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I will act now. I will act now. I will act now. Henceforth, I will repeat these words each hour,
each day, everyday, until the words become as much a habit as my breathing, and the action
which follows becomes as instinctive as the blinking of my eyelids. With these words I can
condition my mind to perform every action necessary for my success. I will act now. I will
repeat these words again and again and again. I will walk where failures fear to walk. I will
work when failures seek rest. I will act now for now is all I have. Tomorrow is the day reserved
for the labor of the lazy. I am not lazy. Tomorrow is the day when the failure will succeed. I am
not a failure. I will act now. Success will not wait. If I delay, success will become wed to another
and lost to me forever. This is the time. This is the place. I am the person.
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'mportant Theory Question

QUESTION NO. 1Explain briefly Capital Rationing?

QUESTION NO. 2 What isthe Sensitivity Analysisor Scenario Analysisin Capital Budgeting?
QUESTION NO. 3How project appraisal isdoneunder inflationary conditions?

QUESTION NO. 4 Write a note on " Credit Rating" in India? OR Briefly explain the meaning and importance of
"Credit Rating" ?

QUESTION NO. 5 Explain the factor determinantsfor deter mining Dividend Policy?
QUESTION NO. 6 Write a short note of “Bridge Finance”?

QUESTION NO. 7 Write a short note on Debt Securitisation? or What ar e the advantages of Debt Securitisation?OR
What is securitisation? What areitsvariousinstruments?OR Write a short note on Asset Securitisation** I mportant

QUESTION NO. 8 Write a short note on Systematic and Unsystematic Risk?OR Distinguish between ‘Systematic risk’
and ‘Unsystematic risk?or Discuss the various kinds of Systematic and Unsystematic Risk ?

QUESTION NO. 9 Explain the terms ESOS and ESPS with reference to the SEBI guidelines for The Employees Sock
Option Plans (ESOPs).

QUESTION NO. 10 What arethefunctionsrendered by Portfolio Manager ?
QUESTION NO. 11 State the Objectives of Portfolio Management?

QUESTION NO. 12 Satetwo basic principlesfor effective Portfolio Management?
QUESTION NO. 13What isthe Dow Jones Theory to Portfolio M anagement?
QUESTION NO. 14 Explain the Randon Walk Theory to Portfolio M anagement?
QUESTION NO. 15What arethe difference between Factoring & Forfaiting?

QUESTION NO. 16 Writeashort noteabout functionsof M erchant Banker ? OR Explain theroleof M erchant Bankers
in Public issue?

QUESTION NO. 17 What are the Differences between Primary & Secondary Markets?

QUESTION NO. 18 Mention three broad classification of a Mutual Fund Schemes? or What isthe difference between
Open Ended and Close Ended Funds ?

QUESTION NO. 19 Write short note on NAV (Net Asset Value)?

QUESTION NO. 20 What are important Investor’s Rigths, Legal limitation,& Obligations under Mutual Fund?
QUESTION NO. 21 What isa Takeover by Reverse Bid or Reverse Takeover?

QUESTION NO. 22 What isthe differ ence between Factoring and Bills Discounting ?

QUESTION NO. 23 Mention various products which are available in the market to cover exchange rate risks?
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QUESTION NO. 24 Write a short note on “ Currency Futures”? ********mportant] Revised Notes attached ]

QUESTION NO. 25 What istherole of Financial Advisor in PSU?
QUESTION NO. 26 What are theissuesto be considered under Working Capital Management in PSU?
QUESTION NO. 27 Write short note on Srategic Financial Planning in Public Sector.

QUESTION NO. 28 What arethe Advantages and Disadvantages of a Depository? or Explain Briefly the advantage of
holding security in Demat form ?

QUESTION NO. 29 What is Dematerialisation? Explain the complete process of dematerialisation?
QUESTION NO 30 Write a short note on Green Shoe Option ?
QUESTION NO.31 Distinguish between Forward Contractsand Futures Contracts?

QUESTION NO. 32 Explain the terms “Intrinsic Value of an Option’& the ‘Time Value of an Option’? OR Distinguish
between Intrinsic Value & Time Value of an option?

QUESTION NO. 33Writea Short Noteson BOOK BUIL DING*********** | mpor tant

QUESTION NO. 34 Write a short note on Buy-Back of shares by companies? OR Briefly explain ‘Buy Back of
Securities’ and give the management objectives of buying Back Securities?

QUESTION NO.37 Writeashort note on

A. External Commercial Borrowings*** | mportant iohﬁtlegcl)rgerest

B. Participatory Notes (PNs) L.LIBOR

C. KIM ( Key Information Memorandum ) M. Retail Investors

D. Cadl/Notice Money N. Short Selling

E. Treasury Bills(TBs) O. Systematic Investment Plan (SIP)
F. Commercial Papers (CP) P. Demerger

G. Money Market Mutual Funds (MMMFs) Q. Buyouts or Leveraged Buyouts
H. Reverse Mortgage R.Forward Rate Agreement (FRAS)

I. Index [Sensex and Nifty]

For Theory Solution Refer Aaditva Jain Theory Book Contact Delhi : 9911442626 K olkata :9339238834

CD If you don't have a dream, how are you going to make a dream come true? Real difficulties
can be overcome; it is only the imaginary ones that are unconquerable .There are two ways
of meeting difficulties: you alter the difficulties, or you alter yourself to meet them.

You can't fly a kite unless you go against the wind and have a weight to keep it from turning
a somersault. The same with man. No man will succeed unless he is ready to face and
overcome difficulties and is prepared to assume responsibilities.

No matter how difficult the challenge, when we spread our wings of faith and allow the winds
of God's spirit to lift us, no obstacle is too great to overcome.
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QUESTION NO.1 Write a short note on “ Currency Futures” ?

~Meaning: A currency futureisafutures contract to exchange one currency for another at a specified dateinthefuture at a
price (exchange rate) that is fixed on the contract date..

Currency futures were first created at the Chicago Mercantile Exchange (CME) in 1972

Currency Futures Market exist for the major currencies of theworld - like the Australian dollar, the Canadian Dollar, the British
pound, the French franc, the Swiss franc, the Japanese yen etc.

~Exchange Traded : Contracts are traded on an exchange,& the clearing house of the exchange interacts itself between the
buyer and the seller. Thismeansthat all transactions are with the clearing house, and not directly between the purchaser and the
sler.

~ Settlement : In practice very few contractsinvolve actual delivery at the specified day. Rather, buyers & sellers of acontract
independently take opposite positions to settle down a contract. The seller cancels a contract by buying another contract, the
buyer by selling another contract.

~Mark To Market : Each day, the future contract is marked to market in the sense that it is valued at the closing price.
Everyday, thereisawinner and |l oser, depending on the fluctuationsin prices. Theloser must come up with more magins, while
the winner can draw off excess margin.

~Contract Size/Lot Size : Contract Size is standardized.i.e Number of units of Foreign Currency per Futures Contract is
fixed.If aUSD Futures Contract sizeis 10,000 Units,and a Companywantsto sell USD 55,000,it should either sell 5 USD Futures
or 6 USD Futures.It cannot sell 5.5 USD Futures.

~|ndian Scenario: Currency FutureNow I n I ndia Currency Futuresare now availablein Indiafrom 29th August 2008 at the
National Stock Exchange (NSE) .The much-hyped currency futures debuted with aturnover of nearly Rs 291 crore . The dollar-
rupee futures received an overwhel ming response from market participants with nearly 70,000 contracts trading on Day 1. The
first trade on the exchange was executed by East India Securities Ltd. East India Securities struck thefirst futures deal buying 50
November contractsat Rs44.15 adollar for its client Budge Refineries . HDFC Bank wasthe first bank to carry out the currency
futures transaction. Banks contributed 40% of the total volume. The largest deal of 15,000 contracts which was transacted by
Standard Chartered Bank. The most active contract was the September 2008 expiry, trading around 43,000 contracts. The
trading limit for individual sis $5 million and for trading membersis $25 million . Foreigninstitutional investors are excluded from
the market at present. The 12 serial month contracts were available for trading i.e., September 2008 to August 2009

QUESTION NO.2Writeashort noteon EXTERNAL COMMERCIAL BORROWINGS?

=~ The foreign currency borrowings raised by the Indian corporates from confirmed banking sources outside India are called

“External Commercial Borrowings” (ECBS).

~ These Foreign Currency borrowings can be raised within ECB Policy guidelines of Govt. of India/ Reserve Bank of India

applicablefromtimetotime.

~ External Commercia Borrowings (ECB) are defined toinclude 1. commercia bank loans 2. buyer’s credit 3. supplier’s credit

4. securitised instruments such as floating rate notes, fixed rate bonds 5. credit from official export credit agencies etc

~Multilateral financial institutionslike IFC, ADB, AFIC, CDC are providing such facilities.

~Benefits: The ECBsrouteis beneficial to the Indian corporates on account of following :-

1. It providesthe foreign currency funds which may not be available in India

2. The cost of funds at times works out to be cheaper as compared to the cost of rupee funds.

3. The availability of the funds from the International market is huge as compared to domestic market and corporates can
raise large amount of funds depending on the risk perception of the International market.

4. ECBs provided an additional source of fundsto the Indian companies, allowing them to supplement domestically
available resources and to take advantage of lower international interest rates.

5. Whilethe ECB policy providesflexibility in borrowing consistent with maintenance of prudential limitsfor total external
borrowings, its guiding principles are to keep borrowing maturities long, costs low and encourage infrastructure/core and
export sector financing which are crucial for overall growth of the economy.
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~ECB cap : With a view to manage the country’s external debt prudently, the Finance Ministry sets an annual cap on the total
ECBsthat Indian corporates can accessin ayear. There have been reports that the Government plansto hike the cap on ECB
currently fixed at $18 billion to about $22 billion.

~ The government has been streamlining/liberalising ECB procedures from timeto timeto enabl e Indian corporates have greater
accessto international financial markets.

~ Recent Example: About 812 companies have raised about $20.24 billion through ECBs in the April 2006-February 2007
period. That would be equivalent to about Rs 88,000 crore.The top fundraiser was Reliance Industries, which raised $700
million, followed by Reliance Communi cation, which raised $500 million.Unitsin SEZ are permitted to use ECBs under aspecia
window.

. 3Explain briefly Capital Rationing? ay Ma
QUESTION NO. 3Explain briefly Capital Rationing? (May 2004,May2006)

~Meaning: Capital Rationingisasituation where aconstraint or budget ceiling is placed on thetotal size of capital expendi-
turesduring aparticular period.

~In other words “Capital Rationing refers to a situation where a company cannot undertake all positive NPV projects it has
identified because of shortage of capital ”.

=~ Reasons For Capital Rationing :

External Factors: Under thisthefirm doesnot havefunds & it aso cannot rai sethem from finincial markets.Somereasons can
be: (i) imperfections in capital markets (ii) non-availability of market information (iii) investor’s attitude (iv) Firm’s lack of
credibility in market (v) High Flotation costs

Internal Factors:Internal capital rationing arise dueto the self-imposed restrictionsimposed by management .Under thisthough
the funds can be arranged but firm itself impose restrictions on investment expenditure . Some reasons can be :

(i) not to take additional burden of debt funds (ii) laying down a specified minimum rate of return on each project (iii) No further
Equity Issueto prevent dilution of control , (iv) Divisional Budgets used to prevent any inefficency or wastage of funds by them
~Different Situations of Capital Rationing :

(i) Single Period Capital Rationing : Fundslimitation isthere only for one year. Thereafter , no Financial constraints.

(if) Multi Period Capital Rationing : Fundslimitaton istherein morethan one years.

(iii) Divisible Projects : These are the projects which can be accepted fully aswell asin fractions. NPV is also adjusted to the
same fraction as cash outflows.

(iv) Indivisible Projects : These are the projects which can only be accepted fully, not in fractions.

~\Ways of Resorting Capital Rationing: There are various ways of resorting to capital rationing, some of which are :

(i) By way of Retained Earnings: A firm may put up a ceiling when it has been financing investment proposals only by way of
retai ned earnings (ploughing back of profits). Since the amount of capital expenditurein that situation cannot exceed the amount
of retained earnings, it is said to be an example of capital rationing.

(ii) By way of Responsibility Accounting : Capital Rationing may also be introduced by following the concept of ‘responsibility
accounting’, whereby management may introduce capital rationing by authorising a particular department to make investment
only upto a specified limit, beyond which the investment decisions are to be taken by higher-ups.

(iii) By making full utilization of budget as primary consideration : In Capital Rationing it may also be more desirableto accept
several small investment proposalsthan afew largeinvestment proposal s so that there may befull utilisation of budgeted amount.
Thismay result in accepting relatively less profitableinvestment proposalsif full utilisation of budget isaprimary consideration.
Thus Capital Rationing does not always |ead to optimum results.

QUESTION NO. 4 What isthe Sensitivity Analysis or Scenario Analysisin Capital Budgeting? (Nov02)

~Meaning : Sensitivity Analysis enables managersto assess how responsive the NPV isto changesin the variableswhich are
used to calculateit.

~Xeps: Sensitivity Analysisinvolvesthree steps

(i) Identification of all those variables having an influence on the project’s NPV or IRR.

(ii) Definition of the underlying quantitative relationship among the variabl es.

(iii) Analysis of theimpact of the changes in each of the variables on the NPV of the project.

~ Sensitivity Analysisanswersquestionslike,

(i) What happens to the present value (or some other criterion of merit) if flows are, say Rs. 50,000 than the expected Rs.
80,0007

(it) What will happento NPV if the economic life of the project is only 3 years rather than expected 5 years?
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~Importance: It directsthe management to pay maximum attention towards the factor where minimum percentage of adverse
change causes maximum adverse effect.

~Only atool : However, it should not be viewed as the method to removethe risk or uncertainty, it isonly atool to analyse and
measure therisk and uncertainty.

~ Assumptions: In terms of capital budgeting the possible cash flows are based on three assumptions:

(a) Cash flows may be worst (pessimistic) (b) Cash flows may be most likely (c) Cash flows may be most optimistic.
~Computation : Sensitivity of avariableiscalculated by using following relation : Sensitivity (%) = Change/Basex 100
~Decision : If NPV wereto become 0 with 2% changein fixed costs relative to 10% change in sales, project is said to be more
sensitive to fixed costs than to sales. Thisis because asmall change in fixed costs |leadsto areversal of investment decision.
~Limitations:(i) Sensitivity Analysisassumes variablesto be completely unrelated / independent to each other, which is gener-
ally not the case .(ii) Thereis no clear roadmap to indicate how the decision-maker will use results of the sensitivity analysis.
~In Sensitivity Analysis Finance Manager seeks answer to “What if” Situations.

=~ Some parametersto be used under Sensitivity Analysisare Size of the project, Cash flows, Life of the project, Discount Rate.
=~ Under thisanalysiseach input variable (parameters) is considered separately and al other variables are held constant.
~Hence wherever there is an uncertainty, of whatever type, the sensitivity analysis playsacrucial role.

QUESTION NO. 5Writeashort noteon SHAREHOLDER VALUE ANALY SIS (SVA) ? (May 2002)(5 Marks)

~Meaning : SVA is an approach to Financia Management developed in 1980s. This approach focuses on the creation of
economic value for shareholders, as measured by share price performance and flow of funds. SVA is used as away of linking
management strategy and decisions to the creation of valuefor shareholders.

~Value Drivers: The factors, called ‘value drivers’ are identified which will influence the shareholder’s value. They may be :
growth in sales, improvement in profit margin, capital investment decisions, capital structure decisions etc. The management is
required to pay attention to such value driverswhiletaking investment & finance decisions.

=~ Benefits :

(i) SVA helps the management to concentrate on activities which create value to the shareholders rather than on short-term
profitability.

(if) SVA helpsto strengthen the competitive position of the firm,by focussing on wealth creation .

(iii) They provide an objective and consistent framework of evaluation and decision making acrossall functions,departments and
units of the company

~ The shareholders value analysis got recognition only after 1986, when Prof. Rappaport of USA published his book Creating
Shareholder Value. Asper the concept of Shareholder ValueAnalysis(SVA), al businessactivity should aim to maximize the value
of company’s equity shares in the long run. As per SVA, the primary responsibility of management (not only of the finance
manager) isto create valuefor the shareholders. All the decisions of the management should have only onetarget and that isvalue
creation for the sharehol ders.

QUESTION NO. 6 How project appr aisal isdoneunder inflationary conditions? (May 1998, Nov 2003)

~ |t isneedlessto mention that Inflation isauniversal phenomena. In adeveloping country like India, it hasbecomeapart of life.
~1t is a well known fact that during inflationary conditions, project cost is bound to increase on al heads viz. labour, raw
material, fixed assets such as equipments, plant & machinery, building material, remuneration of technicians & managerial
personnel etc.

~Under such circumstances, project appraisal has to be done generally keeping in view the following guidelines which are
usually followed by Government agencies, banksand financial institutions:

(i) It isalways advisable to make provisionsfor cost escalation on all heads of cost, keeping in view therate of inflation during
likely period of delay in project implementation.

(i) Thevarious sour ces of finance should be carefully scruitinised with reference to probable revision in the rate of interest by
the lenders and the revision which could be effected in the interest bearing securitiesto beissued. All these factorswill push up
the cost of funds for the organisation.

(iii) Adjustments should be madein profitability and cash flow proj ectionsto take care of theinflationary pressures affecting
future projections.

(iv) It isalso advisable to examine the financial viability of the project at the revised rates and assess the same with reference
to economic justification of the project. Therate of return should be acceptabl e which al so accommodatestherate of inflation p.a
(v) Inaninflationary situation, projects having early payback periodsshould be preferred because projectswith longer payback
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period are more risky.

=~ Under conditions of inflation, the project cost estimates that are relevant for afuture date will suffer escalation. Either of the
following two approaches may be used while appraising projects under such conditions.

(i) Adjustment Of Cash Flows : Projected Cash Flows should be adjusted to an inflation index,recognizing selling price
increases and cost increases annually or

(if) Adjustment Of Cut-Off Rate: “Acceptance Rate “ (cut-off) should be adjusted for inflation, retaining cash flows projec-
tionsat current pricelevels.

~ |t must be noted that measurement of inflation has no standard approach nor is easy. This makesthejob of appraisal adifficult
one under such conditions.

QUESTION NO. 7Writeanoteon" Credit Rating" in India? (Nov. 2003) OR Briefly explain the meaning and importance
of " Credit Rating" ? (May 2002,May 2006)

~ M eaning Credit Rating is an act of assigning values to credit instruments by assessing the solvency i.e. the ability of the
borrower to repay debt. Thus Credit Rating is:

(1) An expression of opinion of arating agency.(2) The opinion is in regard to a debt instrument.(3) The opinion isason a
specific date.(4) The opinion isdependent on risk evaluation.(5) The opinion depends on the probability of interest and principal
obligations being met timely.

~What Credit Rating do not indicate It may be noted that credit rating isonly an opinion and not the guarantee or protection
against default.It is not arecommendation to buy, or sell, or hold a security. Thus Credit Rating does not in any way linked with
(1) Performance Evaluation of the rated entity unless called for.(2) Investment Recommendation by the rating agency to invest
or notintheinstrument to berated.(3) Legal Compliance by theissuer-entity through audit.(4) Opinion on the holding company,
subsidiaries or associates of the issuer entity.

~ Credit Ratingin India Credit Rating is a specialised and technical work. There are five Credit Rating agenciesin India

(i) CRISIL (Credit Rating & Information Servicesof IndiaLtd.) (ii) ICRA (Investment Informationand Credit Rating Agency of
India) (iii) CARE (Credit Analysis and Research Limited )(iv) DCR (Duffs & Phelps Credit Rating IndiaLtd ) (v) ONICRA
(OnidaCredit Rating Agency Ltd.)

CRISIL wasthefirst credit rating agency in India, incorporated in 1987 jointly by ICICI and the UTI. CRISIL has pioneered the
concept of Credit Rating in India.

Thefirst private sector credit rating institution was set up as ajoint venture between the IM Financials, Alliance Group and the
international rating agency Duffs and Phelpsin 1995, known as Duffs & Phelps Credit Rating IndiaLtd. (DCR).

~ Need of Credit Rating: A firm hasto ascertain the credit rating of prospective customers, to ascertain how much and how
long can credit be extended. Credit can be granted only to acustomer who isreliably sound.Thisdecision would involve analysis
of the financial status of the party , his reputation and previous record of meeting commitments.

~How Credit Ratingsar e Expressed: Ratings are expressed in a phabetical or alphanumeric symbolslike (AAA,BBB,P1, P2).
~ Usefullness of Credit Rating As a fee-based financial advisory service, credit rating is obviously extremely useful to the
Investor s, the cor por ates (borrower s) and banks and financial institutions.

Totheinvestors(a) Itisanindicator expressing the credit quality of the instruments (b) Fair and good Credit Rating motivate
the public to invest their savings (c) It enablesthe investors to get superior information at low cost.
Tothecorporateborrowers(a) They can raisefunds at acheaper rate with good rating and enter the capital market confidently.
(b) It minimize the rol e of name recognition and less known companies can al so approach the market on the basis of their rating.
To banks and other financial institutions The fund ratings are useful to the banks and other financial institutions while
deciding lending and investment strategies.

~ Sepsor Functionsinvolved in Credit Rating : The steps or functionsinvolved in Credit Rating are :

(i) To gather sufficient information to eval uate the credit risk of the specificissues. The main sources of information to the credit
rating agencies are :(a) Annual and Interim reports and other publised data (b) Prospectus, letter of offer etc of particular
security (c) Industry,Sectoral and Economic data from industry groups (d) Reports and data from Government agencies (ii) To
analyse and come to a conclusion on the appropriaterating (iii) To monitor the credit quality of the rated issuer or security over
time, deciding on the timely changesin rating if company fundamentals changes and (iv) To keep investors and market place
informed

Hence we can say that Credit Rating has assumed an important place in the modern and developed financial market like India.

QUESTION NO. 8 Explain thefactors/deter minantsfor deter mining Dividend Policy?
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(May 99, Nov 01, Nov 02,May 06)

The factors that affect the dividend policy of a company are as follows :

(i) Legal Considerations : The provisions of the Companies Act, 1956 must be kept in mind since they provide a major
dimension to the dividend decision. Section 205 of the CompaniesAct prescribes the quantum of distributable profits. Further the
provisions of the Income-tax Act specially asthey relate to closely held companies may al so be seen. In 1975, the Company Law
Board issued certain rules regarding the payment of dividend out of reserves and the transfer of profitsto the reserves over and
above astipulated amount.

