’s 
position is given by: 

H = 𝜌 𝜎𝑆𝜎𝐹 

Where 

σS = Standard deviation of ΔS (Change in Spot Prices) σF 

=Standard deviation of ΔF (Change in Future Prices) ρ = 

coefficient of correlation between ΔS and ΔF 

H = Hedge Ratio 

ΔS = change in Spot price. ΔF = change in Future price. 

Accordingly 
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 Standard deviation of ΔS =  √16% = 4% and 

Standard deviation of ΔF = √36% = 6% and 

H = 0.75 × 
0.040.06 = 0.5 

(ii) Since the company is long position in Spot (Cash) Market it shall 

take Short Position  in Future Market. 

 

(iii) Since contact size of one contract is 1,000 Kg, 

No. of contract to be short = 
10,000 𝑘𝑔𝑠1,000 𝑘𝑔𝑠  × 0.50 = 5 Contracts 

Amount = ` 5000 x 534 = ` 26,70,000 

 

 

Question 11 

 

Details about portfolio of shares of an investor is as below: 

 

Shares No. of shares 

(Iakh) 

Price per 

share 

Beta 

A Ltd. 3.00 ` 500 1.40 

B Ltd. 4.00 ` 750 1.20 

C Ltd. 2.00 ` 250 1.60 

The investor thinks that the risk of portfolio is very high and wants to reduce 

the portfolio beta to 0.91. He is considering two below mentioned alternative 

strategies: 

(i) Dispose off a part of his existing portfolio to acquire risk free securities, 

or 

(ii) Take appropriate position on Nifty Futures which are currently traded at 

8125 and each Nifty points is worth ` 200. 

You are required to determine: 
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(a) portfolio beta, 

(b) the value of risk free securities to be acquired, 

(c) the number of shares of each company to be disposed off, 

(d) the number of Nifty contracts to be bought/sold; and 

(e) the value of portfolio beta for 2% rise in Nifty.  

(Nov ’21) 

 

Answer 11 

Shares No. of 

shares 

(lakhs) 

(1) 

Market 

Price of 

Per Share 

(2) 

× (2) 

(` 

lakhs) 

% to 

total 

(w) 

ß (x) Wx 

A Ltd. 3.00 500.00 1500.00 0.30 1.40 0.4

2 

B Ltd. 4.00 750.00 3000.00 0.60 1.20 0.7

2 

C Ltd. 2.00 250.00 500.00 0.10 1.60 0.1

6 

   5000.00 1.00  1.3

0 

(a) Portfolio beta 1.30 

(b) Required Beta 0.91 

Let the proportion of risk free securities for target beta 0.91 = p 

0.91 = 0 × p + 1.30 (1 – p) 

p = 0.30 i.e. 30% 

Shares to be disposed off to reduce beta (5000 × 30%) ` 1,500 lakh and Risk 

Free securities to be acquired. 

(c) Number of shares of each company to be disposed off 

 

Shares % to 
total 

(w) 

Proportion

ate Amount 

(` lakhs) 

Market 

Price Per 

Share ` 

No. of 
Shares 
(Lakh) 
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A Ltd. 0.30 450.00 500.00 0.90 

B Ltd. 0.60 900.00 750.00 1.20 

C Ltd. 0.10 150.00 250.00 0.60 

(d) Number of Nifty Contract to be sold (1.30−0.91)×5000𝑙𝑎𝑘ℎ8,125 ×200  = 120 Contracts 

(e) 2% rise in Nifty is accompanied by 2% x 1.30 i.e. 2.6% rise in portfolio of 

shares 

 

 ` Lakh 

Current Value of Portfolio of Shares 5000 

Value of Portfolio after rise 5130 

Mark-to-Market Margin paid (` 8125 × 0.020 × 200 × 

120) 

39 

Value of the portfolio after rise of Nifty 5091 

% change in value of portfolio (5091 – 5000)/ 5000 1.82% 

% rise in the value of Nifty 2% 

Beta 0.91 
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9.1 

Chapter 9  

Foreign Exchange Exposure & Risk Management 
 

Question 1 

 

Excel Exporters are holding an Export bill in United States Dollar (USD) 1,00,000 

due 60 days hence. They are worried about the falling USD value which is 

currently at Rs. 45.60 per USD. The concerned Export Consignment has been 

priced on an Exchange rate of Rs. 45.50 per USD. The Firm’s Bankers have 
quoted a 60-day forward rate of Rs. 45.20. 

Calculate: 
(i) Rate of discount quoted by the Bank 
(ii) The probable loss of operating profit if the forward sale is 

agreed to. 
(Nov ’19) 

 

Answer 1 

 

(i) Rate of discount quoted by the bank 

 = 
(45.20−45.60)×365×10045.60×60𝑜𝑓   =5.33% 

(i) Probable loss of operating profit. 

(45.20-45.50) × 1,00,000  = Rs.30,000 

 

Question 2 

 

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. 
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The importer's bank charges 15 percent per annum on overdrafts. The exchange 

rates in the market are as follows: 

Spot rate (Rs. /$): 48.35 /48.36 

3-Months forward rate (Rs./$): 48.81 /48.83 

The importer seeks your advice. Give your advice.  

(Nov ’19) 

 

Answer 2 

 

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 

 

 Rs. 

Amount required to purchase $1,30,000 

[$1,30,000XRs.48.36] 

62,86,800 

Add: Overdraft Interest for 3 months @15% p.a. 2,35,755 

 65,22,555 

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 1,30,000 

Add: Interest for 3 months @5% p.a. 1,625 

 1,31,625 

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

contract 

Rs. 64,27,249 (US$ 1,31,625 X Rs. 48.83) 

Since outflow of cash is least in (ii) option, it should be opted for. 
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9.3 

 

 

 

Question 3 

 

Explain briefly the parameters to identify the currency risk. 

(Nov ’19) 

 

Answer 3 

Some of the parameters to identity the currency risk are as follows: 

(i) Government Action: The Government action of any country has 

visual impact in its currency. For example, the UK Govt. decision to 

divorce from European Union i.e. Brexit brought the pound to its 

lowest since 1980’s. 
(ii) Nominal Interest Rate: As per interest rate parity (IRP) the currency 

exchange rate depends on the nominal interest of that country. 

(iii) Inflation Rate: Purchasing power parity theory impact the value of 

currency. 

(iv) Natural Calamities: Any natural calamity can have negative impact. 

(v) War, Coup, Rebellion etc.: All these actions can have far reaching 

impact on 

(vi) currency’s exchange rates. 
(vii) Change of Government: The change of government and its attitude 

towards foreign investment also helps to identify the currency risk. 
 

 

Question 4 
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9.4 

Foreign Exchange Exposure and Risk Management  

Followings are the spot exchange rates quoted at three different forex 

markets: USD/INR 48.30 in Mumbai 

GBP/INR 77.52 in London 

GBP/USD 1.6231 in New York 

The arbitrageur has USD 1,00,00,000. Assuming that there are no 

transaction costs, explain whether there is any arbitrage gain possible 

from the quoted spot exchange rates. 

(May ’20) 

 

Answer 4 

The arbitrageur can proceed as stated below to realize arbitrage gains. 

(i) Buy Rs. from USD 10,000,000 at Mumbai 48.30 × 10,000,000 = 

Rs. 483,000,000 

(ii) Convert these Rs. to GBP at London  

Rs. 483,000,000 /Rs.77.52  = GBP 6,230,650.155 

(iii) Convert GBP to USD at New York GBP 6,230,650.155 × 1.6231 USD 

10,112,968.26 There is net gain of USD 10,112968.26 less USD 

10,000,000 i.e. USD 112,968.26 

 

Question 5 

Nitrogen Ltd, a UK company is in the process of negotiating an order 

amounting to €4 million with a large German retailer on 6 months credit. 

If successful, this will be the first time that Nitrogen Ltd has exported goods 

into the highly competitive German market. The following three 

alternatives are being considered for managing the transaction risk before 

the order is finalized. 

(i) Invoice the German firm in Sterling using the current exchange 

rate to calculate the invoice amount. 

(ii) Alternative of invoicing the German firm in € and using a forward foreign 
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9.5 

exchange 

contract to hedge the transaction risk. 

(iii) Invoice the German first in € and use sufficient 6 months sterling future 

contracts (to 

the nearly whole number) to hedge the transaction risk. 

 

Following data is available:  

Spot Rate € 1.1750 - €1.1770/£ 

6 months forward premium 0.55-0.60 Euro Cents 

6 months future contract is currently trading 

at 

€1.1760/£ 

6 months future contract size is £62500 

Spot rate and 6 months future rate €1.1785/£ 

Required:  

(a) Calculate to the nearest £ the receipt for Nitrogen Ltd, under 

each of the three proposals. 

(b) In your opinion, which alternative would you consider to be the 

most appropriate and the reason thereof.  

(May ’20) 
 

 

Answer 5 

(i) Receipt under three proposals 

(a) Invoicing in Sterling 

Invoicing in £ will produce = 
∈4 𝑚𝑖𝑙𝑙𝑖𝑜𝑛1.1770  = £3398471 

 

(b) Use of Forward Contract 

Forward Rate = ∈ 1.1770 + 0.0060 = 1.1830 

Using Forward Market hedge Sterling receipt would be   ∈4 𝑚𝑖𝑙𝑙𝑖𝑜𝑛1.1830  = £3381234 

(c) Use of Future Contract 

The equivalent sterling of the order placed based on future 
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price (€1.1760) 

€ 4.00 million / 1.1760  = £3401360 

Number of Contracts = 
£340136062,500  =  54 Contracts (to the 

nearest whole number) 

Thus, € amount hedged by future contract will be = 54 ×£62,500 = £3375000 

 

Buy Future at €1.1760  

Sell Future at €1.1785  

 

Total profit on Future Contract = 54 × £62,500  × €0.0025  =€ 8438 

 

€0.0025 

 

  

 

 After 6 months  

Amount Received €4000000 

Add: Profit on Future 

Contracts 

€  8438 

 € 4008438 

Sterling Receipts  

On sale of € at spot =  € 40084381.1785  = €3401305 

 (ii) Proposal of option (c) is preferable because the option (a) & (b) 

produces least receipts. 

 

Question 6 

 

Citi Bank quotes JPY/ USD 105.00 -106.50 and Honk Kong Bank quotes  

USD/JPY  0.0090- 0.0093. 

(a) Are these quotes identical if not then how they are different? 

(b) Is there a possibility of arbitrage? 

(c) If there is an arbitrage opportunity, then show how would you 

make profit from the given quotation in both cases if you are 
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having JPY 1,00,000 or US$ 1,000.  

(Nov ’20) 
 

Answer 6 

 

(a) No, while Citi Bank’s quote is a Direct Quote for JPY (i.e. for Japan) the 

Hong Kong Bank quote is a Direct Quote for USD (i.e. for USA). 

(b)   Since Citi Bank quote imply USD/ JPY 0.0094 - 0.0095 and both 

rates exceed those offered by Hong Kong Bank, there is an 

arbitrage opportunity. 

Alternatively, it can also be said that Hong Kong Bank quote imply 

JPY/ USD 

107.53 – 111.11 and both rates exceed quote by Citi Bank, there is 

an arbitrag e opportunity. 