All these provisionsprovidethelegal framework within which the dividend policy hasto beformulated. Under no circumstances,
it ispossibleto declare adividend higher than the amount legally permissible.

(if) Sability of Earnings: A firm having stableincome can afford to have higher dividend pay-out ratio as compared to afirm
which does not have such stability in its earnings conditions.

(iii) Opportunitiesfor Reinvestment and Growth : A company which sees a high growth potential for itself and, therefore,
requires alarge amount of funds for financing growth will declare lower dividendsto conserve resources and maintain its debt
equity ratio at aproper level. If, however. acompany does not have immediate requirement for funds. it may decide to declare
high dividends.

(iv) Cashflow : From the point of view of financial prudence, acompany must consider its cash requirements before declaring
adividend. In caseit hasastrained liquidity position. it may declare alower dividend.

(v) Level of Inflation in the Economy : The dividend decision isalso linked up with thelevel of inflation in the economy. If a
company declares a higher dividend. than what is warranted by the inflation figure of profits, it will not have enough funds to
replaceits capital assets and maintain its productivity and profitability. Thiswill be harmful for the company in thelong run.
(vi) Effect on Market Prices: Dividend decision is one of the mgjor factors which affect the market price of shares. As per
traditional approach the Market Price of the share is considered to be the Present Value of the future dividend.

(vii) Tax Consider ations: Thetax status of the major shareholders al so affects the dividend decision sometimes. For example.
if acompany isowned by afew shareholdersin the high incometax bracket, it would bein their interest not to receive too high
an amount of dividends. Such shareholders may be interested in taking their return from the investment in the form of capital
gainsrather than in the form of dividends.

(viii) Other Factors: There are many other factors such as dividend policy of other firms in the same industry; attitude of
management on dilution of existing control; fear of being branded inefficient or conservative etc. which also affect the dividend
policy of a company.

QUESTION NO. 9 Write a short note of “Bridge Finance” or “ Bridge Loan” ? (Nov 1997)

~Meaning : Bridge Finance refersto |oans taken by a company normally from commercial banks for a short period, pending
disbursement of loans sanctioned by financial institutions.

~Why itisTaken : Normally, it takestimefor financial institutionsto disburseloansto companies. However, oncetheloansare
approved “in -principle” by the term lending institutions, companies, in order not to lose further timein starting their projects,
arrange short term loans from commercial banks. Bridge loans are al so provided by financial institutions pending the signing of
regular term loan agreement, which may be delayed due to non-compliance of conditions stipulated by the institutions while
sanctioning theloan.

~Terms:

(a) Interest : Therate of interest on bridge finance is higher as compared with that on term loans.

(b) Repayment : The bridge loans are repai d/adjusted out of theterm |oans as and when disbursed by the concerned institutions.
(c) Secuity : Bridge loans are normally secured by hypothecating movabl e assets, personal guarantees and promissory notes.

QUESTION NO. 10 What are the methods of Venture Capital Financing? (May 1999)(May 2008)

~Meaning : The Venture Capital Financing refersto financing of new high risky ventures promoted by qualified entrepre-
neurswho lack experience & fundsto give shapeto their ideas.In broad sense,under venture capital financing venture capitalist
make investment to purchase equity or debt securities from inexperienced entrepreneurs who undertake highly risky ventures
with a potential of success.

~ M ethods of Venture Capital Financing : The venture capitalist generally finance ventures which are in national priority
areas such as energy conservation, quality upgradation, etc,. Some common methods of venture capital financing areasfollows:
(i) Equity Financing The venture capital undertakings generally requiresfundsfor alonger period but may not be ableto provide
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returnsto the investors during the initial stages. Therefore, the venture capital finance is generally provided by way of equity
share capital. The equity contribution of venture capital firm does not exceed 49% of the total equity capital of venture capital

undertakings so that the effective control and ownership remains with the entrepreneur. Hence such amodeis useful sincethere
isno compulsion to pay dividend or interest ininitial stages.

(if) Conditional Loan : A conditional loan is repayable in the form of aroyalty after the venture is able to generate sales. No
interest is paid on such loans. In India venture capital financers charge royalty ranging between 2 and 15 per cent; actual rate
depends on factors such as gestation period, cash flow patterns, riskiness and any other factors of the enterprise. Some Venture
capital financers give achoiceto the enterprise of paying a high rate of interest (which could be well above 20 per cent) instead
of royalty on sales once it becomes commercially sounds .

(iii) Income Note : It is a hybrid security which combines the features of both conventional loan and conditional loan. The
entrepreneur has to pay both interest and royalty on sales but at substantially low rates. IDBI’s VCF(Venture Capital Fund)

provides funding equal to 80 -87.5% of the projects cost for commercial application of indigenous technol ogy.

(iv) Participating Debentur e : Such security carries chargesin three phases - in the start up phase, no interest is charged, next
stage alow rate of interest ischarged upto a particular level of operations, after that, ahigh rate of interest isrequired to be paid.
~Thefollowing arethe criteriawhich may be applied to find out the eligibility of an undertaking for Venture Capital Financing
(i) The venture must be a technically feasible proposition(ii)lt should be commercially viable(iii) The entreprenuers must be
technically competent & having manegerial skill (iv) The undertaking must have along run competitive advantage over other units
=~ Benefits Of Venture Capital Financing :

(i) Thisisthe only feasible source of funds available for new enterprising projects, since bank loan & public issues are quite
difficult at start up stage .

(i) Thereisflexibility in structuring the mode of finance i.e debt or equity.

(iii) Tax concessions available for VCF help in promoting and increasing the avail ability of venture capital .

~Limitations Of Venture Capital Financing :

(i) Availability of Venture Capital islimited in practice & it depends mostly on the personal contacts of the entrepreneurs.

(ii) It isavery expensive source of finance and also dilutes managerial control of the entrepreneur.

~Example of Indian Venture Capital Funds: Some of the important Indian venture capital funds are : ICICI Venture Funds
Ltd. IFCI Venture Capital Funds Limited (IVCF), SIDBI Venture Capital Limited (SVCL), Gujarat Venture Finance Limited
(GVFL), KeralaVenture Capital Fund Pvt. Ltd., Punjab Infotech Venture Fund, Infinity Venture India Fund, Hyderabad Informa-
tion Technol ogy Venture Enterprises Limited, (HITVEL), Canbank Venture Capital Fund, SBI Capital MarketsLimited, IL& FS
Trust Company Limited etc. Theimportant overseas venture capital funds operating in Indiaare : Walden International Invest-
ment Group, SEAF Indialnvestment & Growth Fund, BTS India Private Equity Fund Limited.

QUESTION NO. 11 Write a short note on Debt Securitisation?(May 2005,May 2004) or What are the advantages of
Debt Securitisation?(May 2001) OR What is securitisation? What areits various instruments?(Nov.2005) OR Write a
short note on Asset Securitisation (May 2002)

~Meaning : Securitisation is a process of pooling and repackaging homogeneous illiquid financial assets into marketable
securities that can be sold to investors. Securitisation is the process by which financial assets are transformed into securities
.Since through Securitisation, the illiquid financial assets or debtors are converted into Securities , it can also be called as “ Debt
or Asset Securitisation” .

~ Process: For example abank lends Rs. 10 lakhs each to 300 borrowers as part of itsloan portfolio. Thetotal debt thus onthe
books of the bank will be Rs. 30 crores. By way of securitisation, the bank can break the entire portfolio of loan/debt of Rs. 30
crores into a paper of Rs. 300 each for instance, and market it in the secondary market to investors.

~ Debt Securitisation will thus provideliquidity to the instrument.

~epsinvolved in a Securitisation Process :

The basic debt securitisation process can be classified in the foll owing three functions.

(i) The Origination Function : A borrower seeks aloan from a finance company, bank, housing company or alease from a
leasing company. The creditworthiness of the borrower is evaluated and a contract is entered into with repayment schedule
structured over the life of the loan.

(it) The Pooling Function : Similar loansor receivablesare clubbed together to create an underlying pool of assets. Thispool is
transferred in favour of a SPV - (Special Purpose Vehicle), which acts as a trustee for the investor. Once the assets are
transferred, they are held in the originators’ portfolios.

(iii) The Securitisation Function : It is the SPV’s job now to structure and issue the securities on the basis of the asset pool.
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The securities carry a coupon and an expected maturity, which can be asset based or mortgage based. These are generally sold
toinvestorsthrough merchant bankers. Theinvestorsinterested in thistype of securitiesaregenerally institutional investorslike
mutual funds, insurance companies etc. The originator usually keeps the spread available (i.e.difference) between yield from
secured assets and interest paid to investors.

The digrame bellow illustrates the process of Scuritisation in India

Borrower

Originator Lends money to
3 (Y Ltd.)

ICICI Bank)
ICICI securitises logn ARCIL pays disscounted
to SPV i.e. ARCIL amount to ICICI
SPV
(ARCIL)

Now SPV holds an asset i.e. recovery rights from Y. Ltd.

SPVissues boads often referred to as Pass through certificates on this asset to general
investers or QIBs to raise money for paying the Orginator.

é é é é‘b é (%) > General Investers or QIBs

SPV receives money on bonds issue.
Later, SPV recovers loan from Y Ltd and repays bonds and interest to investors

~Parties involved in Securitisation Process :

(i) TheOriginator : Thisis the entity in whose books the assets , to be securitised , originate.

(ii) Special Pupose Vehicle (SPV) : Thisisthe entity through which the securitisation transaction is actually operated i.e who
buys the assets to be securitised & then issues marketable securities backed by those assets.

(iii) The Investor : These are the entities that are looking for investment opportunity for their surplus funds.They buy the
securitiesissued by SPV and get returnsin the form of interest and principal repayment as per agreed schedule.

(iv) Other Parties: Obligators, Rating Agencies, Administrator, Agent and Trustee.

~ | nstruments of Securitisation :Under this process securities issued by SPV are in the form of Pass Through Certificate
(PTC), Pay Through Securities (PTS) and Stripped Securities. Securities may be Asset Backed Securities and Mortgaged
Backed Securities.

(i) Asset Backed Securities: These are securities backed by other assets like credit card receivable, trade receivables etc .

(ii) Mortgage Backed Securities: These are the securitieswhere the assets coll aterised are mortgage | oansi.eloans secured by a
mortgage of specified immovable property .

=~ Benefits to the Originator :

1. The assets are shifted off the balance sheet, thus giving the originator recourse to off balance sheet funding.

2. It convertsilliquid assetsto liquid portfalio.

3. It facilitates better balance sheet management as assets are transferred off bal ance sheet facilitating satisfaction of capital
adeguacy norms.

4. Theoriginator’s credit rating enhances.

=~ Benefits to the Investor :

1. For theinvestor securitisation opens up new investment avenues.

2. Though theinvestor bearsthe credit risk, the securities are tied up to definite assets.

3. Securitisation helps to convert a stream of cash receivablesinto a source of long-term finance.

4. Securitiesarerated by Credit Rating Agencies and it becomes easier for an investor to comparerisk return profile and makean
informed choice.

=~ Recent Scenario: In Indian context Debt Securitisation has began to take off. The ideal candidatesfor this are hire purchase
and |easing companies, asset finance and real estate finance companies. Thefirst securitisation deal wasstructured by Citibank in
1991.National Housing Bank,Housing and Urban Development Corporation,L1C Housing and HDFC have emerged askey players
in the securitisation market . The experiment has aready been initiated in Indiaby the Housing Devel opment Finance Corporation
(HDFC) by selling a part of itsloan to the Infrastructure Leasing and Financial ServicesLtd. (ILFS) and has therefore become
a pacesetter for other kinds of debt securitisation aswell.The Industrial Credit and Investment Corporation of India (ICICI) as
well asother privatefinancial companies have been trying similar dealsfor leaserentals.
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QUESTION NO. 12 Write a short note on Systematic and Unsystematic Risk?(May 1999) OR Distinguish between
‘Systematic risk’ and ‘Unsystematic risk?(Nov 2004) or Discuss the various kinds of Systematic and Unsystematic
Risk ? (Nov 2006)

Total Risk = Systematic Risk + Unsystematic Risk
Systematic Risk or Non-Diversiable Risk or Market Risk
~Thisrisk affects all companies operating in the market.
~They are beyond the control by the management of entity.
~Example: Interest Rate; Inflation ; Taxation; Political Development ; Credit Policy.
~ Systematic Risk isalso called non-diversiablerisk asit cannot be reduced with the help of diversification.
Unsystematic Risk or Diversiable Risk or Specific Risk
~Thisrisk affects only a particular security / company .
=~ They can be controlled by the management of entity.
~Example : Strikes, change in management, special export order, the research & development expert of company leaves; a
formidable competitor enters the market, the company loses a big contract in abid etc .
=~ Unsystematic Risk arealso called Diversifiable Risk asthey can be eliminated through Diversification.
Relationship of Total, Systematic, and Unsystematic Risk can be shown with the help of the following graph :

Total Risk

Systematic Risk1 /3
A

|

|

|

I

I

|

|

|

Standard Deviation of Portfolio Return

Number of Securities in Portfolio

Kinds of Systematic and Unsystematic Risk : There are two types of Risk -

Systematic (or non-diversifiable or General Risk) & Unsystematic (or diversifiable or Specific Risk) relevant for investment
Types of Systematic Risk

(i) Market Risk : Even if the earning power of the Corporate sector and the interest rate structure remain more or less
uncharged , prices of securities, equity sharesin particular, tend to fluctuate. Major cause appears to be the changing psychol ogy
of theinvestors. Theirrationality in the security markets may causelosses unrelated to the basic risks. Theselosses arethe result
of changes in the general tenor of the market and are called market risks.

(i) Interest Rate Risk : The changein theinterest rate have abearing on the welfare of the investors. Asthe interest rate goes
up, the market price of existing fixed income securities falls and vice versa. This happens because the buyer of afixed income
security would not buy it at itspar value or face valueif itsfixed interest rateislower than the prevailing interest rate on asimilar
security.

(iii) Social or Regulatory Risk : The social or regulatory risk arises, where an otherwise profitable investment isimpaired as
aresult of adverselegislation, harsh regulatory climate, or in extreme. instance nationalization by a socialistic government.

(iv) Purchasing Power Risk : Inflation or risein priceslead to risein costs of production, lower margins, wage risesand profit
squeezing etc. The return expected by investors will change due to change in real value of returns.

Types of Unsystematic Risk

(i) Business Risk : Asaholder of corporate securities (equity shares or debentures) one is exposed to the risk of poor business
performance. Thismay be caused by avariety of factorslike heigthtened competition, emergence of new technol ogies, devel opment
of substitute products, shiftsin consumer preferences, inadequate supply of essential inputs. changesin governmental policies
and so on. Often of course the principal factor may be inept and incompetent management.

(if) Financial Risk : This relates to the method of financing. adopted by the company. high leverage leading to larger debt
servicing problem or short term liquidity problems due to bad debts, delayed receivables and fall in current assets or rise in
current liabilities.

(iii) Default Risk : Default risk refersto the risk accruing from the fact that a borrower may not pay interest and/or principal
on time. Except in the case of highly risky debt instrument, investors seem to be more concerned with the perceived risk of
default rather than the actual occurrence of default. Even though the actual default may be highly unlikely. they believe that a
changein the perceived default risk of abond would have animmediate impact on its market price.

QUESTION NO. 13 Sate the Objectives of Portfolio M anagement? (Nov 1998,May2006)
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Obj ectives of Portfolio Management :

(i) Security/Safety of Principal The objectiveisto keep the capital / principal amount intact, in terms of value and in terms of
purchasing power. The capital or the principal amount invested should not erode, either in value or interms of purchasing power.
(if) Stability of Income so as to facilitate planning more accurately & systematically the reinvestment or consumption of
income.

(iii) Capital Growth which can be attained by reinvesting in growth securities or through purchase of growth securities.

(iv) Marketability i.e. the case with which a security can be bought or sold. This is essential for providing flexibility to
investment portfalio.

(v) Liquidity i.e. nearnessto money. It isdesirable for theinvestor so asto take advantage of attractive opportunities upcoming
in the market.

(vi) Diversification : The basic objective of building a portfolioisto reduce therisk of loss of capital and income, by investing
in various types of securities and over awide range of industries.

(vii) Favour able Tax Status: The effectiveyield an investor gets from hisinvestment depends on tax towhich it is subject. By
minimising the tax burden, yield can be effectively improved.

QUESTION NO. 14 Sate two basic principles for effective Portfolio Management? (May 96, Nov 99)

Basic Principles of Portfolio Management : There are two basic principles for effective portfolio management.

(i)Effective investment planning for the investment in securities by considering the following factors :

(a) Fiscal, Financial and Monetary Policies of the Government of Indiaand the Reserve Bank of India.

(b) Industrial and economic environment and its impact on industry praspects in terms of prospective technological changes,
competition in the market, capacity utilisation with industry and demand prospects etc.

(if) Constant Review of Investment : Portfolio managers are required to review their investment in securities and continue
selling and purchasing their investment in more profitable avenues. For this purpose they will have to carry the following
anayss:

(a) Assessment of quality of management of the companies in which investment has aready been made or is proposed to be
made.

(b)Financia & trend analysis of companies balance sheet/profit&lossaccount toidentify sound companieswith optimum capital
structure & better performance & to disinvest the holding of those compani es whose performance is found to be slackening.
(c) The analysis of securities market and itstrend is to be done on a continuous basis.

QUESTION NO. 15What isthe Dow Jones Theory to Por tfolio M anagement?

~The Dow Jones Theory is probably the most popular theory regarding the behaviour of stock market prices. The theory
derivesitsnamefrom Charles H. Dow, who established the Dow Jones & Co., and wasthefirst editor of theWall Street Journal -
aleading publication on financial and economic mattersinthe U.S.A.

=~ The Dow Jones theory classifies the movements of the prices on the share market into three major categories:

1. Primary Movements. 2. Secondary Movements. 3. Daily Fluctuations.

1. Primary Movements: They reflect the trend of the stock market & last from one year to three years, or sometimes even
more During abull phase, the basic trend isthat of risein prices. Graph | above shows the behaviour of stock market pricesin
bull phase. As can be seen from the graph that prices do not rise consisitently even in abull phase. They rise for sometime and
after each rise, they fall. However, the falls are of alower magnitude than rise . Asaresult, pricesreach higher levelswith each
rise. Oncethe prices haverisen very high, the bear phasein bound to start, i.e., pricewill start falling. Graph 2 showsthetypical
behaviour of prices on the stock exchange in the case of a bear phase. It would be seen that prices are not falling consistently
and, after each fall, thereisarisein prices. However, the rise is not much as to take the prices higher than the previous peak.

T

Bull Phase Bear Phase

Graph 1. Graph 2.
2. Secondary M ovements: We have seen that even when the primary trend is upward, there are al so downward movements of
prices. Similarly, even where the primary trend is downward, there is upward movements of prices also. These movements are
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known as secondary movements and are shorter in duration and are opposite in direction to the primary movements. These
movements normally last from three weeks to three months and rangesfrom /3 (33 %) to 2/3 (66 %) of the previous advance
inabull market or previousfall in the bear market.

3. Daily Movements: Thereareirregular fluctuations which occur every day in the market. These fluctuations are without any
definitetrend. Thusif the daily share market priceindex for afew monthsis plotted on the graph it will show both upward and
downward fluctuations. These fluctuations are the result of speculative factors. Aninvestment manager really isnot interested in
the short run fluctuationsin share prices since heis not a specul ator. It may bereiterated that anyone who triesto gain from short
run fluctuations in the stock market, can make money only by sheer chance. Speculation is beyond the scope of the job of an
investment manager.

Timing of investment decisionson thebasis of Dow Jones Theory : Dow Jonestheory identifiesthe turnin the market prices

by seeing whether the successive peaks and troughs are higher or lower than earlier. Consider the following graph:
SELL

T T 1 (R4 i

3

PURCHASE

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

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

Ideally speaking, theinvestment manager would like to purchase shares at atime when they have reached the lowest trough and
sell them at atime when they reach the highest peak. However, in practice, this seldom happens. Therefore, he hasto time his
decisionin such amanner that he buysthe shareswhen they are on therise and sellsthem when they areon thefall. It meansthat
he should be able to identify exactly when the falling or therising trend has begun.

~Benefit Of Dow- Jones Theory :

(a) Timings of Investments : Investor can choose the appropriate time for his investment / divestment Investment should be
made in shares when their prices have reached the lowest level, and sell them at atime when they reached the highest peak.

(b) Identification of Trend : Using Dow-Jones theory, the correct and appropriate movement in theMarket Prices can be
identified, and depending on theinvestors preference, decisions can be taken.

QUESTION NO. 16 Explain the Randon Walk Theory to Portfolio Management? (Nov 1996)

=~ Many investment managers and stock market anal ysts believe that stock market prices can never be predicted because they are
not a result of any underlying factors but are mere statistical ups and downs. = This hypothesis is known as Random Walk
hypothesis which states that the behaviour of stock market pricesis unpredictable and that there is no relationship between the
present prices of the shares and their future prices.= Proponents of this hypothesis argue that stock market prices are indepen-
dent. ~In other words, the fact that there are peaks and troughs in stock exchange prices is a mere statistical happening -
successive peaks and troughs are unconnected. = In the layman’s language it may be said that prices on stock exchange behave
exactly the way a drunk would behave while walking in a blind lane, ie., up and down, with an unsteady way going in any
direction helikes, bending on the one sideto other side.

The supporters of this theory put out a simple argument. It follows that :

(a) Prices of sharesin stock market can never be predicted.

(b) Thereasonisthat the price trends are not the result of any underlying factors, but that they represent a statistical expression
of past data.

(c) There may be periodical ups or downs in share prices, but no connection can be established between two successive peaks
(high price of stocks) and troughs (low price of stocks).

QUESTION NO. 17 What arethe difference between Factoring & Forfaiting? (Nov 2004)

(a) Extent of Finance : Forfaiter discounts the entire value of the note/bill. In afactoring arrangement the extent of financing
avalableis 75-80%.
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(b) Credit Worthiness: The forfaiter’s decision to provide financing depends upon the financing standing of the avalling bank.
On the other hand in afactoring deal the export factor bases his credit decision on the credit standards of the exporter.

(c) ServicesProvided : Forfaiting is a pure financial agreement while factoring includes ledger administration and collection
aso.

(d) Maturity : Factoring isashort-term financial deal. Forfaiting spreads over 3-5 years.

(e) Market : Factoring is applicable to domestic receivables. However the forfaiting as a system of financing of receivables
arising out of export business or international business.

(f) Recour se : Factroing may be with or without recourse, while forfaiting is always without recourse.

(g) Liquidity : Factoring tends to be a case of sell of debt obligation to the factor, with no secondary market. There exists a
secondary maket inforfaiting. This adds depth and liquidity to forfaiting.

(h) Cost : The seller (client) bears the cost of factoring. The overseas buyer bears the cost of forfaiting.

QUESTION NO. 18 Writeashort note about functions of M erchant Banker (May 2005)(6 Marks)? OR Explain therole
of Merchant Bankersin Public issue?(May 2003)(6 Marks)

~ M eaning : In modern times, importance of merchant banker has gained legitimacy becauseit isthe key intermediary between
the company and the issue of capital.SEBI Act 1992 defines a Merchant Banker asfollows: -

Merchant Banker means a personwho isengaged in the business of issue management either by making arrangementsregarding
selling, buying or subscribing to securitiesas manager, consultant, advisor or rendering corporate advisory serviceinrelation to
such issue management.

~ The company hasto select aMerchant Banker keeping in view the following points:

(a) thesupport of financial institutions by participating intheissue. (b) proposed size of theissue. (c) the background, expertise
and infrastructure facilities of the Merchant banker. (d) the condition of primary and secondary markets.

The Merchant Banker will have to liaison with the company, institutions, bankers, Stock Exchange, underwriters, brokers,
registrars to the issue, the printers and establish rapport with all these persons to make the issue a success.

~ Activities/Functions of M er chant Banker : Merchant Banker may undertake the following activities:

(a) Managing of Public Issue of securities. (b) Underwriting concerned with the aforesaid Public Issue Management Business.
(c) Managing & Advising International offerings of Debt, Equity, i.e., GDRs, ADRs, bonds and other instruments. (d) Private
Placement of securities. (€) Primary or Satellite dealership of Government Securities. (f) Corporate Advisory Servicesrelating to
Securities Market, e.g., takeovers, acquisitions, Disinvestment. (g) Stock-broking (h) Advisory servicesfor projects (i) Syndi-
cation of rupeetermloans(j) International Financial Advisory Services

Other Serviceswhich are generally performed by Merchant Bankersin Indiainclude:

1. Project promotion services.

2. Project finance.

3. Management and marketing of new issues.

4. Underwriting of new issue.

5. Syndication of credit.

6. Leasing services.

7. Corporate advisory services.

8. Providing venture capital.

9. Operating mutual funds and off shore funds.

10. Investing management of portfolio management services

11. Bought out deals.

12. Providing assistancefor technical and financial collaborations and joint ventures.

13. Management of and dealing in commercial papers.

14. Investment services for non-resident Indians.

~Role of Merchant Bankersin Public Issue

In the present day capital market scenario the merchant bank plays an encouraging and supporting force to the entrepreneurs,
corporate sectorsand theinvestors. Several new institutions have appeared in thefinancial spectrum and merchant bankers have
joined to expand the range of financial services. Moreover, the activities of these Merchant Bankers have devel oped considerably
both horizontally and vertically to cope with the changing environment . Merchant Bankshelp in promoting and sustaining capital
markets and money markets, and they provide a variety of financial services to the corporate sector.

Management of the public issues of shares, debentures or even an offer for sales, has been the traditional service rendered by
merchant bankers. Some of the services under issue management are:
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(1) Deciding on the size and timing of a public issuein thelight of the market conditions.

(i) Preparing the base of successful issue marketing from the initial documentation to the preparation of the actual launch.
(iii) Optimum underwriting support.

(iv) Appointment of bankers and brokers aswell as issue houses.

(v) Professional liai son with share market functionarieslike brokers, portfolio managers and financial pressfor pre-selling and
mediacoverage.

(vi) Preparation of draft prospectus and other documents.

(vii) Wide coverage throughout the country for collection of applications.

(viii) Preparation of advertising and promotional material.

The merchant bankers presence in all the major mancia centres aswell hislong established relationships with the underwriter
and

broker fraternities, makes possible the high degree of synchronisation required to ensure the success of an issue.

QUESTION NO. 19 Mention three broad classification of a Mutual Fund Schemes?

Broadly mutual funds can be classified under thefollowing three heads:

1.0pen-end Vs. Closed-end Funds 2. Load Funds & no load funds 3. Tax exempt or non tax exempt funds.

1. Open-end Vs. Closed-end Funds

(i) Number Of Units: The number of units outstanding under the schemes of Open Ended Funds keepson changing . A closed-
end mutual fund isa publicly traded investment company with alimited number of unitsi.e number of unitsunder Close Ended
Fundsisfixed .

(ii) Maturity Period : Open Ended schemes usually don’t have a fixed maturity period whereas Close Ended Schemes have
fixed maturity period .

(iii) NAV / Market Price: The price at which an investor buys or sell shares of a Close Ended Fund after the NFO(New Fund
Offer ) isthe market price, asdetermined by the demand and supply market principles.In contrast, the price at which an investor
buys or sells shares of a mutual fund isthe NAV of the Mutual Fund at the close of a given business day.

(iv) Saleand Pur chase: The Unitsof Open Ended Fundsare availablefor subscription and redemption on an ongoing basis.An
investor isallowed tojoin or withdraw from the fund at any time by the mutual fund companiesat NAV related prices. The Units
of Close Ended Funds can be purchased or sold by the investor only from the secondary market i.e stock market after theinitial
public offerings or there may be periodic repurchase at NAV related price by Mutual Fund itself..

(v) Listing : Open Ended Funds are not listed on any stock exchange. Whilelisting of close ended funds are compul sory on any
Stock Exchange .

(vi) Example: TheUnit Scheme- 1964 ( US- 64 ) wasan open ended mutual fund schme.Recentlyintroduced Reliance Natural
Resources Fund was also an Open Ended Mutual Fund . UTI has recently.come up with new fund offer (NFO) with name “India
Lifestyle Fund”. This will be the three year close ended scheme .

2.Load Funds& No L oad funds

A Load Fund isonethat charges apercentage of NAV for entry or exit. A mutual fund can recover theinitial marketing expenses
(loads) in any of the following ways:

(a) Entry Load : If theload ischarged at thetime of hisentry into the fund it is called asfront end or entry load.Entry Load is
charged at the time an investor purchasesthe units of ascheme. The entry load percentageisadded to the prevailing NAV at the
time of allotment of units.Theinvestors pay more than NAV for purchasing aunits.

(b) Deferred Load : If theload amount is charged to scheme over a specified period then it is called as deferred |oad.

(c) Exit Load : If theload ischarged at thetime of exit into the fund then it iscalled asback end or exit load.Exit |oad is charged
at the time of redeeming or selling units of Mutual Funds . The exit load percentage is deducted from the NAV at the time of
redemption .Theinvestor receive lessthan NAV while selling the units.

SEBI hasfixed the maximum amount of load that could be charged by the fund managers.

A No L oad Fundsis one which does not charge any fees for entry or exit. In case of no load funds, al transactions of sale and
repurchase of units are done at NAV. It only means that the fund will not charge any sales expenses. However they charge
management fees and other recurring expenses. Theinvestorsin ano load fund enters or exits at the net NAV of the fund.
Tax Exempt Vs. Non Tax Exempt Funds

If aMutual Fund invests in those funds which are exempted from taxes then it is called as Tax Exempt funds .

If aMutual Fund invests in those funds which are not exempted from taxes then it is called Non Tax Exempt funds .

QUESTION NO. 20 Write short note on NAV (Net Asset Value)? (May 04, Nov 04)
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~Meaning : It isthe amount which aunit holder would receiveif the mutual fund were wound up. An investor in mutual fund
isapart owner of all itsassets and liabilities.It isthe basis for assessing the return that an investor has earned.

~ There are three aspects which need to be highlighted :

(i) It isthe net value of all assetslessliabilities. NAV representsthe market value of total assets of the Fund lesstotal liabilities
attributable to those assets.

(ii) NAV changesdaily. The value of assets and liabilities changes daily. NAV today will not be NAV tomorrow or day later.

(iii) NAV is computed as avalue per unit of holding.

~Asset Values : Valuation Rule

Nature of Asset Valuation Rule

Liquid Assetse.g. cash held As per books.

All listed and traded securities Closing Market Price(other than those held as not for sale)
Debenturesand Bonds Closing traded priceor yield

[1liquid shares or debentures Last available price or book valuewhicheverislower.

Estimated Market Price approach to be adopted if suitable
benchmark isavailable.

Fixed Income Securities CurrentYield.

~Netting the Asset Values : The asset values obtained from above have to be adjusted as follows :
Additions Deductionsfor Liabilities
Dividends and Interest accrued Expenses accrued

Other receivables considered good Liabilitiestowardsunpaid assets

Other assets (owned assets) Other short termor long term liabilities

~Computation of NAV :lt is value of net assets of the funds. The investors subscription is treated as the unit capital in the
balance sheet of the fund and theinvestmentson their behalf aretreated as assets. The funds net assets are defined as the assets
lessliabilities.

Symbolically: NAV = Net asset of the scheme/Number of units outstanding

Where net assets of the scheme is defined as below.

Net Assets of the Scheme = Market value of investments + Receivables + Other accrued income + other assets - Accrued
Expenses - Other Payables - Other Liabilities

~Example: If total assetsof aschemeare Rs. 200 lacsand liabilities are Rs. 20 lacs and there are 10 lacs unit holders, the NAV
per unitisRs. 18

QUESTION NO. 21 What are important Investor’s Rigths, Legal limitation, & Obligations under Mutual Fund?
(Nov 2005)

~ | nvestor s Rights The offer documents of a scheme lays down theinvestorsrights. Theimportant rights of the unit holdersare

1. unit holders have a proportionate right in beneficial ownership of the schemes assets as well as any dividend or income

declared under the scheme.

2. they have theright to infor mation regarding any adverse happening

3. they are entitled to receive dividend war rants within 42 days of the date of dividend declaration.

4. Right to terminate : AMC can be terminated by 75% of the unit holders of the scheme present and voting at a special

meeting.

5. Right to inspect : The holders have the right to inspect major documents of the fund i.e. material contracts, the investment

management agreement, the custodian services agreement, registrar and transfer agency agreement, memorandum and articles

of association of the AMC, recent audited financial statements and the offer document of the scheme.

6. With the consent of 75% of the unit holders they have the right to approve any changesin the close ended scheme.

7. Every unit holder hastheright toreceivea copy of theannual statements& periodic statementsregarding histransaction.

~Legal Limitations to Investors’ Rights

1. No Right to Sue Trust :Unit holders cannot suethetrust but they can initiate proceedings against the trustees, if they feel

that they are being cheated.

2. No Right to Suefor Lower Returns : Except in certain circumstancesAMC cannot assure a specified level of return to

theinvestors AMC cannot be sued to make good any shortfall in such schemes.

~ Investors’ Obligations

1 .Sudy Of Risk Factors : Aninvestor should carefully study the risk factors & other information provided in the offer

document. Failure to study will not entitle him for any rights thereafter.
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2. Monitoring the Scheme : It is the responsibility of investor to monitor his schemes by studying the reports & other
financial statements of the funds.

QUESTION NO. 22 Writeashort noteon :
1. KIM (Key Information Memorandum )

~KIM or Key Information Memorandum provides detail ed performance rel ated information on the several schemes of amutual
fund company.~ It islike a prospectusfor Mutual Fund Investors. = So before weinvest in any scheme of Mutual Fund we can
have alook at the various scheme performances and take an informed decision from KIM.

2. Systematic Investment Plan (SIP)

~ Meaning: Systematic Investment Plan (SIP) isasimple, time-honored strategy designed to hel p investors accumul ate weal th
in a disciplined manner over the long-term and plan a better future for them. Systematic Investment Plan—sometimes referred to
as a "contractual plan" or "periodic payment plan"—an investor must make a long-term commitment of 10 or 15 years.. The
Systematic investment plan allows investors to save a fixed amount of rupees every month or quarter for the purchase of
additional units. Instead of investing all your savings in one go, you opt for a SIP where you have to pay very little amount of
investment Thus Systematic Investment Plan (SIP), a scheme where you can periodically invest afixed sum, which could be as
low as Rs 500 per month.Thus anyone can enroll for this facility by starting an account with (minimum investment amount) .
~ S|P isthe best combination of safety and return.

~ Advantage: Thisdisciplined approach toinvesting givesonethefollowing advantages. 1. Benefit of compounding. 2. Rupee
cost averaging, 3. Convenience 4. Build wealth over the long-term, 5. Make the volatility of the market work in your favour.

~ Disadvantage: (i) Systematic investment plans can be expensive over the short term.(ii) Systematic investment plans offer
littleflexibility.(iii) Systematic investment plansoffer limited investment choice.

3. Takeover by Reverse Bid or Reverse Takeover (Nov 2002,May 2006)

~M eaning : It isthe act of asmaller company gaining control over alarger one.ln ordinary case, the company taken over isthe
smaller company; in a “‘Reverse Takeover’, a smaller company gains control of a larger one. The concept of takeover by reverse
bid, or of reverse merger, is thus not the usual case of amalgamation of a sick unit which is non-viable with a healthy or
prosperous unit but is a case whereby the entire undertaking of the heal thy and prosperous company isto be merged and vested
in the sick company whichisnon viable.

~Tests For Indentifying Takeover by Reverse Bid :

Thethreetestsin atakeover by reverse bid that arerequired to be satisfied are, namely,

(i) the assets of the transferor company are greater than the transferee company,

(i) equity capital to be issued by the transferee company pursuant to the acquisition exceedsits original issued capital, and
(iii) the change of control in the transferee company through the introduciton of a minority holder or group of holders.
Takeover by reverse bid could happen where already asignificant percent of the sharehol ding is held by the transfer company, to
exploit economies of scale, to enjoy better trading advantages and other similar reasons.

~ Application of the concept of ‘takeover by reverse bid’ The concept of takeover by reverse bid has been successfully
employed in schemesformulated for revival and rehabilitation of sick industrial companies under the Sick Industrial Companies
(Special Provisions) Act 1985.

~Recent Example: A recent example of a non-sick unit ‘reverse merger’ was that of ICICI Bank (smaller unit) merging with
ICICI Ltd. (larger unit) to form ICICI Bank Ltd. The aim was to give the company an identity of a ‘Universal Banking Company’.

4. Demerger (Nov 2002)
~M eaning: The expression “demerger” is not expressly defined in the Companies Act, 1956. The word “demerger” is defined
under the Income-tax Act, 1961. It refers to a situation where pursuant to a scheme for reconstruction/restructuring, an ‘under-
taking’ is transferred or sold to another purchasing company or entity. In other words it refers to transferring one of the division
of the company into separate company.

= Satus Of the Transferee Company : The important point is that even after demerger, the transferring company would
continue to exist and may do business.

~ Suitability : Demerger isused as a suitable scheme in the following cases:
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(1) Restructuring of an existing business (i1) Division of family-managed business (i11) Management ‘buy-out’

=~ Reasons For Demerger : There are various reasons for divestment or demerger viz.,

(i) To pay attention on core areas of business,

(i) The Division’s/business may not be sufficiently contributing to the revenues;

(iii) The size of the firm may be too big to handle;

(iv) The firm may be requiring cash urgently in view of other investment opportunities.

=~ Different ways of demerger : Different ways of divestment or demerger are as follows:

Sell off: A sell off is the sale of an asset, factory, division, product line or subsidiary by one entity to another for a purchase
consideration payabl e either in cash or in the form of securities.

Spin-off: Inthiscase, apart of the businessis separated and created as a separate firm. The existing shareholdersof thefirm get
proportionate ownership. So thereis no changein ownership and the same sharehol ders continue to own the newly created entity
inthe same proportion as previously in theoriginal firm. The management of spun-off division ishowever, parted with. Spin-off
does not bring fresh cash. The reasons for spin off may be:

(i) Separateidentity toapart/division.

(ii) To avoid the takeover attempt by a predator by making the firm unattractive to him since avaluable division is spun-off.
(iii) To create separate Regul ated and unregulated lines of business.

Split-up: Thisinvolvesbreaking up of the entire firm into aseries of spin off (by creating separate legal entities). The parent firm
no longer legally exists and only the newly created entities survive. For instance acorporatefirm has4 divisionsnamely A, B, C,
D.All these4 division shall be split-up to create 4 new corporatefirmswith full autonomy and legal status. Theorigina corporate
firmisto bewound up. Since de-merged unitsarerelatively smaller in size, they arelogisticaly more convenient and manageable.
Therefore, itisunderstood that spin-off and split-up arelikely to enhance sharehol dersval ue and bring efficiency and effectiveness.
Carveouts. Thisislike spin off however, some shares of the new company are sold in the market by making a public offer, so
thisbrings cash. In carve out, the existing company may sell either majority stake or minority stake, depending upon whether the
existing management wants to continue to control it or not.

Sale of A Division: In the case of sale of adivision, the seller company is demerging its business whereas the buyer company
isacquiring a business. For the first time the tax lawsin India propose to recognise demergers. The broad principles of the tax
principlesrelating to demerger

~Recent example: Demerger has been realised as"apowerful tool for facilitating business growths .Creating shareholder value
through Demerger istheflavour of the month.There are many instances of the recent demergersin Corporate India. Demergers
arethein-thingin corporate Indiaat the moment . The recent announcement by Baj aj Auto on planned demerger of the company
isthelatest . ZEE Telefilms (ZTL ), the media company, whichis oneof the largest listed entity with amarket capitalisationin
excess of Rs 12,000 crore and revenues of about Rs 1,500 crore, has announced that it will hive off operations into four units,
each focused on a certain line of business.The another biggest example of demerger in recent times is the division of the
Reliance empire where the oil and chemical businessremained with Mr. M ukesh Ambani, while power, financial servicesand
telecom were hived off to Mr. Anil Ambani.

5. Buyouts (Nov 2003) or Write a short note of L everaged Buyouts (May2007)

~ A very important phenomenon witnessed in the Mergers and Acquisitions scene, in recent timesis one of buy-outs. A buy-out
happens when a person or group of persons gains control of a company by buying all or a majority of its shares.

~Buyout is the purchase of controlling interest in one corporation by ancther corporation, in order to takeover assets and/or
operations. Buyouts can either be hostile or friendly.

~ Types of Buyout - Leveraged buy-out, Management buy-outs, Management buy-ins

A Leveraged buy-out (LBO) isan acquisition of a company in which the acquisition is substantially financed through debt.
Typically inthe LBO 90% or more of the purchase priceis financed with debt.

~\While some leveraged buyoutsinvolve acompany in its entirety. most involve a buisness unit of acompany. After the buyout,
the company invariably becomes a Private Company.

~ A large part of the borrowingsis secured by the firms assets, and the lenders, because of ahigh risk, take a portion of the firms
equity. Junk bonds have ben routinely used to rai se amounts of debt needed to finance LBO transaction.

~ The success of the entire operation depends on their abilty to improve the performence of the unit, certain its buisness risk,
exercise cost controlsand liquidate disposabl e asses. If they fail to do so, the high fixed financial costs can jeopardizethe venture.
~ An attractive candidate for acquisition through leveraged buyout should possessthree basic attributes:

(a) It firm have agood position in itsindustry with a solid profit history and reasonable expectations of growth.

(b) Thefirm should have arelatively low level of debt and ahigh level of bankable assets that can be used asloan collateral.

(c) It must have a stable and predictable cash flows that are adequate to meet interest and principle payment of the debt and
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provide adequate working capital.

The majority of buy-outs are M anagement buy-outs and involve the acquisition by incumbent management of the business
where they are employed. Management buy-outs (MBO) is the purchase of abusiness by its management.

Management buy-insareasimilar form of transaction but differsin that the entrepreneurs leading the transaction come from
outside the company.

~Internationally, the two most common sources of buy-out operations are divestment of parts of larger groups and family
companies facing succession problems. Corporate groups may seek to sell subsidiaries as part of a planned strategic disposal
programme or more forced reorganistion in the face of parental financing problems.

~n recessionary periods buy-outs can play abig part in restructuring failed or failing businesses. Buy-outs are one of the most
common forms of privatisation, offering opportunities for enhancing the performance of parts of the public sector, widening
employee ownership and giving managers and employees incentives to make best use of their expertisein particular sectors.
~Recent example: India has experienced a number of buyouts and leveraged buyouts . A successful example of LBO isthe
acquisition of Tetley brand, the biggest teabrand of Europe by TATA Teaof Indiaat 271 million pounds. It was one of the biggest
cross border acquisition by an Indian Company. Another recent example of aleveraged buyout is Tata Steel (India) acquiring
Corus( United Kingdom ) for $11.3 billion .

6. FUTURE RATE AGREEMENTS(FRAYS)

~Meaning : A Future Rate Agreement (FRA) isa contract which fixes the interest cost on a specified date in the future. The
principal doesnot change hands, itisonly notional.

~ Settlement : The contract is settled by means of a single payment representing the difference between the rate stated in the
contract and the market interest rate specified in the contract.

~Purpose: FRA’s can be used to modify interest rate risk or as a trading instrument to create a position.

~ Advantage : It helps a borrower in elimination interest rate risks associated with borrowing or investing funds. Adverse
movementsin theinterest rates will not affect or alter theinterest receipt/liability of theinvestor/borrower.

7.EXPOSURENETTING (Nov 2004)(5 Marks)
~M eaning : Exposur e Netting refersto offsetting exposures in one currency with Exposuresin the same or another currency,
where exchange rates are expected to move in such away that losses or gains on the first exposed position should be offset by
gains or losses on the second currency exposure.

~ Obj ective : The objective of the exerciseisto offset the likely lossin one exposure by likely gainin another.

~Hedging Tool : Thisisamanner of hedging forex exposures though different from forward and option contracts. This method
issimilar to portfolio approach in handling systematic risk.

~Example : let us assume that a company has an export receivables of US$ 10,000 due 3 months hence, if not covered by
forward contract, here is a currency exposure to US$.