(c) Let us how arbitrage profit can be made. 

 

 

 

 

 

 

 

 

 

 

 

Question 7 

 

Covert US$ 1,000 into JPY by buying from Hong Kong 

Bank Sell these JPY to Citi Bank at JPY/ USD 106.50 

and convert in US$ 

JPY 1,07,530 

 

US$ 

1009.67 

Thus, arbitrage gain (US$ 1009.67 - US$ 1000.00) 

Covert JPY 1,00,000 into USD by buying from 

Citi Bank at JPY/ USD 106.50 

Sell these US$ to Hong Kong  Bank at 

JPY/ USD 107.53 and convert in  US$ 

US$ 9.67 

 

US$ 938.97 

 

JPY 100967.44 

Thus, arbitrage gain (JPY 1,00,967.44 - JPY 1,00,000) JPY 967.44 
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(a) Given: 

US$ 1 = ¥ 107.31 

£ 1 = US$ 1.26 

A$ 1 = US$ 0.70 

(i) Calculate the cross rate for Pound in Yen terms 

(ii) Calculate the cross rate for Australian Dollar in Yen terms 

(iii) Calculate the cross rate for Pounds in Australian Dollar 

terms 

(b) The current spot exchange rate is $1.35/£ and the three-month 

forward rate is 

$1.30/£. According to your analysis of  the exchange rate, you 

are quite confident  that the spot exchange rate will be $1.32/£ 

after 3 months. 

(i) Suppose you want to speculate in the forward market then 

what course  of  action would be required and what is the 

expected dollar Profit (Loss) from this speculation? 

(ii) What would be your Profit (Loss) in Dollar terms on the 

position taken as per  your speculation if the spot exchange 

rate turns out to be $1.26/£. 

(c) Assume that you would like to buy or sell £1,000,000.  

(Nov ’20) 
 

Answer 7 

 

(i) Calculate the Cross rate for Pounds in Yeh terms 

1£ = ? ¥ 

US$ 1 = ¥ 107.31 

£ 1 = US$ 1.26 ¥$  ×  
$£  = 

¥£ ¥£ = 107.31 × 1.26 
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£ 1 = ¥ 135.21 

(ii)   Calculate the Cross rate for Australian Dollar in Yen terms  

 A $ 1 = ¥ ? 

US$1  = ¥ 107.31 

A$ 1 = US$ 0.70 ¥$ × 
$𝐴$ = 

¥𝐴$ ¥𝐴$  = 107.31 × 0.70 

A$ 1 = ¥ 75.12 

(iii) Calculate the cross rate for Pounds in Australian Dollar terms 

₤ 1 = A$ ? 

A$1 = US$ 0.70 

US $ 1 = A$ 1.4286 

£1 = US$1.26 𝐴$$  × 
$£ = 

𝐴$£  𝐴$£   =  1.4286 × 1.26 =1.80 

£ 1 = A$ 1.80 

(i) If you believe the spot exchange rate  will  be  $  1.32/£  in  three  months,  you 

should buy £ 1,000,000 forward for $1.30/£ and sell at $ 1.32/£  3  months 

hence. 

Your expected profit will be: £1,000,000 x ($1.32 - $1.30) = $20,000 

(ii) If the spot exchange rate turns out  to  be  $1.26/£  in  three  months, your  loss 

from the long position in Forward Market will be: - 

£ 1,000,000 x ($ 1.26 - $1.30) = $ 40,000 

 

Question 8 
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Doom Ltd. is an export business house. The company prepares 

invoice in customers' currency. Its debtors of US$ 48, 00,000 is due 

on April 1, 2020. 

Market information as at January 1, 2020 is: 

 

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

Spot 0.014285 Contract size: Rs. 2,88,16,368 

1-month forward 0.014184 1-month 0.014178 

3-months forward 0.013889 3-month 0.013881 

 

 

 Initial 

Margin 

Interest rates in 

India 

1-Month Rs. 27,500 5.5% 

3-Months Rs. 32,500 9% 

On April 1, 2020 the spot rate US$/INR is 0.013894 and currency future rate is 

0.013893. 

Recommend as to which of the following methods would be most 

advantageous to Doom Ltd. 

(i) Using forward contract 

(ii) Using currency futures 

(iii) Not hedging the currency risk 

Note: Round off calculation upto zero decimal points. 

(May ’21) 
 

Answer 8  

 

Receipts using a forward contract =  $ 48,00,000/0.013889 = Rs. 34,55,97,235 

 

 

Receipts using currency futures   
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The number of contracts needed is ($ 48,00, 

000/0.013881)/ 28,816,368 

= 12 

Initial margin payable is 12 contracts x Rs. 32,500 = Rs. 3,90,000 

On April 1, 2020 Close at 0.013893   

Receipts = US$ 48,00,000/0.013894 = Rs. 

34,54,72,866 

Variation Margin   

[(0.013893 – 0.013881) x 12 x 
28,816,368]/0.013894 

  

OR (0.000012 x 12 x
 28,816,368)/0.013894 = 
4149.5570/0.013894 

= Rs. 2,98,658 

Less: Interest Cost – Rs. 3,90,000 x 0.09 x 3/12  Rs. 8,775 

Net Receipts  Rs. 34,57,62,749 

 
Receipts under different methods of hedging 

  

Forward contract  Rs. 34,55,97,235 

Future Contract  Rs. 34,57,62,749 

No Hedge (US$ 48,00,000/ 0.013894)  Rs. 34,54,72,866 

 

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

it is slightly higher than Forward Option but comparing to no hedge 

option it is better proposition. 

 

Question 9 

 

Telereal Trillium, a UK Company is in the process of negotiating an order 

amounting €5.5 million with a large German retailer on 6 month’s credit. 
If successful, this will be first time for Telereal Trillium has exported goods 

into the highly competitive German Market. The Telereal Trillium is 

considering following 3 alternatives for managing the transaction risk 

before the order is finalized. 

(i) Mr. Grand, the Marketing head has suggested that in order to 

remove transaction risk completely Telereal Trillium should 

invoice the German firm in Sterling using the current €/£ average 
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spot rate to calculate the invoice amount. 

(ii) Mr. John, CE is doubtful about Mr. Grand’s proposal and 
suggested an alter native of invoicing the German firm in € and 
using a forward exchange contract to hedge the transaction risk. 

(iii) Ms. Royce, CFO is agreed with the proposal of Mr. John to  

invoice the German first  in €, but she is of opinion that Telereal 
Trillium should use sufficient 6 month sterling future contracts 

(to the nearest whole number) to hedge the transaction risk. 

Following data is available 

 

Spot Rate € 1.1980 - 
€1.1990/£ 

6 months forward points 0.60 – 0.55 Euro 

Cents. 

6 month future contract is currently 

trading at 

€ 1.1943/£ 

6 month future contract size is £70,500 

After 6 month Spot rate and future rate € 1.1873/£ 

You are required to  

(a) Advise the alternative you consider to be most appropriate. 

(b) Interpret the proposal of Mr. Grand from non-financial 

point of view. Note: Calculate (to the nearest £) the £ receipt. 

(May ’21) 

 

Answer 9 

 

 Receipt under three proposals 

(a) Proposal of Mr. Grand 

Invoicing in £ will produce =   
∈5.5 𝑚𝑖𝑙𝑙𝑖𝑜𝑛1,1990     = £ 45, 87,156 

(b) Proposal of Mr. John 
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Forward Rate= €1.1990 - 0.0055 = 1.1935 

Using  Forward Market Hedge Sterling receipt would be  = 
∈5.5 𝑚𝑖𝑙𝑙𝑖𝑜𝑛1,1935  

=£ 46,08,295 

(c)  Proposal of Ms. Royce 

The equivalent sterling of the order placed based on future price 

(€1.1943) 
 
=   

∈5.5 𝑚𝑖𝑙𝑙𝑖𝑜𝑛1,1943   = £ 46, 05,208 (rounded off) 

Number of  Contracts =   
£ 46,05,20870,500       =65 Contracts (to the nearest 

whole number) 

 

 

 

 

 

Total loss on Future Contracts = 65× £70,500 ×€0.0070 = €32,078 

After 6 months 

Amount Received €55, 00,000 

Less: Loss on Future Contracts € 32,078 

€ 54, 67,922 

Sterling Receipts 

On sale of € at spot =  €54,67,9221.1873  = £46,05,342 

Proposal of option (ii) is preferable because the option (i) & (iii) produces least 

receipts. 

 Further, in case of proposal (i) there must be a doubt as to whether this would 

be acceptable to German firm as it is described as a competitive market and Tele 

real Trillium is moving into it first time. 

 

 

Thus, € amount hedged by future contract will be = 65 × £70,500 = 
£45,82,500 

Buy Future at €1.1943 

Sell Future at €1.1873 

 €0.0070 
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Question 10 

 

Your bank’s London office has surplus funds to the extent of USD 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, investment will be made & what will be  the  net 

gain (to the nearest  pound) to the bank on the invested funds? 

(Nov ’21) 
 

Answer 10 

(i) If investment is made at London  

 Convert US$ 5,00,000 at Spot Rate = £ 
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(5,00,000/1.5390) 3,24,886 

 Add: £ Interest for 3 months on £ 324,886 @ 5% = £ 4,061 

  = £ 

3,28,947 

 Less: Amount Invested $ 5,00,000 

 Interest accrued thereon $ 5,000 

  = $ 

5,05,000 

 Equivalent amount of £ required to pay the  

 above sum ($ 5,05,000/1.5430*) = £ 

3,27,285 

 Arbitrage Profit = £ 1,662 

(ii) If investment is made at New York  

 Gain $ 5,00,000 (8% - 4%) x 3/12 = $ 5,000 

 Equivalent amount in £ 3 months ($ 5,000/ 1.5475) £ 3,231 

(iii) If investment is made at Frankfurt  

 Convert US$ 500,000 at Spot Rate (Cross Rate) 

1.8260/1.5390 

= € 1.1865 

 Euro equivalent US$ 500,000 = € 5,93,250 

 Add: Interest for 3 months @ 3% = € 4,449 

  = € 5,97,699 

 3 month Forward Rate of selling € (1/1.8150) = £ 0.5510 

 Sell € in Forward Market € 5,97,699 x £ 0.5510 = £ 

3,29,332 

 Less: Amounted invested and interest thereon = £ 

3,27,285 

 Arbitrage Profit = £ 2,047 

Since out of three options the maximum profit is in case investment is 

made in New York. Hence it should be opted. 

* Due to conservative outlook. 

 

Question 11 

XYZ Ltd. has imported goods to the extent of US$ 8 Million. The 
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payment terms are as under: 

(a) 1% discount if full amount is paid immediately; or 

(b) 60 days interest free credit. However, in case of a further delay 

up to  30  days, interest at the rate of 8% p.a. will be charged for 

additional days after 60 days. M/s XYZ Ltd. has ` 25 Lakh available 

and for remaining it has an offer from bank  for a loan up to 90 

days @ 9.0% p.a. 

The quotes for foreign exchange are as follows: 

 

Spot Rate INR/ US$ (buying) ` 66.98 

60 days Forward Rate INR/ US$ 

(buying) 

` 67.16 

90 days Forward Rate INR/ US$ 
(buying) 

` 68.03 

 

Advise which one of the following options would be better for XYZ 

Ltd. 