Further, the same company imports US$ 10,000 worth of goods/commodities and therefore also builds up a reverse exposure.
The company may strategically decide to leave both exposures open and not covered by forward, it would be doing an exercise
in exposure netting.

~ Application Of Exposure Netting in Banking Transactions: For years now, banking transactions have been based on the
principle of netting.A Bank generally offsetsits position in a currency , by taking a opposite position in the same currency . In
banking terms this is known as settlement risk or settlement netting where only the difference of the summed transactions
between the partiesisactually transferred.In Banking transaction Exposure Netting occurs where outstanding positions are netted
against one another in the event of counter party default.

8. MIBOR This is the weighted average of the interest rates at which certain banks/institutions in Mumbai belonging to a
representative panel are prepared to lend call money. It is aso used as a reference rate in quoting interest rate in India. An
acronym for MIBOR is Mumbai Inter Bank Offered Rate.

9.LIBOR : LIBORIistheinterest rate that banks charge each other for one-month, three-month, six-month and one-year |oans.
LIBORisanacronym for London InterBank Offered Rate. It isthe rate which ischarged by London banks, and isthen published
and used asthe benchmark for banksrates all over theworld.LIBOR iscompiled by the British BankersAssociation (BBA)

QUESTION NO. 23 Mention various products which are available in the market to cover exchange rate risks?
(Nov 1996)
Various products (tools) which are available in the market to cover exchange rate risks.
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(i) Currency & Interest Rate Swaps (i) Rupee Forward Contracts  (iii) Rupee Roll-Over Contracts

(iv) Cross-Currency Forward Contracts (v) Currency Futures (vi) Cross-Currency Options
(vii) Craoss Currency Roll Over Contracts (viii) Arbitrage (ix) Spot Contracts
QUESTION NO. 24 What istherole of Financial Advisor in PSU? (May 2001) (May 2007)

Thefinancial adviser occupiesanimportant positioninall public sector undertakings (PSU). Hefunctionsasthe principal advisor
to the chief executive of the enterprise on all financial matters. The committee on public sector undertakings has specified the
following functionsand responsibilitiesfor afinancial adviser:

(i) Determination of financial needs of the firm and the ways these needs are to be met.

(it) Formulation of a programme to provide most effective cost-volume profit rel ationship.

(iii) Analysis of financial results of all operations and recommendati ons concerning future operations.

(iv) Examination of feasibility studies & detailed project reports from the point of view of overall economic viability of the
project.

(v) Conduct of special studies with aview to reduce costs and improve efficiency and profitability.

QUESTION NO. 25 What aretheissuesto be considered under Working Capital Management in PSU?

(Nov 1997)
In the context of Working Capital Management of Public Sector Undertakings, the following points need consideration:
(i) Public Sector Undertakings are often blamed for over-inventory resulting in blocking capital and space and al so sometimesfor
under-inventory resulting in up-setting production schedul e. Both are signs of inefficient inventory management.
(ii) There is generally no provision for working capital margin at the time of estimating of project. Consequently, thereis no
provision of long term funds for working capital and the enterprise has to obtain financing for current assets from short term
sources.
(iii) Most of the public sector units are capital intensive hence, ratio of current assetsto fixed assetsis generally low.
(iv) Most of the public sector undertakings lack application of working capital management techniques especially relating to
debtors like discount rate, credit period and credit standards. The reason being that they sell the bulk of their output to the
Government departments.
The various studies conducted by the Bureau of public enterprises have shown that one of the reason of the poor performance
of public sector undertakings in our country has been the large amount of funds locked up in working capital. This resultsin
overcapitalisation. Over capitalisation implies that acompany has too huge fundsfor its requirements, resulting in alow rate of
return asituation which implies aless than optimal use of resources. A firm has, therefore, to be very careful in estimating its
working capital requirements and PSUs are no exception to this.

QUESTION NO. 26 What are the Advantages and Disadvantages of a Depository? (Nov 2001) or Explain Briefly the
advantage of holding security in Demat form rather than in physical form ? (Nov 2006)

The DepositoriesAct. 1996 provides the framework for the establishment and working of depositories enabling transactionsin
securitiesin scripless (or demat) form. With thearrival of depositorieson the scene, many of the problems previously encountered
in the market due to physical handling of securities have been to agreat extent minimized. In abroad sense, therefore, it can be
said that ‘dematting’ has helped to broaden the market and make it smoother and more efficient.

Benefits/Advantages of depository system are as follows:

For the Capital Market:

(i) It helps to eliminates voluminous paperwork, (ii) It eliminates bad delivery (iii) It helps in quick settlement and reduces
settlement time, (iv) It facilitates stock lending.(v) It helpsto eliminate the problems of odd lot (vi) It isspeedier and avoids delay
in transfers. (vii) It avoids lot of paper work. (viii) It saves on stamp duty.

For the Investor:

(i) It reducesrisks associated with loss, theft and forgery of physical shares, (ii) It ensuresliquidity by speedier settlements of
trades, (iii) It makes the investors free from physical holding of shares, (iv) It reduces the transaction costs, (v) It helps
investorsto get preference in getting |oan against securities.(vi)Benefit accruing from issue of bonus shares, consolidation, split
or merger is credited without much difficulty.

For the Issuers:

()1t provides up-to-date knowledge of shareholder’s names and addresses, (ii) It enhances image of the company,(iii) It in-
creases efficiency of registrarsand transfer agents, (iv) It reducesthe cost of secretrial department,(v) It providesbetter facilities
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of communication with shareholders.(vi) Savings in printing certificates, postage expenses. (Vi) Stamp duty Waiver. (Viil) Easy
monitoring of buying/selling patternsin securities,increasing ability to spot takeover attempts & attemptsat price rigging.
Disadvantages of Depository are asfollows: Risksassociated with derivatives are asfollows:

1. Systemic failure— Input control, process control and output control being parts of computerized environment apply equally
tothe dematerialization process.Unforeseen failures, intentional or otherwise, on the part of theindividuals entrusted with protecting
dataintegrity, could lead to chaos.

2. Additional record keeping — In built provisions for rematerialization exist to take care of the needs of individualswho wish
to hold securitiesin physical form. Companieswill invariably need to maintain records on a continuous basisfor securitiesheld
in physical form. Periodical reconciliation between demat segment and physical segment is very much necessary.

3. Cost of Depository Participant (DP) — For transacting business, investors have to deal not only with brokers but also with
depository participant which acts as an additional tier in the series of intermediaries. A onetimefeeislevied by the depository
participant which small investors consider to be an avoidable cost.

4. Human Fraud — Dematerialization is not aremedy for all ills. Unlawful transfers by individuals against whom insolvency
proceedings are pending or transfers by attorney holders with specific or limited powers are possible.

5.Thereisarare possibility of setting up of asingle depository.Multiple Depository system raises the problem of co-ordination
between different accounts of asingleindividual and deduction of TDS and other statutory dues. It may increase the number of
frauds

QUESTION NO. 27 Writeashort noteon

1. ROLLINGSETTLEMENT:
~Meaning : A rolling settlement is that settlement cycle of the stock exchange, where all trades outstanding at end of the day
have to settled, which means that the buyer has to make paymentsfor securities purchased and seller hasto deliver the securities
sold.
~Example: Supposeif we have T+2 settlement cycleit meansthat atransaction entered into on Day 1 hasto be settled on the
Day 1+2 working days. For example Janl Jan2 Jan3 Jan4 Jan5 Jan6 Jan7 Jan8

Mon Tue Wed Thu Fri Sat Sun Mon
Stocks purchased/sold on Jan 1 should be settled on Jan 3. Stocks purchased/sold on Jan 4 should be settled on Jan 8 (Note that
Sat & Sun, being holidays are again excluded for the T+2 count).
=~ Benefitsof Rolling Settlement : (a) Inrolling settlements, payments are quicker than in weekly settlements. Thus, investors
benefit from increased liquidity. (b) It keeps cash and forward markets separate. (¢) Rolling settlements provide for a higher
degree of safety.(d) From an investor's perspective, rolling settlement reduces delays. Thisalso reduces the tendency for price
trends to get exaggerated.Hence, investors get a better price .
~|ndian Scenario : SEBI introduced a new settlement cycle known as the 'rolling settlement cycle.'Rolling settlement cycles
were introduced in both exchanges on January 12,2000.As per the SEBI’s mandate, the Exchanges have since introduced the
settlementsfor all the securitieson T+2 basis.A T+2 settlement cycle meansthat thefinal settlement of transactionsdoneon T
will take place on the second business day after the trade day. The pay-in should be by 11.00 a.m. while the pay-out takes place
at 1.30 p.m.
~ | nternational Scenario : Internationally, most developed countries follow the rolling settlement system. For instance, both
the US and the UK follow arolling settlement (T+3) system, whilethe
German stock exchanges follow a T+2 settlement cycle.

2. Types of ORDERSin a Future Market ( RTP Nov 2008 )

Customersin futures and option markets are able to submit acomplete range of dealing instructionsto their brokers. Thisallows
them to give precise instructions asto how their orders will be treated. Generally, following types of orders are i ssued:

(i) Market Order : When atrader placesabuy or sell order at the price which prevailsin the futures market at thetime the order
isgiven, itiscalled amarket order.

(if) Limit Order : If the trader specifies aparticular price or the price limit within which the order should be executed, such an
order iscalledalimit order.

(iii) Market-if-touched (MIT) Order : If an order isexecuted at the best available price after atrade occursat aparticular price
or at aprice more favourable than the specified price, it is called a Market-if-touched order.

(iv) Stop Loss Order : Stop loss orders are normally placed by specifying arange in which the order should be executed instead
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of giving asingle price order.

(v) Good Till Cancelled (GTC) Order : Intermsof Nationa Stock Exchange (NSE) regulations, Good till cancelled orders shall
be cancelled at the end of 7 calendar days from the date of entering the order.

Other type of ordersinclude: (vi) Guaranteed stop.(vii) Spread order.(viii) Scale order.(ix) Opening order.(x) Closing order.(xi)
Limit or Market on Close order.(xii) Stop limit order.(xiii) Public limit order.

QUESTION NO.28 Distinguish between Forward Contractsand FuturesContracts? (May 02,Nov02,May 06,Nov08)

Distinction between forward and futures contracts are as follows:

1. Trading: Forward contracts are traded on personal basis or on telephone or otherwise. Futures contracts are traded in a
competitivearena

2. Size of contract: Forward contractsare individually tailored and have no standardised size. Futures contracts are standardised
in terms of quantity or amount as the case may be.

3. Organised exchanges: Forward contracts are traded in over the counter market. Futures contracts are traded on organised
exchanges with adesignated physical location for example: Stock Exchange .

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 actua delivery Futures
contracts delivery dates are fixed on cyclical basis and hardly takes place. However, it does not mean that there is no actua
delivery.

6. Transaction costs: Cost of forward contractsis based on bid-ask spread. Futures contracts entail brokerage feesfor 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 theloss or profit is debited or credited in the margin account on daily basis due to change in price.

8. Margins. Marginsarenot required inforward contract. In futures contracts every participant is subject to maintain margin as
decided by the exchange authorities.

9. Credit Risk: In forward contracts credit risk is borne by each party and, therefore, every party has to bother for the
creditworthiness of the counter-party. In futures contracts the transaction is a two way transaction, hence the parties need not
to bother for the creditworthiness of each party.

10. Liability extent: In forward contracts the liability happens to be unlimited because market fluctuation may be wide. In
Futures Contract the extent of loss or profit is known every next day and depending on the risk taking capacity of the party,
exposure may be limited.

11. Liquidity : Forward contractsis exposed to the problem of liquidity whereasin futuresthereisno liquidity problem asthey
are traded in stock exchange.

12. Disclosur e : In forward contracts, price are not publicly disclosed whereas in future contracts priceis transparent.

QUESTION NO. 29 Explain the terms “Intrinsic Value of an Option’& the ‘Time Value of an Option’? (Nov 2004) OR
Distinguish between Intrinsic Value &Time Value of an option? (May 2006)

Option Premium isthe component of two parts: Intrinsicvalue + Time Value of an option

IntrinsicValue ~Intrinsic Vaueisthegross profit that the option buyer would realize upon immediate exercise of the option.~ It
isdefined as the difference between the option’s strike price and the stock’s actual current price.~Intrinsic Valueisthe value or
profit that any given option would have if it were exercised today.~ It can never be negative ( always equal to or greater than
zero).~Intrinsic Vaue of Call Option=Maximum of (0,Market Price-Exercise Price); Intrinsic Value of Put Option=Maximum of
(0,Exercise Price-Market Price).~ An option which is out of the money or at the money has zero intrinsic value.~Example: If
Wipro stock is selling at Rs 105,and Call Option on Wipro stock is Rs 100,then Intrinsic Value of Wipro stock isRs 5 (Rs 105-
100).Again if Wipro stock is selling at Rs 105 and Put Option on Wipro is Rs 100 then Intrinsic Value will be zero (Rs 100-
Rs105=-5) asit cannot be negative.

Time Value of Option:=Time Value of Option is the amount by which the option price exceeds the Intrinsic Value.On the
expiration date, thetimevalue of optioniszero and the premiumisentirely represented by the Intrinsic Value.=~If thereisAt The
Money or Out Of The Money position,it means there is no intrinsic value and the entire premium is represented by the time
value.~TimeValueisbasically therisk premium that the seller requires, to provide the option buyer with theright to buy/sell the
stock up to the expiration date.This component may be regarded as “insurance premium” of the option.=Thisis aso known as
extrinsic value.= Time Value decays over time.In other words,the time val ue of an option isdirectly related to how muchtimean
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option has until expiration.i.elesser thetime lesser isthetime valUe.~Example: If Wipro Stock *s current market price is Rs. 20
Exercise Priceis Rs. 100 .Call Option Premium on wipro stock is Rs 25.Then the time value of option in such case will be Rs
5(Option Premium Rs 25-Intrinsic Value Rs 20=Time Value Rs 5)

QUESTION NO. 30 Writea Short Noteson BOOK BUILDING (May 01, Nov 02, Nov 03) What isthe procedurefor the
book building process ?

~ The book-building system is part of Initial Public Offer (IPO) of Indian Capital Market. It was introduced by SEBI on
recommendations of Mr. Y.H. Maegam in October 1995.It is most practical, fast and efficient management of Mega Issues.
Book Building involves sale of securitiesto the public and theinstitutional bidders on the basis of predetermined pricerange.
~Book Building isaprice discovery mechanism and is becoming increasingly popular asamethod of issuing capital. Theidea
behind this processisto find a better price for the issue.

~ Theissue priceisnot determined in advance.Book Building isaprocesswherein theissue price of asecurity isdetermined by
the demand and supply forcesin the capital market.

~Book building is aprocess used for marketing a public offer of equity shares of acompany and isacommon practice in most
developed countries.

~Book building iscalled so becauseit refersto the collection of bidsfrominvestors, which isbased on anindicative price range.
Theissue priceisfixed after the bid closing date.

=~ Unlikeinternational markets, Indiahasalarge number of retail investorswho actively participate in Intial Public Offer (1POs)
by companies. Internationally, the most active investors are the mutual funds and other institutional investors, hence the entire
issueisbook built. But in India, 25 per cent of the issue hasto be offered to the general public. Here there are two optionswith
the company.

~ According to the first option, 25 percent of theissue hasto be sold at afixed price and 75 per cent isthrough book building.
The other option is to split the 25 % on offer to the public (small investors) into a fixed price portion of 10 percent and a
reservation in the book built portion amounting to 15 % of the issue size. The rest of the book-built portion is open to any
investor.

Book-huilding process

| Company plans an IPO via the book-build route |

Appoints a merchant
banker as book-runnet

lzsues a draft prospectus (containing all mandsatory
company disclosures other than price)

Draft prospectus filed
simultaneously with
concerned authority (SEBI)

Book-runner appoints syndicates members and
registred intermediaries to garner subscription)

Price discovery begins
through the bidding process

At close of bidding, book runner and company decide
upon the allocation and allotmernts
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~Advantage

(i) The book building process helps in discovery of price & demand.

(ii) The costs of the public issue are much reduced.

(iii) The time taken for the completion of the entire process is much less than that in the normal public issue.

(iv) In book building, the demand for the share is known before the issue closes. Infact, if there is not much demand, the issue
may be deferred.

(v) Itinspiresinvestors confidence leading to alarge investor universe.

(vi) Issuers can choose investors by quality.

(vii) Theissue priceis market determined.

~Disadvantage

(i) Thereisapossibility of price rigging on listing as promoters may try to bail out syndicate members.

(if) The book building system works very effeciently in matured market conditions. But, such conditions are not commonly
found in practice.

(iii) 1t is appropriate for the megaissues only.

(iv) The company should be fundamentally strong & well known to the investors without it book building process will be
unsuccessful.

~ Recent Example: Recent example of abook buliding processin Indian context isthe IPO of Reliance Power. The issuewas
made through 100 % book building process .The price band for the the book buliding pocessswas between Rs 405 and Rs 450
with Rs 20 discount for retail investors .

QUESTION NO. 31 : What is GREEN SHOE OPTION (Nov 2003) ? or What is Green Share Option ? Explain the
working mechanism ? ( Nov 2007 )

Green Shoe Option (GSO) means an option availabl e to the company issuing securitiesto the public to allocate sharesin excess
of the publicissue and operating a post-listing price stabilising mechanism through a stabilising agent. This option actsas asafety
net for the investors and is a standard global practice. The name comes from the fact that Green Shoe Company was the first
entity to use thisoption.SEBI inserted anew Chapter No. VI11-A, with effect from August 14, 2003, inthe SEBI (Disclosure and
Investors Protection) Regulations, 2000 to deal with the GSO. The GSO isavailable to acompany whichisissuing equity shares
through book-building

mechanism for stabilising the post-listing price of the shares. The following isthe mechanism of GSO :

1. The Company shall appoint one of the leading book runnersasthe Stabilising Agent (SA), who will beresponsiblefor the price
stabilising process.

2. “The promoters of the company will enter into an agreement with SA to lend some of their shares to the latter, not exceeding
15% of the total issue size.

3. The borrowed shares shall be in the dematerialised form. These shareswill be kept in a separate GSO Demat A/c.

4. In case of over subscription, the allocation of these share shall be on pro-ratabasisto all applicants.

5. The money received from allotment of these shares shall also be kept in a ‘GSO Bank A/c’, distinct from the issue account ,
and the amount will be used for buying shares from the market during the stabilization period.

6. The shares bought from the market by SA for stabilization shall be credited to GSO Demat Account.

7. These shares shall be returned to the promoters within 2 days of closure of stabilisation process.

8. In order to stabilise post-listing prices, the SA shall determine the timing and quantity of sharesto be bought.

9. If at the expiry of the stabilisation period, the SA does not purchase sharesto the extent of over-allocated shares, then shares
to the extent of shortfall will be allotted by the company to the GSO Demat A/c multiplied by the issue price. Amount | eft in the
GSO Bank A/c (after meeting expenses of SA), shall be transferred to the Investors Protection Fund.

In April, 2004, the ICICI Bank Ltd. Became thefirst Indian company to offer GSO.

~|n the Indian context, green shoe option hasalimited connotation. SEBI guidelines governing public issues contain appropriate
provisions for accepting over-subscriptions, subject to aceiling, say 15% of the offer made to public. In certain situations, the
green-shoe option can even be more than 15%.

Examples of GSO issuesin India

~In April, 2004 the ICICI bank Ltd. became thefirst Indian company to offer GSO. The ICICI Bank Ltd. offered equity shares
of Rs. 3050 crores through 100% book building process to the investors. The issue was over subscribed by 5.14 times.
~|DBI has also come up with their Flexi Bonds (Series 4 and 5) under GSO.

=~ More recently Infosys Technol ogies has al so excercised GSO for itsissue. Thisoffer initially involved 5.22 million depository
shares, representing 2.61 million domestic equity shares.
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QUESTION NO. 32 Writeashort note on Buy-Back of sharesby companies? (May 2003) OR Briefly explain ‘Buy Back
of Securities’ and give the management objectives of buying Back Securities? (Nov. 2004)

~The Companies (Amendment) Act gives the power to the corporates to purchase its securities by virtue of Sections 77A
.Section 77AA and 77B.
~ M eaning :Buyback isreverse of issue of sharesby acompany , where it offersto take back its shares owned by the investors
at aspecified prices.
~ Obj ectives of Buyback : The following are the management objectives of buying back securities:
(i) To return excess cash to shareholders, in absence of appropriate investment opportunities.
(ii) Togiveasignal to the market that shares are undervalued.
(iii) Toincrease promoters holding, as a percentage of total outstanding shares, without additional investment. Thus, buy back
is often used as a defence mechanism against potential takeover.
(iv) To change the capital structure.
(v)To Increase Earning per share
~ Resour ces of Buy Back : A Company can purchase its own shares from
(i) freereserves;(ii) securities premium account; or (iii) proceeds of any shares or other specified securities. A Company cannot
buyback its shares or other specified securities out of the proceeds of an earlier issue of the same kind of shares or specified
securities.
~ Advantages of Buyback : The Advantages of Buyback of securities to investors, companies and economy are :
(i) Revival of the Capital Market : Buyback may flare up the market value of sharesin a bearish market. This can be shown
with the help of diagram given below. Buyback would also help the company to maintain the market price of its shares and to
keep its stable. When Buyback Takes Place

v

Earning Per Share Increases
v
Demand to Purchase the Share Increases
N7
Market Price of Share Increases

(ii) Liquidity to Dormant Shares: Most of the shares of the companies which are held by Employees and Executives are
usually dormant By bringing in the buyback option, the company would be able to purchase those shares from the employees &
executives. And thus not only increase the liquidity in the market but also would act asan incentive to the worthy employees.
(iii) Odd L ots: Odd Lots are generally dormant in nature and buyback could act asarelief tothe shareholders by way of selling
those shares to the company.
(iv) Restructuring of capital base by Companies with special reference to public sector units: It isfelt that buyback of
shares by Public Sector Undertaking is an attractive option, for two reasons. Oneit gives PSUs having a bloated equity base an
opportunity to restructure their capital and in process add value for the remaining sharehol ders.
(v) Increasing the Earnings Per Share (EPS) and at the sametime providing higher prices(P/E ratio) tolnvestors: The
shareholders’ money can be maximised by optimising the current earnings on the share and at the same time increasing the
market value of the shares by way of capital appreciation.
(vi) Proper Utilisation of Excess Funds: Many small and mid range companiesin this country sit upon so much cash without
having any idea of whereto put themin. It would be better for them to return surplus cash to sharehol ders than go on spending
simply for want of alternatives.
(vii) For ensuring price stability in share prices
(viii) For exercising control over the company
(ix) For taking tax advantages
(x) For saving the company from hostile takeover
~ Disadvantages of Buyback : Some of the disadvantages of Buyback are as follows :
(i) Manipulation of share prices by its promoters (ii) speculation (iii) collusive trading
~ Conditions of Buy Back :
(a) The buy-back isauthorised by the Articles of Association of the Company;
(b) A special resolution has been passed in the general meeting of the company authorising the buy-back.
(c) The buy-back is of less than twenty-five per cent of the total paid-up capital and fee reserves of the company and that the
buy-back of equity sharesin any financial year shall not exceed twenty-five per cent of its total paid-up equity capital in that
financial year;
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(d) Theratio of the debt owed by the company is not more than twice the capital and its free reserves after such buy-back;
(e) There has been no default in any of the following :

i. in repayment of deposit or interest payable thereon,ii. redemption of debentures, or preference shares or iii. payment of
dividend, if declared, to al shareholders within the stipulated time of 30 days from the date of declaration of dividend or iv.
repayment of any term loan or interest payable thereon to any financial institution or bank;

(f) All the shares or other specified securities for buy-back are fully paid-up;

QUESTION NO. 33 What are the Differences between Primary & Secondary Markets?