(i) Pay immediately after utilizing cash available and for balance 

amount take 90 days loan from bank. 

(ii) Pay the supplier on 60th day and avail bank’s loan (after utilizing 

cash) for 30 days. 

(iii) Avail supplier offer of 90 days credit and utilize cash available. 

Further presume that the cash available with XYZ Ltd. will fetch a 

return of 4%  p.a.  in  India till it is utilized. 

Assume year has 360 days. Ignore Taxation. 

Compute your working upto four decimals and cash flows in Crore. 

(Nov ’21) 
 

Answer 11 

To evaluate which option would be better we shall compute  the  outflow  

under  each option as follows: 

(i) Pay Immediately availing discount 
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Particulars  

Spot Rate  

[US$ 8 Million (1 – 

0.01)] 

` 66.98 

Amount required in 

US$ 

US$ 7.92 

Million 

Amount required in ` [` 66.98 x US$ 7.92 

Million] 

` 53.0482 Crore 

Cash Available ` 0.2500 Crore 

Loan required ` 52.7982 Crore 

Interest for 90 days 

@ 9% 

` 1.1880 Crore 

Total Outflow ` 53.9862 Crore 

(ii) Pay the supplier on 60th day and avail bank’s loan (after utilizing cash) for 30 

days. 

Particulars  

Applicable Forward 

Rate 

 ` 67.16 

Amount required in [` 67.16 x US$ 8 

Million] 

` 53.7280 

Crore 

Loan required [` 53.7280 Crore – ` 

0.25 Crore] 

` 53.4780 

Crore 

Interest for 30 days @ 9% ` 0.4011 Crore 

 ` 53.8791 

Crore 

Interest earned on 

Cash for 60 days @ 4% 

` 0.0017 Crore 

Total Outflow  ` 53.8774 

Crore 

(iii) Avail supplier offer of 90 days credit and utilize cash available 

 

Particulars  

Amount Payable  US$ 8 Million 

Interest for 30 days @ 8% US$ 0.0533 

Million 

Amount required in  US$ 8.0533 
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` Million 

Applicable Forward 

Rate 

 ` 68.03 

Amount required in 

` 

[` 68.03 x US$ 8.0533 
Million] 

` 54.7866 Crore 

Cash Available  ` 0.2500 Crore 

Interest earned on 

Cash for 90 days @ 

4% 

` 0.0025 Crore 

Total Outflow ` 54.5341 Crore 

Decision: Cash outflow is least in case of Option (ii) same should be opted for. 

https://thevivitsu.com/structure_view?id=6&cour_id=4


 

Chapter 10 International Financial Management 

Get ALL attempts for Rs. 155 only on Vivitsu 
 

10.1 

Chapter 10  

 International Financial Management 
 

Question 1 

 

ABC Ltd. is considering a project in US, which will involve an initial 

investment of US $ 1,10,00,000. The project will have 5 years of life. 

Current spot exchange rate is Rs. 48 per US $. The risk free rate in US is 

8% and the same in India is 12%. Cash inflow from the project is as 

follows: 

 

Year Cash inflow 

1 US $ 

20,00,000 

2 US $ 

25,00,000 

3 US $ 

30,00,000 

4 US $ 

40,00,000 

5 US $ 

50,00,000 

Calculate the NPV of the project using foreign currency approach. 

Required rate of return on this project is 14%.  

(Nov ’19) 

 

Answer 1 

 

(1 + 0.12) (1 + Risk Premium) = (1 + 0.14)  

Or, 1 + Risk Premium = 1.14/1.12 = 1.0179 
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Therefore, Risk adjusted dollar rate is = 1.0179 x 1.08 = 1.099 – 1 

= 0.099 Calculation of NPV 

Yea
r 

Cash flow 

(Million) 

US$ 

PV Factor at 
9.9% 

P.V. 

1 2.00 0.910 1.820 
2 2.50 0.828 2.070 
3 3.00 0.753 2.259 
4 4.00 0.686 2.744 
5 5.00 0.624 3.120 

   12.013 

  Less: 
Investment 

11.000 

  NPV 1.013 

 
Therefore, Rupee NPV of the project is = Rs. (48 x 1.013) Million 

                                             = Rs.48.624 Million 
Question 2 

XYZ Ltd., a company based in India, manufactures very high quality 

modem furniture and sells to a small number of retail outlets in India 

and Nepal. It is facing tough competition. Recent studies on 

marketability of products have clearly indicated that the customer is 

now more interested in variety and choice rather than exclusivity and 

exceptional quality. Since the cost of quality wood in India is very 

high, the company is reviewing the proposal for import of woods in 

bulk from Nepalese supplier. 

The estimate of net Indian (Rs.) and Nepalese Currency (NC) cash 

flows in Nominal terms  for this proposal is shown below: 

 

 Net Cash Flow (in millions) 

Year 0 1 2 3 

NC -

25.000 

2.60

0 

3.80

0 

4.10

0 

Indian (Rs.) 0 2.86

9 

4.20

0 

4.60

0 

The following information is relevant: 
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(i) XYZ Ltd. evaluates all investments by using a discount rate of 9% p.a. All 

Nepalese customers are invoiced in NC. NC cash flows are converted to 

Indian (Rs.) at the forward rate and discounted at the Indian rate. 

(ii) Inflation rates in Nepal and India are expected to be 9% and 8% p.a. 

respectively.  The current exchange rate is Rs. 1= NC 1.6 

Assuming that you are the finance manager of XYZ Ltd., calculate the net 

present value (NPV) and modified internal rate of return (MIRR) of the 

proposal. 

You may use following values with respect to discount factor for Rs. 1 @ 9%. 

 

 Present Value Future Value 

Year 1 0.917 1.188 

Year 2 0.842 1.090 

Year 3 0.772 1 

(May ’20) 

Answer 2 

Working Notes: 

(i) Computation of Forward Rates 

 

End of 

Year 

NC NC/R

s. 

1 NC1.60 × ((1+0.09)(1+0.08)) 

 

 

1.615 

2 NC1.615 × ((1+0.09)(1+0.08)) 

 

 

1.630 

3 NC1.630 × ((1+0.09)(1+0.08)) 

 

 

1.645 

(ii) NC Cash Flows converted in Indian Rupees 

 

Yea

r 

NC 

(Million) 

Conversion 

Rate 

Rs. 

(Million

) 
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0 -25.00 1.600 -15.625 

1 2.60 1.615 1.61 

2 3.80 1.630 2.33 

3 4.10 1.645 2.49 

Net Present Value 

(Rs. Million) 

Year Cash Flow in 

India 

Cash Flow in 

Nepal 

Total PVF 

@ 

9% 

PV 

0 --- -15.625 -

15.625 

1.000 -15.625 

1 2.869 1.61 4.479 0.917 4.107 

2 4.200 2.33 6.53 0.842 5.498 

3 4.600 2.49 7.09 0.772 5.473 

     -0.547 

 

Modified Internal Rate of Return 

 Yea

r 

0 1 2 3 

Cash Flow (Rs. Million) -15.625 4.47

9 

6.53 7.09 

Year 1 Cash Inflow reinvested for 2 

years (1.188 x 4.479) 

5.32 

Year 2 Cash Inflow reinvested for 1 

years (1.090 x 6.53) 

7.12 

 19.53 

 

 MIRR = √𝑇𝑒𝑟𝑚𝑖𝑛𝑎𝑙 𝐶𝑎𝑠ℎ𝐹𝑙𝑜𝑤𝐼𝑛𝑖𝑡𝑖𝑎𝑙 𝑂𝑢𝑡𝑙𝑎𝑦𝑛
 -1 = √ 19.5315.6253

 -1 = 0.0772 say 7.72% 

 

Question 3 

Suppose you are a treasurer of XYZ plc in the UK. XYZ have two 
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overseas subsidiaries, one is based in Amsterdam and another in 

Switzerland. The surplus position of funds in hand is as follows which 

it does not need for the next three months but will be needed at the 

end of that period (91 days). 

 

Holding Company £ 150,000 

Swiss Subsidiary CHF 

1,996,154 

Dutch Subsidiary € 1,450,000 

Exchange Rate as on date are as follows: 

 

Spot Rate (€) £0.6858 - 0.6869 

91 day Pts 0.0037 0.0040 

Spot Rate (£) CHF 2.3295 - 

2.3326 

91 day Pts 0.0242 0.0228 

91-Day Interest rates on p.a. basis on the Deposits in Money Market 

are as follows: 

 

Amount of Currency £ € CHF 

0 – 200,000 1.0

0 

0.2

5 

Nil 

200,001 – 1,000,000 2.0

0 

1.5

0 

0.25 

1,000,001 – 2,000,000 4.0

0 

2.0

0 

0.50 

Over 2,000,000 5.3

8 

3.0

0 

1.00 

You have been approached by your banker wherein the above-

mentioned surplus  was lying, requesting you to swap the surplus 

lying with  other  two  subsidiaries  and  place them in deposit with 

them. 

Determine the minimum interest rate per annuam (upto 3 decimal 

points) that should be offered by the bank to your organization so 

that your organization is ready to undertake such swap arrangement. 
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Note: Consider 360 days a year. 

(Nov ’20) 
 

Answer 3 

XYZ plc shall be ready to undertake this swap arrangement only if it 

receives the interest  on the surplus funds if invested on individual basis 

as follows: 

 

 

 Interest Amt. after 91 

days 

Conversion in £ 

Holland 

€ 1,450,000 x 0.02 
x 91/360 = 

 

€ 7,330.56 

 

€ 1,457,330.56 

 

 £1,004,829.42 

(1,457,330.56 x 

0.6895) 

Switzerland 

CHF 1,996,154 x 
0.005 x 91/360 = 

 

CHF 

2,522.92 

 

CHF 

1,998,676.92 

 

£865,303.02 

(1,998,676.92÷2.3

098) 

UK 

£ 150,000 x 0.01 x 

91/360 = 

 

£ 379.17 

 

£ 150,379.17 

 

£ 150,379.17 

Total GBP at 91 days   £ 2,020,511.61 

Swap to Sterling 

 

Sell € 1,450,000 (Spot at 0.6858) buy £ £ 994,410.00 

Sell CHF 1,996,154 (Spot at 2.3326) buy £ £ 855,763.53 

Independent GBP amount £ 150,000.00 

 £ 2,000,173.53 

Amount accrued on Individual Basis (Principal + 

Interest) 

£ 2,020,511.61 

Interest Required £ 20,338.08 
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Required Interest Rate on per Annuam Basis 
 
20,338.08 /2,000,173.53  ×  360/91  × 100 

4.023% 

Thus, the minimum rate that should be offered is 4.023%. 

 

Question 4 

Right Limited has proposed to expand its operations for which it 

requires funds of $ 30 million, net of issue expenses which amount to 

4% of the issue size. It proposed to raise  the funds though a GDR issue. 

It considers the following factors in pricing the issue: 

(i) The expected domestic market price of the share is Rs. 300 (Face 

Value of Rs. 10 each share) 

(ii) 4 shares underly each GDR 

(iii) Underlying shares are priced at 20% discount to the market price 

(iv) Expected exchange rate is Rs. 70/$ 

You are required to compute the number of GDR's to be issued and cost 

of GDR to Right Limited, if 20% dividend is expected to be paid with a 

growth rate of 20%. 

(May ’21) 
 

Answer 4 

Net Issue Size = $30 million 

Gross Issue =  
$30 𝑀𝑖𝑙𝑙𝑖𝑜𝑛0.96    = $31.25 Million 

Issue Price per GDR in  Rs. (300 x 4 x 80%) Rs. 960 

Issue Price per GDR in $ (Rs. 960/  Rs. 70) $13.71 

Dividend per GDR (D1)  (Rs. 2 x 4) Rs. 8 

Net Proceeds per GDR (Rs. 960 x 0.96) Rs. 921.60 

(a) Number of GDR to be issued $31.25 𝑀𝑖𝑙𝑖𝑙𝑖𝑜𝑛$13.71   = 2.2794 Million 
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(b) Cost of GDR to Right Ltd. 

Ke = 
8921.60 + 0.20 = 20.87% 

 

 

Question 5 

 

Describe the salient features of Foreign Currency Convertible Bonds.  

(May ’21) 

 

Answer 5 

The salient features of FCCBs are as follows: 

1. FCCB is a bond denominated in a foreign currency issued by an 

Indian company which can be converted into shares of the Indian 

Company denominated in Indian Rupees. 

2. Prior permission of the Department of Economic Affairs, 

Government of India, Ministry of Finance is required for their issue 

3. There will be a domestic and a foreign custodian bank involved in 

the issue 

4. FCCB shall be issued subject to all applicable Laws relating to 

issue of  capital by a company. 

5. Tax on FCCB shall be as per provisions of Indian Taxation Laws 

and Tax will be deducted at source. 

6. Conversion of bond to FCCB will not give rise to any capital gains 

tax in India. 

 

Question 6 

 

Explain how an organization interested in making investment in foreign 

country can assess Country Risk and mitigate this risk. 
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 (May ’21) 

 

Answer 6 

Organization can assess country risk 

(1) By referring political ranking published by different business 

magazines. 

(2) By evaluating country’s macro-economic conditions. 

(3) By analyzing the popularity of current government and assess 

their stability. 

(4) By taking advises from the embassies of the home country in the 

host countries. Further, following techniques can be used to 

mitigate this risk. 
(i) Local sourcing of raw materials and labour. 

(ii) Entering into joint ventures 

(iii) Local financing 

(iv) Prior negotiations 

 

Question 7 

A USA based company is planning to set up a software development 

unit in  India.  Software developed at the Indian unit will be bought 

back by the US parent at a transfer price of US $10 millions. The unit 

will remain in existence in India for one year; the software is 

expected to get developed within this time frame. 

The US based company will be subject to corporate tax of 30 per cent 

and a withholding  tax of 10 per cent in India and will be eligible for 

tax credit in India. The  software  developed will be sold in the US 

market and many companies are ready to acquire the same. Other 

estimates are as follows: 

 

Rent for fully furnished unit with necessary hardware in 

India 

` 

18,75,00

0 
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Manpower cost (80 software professional will be 

working for 10 hours each day) 

500 per 
man 
hour 

Administrative and other costs ` 
15,00,00

0 

Advise the US Company the minimum amount it should charge from  

the  prospective buyer. The rupee-dollar rate is ` 60/$. 

Note: Assume 365 days a year.  

(Nov ’21) 
 

Answer 7 

 

Proforma profit and loss account of the Indian software 

development unit 

  ` 

Revenue  60,00,00,000 

Less: Costs:   

Rent 18,75,000  

Manpower (400 x 80 x 10 x 365) 14,60,00,000  

Administrative and other costs 15,00,000 14,93,75,000 

Earnings before tax  45,06,25,000 

Less: Withholding Tax  4,50,62,500 

Earnings after Withholding tax @ 10% 40,55,62,500 

Less: Corporation Tax net of Withholding Tax 9,01,25,000 

Repatriation amount (in rupees) 31,54,37,500 

Repatriation amount (in dollars) $ 52,57,292 

Advise: The USA based Company should charge minimum $ 47,42,708 from 

prospective buyer. 
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 Interest Rate Risk Management 
 

Question 1 

 

Two companies ABC Ltd. and XYZ Ltd. approach the DEF Bank for FRA 

(Forward Rate Agreement). They want to borrow a sum of Rs. 

100crores after 2 years for a period of 1 year. Bank has calculated 

Yield Curve of both companies as follows: 

 

Year XYZ Ltd. ABC 
Ltd.* 

1 3.86 4.12 

2 4.20 5.48 
3 4.48 5.78 

*The difference in yield curve is due to the lower credit rating of ABC 

Ltd. compared to XYZ Ltd. 

(i) You are required to calculate the rate of interest DEF Bank would 

quote under 2V3 

FRA, using the company’s yield information as quoted above. 
(i) Suppose bank offers Interest Rate Guarantee for a premium of 

0.1% of the amount of loan, you are required to calculate the 

interest payable by XYZ Ltd. if interest rate in 2 years turns out to 

be 

(a) 4.50% 

(b) 5.50% 

(Nov ’19) 
 

Answer 1 

 

(i) DEF Bank will fix interest rate for 2V3 FRA after 2 years as 

follows: XYZ Ltd. 
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(1+r) (1+0.0420)2 = (1+0.0448)3 
 

(1+r) (1.0420)2 = (1.0448)3 

r = 5.04% 

Bank will quote 5.04% for a 2V3 FRA. 

ABC Ltd. 

(1+r) (1+0.0548)2 = (1+0.0578)3 

(1+r) (1.0548)2= (1.0578)3 

r = 6.38% 

Bank will quote 6.38% for a 2V3 FRA. 

(ii)  

 

  4.50% - Allow 

to Lapse 

5.50%-Exercise 

Interest Rs. 100 crores X 

4.50% 

Rs. 4.50 crores - 

 Rs. 100 crores X 

5.04% 

- Rs. 5.04 crores 

Premium (Cost 

of Option) 

Rs. 100 crores X 0.1% Rs. 0.10 crores Rs. 0.10 crores 

 
4.60 crores 5.14 crores 

 

Question 2 

A Inc. and B Inc. intend to borrow $200,000 and $200,000 in ¥ 

respectively for a time horizon of one year. The prevalent interest 

rates are as follows: 

Company ¥ Loan $ Loan 

A Inc 5% 9% 

B Inc 8% 10% 

The prevalent exchange rate is $1 = ¥120. 

They entered in a currency swap under which it is agreed that B Inc 
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will pay A Inc @ 1% over the ¥ Loan interest rate which the later will 

have to pay as a result of the agreed currency swap whereas A Inc 

will reimburse interest to B Inc only to the extent of 9%. Keeping 

the exchange rate invariant, quantify the opportunity gain or loss 

component of   the ultimate outcome, resulting from the designed 

currency swap. 

(May ’20) 
 

Answer 2 

Opportunity gain of A Inc under 

currency swap 

Receipt Payment Net 

Interest to be remitted to B. Inc
 in 
$ 2,00,000х9%=$18,000 

Converted into ($18,000 х ¥120) 

  

¥21,60,00

0 

 

Interest to be received from B. Inc in $ 

converted into Y (6%х$2,00,000 х 
¥120) 

¥14,40,000 -  

Interest payable on Y loan   -  ¥12,00,00

0 

 

 ¥14,40,000 ¥33,60,00

0 

 

Net Payment ¥19,20,000   -   

 

$ equivalent paid ¥19,20,000 х(1/¥120) 
¥33,60,00

0 

¥33,60,00

0 

 

$16,000 

Interest payable without swap in $ $18,000 

Opportunity gain in $ $ 2,000 

 

 

Opportunity gain of B Inc under currency 

swap 

Receip

t 

Paymen

t 

Net 

Interest to be remitted to A Inc in ($ 

2,00,000 х 6%) 

 $12,000  

Interest to be received from A. Inc in Y 

converted  into $ =¥21,60,000/¥120 

$18,000  
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$20,000 

Interest payable on $ loan@10%   -

  
  

 $18,000 $32,000  

Net Payment $14,000 

$32,000 
  -

  

$32,000 

 

Y equivalent paid $14,000 X ¥120   ¥16,80,00

0 

Interest payable without swap in ¥ 

($2,00,000X¥120X8%) 

  ¥19,20,00

0 

Opportunity gain in Y    ¥ 

2,40,000 

Alternative Solution Cash 

Flows of A Inc 

(i) At the time of exchange of principal amount 

 

Transactions  Cash Flows 

Borrowings $2,00,000 x 

¥120 

+ ¥240,00,000 

Swap - ¥240,00,000 

Swap +$2,00,000 

Net Amount +$2,00,000 

(ii) At the time of exchange of interest amount 

 

Transactions  Cash Flows 

Interest to the lender ¥240,00,000X5% ¥12,00,000 

Interest Receipt from B Inc. ¥2,00,000X120X6% ¥14,40,000 

Net Saving (in $) ¥2,40,000/¥120 $2,000 

Interest to B Inc. $2,00,000X9% -$18,000 

Net Interest Cost  -$16,000 

A Inc. used $2,00,000 at the net cost of borrowing of $16,000 i.e. 8%. If it 

had not opted for swap agreement the borrowing cost would have been 

9%. Thus there is saving of 1%. 
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Cash Flows of B Inc 

(i) At the time of exchange of principal amount 

 

Transactions  Cash Flows 

Borrowings  + $2,00,000 

Swap - $2,00,000 

Swap +¥240,00,000 

Net Amount +¥240,00,000 

(ii) At the time of exchange of interest amount 

 

Transactions  Cash Flows 

Interest to the lender $2,00,000X10% - $20,000 

Interest Receipt from A Inc.  +$18,000 

Net Saving (in ¥) -$2,000X¥120 - ¥2,40,000 

Interest to A Inc. $2,00,000X6%X¥12

0 

- ¥14,40,000 

Net Interest Cost  - ¥16,80,000 

B Inc. used ¥240,00,000 at the net cost of borrowing of 

¥16,80,000 i.e. 7%. If it had not opted for swap agreement the 

borrowing cost would have been 8%. Thus there is saving of 1%. 

 

Question 3 

 

Two companies ABC Ltd. and XYZ Ltd. approach the DEF Bank for FRA 

(Forward Rate Agreement). They want to borrow a sum of Rs. 100 crores 

after 2 years for a period of 1  year. Bank has calculated Yield Curve of 

both companies as follows: 

 

Yea

r 

XYZ 

Ltd. 

ABC 

Ltd.* 

1 3.86 4.12 
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2 4.20 5.48 

3 4.48 5.78 

*The difference in yield curve is due to the lower credit rating of ABC  

Ltd. compared to  XYZ Ltd. 

(i) You are required to calculate the rate of interest DEF Bank would 

quote under 2V3 FRA, using the company’s yield information as 

quoted above. 

(ii) Suppose bank offers Interest Rate Guarantee for a premium of 

0.1%  of the amount  of loan, you are required to calculate the 

interest payable by XYZ Ltd. if interest rate  in 2 years turns out 

to be 

(a) 4.50% 

(b) 5.50%   

(Nov ’20) 

 

Answer 3 

 

(i) DEF Bank will fix interest rate for 2V3 FRA after 2 years as 

follows: XYZ Ltd. 