Difference between Primary and Secondary M arket

Basis Primary Markets Secondary M arkets
(2)Meaning A primary market refers to the set up The secondary market is market for subsequent
which helps the industry to raise funds sale/purchase and trading in the securities.
by issuing different types of securities.
(b)Natureof It dealswith new securities, i.e. securities It isamarket for old securities which have been
Securities which were not previously available, and issued already.
are offered for the first time to the investors.
(c)Salef Securitiesare acquried fromissuing Securities are purchased and sold by the investors
Purchase Companiesthemselves. without any involvement of the companies.
(d)Natureof It provides funds to new enterprises & also for It does not supply additional funds to the company
Financing expansion and diversification of the existing one. since the company is not involved in transaction
(e)Liquidity It does not lend any liquidity to the securities The secondary market providesfacilitiesfor the

continuous purchase and sale of securities, thus
lending liquidity and marketability to the securities.

(f)Organisati- It isnot rooted in any particular spot and Secondary market has physical existenceinthe

onal Differe-  has no geographical existence. It has form of stock exchange and arelocated in a

nce neither any tangible form nor any particular geographical areahavingan administrat-
administrative organisational set up. -ve organisation set up.

QUESTION NO. 34 Explain theterm Insider Trading and why Insider Trading is punishable? (Nov 2004)

~ M eaning :Insider trading refersto using the unpublised information about the performance or other matters of acompany ,in
dealings with the securities of the company.or

In other words Insider Trading

-isabuying or selling or dealing in securities of alisted company,

-by a director, member of management, an employee or any other person such as internal or statutory auditor, agent, advisor,
analyst, consultant etc.

-who have knowledge of material ‘inside’ information not available to general public

~The dealing in securities by an insider isillegal when it is predicated upon utilization of inside information to profit at the
expense of other investors who do not have access to such investment information.

~The word insider has wide connotation. An outsider may be held to be an insider by virtue of his engaging himself in this
practice on the strength of inside information.

~Why Insider Trading is punishable: nsider trading which isan unethical practice resorted by those in power in corporates
has manifested not only in India but elsewhere in the world causing huge | osses to common investors thus driving them away
from capital market. Therefore, it is punishable.

~Regulatory Regimein India: It wasin the late 70s and thereafter that the insider trading was recognised as an undesirable
practice .Sachar Committee (1979) ,Patel committee (1986) , Abid Hussain Committee (1989 ) have pointed out a need for
regulation and control of insider trading. They all recommended that Insider trading be made an offence punishable with civil as
well ascriminal penalties.

Theaudit committee of Infosys Technol ogies board of directorshasimposed apenalty of Rs5 lakh (Rs500,000) on Gopal akrishnan
and afine of $2,000 on Lehman asthey failed to comply with theinsider trading norms of the company.The company, in perhaps
thefirst instancein India, hasfined its CEO Kris Gopal akrishnan for atechnical violation of itsinsider trading rules.

~Insider trading is prohibited by the SEBI as (i) it resultsinto unfair gainsto insiders and harmstheinterest of other sharehol d-
ers, (ii) it downgrades the image of the company, (iii) it drives away the investors from the market, and (iv) it causes unwar-
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ranted volatility in the prices of the shares of the company.

Indian capital marketsare increasingly becoming global. In thisscenario, we must devel op legislative and regulatory mechanisms
to protect investors and build confidencein capital marketsfrom both domestic and international perspectives. Itisvery impor-
tant for the regulator to check the practice of insider trading so as to maintain investor confidence.

QUESTION NO. 35 Writeashort note on

1.PARTICIPATORY NOTES(PNs) ?

~M eaning : PNsarelike contract notesissued by foreigninstitutional investors (FI1s) based in Indiato overseasinvestorswho
may not be eligible to invest in the Indian Stock Markets or who want to trade anonymously (without disclosing their name
).“Participatory Notes” (PNs), are the certificates issued for clients with undisclosed names..

~Who Can Issue PNs: Almost al top Flls, including Merrill Lynch, Morgan Stanley, Credit Lyonnais, Citigroup and Goldman
Sachs, who are registered in Indiaissue Participatory Notes (PN).

~Risk involved PNs:

(a) Investor’s Identity Not Known: Sincetheseinvestment in the funds does not require any stringent requirements, identity of
theinvestor isgenerally not known.

(b) Investment Alternativefor |legal Persons/ Money: It service as an attractive investment route for money siphoned off or
money belonging to terror groups. It serves as an investments alternative for black-money, whereby such money will yield
returns, and will not beidleat all.

~The foreign investors prefer P-Notes route for the following reasons :

(i) Someinvestors do not want to reveal their identities P-Notes serve this purpose.

(ii) They caninvest in Indian shares without any formalities like registration with SEBI, submitting various reports, etc.

(iii) Savingsin cost of investing as no office etc. is to be maintained.

(iv) No Currency conversion.

~P-notes ar e not preferred by SEBI for the following reasons :

(i) Thereisno way of knowing who owns the underlying securities. (It is suspected that terror organizations may be using this
route to make money. It is also suspected that Indians holding unaccounted money abroad may be using this route to make
money).

(i) Large funds acting through P-Notes cause volatility in exchanges.

~Measure Taken By SEBI : It may be noted that the Finance Ministry and the SEBI is contemplating to introduce more
transparent mechainism for foreign entities investing through PNs.It is said that the bulk of the outflows in the recent stock
meltdown was money coming through PNs and SEBI is examining the role of PNs in the recent market crash.In an attempt to
slow Fll inflows, capital market regulator Sebi recently proposed acomplete ban on theissue of overseas derivativesinstruments
(ODIs) like participatory notes (PNs) and other paperswith immediate effect.P-Notes reflect hot money coming only for short-
term fast profits.

2. Call/Notice M oney (May 04)
~The core of the Indian money market structure isthe interbank call money market which is centralised primarily in Mumbai,
but with sub-marketsin Delhi, Calcutta, Chennai and Ahmedabad.

~M eaning : Call money or inter-bank call money is the medium through which the scheduled commercia banks|end, borrow
or call at short notice to manage the day-to-day surpluses and deficitsin the cash flow. The money that islent for oneday in this
market is known as ‘call money’ and if it exceeds one day (but less than 15 days), it is referred as ‘notice money’.

~ Participants: The participantsin the markets are commercial banks, cooperative banks and primary deal ers who can borrow
and lend funds. Large mutual funds promoted by nationalised banks, private sector mutual fundsand al Indiafinancial institu-
tions can participate in the market as lenders only. Brokers are not permitted in the market.

~Risk Involved :

(a) Interest ratein the market ismarket driven and ishighly sensitiveto the forces of demand and supply. Hence, the participants
in the markets are exposed to a high degree of interest rate risk.

(b) The activitiesin the money market are subjected to fluctuations due to seasonal factors, i.e. busy (November to April) and
slack (May to October) seasons.

~ Factor Affecting Call Rates : There are different factors which affect & make the call rates to be volatile.Some of these
factors are :

(a) Liquidity Position:Call rates depend on the liquidity position of the economy in general and of the banking system in
particular
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(b) CRR Requirement : A reduction in CRR results in lesser cash balance to be maintained by banks which dampens the
demand in call market and thus reducing the call rate.

(c) Volatility in the Foreign Exchange Market : Volatility in the foreign exchange market affects fluctuationsin call rates.
(d) Capital Market Conditions:Thevolatility in call rateisalso affected by the capital market conditions.

(e) Level of Competition in the Call Market :The level of competition and the number of participants affect the volatility in
the call money market.

~Security : No collateral security isrequired to cover these transactions.

~Benefit :

~ Account with RBI :Inview of the short tenure of such transactions, both the Borrowersand the Lendersarerequired to have
current accounts with the Reserve Bank of India.

~|ndian Scenario: The emergence of apurely inter bank call money market isshaping up. In arecent development, Corporates
are now not allowed to route call money transactions through primary dealers

=~ Benefits :

(a) Evenout day to day deficts: Call Market enables Banks and Financial institutions to even out their day-to-day deficts and
surplus of money.

(b) Cash Reser ve Requirements: Commercia Banks, Co-operative Banks and Primary Deal ersare allowed to borrow and lend
in this market for adjusting their cash reserve requirements.

(c) Outlet for Deploying Funds: It serves as an outlet for deploying funds on short-term basis to the lenders having steady
inflow of funds..

3.INTER-BANK PARTICIPATION CERTIFICATE (IBPC) (Nov 2006 )(May2008)
~Meaning : A IBPCisadeed of transfer through which abank, sellsor transfersto athird party (transferee) apart or all of aloan
made its clients (borrowers).In other words The Inter Bank Participation Certificates are short term instruments to even out the
short term liquidity within the Banking system particularly when there are imbalances affecting the maturity mix of assetsin
Banking Book.

~Why itiscalled so ?: Itiscalled aparticipation certificate because through it, the PC hol der participatesin a bank loan, and
so also in theinterest, the security of the loan, and risk of default on a proportionate basis.

~QObjective: The primary objective isto provide some degree of flexibility in the credit portfolio of banks & to smoothen the
consortium arrangements.

~\Who can I ssue & Subscribe: ThelBPC can beissued by scheduled commercial bank and can be subscribed by any commer-
cial bank.

~|ssued against underlyng Advance : The IBPC is issued against an underlying advance, classified standard during the
currency of the participation. the aggregate amount of participation should be covered by the outstanding balance in account.
~Types: The participation can beissued in two types, viz. with and without risk to the lender.

Whilethe participation without risk can be issued for aperiod not exceeding 90 days. Participationis with risk can beissued for
a period between 91 days and 180 days. Under ‘with risk participation’, the issuing bank will reduce the amount of participation
from the advances outstanding and participating bank will show the participation as part of its advances. Banks are permitted to
issue IBPC under ‘with risk’ nomenclature classified under Health Code-I status and the aggregate amount of such participation
in any account should not exceed 40% of outstanding amount at the time of issue. Under without risk participation, the issuing
bank will show the participation as borrowing from banks and participating bank will show it as advances to bank.

~Benefits: The scheme is beneficia both to the issuing and participating banks. The issuing bank can secure funds against
advanceswithout actually diluting itsasset-mix. A bank having the highest |oansto total asset ratio and liquidity bind can square
the situation by issuing IBPCs. To thelender, it provides an opportunity to deploy the short term surplus fundsin asecured and
profitable manner. The IBPC with risk can also be used for capital adequacy management.

~|nterest Rate: The interest rate on IBPC is freely determined in the market. The certificates are neither transferable nor
prematurely redeemabl e by theissuing bank.

ank.

~Current Scenario : Despite its advantages, the IBPC scheme has not become a popular money market instrument one of the
reason for this may be the prohibition against transferability as the participants are not allowed to transfer the certificates.
Secondly due to the absence of aceiling on theinterest rate the borrower bank hasto pay theissuing bank arate higher than that

agreed with the borrower.

4. TREASURY BILLS(TBs) (Nov 03)
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~Meaning : 1-Bills are short term instruments issued by RBI on behalf of the Governement of India to tide over short term
liquidity shortfalls.

=~ Priodicity : The periodicity of the T-Billsis 14 days, 28 days, 91 days, 182 days & 364 days.

~|ssue Price: Treasury Billsareissued at adicount and redeemed at face value .

~ SGL Account ; T-Billstransactions are routed through the Special General Ledger (SGL) Accounts.

~Yield/ Return: Thereturn from T-Billsisin theform of Capital Profit i.e difference betwen issue price (whichisat adiscount
) & redemption price (at par) . Their yields can be calculated with the help of the following formula:

F-P| 365
y= [T} x FXWO Where Y = Yield, F = Face Value, P= Issue Price/Purchase Price, M=Maturity

~Features: (i) Government’s contribution to the money market, (ii) Mop-up short-term funds in the money market (iii) Sold
through auctions, (iv) Discount rateis market driven (v) Focal Point for monetary policy.

~ Advantagesto I nvestor (i)Manage cash position with minimum balances,(ii)Increased liquidity,(iii) Very littlerisk,(iv) Mar-
ket related yield,(v)Eligiblefor repos,(vi)SLR security,(vii) Two-way quotes by DFHI/Primary Dealers Bank(viii)No capital |oss,
=~ Auction : T-bills areissued by the RBI through the auction method. There are two types of auctionsfor T-Bills

(i) Multiple Price Based (ii) Uniform Price Based

In Multiple Price Based all bids equal to or above the cut off priceisaccepted however, the bidder hasto obtain the T-bills at the
price quoted by him.

In Uniform Price Based all the bids equal to or above the cut off price are accepted at the cut off level. However unlike the
multiple price based model, the bidder obtains the T-Bills at the cut off price and not the price quoted by him.

91 days T-Bills are auctioned under uniform price auction method where as 364 days T- Bills are auctioned on the basis of
multiple price auction method .

~RBI Role: The amount to be accepted at the auctions and the cut-off price are decided by the Reserve Bank of Indiaon the
basis of its public debt management palicy, the conditions in money market and its monetary policy .

~ Participants: TBs can be purchased by any person, firm, company, corporate body and institutions.

~Lots: TBsareissued inlots of Rs. 25,000 (14 days and 91 days)/Rs. 1,00,000 (364 days)

~|mportance The treasury hills are extremely important among money market instruments,both for the issuer & investors.
Through these instruments,Government can raise funds for short term to meet the temporary mismatchesin cash flows & mop
up excessliquidity in the system. Thusit have emerged as an effective instrument for dyanmic asset-liability management.

5.CERTIFICATE OF DEPOSITS(CDs)

~M eaning : Certificate of Deposit (CD) isafront ended negotiableinstrument, issued at adiscount and the face valueis payable
at maturity by the issuing bank.In short CDs are money market instrumentsin the form of usance Promissory Notesissued at a
discount & are negotiable in character. Thereis alock-in-period of 15 days, after which they can be sold.

~History : The CDswasintroduced in June, 1989 with the primary objective of providing awholesale resource base to banks at
market related interest rates.

~Eligiblelssuers Of CD - CDs can be issued only by scheduled commercial banks excluding Regional Rural Banks (RRBS).
Recently Financial Institution (FIs) has also been allowed toissue CDs.

=~ Subscriber g/l nvestorsto CDs : CDs can be issued to individuals, corporations, companies, trusts, funds, association, etc.
Non-Resident Indians (NRIs) may also subscribeto CDs, but only on non-repatriable basi s which should be clearly stated onthe
Certificate. Such CDs cannot be endorsed to another NRI in the secondary market.

~Yield : Inthe case of CDs effective ratelyield to the bank will be calculated on the basis of the following formula:

M
Y = {(“ 100 x M j - 1} x100 :\WhereY =Actual Yield,D = Discount Rate,M = Period of discount compounded for one year

(12/Number of months or 365/number of days)

~Minimum size of issue : CDs can beissued for minimum amount of Rs. 5 lakhs to a single investor. CDs above Rs. 5 lakhs
should be in multiples of Rs. 1 lakh. Thereishowever no limit on the total quantum of funds raised through CDs
~Transferability : CDs are freely transferable by endorsement and delivery but only 15 days after the date of issue.

= Samp Duty : CDs are eligible to stamp duty as per provisions of Indian StampsAct.

=~ Reserve requirements: Banks have to maintain CRR and SLR on the issue price of the CDs.

~ L oans/buy backs - Banks cannot grant loans against CDs. Further, they cannot buy-back their own CDs before maturity
~|nterest : Therate of interest is determined by the parties to the transaction freely.
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~Importance: Theinstrument has emerged as effective asset - liability management.

6. COMMERCIAL PAPER (CP) (May 2003)
~M eaning :CP is an unsecured debt instrument in the form of a promissory note issued by highly rated borrowers for tenors
ranging between 15 days to one year for meeting working capital requirement directly from the market instead of borrowing
from banks.

~QOrigination : The concept of CPs was originated in USA in early 19th century when commercial banks monopolised and
charged high rate of interest on loans and advances. In India, the CPwasintroduced in January 1990 on the recommendation of
Vaghul Committee.

=~ Conditions under which the CPs can beissued are:

(i) theissuer company should have aminimum net worth and fund-based working capital limit of not lesshan Rs. 4 crores each.
(ii) the company should obtain aminimum rating asrequired from CRISIL/ICRA/CARE etc. which should not be more than 2
months old at the time of issue of CPs.

(iii) the maturity of aCP could be varying between 15 days and less than one year [ as per recent RBI guidelines minimum period
for which CP can beissued is 7 days]

(iv) minimum amount of CP issued for asingle investor will be Rs. 25 Lakhsin the minimum denomiation of Rs. 5 Lakhs,

(v) CPs can be issued to amaximum of 100% of the fund-based working capital limits of issuer company,

(vi) the banks can neither extend any stand-by or underwriting facility nor guarantee payment of the instrument on maturity.
(vii) the CPs are subject to stamp duty. Besides, the issuer hasto incur rating agency fee, issuing and paying agents fee, etc.
~Denomination and size of CP

Minimum size of CPissue Rs. 25 lakhs.

Denomination of CP note Rs. 5 lacs or multiples thereof.

Maximum size of CPissue 100% of the issuer’s working capital

~Period of CP

Minimum currency 15 days from the date of issue.[ 7 days as per current RBI Guideline ]
Maximum currency 360 days from the date of issue.

No grace period for repayment of CP

~M ode of CP CP hasto beissued at adiscount to face value. Discount rate has to be freely determined by the market.
~Negotiability of CP CP (being usance promissory note) would be freely negotiabl e by endorsement and delivery.

~Stamp Duty Theissue of CPwould be subject to payment of stamp duty.

=~ Benefits of CP to the | ssuer

(i) Low interest expenses : The interest cost associated with theissuance of CPis normally expected to be less than the cost of
bank financing.

(i) Access to short term funding : CP issuance provides a company with increased access to short term funding sources.

(iii) Hexibility and liquidity : CP affordstheissuer increased flexibility and liquidity in matching the exact amount and maturity of
itsdebt toits current working capital requirement.

(iv) Investor recognition : The issuance of CP provides the issuer with favourable exposure to major institutional investors as
well aswider distribution of its debt.

(v) Easeand low cost of establishment : A CP programme can be established with ease at alow cost, oncethe basic criteriahave
been satisfied.

~Benefits of CP to the Investor

(i) Higher yield : Higher yieldsare expected to be general ly obtainable on CPthan on other short term money market instruments
like bank deposits.

(ii) Portfolio diversification : Commercial Paper provides an attractive avenue for short term portfolio diversification.

(iii) Flexibility : CPs can be issued for periods ranging from 15 days to less than one year, thereby affording an opportunity to
precisely match cash flow requirements.

(iv) Liquidity : Liquidity in CPis generaly provided by a dealer offering to buy it back from an investor prior to maturity, for
which amarket quotewill beavailable. Theinvestment in CPwill therefore be quiteliquid.

~Principal Partiestoacommercial paper Transaction :

(i) The Issuer  (ii) TheHead Bank (iii) Theissuing and Paying Agency (iv) The Investor

(v) TheDealer (vi) Credit Rating Agency, e.g., CRISIL, ICRA etc. (vii) RBI

= Governing Authority :  Issue of CPis governed by RBI guidelines as amended fromtimeto tie.

~Limitation of Commercial Paper : CP as asource of financing hasits own limitations :

(i) Only highly credit rating firms can use it.New and moderately rated firms generally are not in a position to issue CP
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(i1) CP can neither be redeemed before maturity nor can be extended beyond maturity.

7.MONEY MARKET MUTUAL FUNDS(MMMFs9)

~MMMF pools the resources from the investors and invests them in a basket of money market instruments to generate the
desired income.

~The Government of Indiathought of introducing Money Market M utual Funds (MMMFs) on Indian financial canvassin 1992.
~The aim of the Government was to devel op the money market and to enableindividual investors to gain from money market
instrumentssinceitispractically impossible for individualstoinvest ininstruments like Commercial Papers (CPs),Certificate of
deposits (CDs) and Treasury bills (TBs) which require huge investments.

~The Government constituted a Task Force on MMMFs under the chairmanship of Shri D. Basu.

~MMMFs operated under the RBI guideline from 1992 till March 2000. When the RBI decided that MMM Fs should also be
brought within the purview of SEBI to ensure investors protection, particularly after UTI-fiasco. Now after March 2000, SEBI
(MF) Regulations 1996 are applicableto the MMMFsaswell.

~ Resources mobilised by MMMFs could beinvested exclusively in the foll owing money market instruments:

(a) T-Bills (b) Call notice money (c) Commercial Bills (d) Commercial Papers (e) Certificate of deposit

=~ Units/shares of MMMFscan beissued only to individuals. Individual who are non-resident Indians may also subscribe subject
to the condition that they can only repatriate dividend/income, but not the principal amount of subscription

=~ The setting up of aMMMF required the prior authorisation of the RBI.

=~ The unitsissued by the MMM Fsare subject to stamp duty. Similarly the unitstransferred after holding for alock-in period are
also subject to stamp duty.

~Money Market Mutual Funds (MMM Fs) can be set up by the banks and public financial institutions.