(1+r) (1 + 0.0420)2 = (1 + 0.0448)3 

(1+r) (1.0420)2 = (1. .0448)3 

r  = 5.04% 

Bank will quote 5.04% for a 2V3 FRA. ABC 

Ltd. 

(1+r) (1 + 0.0548)2 = (1 + 0.0578)3 

(1+r) (1.0548)2 = (1.0578)3 

r  = 6.38% 
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Bank will quote 6.38% for a 2V3 FRA. 

(ii) 

 

  4.50% 

Allow to 

Lapse 

5.50% 

Exercise 

Interest Rs. 100 crores X 

4.50% 

Rs. 4.50 crores - 

Rs. 100 crores X 

5.04% 

- Rs. 5.04 crores 

Premium (Cost 

of Option) 

Rs. 100 crores X 

0.1% 

Rs. 0.10 crores Rs. 0.10 crores 

4.60 crores 5.14 crores 

 

 

Question 4 

Escapes plc is consumer electronics wholesaler. The business of the firm 

is highly  seasonal in nature. In 6 months of a year, firm has a huge cash 

deposits and especially  near Christmas time and other 6 months firm 

cash crunch, leading to borrowing of money to cover up its exposures 

for running the business. 

It is expected that firm shall borrow a sum of £25 million for the entire 

period of slack season in about 3 months. 

The banker of the firm has given the following quotations for Forward 

Rate Agreement (FRA): 

 

Spot 5.50% - 5.75% 

3 × 6 FRA 5.59% - 5.82% 

3 × 9 FRA 5.64% - 5.94% 

3-month £50,000 future contract maturing in a period of 3 months is 

quoted at 94.15. You are required to: 

(a) Advise the position to be taken in Future Market by the firm to 

hedge its interest rate risk and demonstrate how 3 months 

Future contract shall be useful for the firm, if later interest rate 
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turns out to be (i) 4.5% and (ii) 6.5% 

(b) Evaluate whether the interest cost to Espace plc shall be less had 

it adopted the route of FRA instead of Future Contract. 

Note:- Ignore the time value of money in settlement amount for 

future contract. 

(May ’21) 
 

Answer 4 

 (i) Since firm is a borrower it will like to off-set interest cost by profit 

on  Future  Contract. Accordingly, if interest rate rises it will gain 

hence it should sell interest rate futures. 

No. of Contracts =  
𝐴𝑚𝑜𝑢𝑛𝑡 𝑜𝑓 𝐵𝑜𝑟𝑟𝑜𝑤𝑖𝑛𝑔 𝐶𝑜𝑛𝑡𝑟𝑎𝑐𝑡 𝑆𝑖𝑧𝑒  × 

𝐷𝑢𝑟𝑎𝑡𝑖𝑜𝑛 𝑜𝑓 𝐿𝑜𝑎𝑛3 𝑀𝑜𝑛𝑡ℎ𝑠  

= 
£25,000,000£50,000  × 

63   =1000 Contracts 

The Final Outcome in the given two Scenarios Shall be as follows: 

 

 If the interest rate turns 

out to be 4.5% 

If the interest rate turns 

out to be 6.5% 

Future Course 

Action : 

  

Sell to open 94.15 94.15 

Buy to close 95.50 (100 - 4.5) 93.50 (100 - 6.5) 

Loss/ (Gain) 1.35% (0.65%) 

Cash 

Payment 

(Receipt) for 

Future 

Settlement 

£ 50,000×1000× 

1.35%×3/12 

= £1,68,750 

£ 

50,000×1000×0.65%×3/12 

= (£81,250) 

Interest for 6 

months on 

£50 million

£ 25 million × 4.5% × ½ 

= £ 5,62,500 

£ 25 million × 6.5% × ½ 

= £ 8,12,500 
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Thus, the firm locked itself in interest rate 
£7,31,250£ 25,000,000  × 100 × 

126  =5.85% 

No, the interest cost shall not be less for Espace plc had it taken the 

route of FRA,   as the 3 x 9 FRA contract are available at 5.64% – 

5.94% i.e. borrowing rate of 5.94%. Hence, the interest cost under 

this option shall be nearby by 5.94% which is more  than interest 

rate under Future contract rate of 5.85%. 

 

 

Question 5 

Derivative Bank entered into a swap arrangement 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, 19th August, 2019 and was to commence on 

20th August, 2019 and run for a period of 7 days. 

Respective MIBOR rates for Tuesday to Monday were: 8.15%, 7.98%, 

7.95%, 8.12%, 

8.15%, 7.75%. 

If Fixed Rate of Interest is 8%, then evaluate 

(i) the nature of this Swap arrangement. 

(ii) the Net Settlement amount. Notes: 

(1) Sunday is Holiday. 

(2) Work in rounded rupees and avoid decimal working. 

(3) Consider 365 days in a year.  

(Nov ’21) 
 

Answer 5 

 at 

actual rates 

 £ 7,31,250 £ 7,31,250 
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(i) The given swap arrangement is Plain Vanilla Overnight Index 

Swap (OIS). 

(ii) To compute the Net  Settlement amount we shall compute 

Interest as  per floating  rate as follows: 

 

Day Principal (`) MIBOR (%) Interest (`) 

Tuesday 10,00,00,000 8.15 22,329 

Wednesday 10,00,22,329 7.98 21,868 

Thursday 10,00,44,197 7.95 21,790 

Friday 10,00,65,987 8.12 22,261 

Saturday & Sunday (*) 10,00,88,248 8.15 44,697 

Monday 10,01,32,945 7.75 21,261 

Total Interest @ Floating Rate 

(A) 

  1,54,206 

Total Interest @ Fixed Rate (B)   1,53,425 

10,00,00,000× 8.00%  ×  7365 

 

   

Net Settlement Amount Paid   781 
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Chapter 12  

 Corporate Valuation 
 

Question 1 

 

A valuation done of an established company by a well-known analyst has 

estimated a value of Rs. 500 lakhs, based on the expected free cash flow 

for next year of Rs. 20 lakhs and an expected growth rate of 5%. 

While going through the valuation procedure, you found that the analyst 

has made the mistake of using the book values of debt and equity in his 

calculation. While you do not know the book value weights he used, you 

have been provided with the following information: 

(i) Company has a cost of equity of 12%, 

(ii) After tax cost of debt is 6%, 

(iii) The market value of equity is three times the book value of equity, 

while the market value of debt is equal to the book value of debt. 

You are required to estimate the correct value of the company.  

(Nov ’19) 
 

Answer 1 

 

Cost of capital by applying Free Cash Flow to Firm (FCFF) Model is as 

follows:- 

Value of Firm =  𝑉0 = 
𝐹𝐶𝐹𝐹1𝐾𝑐−𝑔𝑛 

Where – 

FCFF1 = Expected FCFF in the year 1 Kc= Cost of capital 

gn = Growth rate forever 

Thus, Rs. 500 lakhs = Rs. 20 lakhs /(Kc-g) Since g = 5%, then Kc = 9% 
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Now, let X be the weight of debt and given cost of equity = 12% and 

cost of debt = 6%, then 12% (1 – X) + 6% X = 9% 

Hence, X = 0.50, so book value weight for debt was 50% 

 Correct weight should be 150% of equity and 50% of debt. 

 Cost of capital = Kc = 12% (0.75) + 6% (0.25) = 10.50% 

and correct firm’s value = Rs. 20 lakhs/(0.105 – 0.05) = Rs. 363.64 

lakhs. 

 

Question 2 

 

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 Rs. 

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 

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 
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(May ’20) 
 

Answer 2 

 

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 (FCFF) (720) (864) (1,036.80) 2,419.20 

Projected Cash Flows:- 

Present value of Projected Cash Flows:- 

 

Cash 

Flows 

PVF 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 = 16128/(1.15)3  
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value 

 = 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. 

 

Question 3 

Following information is given  in respect of WXY Ltd., which is 

expected to grow at a rate of 20% p.a. for the next three years, after 

which the growth rate will stabilize at 8% p.a. normal level, in 

perpetuity. 

 

 For the year 

ended March 31, 

2014 

Revenues Rs. 7,500 Crores 

Cost of Goods Sold (COGS) Rs. 3,000 Crores 

Operating Expenses Rs. 2,250 Crores 

Capital Expenditure Rs. 750 Crores 

Depreciation (included in Operating 

Expenses) 

Rs. 600 Crores 

During high growth period, revenues & Earnings before Interest & 

Tax (EBIT) will grow at 20% p.a. and capital expenditure net of 

depreciation will grow at 15% p.a. From year 4 onwards, i.e. normal 

growth period revenues and EBIT will grow at 8% p.a.  and 

incremental capital expenditure will be offset by the  depreciation.  

During  both  high growth & normal growth period, net working 

capital requirement will be 25% of revenues. 

The Weighted Average Cost of Capital (WACC) of WXY Ltd. is 15%. 

Corporate Income Tax rate will be 30%. 
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Required: 

Estimate the value of WXY Ltd. using Free Cash Flows to Firm (FCFF) 

& WACC methodology. 

The PVIF @ 15 % for the three years are as below: 

 

Year t1 t2 t3 

PVIF 0.8696 0.756

1 

0.657

5 

(Nov ’20) 

 

 

Answer 3 

Determination of forecasted Free Cash Flow of the Firm (FCFF) 

(Rs. in crores) 

 

 Yr. 1 Yr. 2 Yr 3 Terminal Year 

Revenue 9000.00 10800.00 12960.00 13996.80 

COGS 3600.00 4320.00 5184.00 5598.72 

Operating 

Expenses 

1980.00

* 

2376.00 2851.20 3079.30 

Depreciation 720.00 864.00 1036.80 1119.74 

EBIT 2700.00 3240.00 3888.00 4199.04 

Tax @30% 810.00 972.00 1166.40 1259.71 

EAT 1890.00 2268.00 2721.60 2939.33 

Capital Exp. – Dep. 172.50 198.38 228.13 - 

∆ Working Capital 375.00 450.00 540.00 259.20 

Free Cash Flow 

(FCF) 

1342.50 1619.62 1953.47 2680.13 

*Excluding Depreciation. 

Present Value (PV) of FCFF during the explicit forecast period is: 

 

FCFF (Rs. in 

crores) 

PVF @ 

15% 

PV (Rs. in 

crores) 
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1342.50 0.8696 1167.44 

1619.62 0.7561 1224.59 

1953.47 0.6575 1284.41 

  3676.44 

PV of the terminal, Value is: 2680.130.15−0.08 × 
1(1.15)3 =Rs.38287.57 Crore × 0.6575 = Rs. 25174.08 Crore 

The value of the firm is : 

Rs. 3676.44 Crores + Rs. 25174.08 Crores = Rs. 28,850.52 Crores 

 

 

Question 4 

 

Sun Ltd. recently made a profit of Rs. 200 crore and paid out Rs. 80 

crore (slightly higher than the average paid in the industry to which 

it pertains). The average PE ratio of this industry  is 9. The estimated 

beta of Sun Ltd. is 1.2. As per Balance Sheet of Sun Ltd., the 

shareholder’s fund is Rs. 450 crore and number of shares is 10 crore. 