8. Reverse Mortgage (RTP 2007/2008)
~Meaning: A reserve mortgageisaperiodic or lump sum loan against the mortgage of aresidence.A reverse moertgage,there,help
converting the house equity into cash .Reserve mortgage helps the ‘house rich’ but ‘cash poor’ people to have regulr cash
inflowstill they arealive.

~|ndian Scenario : In the Union Budget 2007-08, the Finance Minister proposed in Budget Speech a proposal to introduce
‘Reverse Mortgages’ as a measure of social security to senior citizens.

=~ Objective : To addressthe financial needs of senior citizens owning self occupied property (house), for leading adecent life.
=~ n the reverse mortgage, senior citizens (borrowers), who own a house property, but do not have regular income, can
mortgage the same with the lender (a scheduled bank or a housing finance company). In return, the lender makes periodic
payment to the borrowers during their lifetime. Inspite of mortgaging the house property; the borrower can continueto stay in it
during his entire life span and continue to receive regular flows of income from the lender as well.

~ The concept of reverse mortgage, although new inIndia, isvery popular in countrieslike the United States. Recently, National
Housing Bank (NHB), asubsidiary of the Reserve Bank of India (RBI), released draft norms of reverse mortgage . Following are
some of the key features of the scheme from the draft norms.

1. As per the norms, a house owner who has crossed 60 year s of age is eligible to seek aloan of upto 60% of the value of
residential property by mortgaging the same (for the maximum period of 15 year s) with a bank/housing finance company,
while retaining theright to stay in the property. The borrower i.e. house owner is not required to pay back the loan amount.
2. In terms of receiving the loan amount, the borrower can opt for monthly, quarterly, annual or lump sum payments or
payments at any other point in time as per hisdiscretion. Also, arevaluation of the property has to be under taken by the
bank/HFC once every 5 years. Consequent to the revaluation, necessary changes will be made to the loan amount.

3. The borrower can use the loan amount for various pur poses like renovation and extension of the residential property,
maintenance/insurance of the residential property and family’s medical or emergency expenditure, among others. However, the
loan amount cannot be used for any speculative or trading purposes.

4. The interest rate on the reverse mortgage will be determined by the bank/housing finance company based on the risk
perception and loan pricing policy, among others. Fixed and Floating Rate of interest may be offered, subject to atransparent
disclosure of the terms and conditions to the borrower.

5. Thelender will recover the loan along with the accumulated interest by selling the house after the death of the borrower or
earlier, if the borrower leaves the mortgaged residential property permanently. Any excess amount will be remitted back to the
borrower or hisheirs. However, before resorting to sale of the house, preference will be given to the owner or his heirsto repay
or prepay the loan amount, along with the interest, and to get the mortgaged property rel eased.

6. The amount received through reverse mortgage is considered asloan and not income; hence the samewill not attract any tax
liability.
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~Benefits of a Reverse Mortgage:

(i) The borrower remains the occupier as well as the owner of the house during his/her life time.There is no risk of being
vacated’

(if) The house property will not necessarily go to the lender.The heirs can repay the loan to keep the property.Else,they will get
the residual amount from the sale of the property by the lender.

(iii) The “dormat’ wealth of the owner can be converted into a regular source of inflow.

(iv) Proceeds from reverse mortgages are tax-free. Proceeds could be used for: In-home care, Home repairs & improvements,
paying off an existing mortgage, Education of grandchildren, Hospital & health care costs, paying off taxesand credit card debt,
buying a second home and Travel.

(v) Noloan repayment or payments aslong asyou live in your home.

(vi) Reverse mortgage is a measure of social security and is aboon for the retiring people .

9. What isIndex ? Or Write a short note on Sensex and Nifty ?

~An index is basically an indicator. It gives you a general idea about whether most of the stocks have gone up or most of the
stocks have gone down. Two major Index of Indiaare Sensex and Nifty. The most important and best known international indices
arethe S& P 500, the Nikkei 225, the Euro Stoxx 50 and the FTSE 100.

=~ The Sensex isan indicator of all the major companies of the BSE ( Bombay Stock Exchange).The Nifty isanindicator of all the
major companies of the NSE ( National Stock Exchange) .

~\What doesit indicate : If the Sensex goes up, it means that the prices of the stocks of most of the major companies on the
BSE have gone up. If the Sensex goes down, thistells you that the stock price of most of the major stocks on the BSE have gone
down. The same can be said about Nifty.

~Number Of Listed Companies: Nifty consists of 50 companies and Sensex consists of 30 companies.

~ Few Common Companies Listed in Sensex and Nifty : Reliance Industries, ICICI Bank , Infosys Technology,
ITC,ONGC,SBI,HDFC Bank,Bajaj Auto, Tata M otors,Wipro,Maruti Udyog , Hero Honda

~ This concept was suggested by Dow Jones (Editor of the Wall Street Journal, USA) in 1900. Dow expressed that the general
level and trend of the stock market can be understood with the help of index numbers/averages constructed on the basis of price
movements of some important stocks. he believed that the behaviour of these index numbers/averages reflected the hopes and
fears of the entire market.

10. Euro Convertible Bonds (May 1998,May 2003)
~Euro Convertible Bonds are quasi-debt securities (unsecured) which can be converted into depository receipts or local
shares. ECBs offer theinvestor an optionto convert the bond into equity at afixed price after the minimum lock in period. The
price of equity shares at the time of conversion will have a premium element. The bonds carry afixed rate of interest.
~These are bearer securities and generally the issue of such bonds may carry two options viz., call option and put option

Call Options: (Issuer’s Option) - where the terms of issue of the bonds contain a provision for call option, the issuer company
has the option of calling (buying) the bonds for redemption before the date of maturity of the bonds.

Put Options- (Holder’s Option)- A provision of put option gives the holder of the bonds a right to put (sell) his bonds back to
the issuer company at a pre-determined price and date.

~ Application of Put Option : If the market interest rate increases, then the investor will exercise the put option on the Bonds
for redemption earlier to the date of maturity.

~Application of Call Option : If the market interest rate decreases, then the company will exercisethe call option onthe Bonds
and re-market it for the remaining maturity period.

~In case of Euro-convertible bonds, the payment of interest and the redemption of the bonds will be made by the issuer
company in USdollars. ECBsissuesarelisted at London or Luxemburg stock exchange.

~ | ndian companies which have opted ECBsissue are Jindal Strips, Reliance, Essar Gujarat, Sterlite etc. Indian companies are
increasingly looking at Euro-Convertible bond in place of Global Depository Receipts because GDRs are falling into disfavour
among international fund managers.

~Prior Government Approval :Company desirous of issuing ECB , should obtain the prior permission of Ministry of Eco-
nomic Affairs.Certainrestrictions areimposed on the eligibility norms such as good financial track record , nature of industry etc
~ Application Of Proceeds: Proceeds of ECBs can be applied only for thefollowing :

(a) Import of Capital Goods (b) Retiring Foreign Currency Debts (iii) Capitalizing Indian Joint Venture Abroad (iv) Application
for Working Capital and Othersisrestricted to 25 % of total proceeds.
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11.NOTEISSUANCE FACILITY :

1. Meaning: Note-Issuance-Facility (NIF) isamedium-term commitment on the part of underwriting bankswhich obligesthem
to purchase any short term notes which the borrower is unable to sell in the market, at an agreed spread over a suitable bench-
mark. (Example: LIBOR)

2. Advantages:

(a) Reduced Cost of Borrowings. Borrower can sell notes at a spread lower than that at which the underwriters are committed
to buy, therebuy reduing the cost of borrowings.

(b) Accessto LargeNumber of I nvestors. Note Issuance Facility is short term facility and therefore, majority of investors, who
are not interested in long term investments, would find this as an good short term investment.

12. Short Selling

=~ Short Selling or "shorting” isthe practice of selling securitieswhich the seller does not own, in the hope of repurchasing them
later at alower price.Short selling isthe selling of a stock that the seller doesn't own.

~ They do this when they expect the value of the shares to decrease in the market, allowing them to sell shares at today's price
and then buy them back when they decrease in value.

~ Thisisan advanced trading strategy with many uniquerisks & pitfalls. Novice/New investors are advised to avoid short sales.
=~ The Securities and Exchange Board of India (SEBI) recently allowed short selling of shares by all classes of investors, both
institutional and retail. Short selling had been banned by the regulator in the wake of the Ketan Parekh scamin 2001.

~ To provide for settlement of shares sold short, SEBI said it was al so providing amechanism of securitieslending and borrow-
ing (SLB) for all market participants.

~ There are two main motivationsto short: 1. To speculate 2. To hedge

~|ndian scenario: Finance minister P. Chidambaram had announced introduction of short selling in the 2007 Budget.SEBI had
later formally announced the scheme on December 29,2007.

13.Short Notes on Secured Premium Notes ( SPNs)

() M eaning: Secured Premium Notes are debt instruments issued along with a detachable warrant and is redeemabl e after a
specified period (4to 7 Years).

(b) Option to Convert: SPN’s carry an option to convert into Equity Shares, i.e. the detachable warrant can be converted
into Equity Shares.

(c) Period for Conversion: Conversion of detachable warrant into Equity Shares should be done within atime period speci-
fied by the company.

(d) Thiswas first introduced by TISCO which issued SPNs aggregating Rs. 346.50 crore to existing shareholders on arights
basis.

14. Subprime Rates

~ Subprime Rates are those rates which are charged when loans are granted to borrowers who do not qualify for the best market
interest rates because of their deficient credit history . Subprime Rates are higher than primerates . Itisalso known as B - paper
or second chance lending .

~Subprime Lenders : A sub-prime lender is one who lends to borrowers who do not qualify for loans. To access this
increasing market, lenders often take on risks associated with lending to people with poor credit ratings.

~ Subprime Borrowers: A subprime borrower is onewho cannot qualify for prime financing terms but can qualify for subprime
financing terms. Subprime offers an opportunity for borrowers with aless than ideal credit record to gain access to credit.

~ Subprimelending isrisky for both lenders and borrowers due to the combination of high interest rates, poor credit history, and
adversefinancial situationsusually associated with subprime applicants. A subprimeloanisoffered at arate higher than A-paper
loans due to the increased risk.

15. Subprime Crisis

~ Subprime Crisisisthe crisis which is associated with a situation when risk of defalter in any country increases.

~ Subprime Crisisisthe crisisthat Borrower may not be able to pay their loan which may result in default or bankrupt.

=~ Bank generally increases subprime rateswhen they face with subprime crisisin any country. Recently US Federal Reserve had
increased Subprime Ratesin USA .

QUESTION NO. 36 Write short note on Strategic Financial Planning in Public Sector. (May 2002)
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Animportant aspect in the management of public sector enterprisesisthe relevance of strategic financial planningtechniquein
dealing with conflicting objectives. It is an effective mode to optimizethe flow of fundsrequired by the overall corporate strategy
and to make adequate provisions to meet contingencies. This requires: 1.The development of adequate financial information
system. 2. The existence of clear strategic financial objectives 3.The co-ordination of plan with the Government’s economic,
social, fiscal and monetary policies.

In fact, the public sector is set for a major change. It is poised for a major face lift. “The public sector will become selective in
the coverage of activities and its investment will be focused on strategic high-tech and essential infrastructure.” The Government
has also clarified that the public sector has to mend for itself and stop relying on Government’s budgetary support.

Theterm strategic financial planning means long-term planning for survival and to achieve the goals of the organization in the
face of external environment (competition).The concept dates all the way to Adam Smith who opined that for survival, abusiness
hasto provide a minimum return on all the capital invested in it. PSUs cannot survive on government subsidies for all thetime.
On the basis of these guidelines, the strategic financial planning of the public sector may involve the following points
(i) The PSUs are not be run at aloss. Hence, these should be run on such policies that earn minimum return on funds invested.
The minimum return should be sufficient for its survival and growth.

(if) They are meant to provide goods and services to the public, particularly to the poor. Hence, their pricing policy should be
such that peopl e get the goods and services at reasonabl e to the poor. Their pricing policies may be based on cost on the one hand
and affordability of the consumer on the other hand.

(iii) They should not follow cut-throat competition with other business houses particularly the smaller ones. They may compete
with others in terms hand.

(iv) They should provide depreciation on the basi s of replacement cost of the fixed assets. Additional working capital required on
account of inflation should be funded out of profits.

(v) Establish sinking fundsfor replacement of fixed assets and repayment of liabilities.

(vi) They should set financial rules and regulations and see that these are strictly followed.

(vii) Standards of financial efficiencies should be set and met.

(viii) Zero Based Budgeting and performance budgeting must be followed.
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QUESTION NO. 37 What isthe difference between Capital Market and Money Market? (Nov 04)(May08)
Basics Money Mar ket Capital Market

(i) Tenure It isamarket for lending and borrowing of short Capital markets dealsin long term securi

term funds, upto one year . ties for a period beyond one year.

(iwell defined It is anot awell-defined market where business It is a well defined market where busi
place isdone . -ness is done e.g. stock exchange.
(iii)Short Term It dealsin short term financial assets e.g .interbank It dealsin medium & long term financial
/Long Term call money, treasury bills,commercial paper, etc. assets e.g equity shares, debentures etc.

(iv)Classification

(v)Volume of

Thereisno sub-division in money market .

Thetotal value of transaction in money market far

Capital Market is classified between
Primary Market and Secondary Market.
Capital market lag behind thetotal value

business exceeds the capital market .According to DFHI of transaction done in money market.
only in call money market daily leading is Rs. 6000
crores arround
(vi)No. of The number of instruments dealt in money market are The number of instruments in capital
instrument various, e.g.(a) Interbank call money (b) Notice money market are shares and debentures.

(vii)Participants

upto 14 days (c) Short term deposits upto 3 months

(d) 91 daystreasury hill (€) 182 days treasury hill
(f) Commercial paper etc.

The participantsin money market are Bankers, RBI
and Government .

The participantsin capital market are
general investors, brokers, merchant
bankers,registrars to issue, underwrit
ers,corporate investors,Flls & Bankers.

(viii)Liquidity The important features of money market Whereas Capital market are not as
instrumentisthatitisliquid. liguid as money market instrument.
(viii)Regulator Itisregulated by the guidelines of RBI It isregulated by the guidelines of SEBI.
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QUESTION NO.38 Sate the difference between Factoring and Bill Discounting ? (May 2002) (2 marks)
Basis Factoring Bill Discounting
Parties: Inthis case, the Parties are: Client, In this case, the parties are: Drawer, Drawee
Factor and Debtor & Payee.
Nature: It is management of Book debts/ Receivables It is borrowing from commercial banks.
GracePeriod: Gracetimeisnot given Gracetime of 3 daysisgiven
Risk of Bad Debt : Bad debts may be borne by factor in case of No such provision. The risk of bad debts
extra commission as agreed isstill retained by the business.
Act : Thereis no specific Act ThereisNegotiable Instrument Act.
Service Offered : It finances and manages the receivables of the It does not offer any non-financial services
client
Basis of Financing: In factoring the basis of financing isturnover.  Whereasin bill discounting it isthe security pro

vision aswell astherequirement of finance which
determine the amount of financing.

Income To Financier : Factor earns “Interest” for the financing Banker earns “ Discounting Charges” on the
service,and Commission for other services transaction.
rendered

QUESTION NO. 39 Explain theterms ESOS and ESPS with referenceto the SEBI guidelinesfor The Employees Sock

Option Plans (ESOPs). (May 2005)
ESOS ESPS

1. Meaning : Employee Stock Option Scheme meansascheme  Employee Stock Purchase Scheme means a scheme under

under which the company grants options to employees which the company offers shares to employees as a part

of public issue.
2.AuditorsCertificate : Auditors Certificate to be placed at each No such Certificateisrequired
AGM stating that the scheme has been implemented as per the
guidelines and in accordance with the special resolution passed
3. Transferability : Itisnot transferable Itistransferable after lock in period
4. Consequences of failure :The amount payable may be Not applicable
forfeited. If the option are not vested due to non-fulfillment
of condition relating to vesting of option then the amount
may be refunded to the employees

5.Lock in period : Minimum period of 1 year shall be there One year from the date of allotment. If the ESPSis part of
between the grant and vesting of options.Company isfree public issue and the shares are issued to employees at the

to specify the lock in period for the shares issued pursuant to same price asin the publicissue,the sharesissued to emplo-
exercise of option -yees pursuant to ESPS shall not be subject to any lock in.

QUESTION NO. 40 Name few types of Credit Instruments used in for effecting foreign remittances?

There are many types of credit instruments used in effecting foreign remittances. They differ in the speed, with which money
can be received by the creditor at the other end after it has been paid in by the debtor at his end. The following are some of the
international credit instruments in practice for the remittance of funds from one place to another. (i) Telegraphic or Cable
Transfer (ii) Mail Transfer (iii) Banker’s Draft or Banker’s Cheques (iv) Personal Cheques (v) Bills of Exchange (vi) Letter
of Credit (vii) Other means of foreign paymentslike (a) Currency Notes and Coins (b) Bullion (c) International Money Order

QUESTION NO. 41 Writeashort noteon Special featuresof Financial Management in a PSU? (May 1999) (5 marks) OR
What arethe factorsto be considered at the time of designing capital structure by the PSU?

Special features of Financial Management in apublic sector undertaking (PSUSs):

1. Role of Financial Advisor : The financial advisor occupies an important position in public sector undertakings. His concur-
renceisrequired on all proposalswhich havefinancial implications.

2. Capital Budgeting Decisions : The power upto certain limits, in respect of individual capital expenditure items has been
delegated to the board of public sector undertakings. For making investments beyond the limit the proposal goes to Public
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Investment Board which appraises and recommends projects to the Central Governmen.

3. Capital Sructure Decisions : Such decision involves the identification of different sources of finance. Normally PSUs are
financed on the basis of half of their capital being in the shape of equity & the rest in the shape of loans. The funds are also
provided to PSUs directly by the government. The following factors are taken into consideration at the time of designing capital
structure (i) gestation period (ii) level of businessrisk (iii) capital intensity of project (iv) freedom of pricing.

4. Working Capital Management : The inventory constitutes a major portion of the working capital of public sector undertak-
ings and hence proper inventory management should be given top priority by public sector undertakings.

5. Audit : Public sector undertakingsin addition to regular audit conducted by professional accountants, are subject to efficiency-
cum- propriety audit by the Comptroller and Auditor General of Indiawhose reports are presented to parliament every year.

6. Annual Report : The annual reports of public sector unitsthough similar to those of private sector units, tend to provide more
information.

7. Pricing Policy : The bureau of Public Sector Undertaking has laid down certain guidelines for pricing by PSUs with the
objectiveto servethe overall interest of the community at large.

8. Satus of Public Sector Undertaking : PSUs are organised mainly as departmental enterprise or statutory corporation or
companies.

QUESTION NO. 42 What is Dematerialisation? Explain the complete process of dematerialisation?

Dematerialisation is the process by which an Investor can get physical certificate converted into electronic balances main-
tained initsaccount with the participant in the NSDL System. The securities held in demterialised form are fungible, i.e. they do
not bear any distinguishing features.

The complete process of dematerialisation isoutlined below:

(a) Surrender certificatesfor dematerialisation toyour depository participant.

(b) Depository participant intimates Depository of the request through the system .

(c) Depository participant submits the certificatesto the registrar.

(d) Registrar confirms the demateriali sation request from depository.

(e) After dematerialising certificates, Registrar updates accounts and informs depository of the compl etion of dematerialisations.
(f) Depository updates its accounts and informs the depository participant.

(9) Depository participant updates the account and informs the investor

| Investor |

1. DRF and w 7 Intimation
-

Certificates A
Depository I 4. DRF & certificate

Participant I

*DRF means Demat Reques! 3 Demat
6. Updation Req
2. Demat and Bal 5. Confirmation and

Req updation
QUESTION NO. 43 What isthe pur pose of Future Markets?

The purpose of futures market are as follows :

(i) Flexibility : Futuers markets provide flexibility to an otherwise rigid spot market because of their very concept which allows
awhoalistic approach to the price mechanism involved in futures contracts.

(ii Quick & Low Cost Transactions :Futures contracts can be created quickly at low cost to facilitate exchange of money for
goodsto be delivered at future date.Since these low cost instruments lead to a specified delivery of goods at aspcified priceona
specified date,it becomes easy for finance managersto take optimal decisionsin regard to production,consumption & inventory.
(iii) Price Discovery Function : The pricing of futures contractsincorporates a set of information based on which the producers
and the consumers can get afair idea of the future demand and supply position of the commodity and consequently the futures
spot price. This is known as the “price discovery’ function of futures.

(iv) Advantage to Informed Individuals : Individuals who have superior information in regard to factors like commodity
demand or supply, market behaviour, technology changes etc., can operate in futures markets and impart efficiency to the
commodity’s price determination process. This, in turn, leads to a more efficient allocation of resources.

(v) Hedging Advantage : Adverse price changes which may lead to losses. can be adequately and efficiently hedged against
through futures contracts.
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(vi) Speculation : Future contracts provide arbitrage opportunity to the speculators

(vii) Integrity :A key element of exchange-traded futures is that parties to the contract are not exposed to the risk of counter
party default. Futures exchanges have perfected systems of margins to protect market participants.

Thus,futures markets provide economic aswell as social benefits through their functions of risk management & price discovery.

QUESTION NO. 44 What arethe factor s affecting the price of an option? Also indicate the effect of an increasein each
pricing factor on the value of an option

The various factors affecting the price of an option include (i) the price of the underlying asset,(ii) the strike price of the option,
(iii) the volatility of the underlying stock, (iv) the expiration time and (v) interest rate in the country.
Effect of an Increase in each pricing factor on the value of an option, holding other factors constant.

S.No Pricing Factor Call Option  Put Option
1. Stock Price Increase Decrease

2 Strike Price Decrease Increase

3. Timeto Expiration Increase Decrease
4, Volatility of Scrip Increase Decrease

5 Interest Rate Increase Decrease

Thus an investor should consider all the factors while deciding upon the price of an option. He should a so bear in mind the net
worth of the writer whether he is capable of honouring his commitment or not.

QUESTION NO. 45 Write a short note on Stock Lending Scheme-its meaning,advantages & risk involved?