In case the company is liquidated, building would fetch Rs. 200 crore 

more than book value and stock would  realize Rs. 50 crore less. 

The other data for the industry is as follows: 

Projected Dividend Growth 4% 

Risk Free Rate of Return 6% 

Market Rate of Return 11% 

Calculate the valuation of Sun Ltd. using 

(a) P/E Ratio 

(b) Dividend Growth Model 

(c) Book Value 

(d) Net Realizable Value   

(May ’21) 
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Answer 4 

 

    (a)    Rs. 200 crore x 9 = Rs.1800 crore  

(b)    Ke = 6% + 1.2 (11% - 6%) =  12% 

   = 
80 𝐶𝑟𝑜𝑟𝑒 ×1.040.12−0.04  = Rs.1040 Crore 

(a) Rs. 450 crore 

(b) Rs. 450 crore + Rs. 200 crore – Rs. 50 crore = Rs. 600 crore 

 

 

Question 5 

 

Explain how Cash flow-based approach of valuation is different from 

Income based approach and also explain briefly the steps involved in 

this approach. (May ’21) 
Answer 5 

As opposed to the asset based and income based approaches, the cash 

flow approach takes into account the quantum of free cash that is 

available in future periods, and discounting the same appropriately to 

match to the flow’s risk. 

Simply speaking, if the present value arrived post application of the 

discount rate is more than the current cost of investment, the valuation 

of the enterprise is attractive to both stakeholders as well as externally 

interested parties (like stock analysts). It attempts to overcome the 

problem of over-reliance on historical data. 

There are essentially five steps in performing DCF based valuation: 

(i) Arriving at the ‘Free Cash Flows’ 

(ii) Forecasting of future cash flows (also called projected 

future cash flows) 
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(iii) Determining the discount rate based on the cost of capital 

(iv) Finding out the Terminal Value (TV) of the enterprise 

(v) Finding out the present values of both the free cash flows 

and the TV, and interpretation of the results. 

 

Question 6 

STR Ltd.’s current financial year's income statement reported its net 
income after tax as 

` 50 Crore. 

Following is the capital structure of STR Ltd. at the end of current 

financial year: 

 

 ` 

Debt (Coupon rate = 11%) 80 Crore 

Equity (Share Capital + Reserves & Surplus) 250 Crore 

Invested Capital 330 Crore 

Following data is given to estimate cost of equity capital: 

 

Asset Beta of TSR Ltd. 1.11 

Risk free Rate of Return 8.5% 

Average market risk premium 9% 

The applicable corporate income tax rate is 30%. 

Estimate Economic Value Added (EVA) of RST Ltd. in ` lakh. (Nov ’21) 

 

Answer 6 

First of all, to calculate Cost of Equity we shall compute the Equity 

Beta of STR Ltd. as follows: 𝛽𝑎= 𝛽𝑒 [ 𝐸𝐸+𝐷(1−𝑡)] 

1.11 = 𝛽 𝑒 [ 250250+80(1−0.30)] 𝛽𝑒 = 1.36 
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then we shall compute the Cost of Equity as per CAPM as follows: ke

 = Rf + β x Market Risk Premium 

= 8.5% + 1.36 x 9% 

= 8.5% + 12.24% = 20.74% 

Cost of Debt (kd) = 11%(1 – 0.30) = 7.70% 

WACC (k0)                              = 𝐾𝑒 × 𝐸𝐸+𝐷 + 𝐾𝑑 × 𝐷𝐸+𝐷 

=20.74 × 
250330 +7.70 × 

80330 

= 15.71 + 1.87 = 17.58% 

Taxable Income = ` 50 Crore/(1 - 0.30) 

= ` 7142.86  lakhs Operating Income = 

Taxable Income + Interest 

= ` 7142.86 lakhs + ` 880 lakhs 

= ` 8022.86 lakhs 

EVA = EBIT (1-Tax Rate) – WACC x Invested 

Capital 

= ` 8022.86 lakhs (1 – 0.30) – 17.58% x ` 330 

Crore 

= ` 5616.00 lakhs – ` 5801.40 lakhs = - ` 185.40 

lakhs 
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Chapter 13  

 Mergers, Acquisitions & Corporate Restructuring 
 

Question 1 

 

Following information is provided relating to the acquiring company Mani 

Ltd. and the target company Ratnam Ltd: 

 

 Mani Ltd. Ratnam 

Ltd. 

Earnings after tax (Rs. lakhs) 2,000 4,000 

No. of shares outstanding 

(lakhs) 

200 1,000 

P/E ratio (No. of times) 

Required: 

10 5 

(i) What is the swap ratio based on current market prices? 

(ii) What is the EPS of Mani Ltd. after the acquisition? 

(iii) What is the expected market price per share of Mani Ltd. after the 

acquisition, assuming its P/E ratio is adversely affected by 10%? 

(iv) Determine the market value of the merged Co. 

(v) Calculate gain/loss for the shareholders of the two independent entities, 

due to the merger.   

(Nov ’19) 
 

Answer 1 

(i) SWAP ratio based on current market prices: 

EPS before acquisition: 

Mani Ltd. : Rs.2,000 lakhs / 200 lakhs: Rs.10 

Ratnam Ltd.: Rs.4,000 lakhs / 1,000 lakhs: Rs. 4 
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Market price before acquisition: 

Mani Ltd.: Rs.10 × 10 Rs.100 

Ratnam Ltd.: Rs.4 × 5 Rs. 20 

SWAP ratio: 20/100 or 1/5 i.e. 0.20 

(ii) EPS after acquisition: 𝑅𝑠.(2,000+4,000)𝐿𝑎𝑘ℎ𝑠(200+200)𝐿𝑎𝑘ℎ𝑠  = Rs. 15.00 

(iii) Market Price after acquisition:                          

EPS after acquisition : Rs.15.00 

P/E ratio after acquisition 10 × 0.9 9 

Market price of share (Rs. 15 X 9) Rs.135.00 

(ii) Market value of the merged Co.: 

Rs.135 × 400 lakhs shares Rs. 540.00 Crores or  

Rs. 54,000 Lakhs 

 

 

 

(iii) Gain/loss per share:                                            Rs. Crore 

 

 Mani Ltd. Ratnam 

Ltd. 

Total value before Acquisition 200 200 

Value after acquisition 270 270 

Gain (Total)   70   70 

No. of shares (pre-merger) 

(lakhs) 

200 1,000 

Gain per share (Rs.) 35 7 

 

Question 2 

Explain the reasons of Reverse Stock Split.  

(Nov ’19) 
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Answer 2 

‘Reverse Stock Split’ is a process whereby a company decreases the 

number of shares outstanding by combining current shares into fewer or 

lesser number of shares. For example, in a 5:1 reverse split, a company 

would take back 5 shares and will replace them with one share. 

Although, reverse stock split does not result in change in Market value or 

Market Capitalization of the company but it results in increase in price per 

share. 

Considering above mentioned ratio, if company has 100 million shares 

outstanding before split up, the number of shares would be equal to 20 

million after the reverse split up. 

Reasons for Reverse Split Up 

Generally, company carries out reverse split up due to following reasons: 

(i) Avoiding delisting from stock exchange: Sometimes as per the stock 

exchange regulation if the price of shares of a company goes below 

a limit it can be delisted. To avoid such delisting company may resort 

to reverse stock split up. 

(ii) Avoiding removal from constituents of Index: If company’s share its 
one of the constituents of market index then to avoid their removal 

of scrip from this list, the company may take reverse split up route. 

(iii) To avoid the tag of “Penny Stock”: If the price of shares of a 

company goes below a limit it may be called “Penny Stock”. In order 
to improve the image of the company and avoiding this stage, the 

company may go for Reverse Stock Split. 

(iv) To attract Institutional Investors and Mutual Funds: It might be 

possible that institutional investors may be shying away from 

acquiring low value shares to attract these investors the company 

may adopt the route of “Reverse Stock Split” to increase the price 
per share. 

 

Question 3 

The following information relating to the acquiring Company Abhiman 
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Ltd. and the target Company Abhishek Ltd. are available. Both the 

Companies are promoted by Multinational Company, Trident Ltd. The 

promoter’s holding is 50% and 60% respectively in Abhiman Ltd. and Abhishek 

Ltd.: 

 

 

 Abhiman Ltd. Abhishek Ltd. 

Share Capital (Rs.) 200 lakh 100 lakh 

Free Reserve and Surplus (Rs.) 800 lakh 500 lakh 

Paid up Value per share (Rs.) 100 10 

Free float Market Capitalisation 

(Rs.) 

400 lakh 128 lakh 

P/E Ratio (times) 10 4 

Trident Ltd. is interested to do justice to the shareholders of both the 

Companies. For the swap ratio weights are assigned to different parameters 

by the Board of Directors as follows: 

Book Value 25% 

EPS (Earning per share) 50% 

Market Price 25% 

(a) What is the swap ratio based on above weights? 

(b) What is the Book Value, EPS and expected Market price of Abhiman Ltd. 

after acquisition of Abhishek Ltd. (assuming P.E. ratio of Abhiman Ltd. 

remains unchanged and all assets and liabilities of Abhishek Ltd. are 

taken over at book value). 

(c) Calculate: 

(i) Promoter’s revised holding in the Abhiman Ltd. 

(ii) Free float market capitalization. 

(iii) Also calculate No. of Shares, Earning per Share (EPS) and  Book 

Value (B.V.),  if after acquisition of Abhishek Ltd., Abhiman Ltd. 

decided to : 

(a) Issue Bonus shares in the ratio of 1 : 2; and 

(b) Split the stock (share) as Rs. 5 each fully paid  
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(May ’20) 
 

Answer 3 

(a) Swap Ratio 

 

 Abhiman Ltd. Abhishek Ltd. 

Share Capital 200 Lakh 100 Lakh 

Free Reserves   800 Lakh 500 Lakh 

Total 1000 Lakh 600 Lakh 

No. of Shares 2 Lakh 10 Lakh 

Book Value per share Rs. 500 Rs. 60 

Promoter’s holding 50% 60% 

Non promoter’s holding 50% 40% 

Free Float Market Cap. i.e. 400 Lakh 128 Lakh 

relating to Public’s holding   

Hence Total market Cap. 800 Lakh 320 Lakh 

No. of Shares 2 Lakh 10 Lakh 

Market Price Rs. 400 Rs. 32 

P/E Ratio 10 4 

EPS 40 8 

Profits (Rs. 2 X 40 lakh) Rs. 80 lakh - 

(Rs. 8 X 10 lakh) - Rs. 80 lakh 

Calculation of Swap Ratio 

Book Value 1 : 0.12 i.e. 0.12 x 25% 0.03 

EPS 1 : 0.2 0.20 x 50% 0.10 

Market Price 1 : 0.08 0.08 x 25% 0.02 

  Total 0.15 

Swap ratio is for every one share of Abhishek Ltd., to issue 0.15 

shares of Abhiman Ltd. Hence total no. of shares to be issued 

= 10 Lakh x 0.15 = 1.50 lakh shares 

(b) Book Value, EPS & Market Price 

Total No of Shares 2 Lakh + 1.5 Lakh = 3.5 Lakh 

Total Capital Rs. 200 Lakh + Rs. 150 Lakh = Rs. 350 Lakh 
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Reserves Rs. 800 Lakh + Rs. 450 Lakh = Rs. 1,250 Lakh 

Book Value Rs. 350 Lakh + Rs. 1,250 Lakh = Rs. 457.14 
per share 

3.5 Lakh 

  

EPS    
𝑇𝑜𝑡𝑎𝑙 𝑃𝑟𝑜𝑓𝑖𝑡𝑁𝑜.𝑜𝑓 𝑠ℎ𝑎𝑟𝑒   = 

𝑅𝑠.80 𝐿𝑎𝑘ℎ+𝑅𝑠.80 𝐿𝑎𝑘ℎ3.5 𝑙𝑎𝑘ℎ    = 
𝑅𝑠.160 𝐿𝑎𝑘ℎ3.5  = Rs. 45.71 

 

Expected Market Price EPS (Rs. 45.71) x P/E Ratio (10) = Rs. 