(May 2004,May 2005)
~ Stock lending or borrowing of securitiesis not a new phenomenon for international capital market, but for India, it has
recently been introduced. The stock lending began as a means to cover short sales (selling shares without possessing them).
SEBI hasintroduced scheme for securities lending and borrowing in 6th Feb. 1997.
=~ Meaning : The Stoock Lending involves alending institution who lends its securities to another party known as borrower
who needs the security for delivery to clients or other brokersto avoid afailed delivery .
~ In stock lending, the legal title of a security istemporarily transferred from alender to aborrower. The lender retainsall the
benefits of ownership, other than the voting rights. The borrower isentitled to utilise the securities asrequired but isliableto the
lender for all benefits (e .g. dividends, interest or rights).
~ Parties: The main constituents or parties of the stock lending scheme are : () Lenders (b) Borrowers () Intermediaries
=~ Objectives of the Scheme
(i) Toimprovetheliquidity in the stock market.(ii) To facilitate the timely settlement of transaction of the securities.(iii) To help
in correcting the imbalancesin supply and demand in the stock market.(iv) To work as hedging strategies (v) To avoid delivery
defaults
=~ Advantages of Stock Lending:

From the point of view Borrowers:

(i) Borrowers use the securities lending programmeto avoid settlement failures.

(i) It createsliquidity to facilitate trading strategies for borrowers.

(iii) Securitieslending gives borrowers accessto lender portfolios, which provide the flexibility necessary when the borrowing
isfor strategic positioning and financing inventories.

(iv) Create alternative investment strategiesinvolving Short Sales

(v) It aidsin arbitrage strategies such as reverse cash and carry

From the point of view Lendersand I ntermediaries :

(i) A securitieslending programmeisused by the lendersto maximiseyields on their portfolio. Hence Securitieslending provides
income opportunities for security-holders. It facilitate returns onidle securities.

(i) Securities lending is particularly attractive for large institutional holders of securities, as it is an easy way of generating
income to offset custody fees and requires little time.

(iii) Creates another revenue strem fot custodian and intermediaries .

From the point of view Market :

It facilitates (i) timely settlement, (ii) increases the settlements, (iii) reduces market volatility , (iv) improves liquidity ,(v)
Facilitate Short Selling leading to better price discovery , (vi) smooths the spot market settlement process

~Risk I nvolved :In case, the borrower failsto return the securities, hewill be declared a defaulter and the approved intermedi-
ary will liquidate the collateral deposited withit.Inthe event of default, the approved intermediary isliable for making good theloss
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caused to the lender. T he borrower cannot discharge hisliabilities of returning the equivalent securitiesthrough payment in cash
or kind.

~Who arethe approved intermediaries: The approved intermediary under the schemeis aperson having worth not lessthan
Rs50 crores & who has been duly registered with SEBI.Till date,four entities areregistered with SEBI asapproved intermediar-
ies: (i) National Securities Clearing Corporation Ltd (NSCCL), (ii) Deutsche Bank (iii) Stock Holding Corporation of IndiaLtd
(SHCIL), (iv) Reliance Capital

~Current Statusin India : National Securities Clearing Corporation Ltd. launched its stock lending operations (known as
Automated Lending & Borrowing Mechanism - ALBM) on February 10, 1999. This was the beginning of the first real stock
lending operation in the country. Under NSCCL system only dematerialized stocks are eligible. The NSCCL'’s stock lending
system is screen based, thus instantly opening up participation from across the country wherever there is an NSE trading
terminal. The transactions are guaranteed by NSCCL and the participating members are the clearing members of NSCCL.

~ The scheme of stock lending could not gain popularity, because

(i) Thelender hasto sacrifice the opportunity of selling the securities during the period for which the security has been lent even
in case of boom, and

(i) The cost of borrowing of securities being exorbitantly high.

QUESTION NO. 46 What isMoney Market Oper ations?

=~ The money market isamarket for short term financial assetsthat are close substitutes for money. = Theimportant feature of
money market instrument isthat it is liquid. = This is market for borrowing and lending Short-term funds. =Money market
instrument are those instruments which have a maturity period of less than one year .~ It is a collection of markets such as
Treasury Bills, Certificate of Deposits, Commercial Paper, Repo etc. = The most important function of the money market isto
bridge liquidity gap. Money market bringsan equilibrium in demand and supply of short term funds

QUESTION NO. 47 What are the distinct features of Money Market?

The distinct features of money market instruments are as follows :

(i) Collection of Market : Itisnot one market but collection of markets, such as, call money, notice money. repos, term money,
treasury bills, commercial bills, certificate of deposits. commercial papers,inter-corporate deposits etc.

(i) Liquidity : The chief characteristic of money market instrumentsisitsrelativeliquidity. All the sub-markets have closeinter-
relationship and free movement of funds from one sub-market to another.

(iii) Concentration of Market : The activitiesin the money market tend to concentrate in some centre which serves aregion or
an area like London and New York which have become world financial centres. With screen-based trading and revolutions in
information technol ogy, such markets have rapidly becoming integrated into a national market. In India, Mumbai isemerging as
anational market for money market instruments.

(iv) Impersonal Character : The relationship that characterises a money market should be impersonal in character so that
competitionwill berelatively pure.

(v) Price Differentials : In a true money market, price differentials for assets of similar type (counterparty, maturity and
liquidity) will tend to be eliminated by theinterplay of demand and supply.

(vi) Innovative Techniques : Due to greater flexibility in the regulatory framework, there are constant efforts for introducing
new instruments and innovative dealing techniques; and

(vii) Wholesale M arket : It isawholesale market and the volume of funds or financial assetstraded inthe market arevery large.

QUESTION NO. 48 What arethe pre-conditions for an efficient Money Market?

A well devel oped money market-

(i) uses a broad range of financial instruments (treasury hills, bills of exchange etc).

(i) channelises savingsinto productiveinvestments (like working capital),

(iii) promote financial mobility in the form of inter sectoral flows of funds and

(iv) facilitate the implementation of monetary policy by way of open market operations.

The devel opment of money market into a sophisticated market depends upon certain critical conditions. They are:

(i) Institutional development, relative political stability and areasonably well devel oped banking and financial system.

(ii) Unlike capital market or commodity markets, tradingsin money market are concluded over telephone followed by written
confirmation from the contracting parties. Hence, integrity is very important. Thus banks and other playersin the market may
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haveto belicensed and effectively supervised by regulators.

(iii) The market should be able to provide an investment outlet for any temporarily surplus funds that may be available. There
must al so exist ademand for temporarily available cash either by banks or financial institutionsfor the purpose of adjusting their
liquidity position.

(iv) Efficient payment systemsfor clearing and settlement of transactions. Example : Electronic Funds Transfcr (EFT), Deposi
tory System, Delivery versus Payment (DVP),

(v) Government/Central Bank interventionto moderateliquidity profile.

(vi) Strong Central Bank to ensure credibility in the system and to supervise the playersin the market.

(vii) The market should have varied instruments with distinctive maturity and risk profiles to meet the varied appetite of the
playersin the market. Multipleinstruments add strength and depth to the market;

(viii) Market should be integrated with the rest of the marketsin the financial system to ensure perfect equilibrium. The funds
should move from one segment of the market to another for exploiting the advantages of arbitrage opportunities.

QUESTION NO. 49 What arethe advantages of investing in Mutual Fund?

The major advantages of investing in Mutual Fund are discussed below:

1. Professional Management One of the major advantage of the mutual fund isthe availability of low cost highly professional
and skilled management services. The managers have sound knowledge and wide experience in investment.

2.Low Cost High Value Portfolio Diver sification Market rel ated risk can be reduced by diversification of portfolio. For asmall
investor appropriate portfolio diversification is not possible dueto shortage of minimum required funds. But with investmentsin
mutual funds, portfolio of even asmall investor gets automatically diversified.

3. Reduction/Diver sification of Risk When ainvestor, invest in amutual fund heisactually investing in apool of funds. These
fundswill in turn beinvested in securities. So the individua investor will share thelosseswith othersinvestors.

4. Reduction in Transaction Cost A mutual fund can offer economies of search & verification dueto size & scale of operations.
5. Liquidity Mutual fundinvestsin anumber of securitiesbut not all the securitiesare easily sellable. When ainvestor investsin
amutual fund, he can sell his units any time to the fund, in case of open ended schemes or cash his investment by selling in
secondary market, in case of close ended schemes, thus mutual fund investments are quite liquid.

6. Tax Benefits There are many tax benefits available under Income Tax Act 1961 for investing in Mutual Fund Schemes.

7. Convenient Administration :Investing in aMF reduces paper work and hel psinvestors to avoid many problems such as bad
deliveries,delayed payments and unnecessary follow up with brokers and Companies.

8. Transparency : Investors get regular information on the value of their investment in addition to disclosure on the specific
investments made by scheme , the proportion invested in each class of assets and the Fund Manager’s investment strategy and
outlook.

9. Return Potential : MF hasthe potential to provide ahigher return asthey invest in adiversified basket of selected securities.

QUESTION NO. 50 Writea short note on Financial I ntermediation ?

Itinvolvesfinancial institutions acquiring funds from the public by issuing their own instruments and then using the fundsto buy
primary securities. It isa sort of indirect financing in which savers deposit funds with financial institutions rather than directly
buying bondsand thefinancia ingtitutions, inturn, lend to the ultimate borrowers. Financial intermediariesarein abetter position
than individuals to bear and spread the risks of primary security ownership. Because of their large size, intermediaries can
diversify their portfolios and minimize therisk involved in holding any security. They employ skilled portfolio managers, posses
expertisein evaluation of borrower credit characteristics and take advantage of economiesin large scale buying and selling.
Financial Intermediaries are firmsthat provide services and products that customers may not be able to get more efficiently by
themselves in the financial market. A good example of afinancial intermediary is a mutual fund, which pools the financial
resources of a number of people and invests in a basket of securities. Financial intermediation is the routing of savings to
investments through financial intermediaries. It is a process through which an economy’s savings are transformed into capital
investments. In this process, three different groups of people are involved savers/ suppliers of funds, those who needs money
for productiveinvestment, and thefinancial intermediaries. The savers/suppliers of fundswould like to maximize thereturn while
minimizing therisks. Thosein need of money would liketo haveit as cheaply as possible and with asfew conditions attached as
possible. Thefinancial intermediariesprovidetheir servicesto both the groups of peoplefor their own (financial intermediaries)
profits. Efficient financial intermediation isthe key necessity for economic growth and devel opment.

There are two types of Financial Intermediations : (1) Traditional Financial Intermediation; and (I1) Contemporary Financial
Intermediation.
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" You may have beaten me once; you may have beaten me twice,
But if you beat me a third time, I will be back for a fourth try!" @

(D " There will be times when you will feel like quitting, giving 99% or less, letting
yourself and the team down by holding back. Why? Holding back for what? This is

it. You can't go back and do it all over again. When you're in the thick of things,

or at the end of a game, things will start to hurt. Your body will say, 'Quit, hold

back,' and your mind will want to join in and agree. That is when you have to
reach down deep inside, realizing that these moments can never be recaptured or
redone. Your body will scream with pain, but you won't listen because you know
the pain of the effort is nothing compared to the pain of living with yourself after
surrendering.

P

Sat Yourself Free

Set yourself free from anything that might hinder you in becoming the person you want to be.
Free yourself from the uncertainties about your abilities or the worth of your dreams, from the
fears that you may not be ableto achieve them or that they won't be what you wanted.

Set yourself free from the past. The good things from yesterday are still yoursin memory; the
things you want to forget you will, for tomorrow is only a sunrise away. Free yourself from
regret or guilt, and promiseto live thisday asfully asyou can.

Set yourself free from the expectations of others, and never feel guilty or embarrassed if you do
not live up to their standards. You are most important to yourself; live by what you fedl is best
and right for you. Others will come to respect your integrity and honesty.

Set yourself free to ssimply be yourself, and you will soar higher than you've ever dreamed.

" Winning isn't everything, neither islosing,
but the only thing is doing your best."
Wishing You All The Best
Remember You Can Do Wonders, Nobody Can Stop You From Achieving Success Except You

Get Up and Keep Going , World s Waiting For You
- Aaditya Jain

Life in tough, full of ups and downs and bumpy roads ahead but just as long as I have faith in

myself and the blessings of My God and parents, I know I can make it. And just as long as my

heart is there to hold my hand along the way, together... there will nothing, absolutely nothing
that we can't conquer

Everything is always okay in the end. Ifitis not okay, then itis not the end
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| mportant Practical Questions

Dividend:

QUESTION NO.1 Mr. A is contemplating purchase of 1,000 equity shares of a Company. His expectation of returnis 10%
before tax by way of dividend with an annual growth of 5%. Company’s last dividend was Rs. 2 per share. Even as he is
contemplating, Mr. A suddenly finds, due to a budget announcement dividends have been exempted from tax in hands of the
recipients. But theimposition of dividend Distribution tax onthe Company islikely tolead to afall in dividend of 20 paise per share.
A’s marginal tax rate is 30%. Calculate what should be Mr. A’s estimates of price per share before and after Budget announce-
ment?

. . Do (1+9)

Solution: Asper Dividend GrowthModel : P = “Ke-g
_ _ 2% (1+.05)
Now Market Price Per Share (P,) before Budget annoncement as per Mr. A's estimates. P,= —n— oz~ R>42
_ _ 1.80x (1+.05)

and Market Price Per Share (P,) after Budget announcement as per Mr. A'sestimates. P = T o7-05 - Rs. 94.50
Bond Valuation :
QUESTION NO. 2 John inherited the following securities on his uncle’s death:
Type of Security Nos.  Annual Coupon Maturity Years Yield
Bond A (Rs. 1,000) 10 9 3 12
Bond B (Rs. 1,000) 10 10 5 12
Preference Shares C (Rs. 100) 100 1 * 13*
Preference Shares D (Rs. 100) 100 12 * 13*

*likelihood of being called at a premium over par. Compute the current value of his uncle’s portfolio.
Solution :
Computation of Current Value of John’s Portfolio.
(i) No.of Bond : 10 Name of Bond : Bond A, Face Vaue: Rs. 1,000 par value, Coupon Rate : 9%, Maturity 3yrs: Yeild: 12 %
Value Of Bond : 10 x [ 90 x PVAF (12 %, 3 Years) + 1000 x PVF (12 %, 3 Years) = Rs. 9282
(if) No.of Bond : 10 Name of Bond : Bond B, Face Value: Rs. 1,000 par value, Coupon Rate : 10 %, Maturity 5yrs: Yeild: 12 %
Value Of Bond : 10 x [ 10 x PVAF (10 %, 3 Years) + 1000 x PVF (10%, 3 Years) = Rs. 9275
(iii) No. of Bond : 100 Preference shares C, Face Value: Rs. 100 par value, Coupon Rate : 11% ,Yeild : 13%
11%x100 Nos.x Rs.100 1,100 _
13% " 013 - 8462
(iv)No. of Bond : 100 Preference shares D, Face Value : Rs. 100 par value, Coupon Rate: 12% ,Yeild : 13%
12%x100Nosx Rs.100 1,200
13% 013
Therefore Total current value of his portfolio [(i) + (ii) + (iii) + (iv)] = 36,250
Note : Preference shares are assumed to be irredeemable (i.e. having no maturity period) in the absense of any information.

= 9,231

Question No. 3Phobis Co has in issue 9% bonds which are redeemable at their par value of $100 in five years’ time.Alternatively,
each bond may be converted on that date into 20 ordinary shares of the company. The current ordinary share price of Phobis Co
is $4-45 and this is expected to grow at a rate of 6-5% per year for the foreseeable future. Phobis Co has a cost of debt of 7%
per year.Required : Calculate the following current values for each $100 convertible bond :

(i) market value; (i) floor value; (iii) conversion premium.

Solution :

Calculation of Market Value of each Convertible Bond :

Expected Share price in five years’ time = 4-45x (1+-065)°= $6-10

Conversion Value =6-10x 20 =$122

Compared with redemption at par value of $100, conversion will be preferred.




Delhi : 9911442626 ; Kolkata : 9339238834

2 CA Aaditya Jain

The current market value will be the present value of future interest payments, plus the present value of the conversion value,
discounted at the cost of debt of 7% per year.

Market value of each convertible bond = (9 x 4-100) + (122 x 0-713) = $123-89

Calculation of Floor Value of each Convertible Bond :

The current floor value will be the present value of future interest payments, plusthe present value of the redemption value,
discounted at the cost of debt of 7% per year.

Floor value of each convertible bond = (9 x 4-100) + (100 x 0-713) = $108:20

Calculation of Conversion Premium of each Convertible Bond :

Current conversion value = 4-45 x 20 = $89-00

Conversion premium = $123-89 —89-00 = $34-89

Thisis often expressed on a per share basis, i.e. 34-89/20 = $1-75 per share

QUESTION NO. 4 M/s. Transindia Ltd. is contemplating calling Rs. 3 crores of 30 years's, Rs. 1,000 bond issued 5 years ago
with a coupon interest rate of 14%. The bonds have a call price of Rs. 1,140 and had initially collected proceeds of Rs. 2.91
crores dueto adiscount of Rs. 30 per bond. Theinitial floating cost was Rs. 3,60,000. The company intendsto sell Rs. 3 crores
of 12% coupon rate, 25 years bondsto raise fundsfor retiring the old bonds. It proposesto sell the new bonds at their par value
of Rs. 1,000. The estimated floatation cost is Rs. 4,00,000. The company is paying 40% tax and its after cost of debt is 8%. As
the new bonds must first be sold and their proceeds, then used to retire old bonds, the company expects a two months period of
overlappinginterest during which interest must be paid on both the old and new bonds.What isthefeasibility of refunding bonds?

Solution : Net Initial Outflow :

300,00,000

Initial outflow for replacement of old bonds: = 000 1140 = Rs.342,00,000

Initial Inflow on issue of New bonds : Issue Value Less Issue Cost i.e. 3,00,00,000 — 4,00,000 =296,00,000

Net Initial Outflow = [342 lakhs — 296 lakhs] =46 lakhs.

Call Premium , Unamortised I ssue Cost and Unamortised Discount.

The call premium , unamortised issue cost and unamortised amount of discount on old bonds can be written off as an expense
in the year in which the call is made. It is assumed normally that there will be tax benefit availableimmediately on these three

EXpenses.
Call Premium [1140 — 1000] x 30,000 = 42 |lakhs.

. 3,60,000
Unamortised Issue Cost : v x 25 = 3lakhs.

. . 9,00,000
Unamortised Discount on old bonds: 30 x 25 = 7.51lakhs
Total amount to be written off = 52.51akhs.
Tax saving dueto above claim : 40% of 52.5 lakhs = 21 lakhs

Annual Cash Outflow :
Existing :
Annual Interest : 14% x 300 lacs

42 lacs

3.6 lakhs
30

Amortisation of issue cost p.a. } = .12lakh

Slakh = .30lakh
30

Amortisation of discount

Tax saving on above

Net Annual Cash Outflow

New |ssue

Annual Interest : 12% of 300 Lacs

40% (42 lakhs + .12 lakh + .30 lakhs) = 16.968 Lakhs
42 - 16.968 = Rs. 25.032 Lakhs

36 lacs

I : 4,00,000
Amortisation of issue cost p.a. = T o5 = .16 lacs
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Tax Saving on above : 40% (36 + .16) lacs = 14.4609.

Net annual cash outflow = (36-14.469) = 21.536 lacs.
- Annua Saving on Cash Outflow Due To New Issue = (25.032 — 21.536) lacs = 3.496 lacs.

Overlapping Interest Before tax : 300 lacs x 14% x % = 7,00,000
(—) Tax Saving @ 40% 2,80,000
Net Cost 4,20,000
Calculation of Total Net Savings by Replacing Outstanding Bonds with New | ssue of Bonds::
Particulars Time PVF @ 8% Amt. (in lakhs) PV (in lakhs)
Initial Cash outflows 0 1 46 - 46

Tax saving on call premium
unamortised issue cost and

discount amount 0 1 21 +21
Overlapping Interest net of tax 0 1 4.2 -4.20
Annua Savings 1-25 10.675 3.496 37.31980
Net Present Value 8.1198

Recommendation : Refunding of bonds is recommended as NPV is positive.
Additional Analysis: Overlapping Interest Net Of Tax has been assumed to pay as on today or immediately or within two
months.Accordingly its effect has been taken on Year O .

Mutual Fund ;

QUESTION NO. 5Kiran hasinvestedin three mutual fund schemes as per detail s given bel ow:

Mutual Fund A B C
Date of investment 1.12.03 1.1.04 1.3.04
Amount of investment Rs. 50000 Rs. 11akh Rs. 50000
NAV at entry date Rs. 10.50 Rs. 10.00 Rs. 10.00
Dividend received upto 31.3.04 Rs. 950 Rs. 1500 Nil
NAV ason 31.3.2004 Rs. 10.40 Rs. 10.10 Rs. 9.80

Required : What is the effective yield on per annum basis in respect of each of the three schemes to Miss Kiran upto 31.3.04?
Solution :
(10.40-10.50) + .20

Return for MF A (Period 1-12-03 to Period 31-03-04) = 1050

= .95% for 4 months .

oy i 12 12
Return for MF-A for per annuam basis ( Yield per annum )= Yieldx =95 x—- = 285%

Monthsof Investment
Working Notes :

Total Dividend 950 20
No.of Units 4762

Total Investment 50,000

(a) No.of Units= =
NPV at entry date 10.50

= 4762 (b) Dividend Per Unit =

_ (10.10 - 10.00) + .15
Return for MF B (Period 1 — 04 to 31 -3 -04) = 0 = 2.5% for 3 months.

12
Return for MF-Bfor per annuam basis ( Yield per annum) = 2.5 x 3 =10%
Working Notes:

Total Investment 1,00,000 Total Dividend 1500

- =1 ivi it= - 15
NPV a entry date 10 0,000  (b) Dividend Per Unit

() No. of Units= . _ _
No. of Units 10,000

. (9.80-10.00) + NIL
Return for MF C : (Period 01 - 03-04t031-03-04) = 100 = — 2% for 1 months .
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Return for MF-C for per annuam basis ( Yield per annum) =-2% x —~ = - 24%

Working Notes :

Total Investment 50,000 5000 Units i . Nil Nil
= = uni . = - = =
NPV at entry date 10 :Dividend Per Unit No.of Units 5000

or norequiredto calculate as Dividend isNIL asgiveninquestion .