457.10 

 

 

(c) (1) Promoter’s holding 

Promoter’s Revised  Abhiman 50% i.e. 1.00 Lakh shares 

Holding  Abhishek 60% i.e.  0.90 Lakh shares 

Total 1.90 Lakh shares 

Promoter’s % = 1.90/3.50 x 100 = 54.29% 

(2) Free Float Market Capitalisation 

Free Float Market = (3.5 Lakh – 1.9 Lakh) x Rs. 457.10 

Capitalisation = Rs. 731.36 Lakh 

(i) & (ii) 

Revised Capital Rs. 350 Lakh + Rs. 175 Lakh = Rs. 525 

Lakh No. of shares before Split (F.V  Rs.  100) 5.25 

Lakh 

No. of Shares after Split (F.V. Rs.  5 ) 5.25 x 20 = 105 Lakh 

EPS 160 Lakh / 105 Lakh = 

1.523 

 

Book Value Cap. Rs. 525 Lakh + Rs. 

1075 Lakh 

105 Lakh 
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= Rs. 15.238 per share 

 

Question 4 

What is the difference between Management Buy Out and Leveraged 

Buyout? State the purpose of a leveraged buyout with the help of an 

example.  

(May ’20) 
 

Answer 4 

The difference between Management Buy Outs and Leveraged Buy 

Outs has been discussed as below: 

Management Buy Outs 

Buyouts initiated by the management team of a company are known as 

a management buyout. In this type of acquisition, the company is 

bought by its own management team. 

MBOs are considered as a useful strategy for exiting those divisions that 

does not form part of the core business of the entity. 

Leveraged Buyout (LBO) 

An acquisition of a company or a division of another company which is 

financed entirely or partially (50% or more) using borrowed funds is 

termed as a leveraged buyout. The target company no longer remains 

public after the leveraged buyout;  hence the transaction is also known 

as going private. The deal is usually secured by the acquired firm’s 
physical assets. 

The intention behind an LBO transaction is to improve the operational 

efficiency of a firm and increase the volume of its sales, thereby 

increasing the cash flow of the firm. This extra cash flow generated will 

be used to pay back the debt in LBO transaction. After an, LBO the target 

entity is managed by private investors, which makes it easier to have a 

close control of its operational activities. The LBOs do not stay 

permanent. Once the LBO is successful in increasing its profit margin and 

improving its operational efficiency and the debt is paid back, it will go  

public again. Companies that are in a leading market position with 
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proven demand for product, have a strong management team, strong 

relationships with key customers and suppliers and steady growth are 

likely to become the target for LBOs. In India the first LBO took place in  

the year 2000 when Tata Tea acquired Tetley in the United Kingdom. 

The deal value was Rs. 2135 crores out of which almost 77% was 

financed by the company using debt. The intention behind this deal was to 

get direct access to Tetley’s international market. The largest LBO deal in 

terms of deal value (7.6 Billion) by an Indian company is the buyout of 

Corus by Tata Steel. 

 

Question 5 

The following is the Balance-sheet of Grape Fruit Company Ltd as at 

March 31st, 2019. 

 

Liabilities (Rs. in 

lakhs) 

Assets (Rs. in 

lakhs) 

Equity shares of Rs. 100 
each 

600 Land and Building 200 

14% preference shares of 
Rs. 100/- each 

200 Plant and Machinery 300 

13% Debentures 200 Furniture and 

Fixtures 

50 

Debenture interest 

accrued and payable 

26 Inventory 150 

Loan from bank 74 Sundry debtors 70 

Trade creditors 340 Cash at bank 130 

  Preliminary expenses 10 

  Cost of issue of 

debentures 

5 

  Profit and Loss 

account 

525 

 1440  1440 

The Company did not perform well and has suffered sizable losses 

during the last few years. However, it is felt that the company could 
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be nursed back to health by proper financial restructuring. 

Consequently the following scheme of reconstruction has been 

drawn up : 

(i) Equity shares are to be reduced to Rs. 25/- per share, fully paid 

up; 

(ii) Preference shares are to be reduced (with coupon rate of 10%) 

to equal number of shares of Rs. 50 each, fully paid up. 

(iii) Debenture holders have agreed to forgo the accrued interest 

due to them. In the future, the rate of interest on debentures is 

to be reduced to 9 percent. 

(iv) Trade creditors will forego 25 percent of the amount due to 

them. 

(v) The company issues 6 lakh of equity shares at Rs. 25 each and the 

entire sum was to  be paid on application. The entire amount 

was fully subscribed by promoters. 

(vi) Land and Building was to be  revalued at  Rs. 450 lakhs, Plant and 

Machinery was  to  be written down by Rs. 120 lakhs and a 

provision of Rs.15 lakhs had to be made for bad and doubtful 

debts. 

Required: 

(i) Show the impact of financial restructuring on the company’s activities. 

(ii) Prepare the fresh balance sheet after the reconstructions is  

completed  on the basis of the above proposals. 

(Nov ’20) 
 

Answer 5 

Impact of Financial Restructuring 

(i) Benefits to Grape Fruit Ltd. 

(a) Reduction of liabilities payable 

Rs. in lakhs 

 Reduction in equity share capital (6 lakh shares x 
Rs.75 per share) 

450 

 Reduction in preference share capital (2 lakh shares 
x Rs. 50 per share) 

100 
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 Waiver of outstanding debenture Interest 26 

 Waiver from trade creditors (Rs.340 lakhs x 0.25)  85 

 
(b) 

 
Revaluation of Assets 

661 

 Appreciation of Land and Building (Rs.450 lakhs - 
Rs.200 lakhs) 

250 

 Total (A) 911 

(ii) Amount of Rs. 911 lakhs utilized to write off losses, fictious assets and 

over- valued assets. 

 
Writing off profit and loss account 525 
Cost of issue of debentures 5 
Preliminary expenses 10 
Provision for bad and doubtful debts 15 

Revaluation of Plant and Machinery 
(Rs.300 lakhs – Rs.180 lakhs) 

120 

Total (B) 675 

Capital Reserve (A) – (B) 236 

(iii)  Balance sheet of Grape Fruit Ltd as at 31st March 2019 (after re-

construction) 

(Rs. in lakhs) 

Liabilities Amoun

t 

Assets Amount 

12 lakhs  equity  

shares of Rs. 25/- 

each 

300 Land & Building  450 

10% Preference 

shares of Rs. 50/- 

each 

100 Plant & 

Machinery 

 180 

Capital Reserve 236 Furnitures & 

Fixtures 

 50 

9% Debentures 200 Inventory  150 

Loan from Bank 74 Sundry debtors 70  

Trade Creditors 255 Prov. for

 Doubtful 

Debts 

-15 55 

  Cash-at-Bank 

(Balancing 

 280 
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figure)* 

 1165  1165 

*Opening Balance of Rs.130/- lakhs + Sale proceeds from issue of new 

equity shares 

Rs.150/- lakhs. 

 

Question 6 

ABC Ltd. is intending to  acquire XYZ Ltd. by  way  of merger and the 

following information is available in respect of these companies: 

 

 ABC Ltd. XYZ Ltd. 

Total Earnings (E) (in lakh) Rs. 1200 Rs.400 

Number of outstanding shares (S) (in lakh) 400 200 

Price earnings ratio (P/E) 8 7 

(a) Determine the maximum exchange ratio acceptable to the 

shareholders of ABC Ltd.,  if the P/E ratio of the combined firm 

is expected to be 8? 

(b) Determine the minimum exchange ratio acceptable to the 

shareholders XYZ Ltd., if the P/E ratio of the combined firm is 

expected to be 10? 

Note: Make calculation in lakh multiples and compute ratio upto 4 

decimal points. 

(May ’21) 
 

Answer 6 

(a) Maximum exchange ratio acceptable to the shareholders of 

ABC Ltd. 

 

Market Price of share of ABC Ltd. ( 3 x 8) Rs.24 

No. of Equity Shares 400 lakh 

Market Capitalization of ABC Ltd. (Rs. 24 x 400 

lakh) 

Rs. 9600 

lakh 

Combined Earnings (Rs. 1200 + Rs. 400) lakh Rs.1600 
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lakh 

Combined Market Capitalization (Rs. 1600 lakh x 

8) 

Rs. 12800 

lakh 

Market Capitalization of ABC Ltd. (Rs. 24x 400 

lakh) 

Rs. 9600 

lakh 

Balance for XYZ Ltd. Rs. 3200 

lakh 

Let D be the no. of equity shares to be issued to XYZ Ltd. then, 𝑅𝑠.3200 𝐿𝑎𝑘ℎ(1600 𝑙𝑎𝑘ℎ𝐷+400 )×8 =D 

D = 133.333 lakh Shares 

Exchange Ratio = 133.333 / 200 = 0.6666:1 

(b) Minimum exchange ratio acceptable to the shareholders of 

XYZ Ltd. 

 

Market Price of share of XYZ Ltd. Rs. 14.00 

No. of Equity Shares 200 lakh 

Market Capitalisation of XYZ Ltd. (Rs. 14.00 x 200 

lakh) 

Rs. 2800 

lakh 

Combined Earnings (Rs. 1200 + Rs. 400) lakh Rs. 1600 

lakh 

Combined Market Capitalisation (Rs. 1600 lakh x 

10) 

Rs. 16000 

lakh 

Balance for ABC Ltd. Rs. 13200 

lakh 

Let D be the no. of equity shares to be issued to XYZ Ltd. then, 𝑅𝑠.2800 𝐿𝑎𝑘ℎ(1600 𝑙𝑎𝑘ℎ𝐷+400 )×10 =D 

D = 84.8485 lakh Shares 

Exchange Ratio = 84.8485 / 200 = 0.4242:1 

 

Question 7 

Cauliflower Limited is contemplating acquisition of Cabbage Limited. 

Cauliflower Limited has 5 lakh shares having market value of ` 40 per 
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share while Cabbage Limited has  3  lakh shares having market value of ` 

25 per share. The EPS for Cabbage Limited and Cauliflower Limited are  ` 

3 per share and ` 5 per share respectively. The managements  of both the 

companies are discussing two alternatives for exchange of shares as 

follows: 

(i) In proportion to relative earnings per share of the two 

companies. 

(ii) 1 share of Cauliflower Limited for two shares of Cabbage 

Limited. 

Required: 

(i) Calculate the EPS after merger under both the alternatives. 

(ii) Show the impact on EPS for the shareholders of the two 

companies under both the alternatives.  

(Nov ’21) 
 

Answer 7 

 

(i) Exchange ratio in proportion to relative EPS (in `) 

 

Company Existing No. of 

shares 

EPS Total earnings 

Cauliflower Ltd. 5,00,000 5.00 25,00,000 

Cabbage Ltd. 3,00,000 3.00 9,00,000 

Total earnings   34,00,000 

No. of Shares after merger 5,00,000 + 1,80,000 = 6,80,000 

Note : 1,80,000 may be calculated as = (𝟑, 𝟎𝟎, 𝟎𝟎𝟎 × 𝟑.𝟎𝟎𝟓.𝟎𝟎) 

EPS for Cauliflower Ltd. after merger = 
𝟑𝟒,𝟎𝟎,𝟎𝟎𝟎𝟔,𝟖𝟎,𝟎𝟎𝟎  = 5.00 

Impact on EPS 

 ` 

Cauliflower Ltd. ‘s shareholders  

EPS before merger 5.00 

EPS after merger 5.00 
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Increase/ Decrease in EPS 0.00 

Cabbage Ltd. ‘s shareholders  

EPS before merger 3.00 

EPS after the merger 5.00 x 3/5 3.00 

Increase/ Decrease in EPS 0.00 

(ii) Merger effect on EPS with share exchange ratio of 1 : 2 

 

Total earnings after merger ` 34,00,000 

No. of shares post merger 5,00,000 + 1,50,000 (0.5 × 

3,00,000) 

6,50,000 

EPS (34,00,000 ÷ 6,50,000) ` 5.23 

Impact on EPS 

 ` 

Cauliflower Ltd. shareholders  

EPS before merger 5.00 

EPS after merger 5.23 

Increase in EPS 0.23 

Cabbage Ltd. Shareholders  

EPS before merger 3.000 

EPS after the merger 5.23 x 0.5 2.615 

Decrease in EPS 0.385 
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Chapter 14  

 Startup Finance 
 

Question 1 

Compare and contrast start-ups and entrepreneurship. Describe the 

priorities and challenges which start-ups in India are facing.  

(Nov ‘19) 
 

Answer 1 

 

Differences between a start-up and entrepreneurship 

Startups are different from entrepreneurship. The major differences 

between them have been discussed in the following paragraphs: 

a. Start up is a part of entrepreneurship. Entrepreneurship is a broader 

concept and it includes a startup firm. 

b. The main aim of startup is to build a concern, conceptualize the idea 

which it has developed into a reality and build a product or service. On the 

other hand, the major objective of an already established 

entrepreneurship concern is to attain opportunities with regard to the 

resources they currently control. 

c. A startup generally does not have a major financial motive whereas an 

established entrepreneurship concern mainly operates on financial 

motive. 

Priorities and challenges which start-ups in India are facing 

The priority is on bringing more and more smaller firms into existence. So, 

the focus is on need based, instead of opportunity based 

entrepreneurship. Moreover, the trend is to encourage self-employment 

rather than large, scalable concerns. The main challenge with the startup 

firms is getting the right talent. And, paucity of skilled workforce can hinder 

the chances of a startup organization’s growth and development. Further, 

startups had to comply with numerous regulations which escalate its cost. 
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It leads to further delaying the chances of a breakeven or even earning 

some amount of profit. 

  

 

Question 2 

 

What are some of the innovative ways to finance a start up?  

(May ’20) 

 

Answer 2 

Some of the innovative steps to finance a startup are as follows: 

(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. 

(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  
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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 complete 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 up front and 

rest of the amount later. Therefore, in this way, a startup can meet his 

day to day expenses. 

 

Question 3 

 

Explain the methods in which a Startup firm can bootstrap.  

(Nov ’20) 
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Answer 3 

 

Here are some of the methods in which a startup firm can bootstrap: 

(i) Trade Credit: When a person is starting his business, suppliers are 

reluctant to give trade credit. They will insist on payment of their goods 

supplied either by cash or by credit card. However, a way out in this 

situation is to prepare a well-crafted financial plan. The next step is to pay a 

visit to the supplier’s office. If the business organization is small, the owner 

can be directly contacted. On the other hand, if it is a big firm, the Chief 

Financial Officer can be contacted and convinced about the financial 

plan. 

Communication skills are important here. The financial plan has to be 

shown. The owner or the financial officer has to be explained about the 

business and  the need to get the first order on credit in order to launch 

the venture. The  owner or financial officer may give half the order on 

credit and balance on delivery. The trick here is to get the goods shipped 

and sell them before paying to them. One can also borrow to pay for the 

good  sold. But there is  interest  cost also. So trade credit is one of the 

most important ways to reduce the  amount of working capital one 

needs. This is especially true in  retail operations. 

(ii) Factoring: This is a financing method where accounts receivable of a 

business organization is sold to a commercial finance company to raise  

capital.  The factor then got hold of the accounts receivable of a business 

organization and assumes the task of collecting the receivables as well 

as doing what would've been the paperwork. Factoring can be 

performed on a non-notification basis. It means customers may not be 

told that their accounts have been sold. 

In addition to reducing internal costs of a business, factoring also  frees 

up money that would otherwise be tied to receivables. This is especially 

true for businesses that sell to other businesses or to government; there 

are often long delays in payment that this would offset. This money can 

be used to generate profit through other avenues of the company. 

Factoring can be a very  useful  tool for raising money and keeping cash 

flowing. 
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(iii) Leasing: Another popular method of bootstrapping is to take the 

equipment on lease rather than purchasing it. It will reduce the capital 

cost and also help lessee (person who take the asset on lease) to claim 

tax exemption. So, it is better to a take a photocopy machine, an 

automobile or  a  van  on  lease  to avoid paying out lump sum money 

which is not at all feasible for a startup organization. 

 

 

Question 4 

 

 ‘Venture Capital Financing is a unique way of financing Startup’. Discuss.  

(May ’21) 
 

 

Answer 4 

 

Yes, Venture Capital Financing is unique manner of financing a Startup as 

it possesses the following characteristics: 

(i) Long time horizon: The fund would invest with a long time horizon in 

mind. Minimum period of investment would be 3 years and maximum 

period can be 10 years. 

(ii) Lack of liquidity: When VC invests, it takes into account the liquidity 

factor. It assumes that there would be less liquidity on the equity it 

gets and accordingly   it would be investing in that format. They adjust 

this liquidity  premium against the price and required return. 

(iii) High Risk: VC would not hesitate to take risk. It works on principle of 

high risk and high return. So, high risk would not eliminate the 

investment choice for a venture capital. 

(iv) Equity Participation: Most of the time, VC would be investing in the 

form of equity of a company. This would help the VC participate in 

the management and help the company grow. Besides, a lot of board 

decisions can be supervised by the VC if they participate in the equity 
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of a company. 

 

Question 5 

 

Can a company with no commercial operations raise capital via an IPO? 

Discuss.  

(Nov ’21) 

 

Answer 5 

 

Although the statement “a company with no commercial operation can 
launch an IPO” appears to be absurd but this is  a fact  that even if 

company does not have any business,   it can float an IPO. In recent time 

the concept of Special Purpose Acquisition Companies (SPACs) has come 

into existence wherein an entity is set up with the objective to raise funds 

through an IPO to finance a merger or acquisition of an unidentified target 

within a specific time period. It is commonly known as a blank cheque 

company. 

The main objective of SPAC is to raise money, despite having  any  

operations  or revenues. The money raised from the public is kept in an 

escrow account, which can be accessed while making the acquisition. 

However, in case the acquisition is  not  made within stipulated period of 

time of the IPO, the SPAC is delisted and  the  money  is returned to the 

investors. Shareholders have the option to redeem their shares if they 

are not interested in  participating in the proposed merger. Finally, if the 

merger is  approved  by shareholders, it is executed, and the target 

private company or companies become public entities. Once a formal 

merger agreement has been executed the SPAC target is usually publicly 

announced. 

New investment opportunities in Indian companies have resurfaced and 

have set up new platform for SPAC transactions. The implementation of 

SPACs might face certain challenges since India does not have a specific 

regulatory framework guarding these transactions. 

The current regulatory framework in India does not support the SPAC  
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transactions.  Further as per the Companies Act, 2013, the Registrar of 

Companies is authorized to strike-off the name of companies that do not 

commence operation within one year of incorporation. SPACs generally 

take 2 to 3 years to identify a target and performing due diligence and 

before it could get operationalized its name can be stricken off and hence 

enabling provisions relating to SPAC need  to  be  inserted in  the 

Companies  Act in order to make it functional in India. 

Though, SPACs do not find acceptance under the Securities and  Exchange  

Board  of India (SEBI) Act as it does not meet the eligibility criteria for 

public listing  however SEBI    is planning to come out with a framework 

for SPACs. 

The International Financial Services Centres Authority (IFSCA), being the 

regulatory authority for development and regulation of financial services, 

financial products and financial institutions in the Gujarat International 

Finance Tec-City, has recently released     a consultation paper defining 

critical parameters such as offer size to public, compulsory sponsor 

holding, minimum application size, minimum subscription of the offer 

size, etc. 

SPAC approach offers several advantages over traditional IPO, such as 

providing companies access to capital, even when market volatility and 

other conditions limit  liquidity. SPACs help to lower the transaction fees 

as well as expedite the timeline in becoming a public company. Raising 

money through a SPAC is easier as compared to traditional IPO since the 

SPAC has already raised money through an IPO.  This  implies  the 

company in question only has to negotiate with a single entity, as 

opposed to  thousands of individual investors. This makes the process of 

fundraising a lot easier and quicker than through an IPO. The involvement 

of skilled professionals in identifying the target makes the investment a 

well thought and a well governed process. 

However, the merger of a SPAC  with  a  target company presents several 

challenges, such as complex accounting and financial 

reporting/registration requirements, to meet a public company readiness 

timeline and being ready to operate  as  a  public  company within a period 

of three to five months of signing a letter of intent. 

It is typically more expensive for a company to  raise  money through a  

SPAC than  an  IPO. Investors’ money invested in a SPAC trust to earn a 

suitable return for up to two years, could be put to better use elsewhere. 
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Question 6 

 

Mr. R has completed his studies and wants to start his new online 

business. For a successful online business there are various expenditure 

costs with regards to advertisement & application development. To make 

the business successful he wants to raise funds. Explain some of the 

innovative sources for funding a start-up.  

(Nov ’21) 

 

 

Answer 6 

 

Every startup needs access to capital, whether for  funding  product  

development, acquiring machinery and inventory or paying salaries to its 

employees.  Most  entrepreneurs consider bank loans as the primary 

source of money, only to find out that banks are really the least likely 

benefactors for startups. Thus, innovative  measures include maximizing 

non-bank financing. 

Here are some of the sources for funding a Start-up: 

(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. 

(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 
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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 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. 

(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 completion 

of transaction and profit flows 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 up front and rest of the amount later. Therefore, in this way,  

a  startup can meet his day-to-day expenses. 
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