Nil

(a) No.of Units=

QUESTION NO. 6 A Mutual Fund having 300 unitshas shownin NAV of Rs. 8.75 and Rs. 9.45 at the beginning and at theend
of the year respectively. The Mutual Fund has given two options:

(i) Pay Rs. 0.75 per unit as dividend and Rs. 0.60 per unit as a capital gain, or

(i) These distributions are to be reinvested at an average NAV of Rs. 8.65 per unit.
What difference it would make in terms of return available and which optionis preferable ?

(Closing NAV - Opening NAV) + Capital Gain Received + Dividend Income Received

(i) Option 1 :% Return =

Opening NAV
_ (945-8.75)+.75+.60 03,45 00 (2835- 2625) + 225+180 _ 03,45 0
- 8.75 T esm b o 2625 R

(ii) Option 11 : When all dividendsand capital gainsdistributionsarere-invested into additional units of thefund @ (Rs.8.65/unit)
Dividend + Capital Gains per unit = Re. 0.75 + Re. 0.60 = Rs. 1.35
Total received from 300 units = Rs. 1.35 x 300 = Rs. 405/-.

405
Additional UnitsAcquired = 865 - 46.82 units

Total number of units = 300 units + 46.82 units = 346.82 units
Value of 346.82 units held at the end of the year = 346.82 unitsx Rs. 9.45 = Rs. 3277.45
Price Paid for 300 Units at the beginning of the year = 300 unitsx Rs. 8.75 = Rs. 2,625.00
Holding Period Reward (in %) = RS3277.45- 262500 )~ 54 8504
Rs.2625.00
Conclusion : Sincethe holding period reward ismorein terms of percentage in option-two i.e. reinvestmenbt of distributions at
an average NAV of Rs. 8.65 per unit, this option ispreferable.

QUESTION NO. 7 Mr. X on 1.7.2000, during theinitial offer of some Mutual Fund invested in 10,000 units having face val ue of
Rs.10 for each unit. On 31.3.2001 the dividend operated by the MF was 10% and Mr. X found that his annualized yield was
153.33%. On 31.12.2002, 20% dividend was given. On 31.3.2003 Mr. X redeemed al his balance of 11,296.11 unitswhen his
annualized yield was 73.52 %. What are the NAVs on 31.3.2001, 31.12.2002 and 31.03.2003 ? Note : Assume dividend is
reinvested at thefund ‘s prevailing NAV ?

Solution :

1-7-00 31-3-01 31-12-02 31-3-03

Initial Offer Dividend Rate =10 % Dividend Rate=20% Redeemed All HisUnits
10000 Units Taken Annua Yield=155.33 NAV =?2? i.11296.11 units

Face Value Rs. 10 each NAV =?? AnnualizedYield 73.52%

NAV =7?
Note: Onethingisclear since units hasincreased from 10,000 to 11296 ,it meansthat it isaDividend Reinvestment Plan.
Calculation Of NAV ason 31-03-01 : For the nine-month period i.e from 1-7-00 to 31-3-01 the annualized return (AR), on the
issue price of Rs. 10 is given as 153.33%. It can be presented asfollows:

NAV, - NAV 12 NAV, -10
1 0 12
i AR)=——————x—x100 -1 e -
Annualised Return (AR) NAV, 9 = 153.33=—— ——x--x100= NAV, =Rs2150

Hence NAV as on 31-03-01 was Rs. 21.50
Treatment Of 10% Dividend Declared :Dividend @ 10% (i.e.Rs. 10,000) may be assumed to be reinvested at the rate of Rs.
21.50, So, new unitsrecieved are Rs. 10,000 = 21.50 = 465.11 units.Total units on 31-03-01 would be 10,465.11.
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Calculation Of NAV Ason 31.12.2002 :

No. of unitsin hand 10,465.11
Dividend @ 20% Rs. 20,930 [ 10465.11 x 10 x 20% ]
No. of unitsrequired (11,296.11 - 10465.11) 831
NAV ason 31.12.2002 (20,930 = 831) Rs. 25.19
20930

Or 10465.11 + NAV, =11296.11 = NAV, =25.19
Calculation Of NAV Ason 31.3.2003 ;

NAV, - NAV
1 o 12 NAV, 2519 1o
AR=——t——=x—x100 — 7350=— 1 ", 12,950 > NAV _gg,
NAV, 3 25.19 3 17298

So, NAV on different rates are Rs. 21.50, Rs. 25.19 and 29.82 respectively.
Note: It has been assumed that the annualised returns are cal culated for the relevant period only. Dividend has been assumed to
be reinvested under the fund itself.

Question No. 8 Templan Mutual Fund had Rs. 10,00,00,000 ason Jan. 1, 2007. The fund had issued 1,00,00,000 units of Rs.10

each. It made following investments. Rs.
5,00,000 Equity Shares of Rs.100 each @ Rs.160/- 8,00,00,000
8% Central Government Securities 80,00,000
9% Debentures (unlisted) 50,00,000
10% Debentures (Listed) 50,00,000
Total 9,80,00,000

During theyear, dividends of Rs.120,00,000 were received on equity shares. Interest on all types of debt securitieswas received
asand when due. At the end of the year, the equity shares and 10% debentures are quoted at Rs. 175 and Rs. 90 respectively. Find
out the NPV per unit given that operating expensesincurred during the year amounted to Rs.50,00,000. Also find out the NPV,
if the mutual fund had distributed a dividend of Rs.0.80 per unit during the year to the unit holders.

Assume that no |oad was charged.

Solution :
In order to find out the NAV, the cash balance at the end of the year is calculated asfollows :
(Amt. in Rs))
Cash balancein the beginning (Rs. 10 Crores - Rs. 980 Crore) 20,00,000
Dividend Received 1,20,00,000
Interest on 8% on Government Securities 6,40,000
Interest on 9% on Debentures 4,50,000
Interest on 10% on Debentures ___5,00,000
1,55,90,000
Less: Operating Expenses __50,00,000
1,05,90,000
Calculation of Net Asset Value[ NAV | :
Cash Balance 1,05,90,000
8% Government Securities (at par) 80,00,000
5,00,000 Equity Shares @ Rs. 175 875,00,000
9% Debentures (Unlisted at Cost) 50,00,000
10% Debenture @ Rs. 90 45,00,000___
11,55,90,000
No. of units 1,00,00,000
NAV per unit 11.559
Calculation of Net Asset Value[ NAV ], if dividend of Rs. 0.80 is paid
Net Asset (Rs. 11,55,90,000 - 80,00,000) 10,75,90,000
Number of Units 1,00,00,000

NAV 10.759
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Portfolio Management :

QUESTION NO. 9Thetotal market value of the equity share of O.R.E. Company is Rs. 60,00,000 & total value of thedebt isRs.
40,00,000. Thetreasurer estimate that the beta of the stock ( Additional Analysis: Stock means Equity ) iscurrently 1.5 & that the
expected risk premium on the market is 10%. Theindustry bill rateis 8%. Required:
(i) What is the beta of the Company’s exiting portfolio of assets?
(ii) Estimate the Company’s Cost of capital and the discount rate for an expansion of the company’s present business.
Solution :
(i) Firm Beta or Beta of Company's existing Portfolio of Assets:
BA = BE>< E + BD XL = 15 X 60 + OX 60 = 9

D+E D+E 60 +40 60 + 40 '
Estimation of Company's Cost of Capital : = Risk Free Return + Beta, ., (R - Rf) =8% +.90 x 10% =17%
In case of expansion plan, 17% can be used as Discount Rate. Therefore Discount Rate = 17 %
Note : Debt Betais assumed to be Nil in the absense of any information.

QUESTION NO. 10 X Limited pays no taxes and is entirely financed by equity shares. The company’s equity has a beta of 0.6
and isexpected to earn 20%. The company has now decided to buy back half of the equity shares by borrowing an equal amount.
If the debt yields arisk-free return of 10%. Calculate:

(i) The betaof the equity shares after the buyback.

(if) Therisk premium on the equity shares before the buyback.

(iii) The required return and risk premium on equity shares after the buyback

(iv) Therequired return on debt.

(v) The percentage increase in expected earnings per share.

(vi) The new price-earning multiple.

Solution

(i) Beta of the Equity SharesAfter the Buyback : The company was unlevered before buyback, Leverage after buyback is 50
: 50.Now we know that overall beta never change with the change in capital structure. Therefore overall beta after the buy back
will aso be .6 since Overall Betabefore Buyback was .6 [Remember for all equity firm Equity Beta= Overall Beta]

_ 50 .
Now, .6 = EQuity Betax "o e+ NIt Equity Beta (After the buyback)= 1.2

(ii) Risk Premium on the Equity Shares Before the Buyback :
Required Return before buyback = 20 % — Rf + Beta(Rm - Rf)=.20 = .10 +.6 (Rm-.10) =.20 = Rm=26.67 %
Market Risk Premium = Rm - Rf = 20.67 %-10.00 % = 16.67 % and
Security Risk Premium = Beta (Rm - Rf) =.6 (20.67 -10.00) = 20.00 %
(iii) Required Return After Buyback := R + Beta(R - R)) =10% + 1.20 x (26.67%-10% ) = 30%
Now Market Risk Premium =Rm - Rf =20.67 %-10.00 % = 16.67 % [ will aways be same ] and
Security Risk Premium (After buyback) = Beta(Rm - Rf) =1.2 (20.67 -10.00) =20.00 % [ Security Risk Premium may change
due to changein Security Beta]
(iv) Required Rate of return on Debt =R, = 10%
Additional Analysis: Question has specified that debt yieldsarisk freerate of 10%.Hence Return on debt isequal torisk freerate.
(v) Percentage Increasein EPS
Expected Return on Equity before buyback =20 % [ Given ]&
Expected Return on Equity after buyback =30 % [ calculated in (iii) ]
30% — 20%

i i =—————=50%
Hence Percentageincrease in EPS 20% 0

1 1
(vi) Price-Earning M ultiple (P/E Ratio) After Buyback = K = 3 - 3.33
e .

Derivatives :

QUESTION NO. 11 Ram buys 10,000 sharesof X Ltd. at Rs. 22 and obtains acomplete hedge shorting [selling] 400 Nifties at
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Rs. 1100 each. He closes out his position at the closing price of the next day at which point, the share of X Ltd. has dropped 2%
and the Nifty future has dropped 1.5%. What is the overall profit/loss of this set of transaction?

Solution :

Sep 1 Computation of Profit/Loss on Share of X Ltd

Purchase Price : 10,000 x 22 — 220000
Sale Price : 10,000 x (22 — 22 x 2%) + 215600
Loss 4400
Sep 2 Computation of Profit/Loss on Nifty

Sale Price : 400 x 1100 + 440000
Purchase Price : 400 x (1100 — 1000 x 1.5%) — 433400
Profit 6600
Sep 3 Computation of Overall Profit and Lossin

Profit on Nifty 6600
Losson X Ltd. Share 4400
Overall Net gain in the set of transaction 2200

QUESTION NO. 12 Which position on theindex futures gives aspecul ator acompl ete hedge against the following transactions.
(i) Theshareof Right Ltd. isgoing to rise. He has along position on the cash market of Rs. 50 lacs on the Right Ltd. The beta
of the Right Ltd. is 1.25.

(if) Theshare of Wrong Ltd. is going to depreciate. He has a short position on the cash market of Rs. 25 lacs on the Wrong Ltd.
The beta of the Wrong Ltd. is0.9.

(iii) Theshare of Fair Ltd. is going to stagnate. He has a short position on the cash market of Rs. 20 lacs of Fair Ltd. The beta
of the Fair Ltd. is 0.75.

Solution :

Hedging istaking an equal and opposite position in another market so that lossthat may arisein one market would be compensated
by againin another market. The extent of hedging ( sometimesreferred to as hedge ratio) is determined by the beta of asecurity.
If the betais greater than one (i.e. hedge ratio is greater than one) then the postion hedged would be higher than the underlying
position and vice versa.

(i) Since he has aLong position on the Cash Market and the expectation is that Price is going to Rise

For compl ete hedge he should take Short Position in the Future Market i.e. he should sell Index in the future market to the tune
of 50 lacs x 1.25 = 62.5 lacs

(i) Since he has a Short Position on the Cash Market and the expectation isthat Priceis going to Fall
For complete hedge, he should take Long Position in the Future Market i.e. he should buy Index in the future market to the
tune of 25 lacs x .90 = 22.5 lacs.

(iii) Since he has Short Position on the Cash Market and the expectation isthat price is going to remain stagnate .

In this case the speculator may remain un-hedged. However For complete hedge, he should take Long Position in the Future
Market i.e. he should buy Index futures market equivalent to 0.75 x Rs. 20 lacs = Rs. 15 lacs. It would protect him from
unanticipated | osses.

Additional Analysis: The above action would give a speculator a compl ete hedge whether the price is expected torise, fall or
remain stagnate .

QUESTION NO. 13 Concept Of Open Interest / Open Contractsor Open Commitments :[I mportant]

~QOpen | nterest meanstotal number of the contracts still outstanding.lt isthe sum of all thelong positionsor equivalently ,itis
the sum of all the short positions that has not been exercised, closed or expired.

~How to calculate Open | nterest

If both parties to the trade are initiating a new position ( one new buyer and one new seller), open interest will increase by one
contract.If both traders are closing an existing or old position ( one old buyer and one old seller) open interest will decline by one
contract. Thethird and final possibility isone old trader passing off his position to a new trader ( one old buyer sellsto one new
buyer). In this case the open interest will not change.
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Increasein open interest : When anew long position (buy) or short position (sell) is created, it means there isa counterparty,
whoisin the opposite position. A initiatesalong position and B takes up the short position. Together thislong and short position
increase the open interest by one contract.

Decreasein open interest : Open interest decreases with the exercise or squaring up of the contracts.When the both the short
and the long positions are closed then there is a decrease in the open interest. For instance, in the previous example of A& B, if
both Aand B close their positions, then A’s long position is closed by short position and B’s existing short position (sell) by buying
along position (buy). The effective net outstanding for both A and B is zero. Because of this closure, the open interest gets
reduced by one contract.

No change in open interest : There is ho change in the open interest, if just one position, either long or short is closed.For
instance, A initiates along position and B takes up the short position. After sometime, if A closes the long position by a short
position (sell) and the buyer (long position) is C. Together this new long position of C and existing short position of B make one
open position. Hence there is no change in the open interest.

~QOpen Interest - A confirming indicator

Therelationship between the prevailing price trend and open interest can be summarized by the following table.

Price Open Interest Interpretation

Rising Rising Market is Strong

Rising Fdling Market isWeakening
Faling Rising Market isWeak

Faling Fdling Market is Strengthening

=~ Thefollowing tableillustratesthe changesin open interest as different trades are executed in the futures market. The transac-
tions are shown one below the other, as they are executed. The different counterparts are shown in columns. Each transaction
is assumed to be for 20 contracts.

Trader #1 Trader #2 Trader #3 Trader #4 Trader #5 Open Interest Remark

long short ? ? ? 20 Note 1
? long short ? ? 20 Note 2
? ? ? long short 40 Note3
? ? long short ? 20 Note 4
short ? ? ? long 0 Note5

=~ The various possible combinations and their effect on open interest are summarized below.
Long (Buyer) Short (Seller) Open Interest

Initiating Initiating Rises
Initiating Squaring No Change
Squaring Initiating No Change
Squaring Squaring Fdls

~SupposeA, B, C, D & EandFaredifferent investors.+ refersto buying afutures contract and a- refersto selling of afutures
contract on the same underlying asset.

Casel Case 1l Case 111 Case 1V CaseV Case VI
+A,-B +A,-B +A,-B +A,-B +A,-B +A,-B
+C,-D +C,-A +B,-A +C,-D +C,-D

+E,-F +E,-C

ol =1 ol=2 ol=1 ol=0 ol=3 ol = 2

In practice, when trading in particular futures begins, the Ol is zero .Astime passes and more and more transactions take place
, het Ol positionsfluctuate.As maturity date approaches, most of the parties square off their transaction and the net Ol position

may become zero. _ _ - open
Time Trading Activity TNt EraEt
Jan 1 | A buys 1 option and B sells 1 option contract 1
Jan 2 | € buys 5 options and D sells § options contracts 6
Jan 3 | A sells his 1 option and D buys 1 options contract 5
Jan 4 | E buys 5 options from G who sells 5 options contracts 5
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QUESTION NO. 14 Concept : How Index isconstructed : [I mportant ]
If the market capitalization of 10 securities ( considered to be the index ) as at the beginning of 01.04.2008 amount to Rs. 5

croresistaken asbase and equated to 100 and te day end market capitalization amountsto Rs. 5.50 crores, then theindex at the
end of 01.04.2008 will be 110 .

Closing Market Capitalization —100x 5.50 _110

Opening Market Capitalization 5.00

If at the end 02.04.2008 , the market capitalization is Rs. 6.30 crores, then the index value would be 126.
Closing Market Capitalization 6.30

Opening Index x - ——————— =100x——=126
Opening Market Capitalization 5.50

i.e Opening Index x

QUESTION NO. 15 The settlement price of December Nifty futures contract on aparticular day was Rs. 1310. The minimum
trading ot on Nifty futuresis 100. Theinitial marginis 8% and the maintenance marginis 6%. Theindex closed at the following
levels on the next five days

Day 1 2 3 4 5

Closing Price 1340 1360 1300 1280 1305

1. Calculate the mark to market cash flows and daily closing balances in the a/c of

(i) an investor who has gone long at 1310 and (i) an investor who has gone short at 1310
2. Calculate the net profit or loss on each of the contracts.

Solution :

Initial Margin (IM) = Rs. 10480 (1310 x 100 x 0.08)

Maintenance Margin (MM) = Rs. 7860 (1310 x 100 x 0.06)

Note: Initial Margin & Maintainence Margin are same for same for both long & short positions.
1. Status of investor who has gone long:

Day Settlement Opening Mark to Deposit Closing

Price Balance Market C/F Balance
1 1340 10480 +3000 13480
2 1360 13480 +2000 15480
3 1300 15480 -6000 9480
4 1280 9480 -2000 3000 10480
5 1305 10480 +2500 -- 12980

Net profit (loss) on the contract : = + 3000 + 2000 — 6000 — 2000 + 2500 = (500) Or Simply (1305 1310) x 100 =-500
Additional Analysis: Why margin call of Rs 3000 at the end of Day 4 ;

See at the end of Day 4 our balance falls below maintainence margin of Rs.7860i.eit fallsto 9480-2000 = 7480 . Now we know
that whenever balance falls below Maintenance Margin we have to maintain the balance upto theinitial margin.Hence we have
made amargin call of Rs.3000 (10480-7480).

Il Satus of the investor who has gone short :

Day Settlement Opening Mark to Deposit Closing

Price Balance Market C/F Balance
1 1340 10480 -3000 3000 10480
2 1360 10480 -2000 8480
3 1300 8480 +6000 14480
4 1280 14480 +2000 16480
5 1305 16480 -2500 -- 13980

Net profit (loss) on the contract: = -3000 - 2000 + 6000 + 2000 - 2500 = 500 Or Simply (1310 - 1305) x 100 =500

Merger & Acquisition :

QUESTION NO. 16 Thefollowing information is provided related to the acquiring Firm Mark Limited and the target Firm Mask
Limited:
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Firm Mark Limited Firm Mask Limited
Earning after tax (Rs.) 2,000 lakhs 400lakhs
Number of shares outstanding 200 lakhs 100 lakhs
P/E ratio (times) 10 5

Required: (1) What 1sthe Swap Ratio based on current market prices?(ii) What isthe EPS of Mark Limited after acquisition?(iii)
What is the expected market price per share of Mark Limited after acquisition, assuming P/E ratio of Mark Limited remains
unchanged?(iv) Determine the market value of the merged firm(v) Calculate gain/ loss for shareholders of the two independent
companiesafter acquisition.

Solution :
(i) Swap Ratio based on Current Market Price: Mark Mask
Earning After Tax 2000Lakhs 400 Lakhs
No. of Equity Shares 200Lakhs 100 Lakhs
EPS 10 4
PIERatio 10 5
MPS 100 20
.20

Swap Ratio = 100

) (2000 + 400)L
(i) EPS,.5 = 00l +100L x 2 = 1091

(iii) Expected MPS of Mark Ltd. after acquisition, assuming P/E Ratio of Mark Ltd. remains unchanged :

MPS,,, =PPIERatio,,, x EPS,,; =Rs. 10 x 10.91 = Rs. 109.10

(iv) Market Value of Merged firm = MPSAfter Merger x Total No. Of Equity Shares After Merger = Rs. 109.10 x 220 Lakhs
= 24002 Lakhs.

(v) Gain/Lossfrom Merger :

Post Merger Market Value of the Merged firm = Rs. 24002 Lakhs.
Less: Pre-Merger Market Value :
Mark Ltd : 200 L x 100 = Rs. 20000 Lakhs.
Mask Ltd. 100 L x 20 =20 Crores = Rs. 2000 Lakhs.
Gain from Merger Rs. 2002 Lakhs.
Appropriation of Gains from the merger among shareholders:
Mark Ltd. Mask Ltd.

Post Merger Value 21820 Lakhs. 2182 Lakhs.

[200 L x 109.10]= [100L x .2 x 109.10]=
Loss: Pre-Merger Market Value 20000 Lakhs. 2000 Lakhs.
Gainto Shareholders 1820 Lakhs. 182 Lakhs.

Leasing :

QUESTION NO. 17 Agrani Ltd. isin the business of manufacturing bearings. Some more product lines are being planned to be
added to the existing system. The machinery required may be brought or may be taken on lease. The cost of machine is Rs.
40,00,000 having a useful life of 5 years with the salvage value of Rs. 8,00,000. The full purchase value of machine can be
financed by 20% loan repayablein five equal instalmentsfalling due (inclusive of interest) at theend of each year. Alternatively, the
machine can be procured on a5 years lease, year-end lease rentals being Rs. 12,00,000 per annum. The Company follows the
written down value method of depreciation at the rate of 25%. Company’s tax rate is 35 per cent and cost of capital is 16 per cent.
(i) Advise the company which option it should choose - lease or borrow.

(if) Assess the proposal from the lessor’s point of view examining whether leasing the machine is financially viable at 14% cost
of capital (Detailed working notes should be given. Calculations can be rounded off to Rs. lakhs).

Solution :

(i) Present Value of Cash outflow under Lease Option (inRs)
Year Lease Rental After tax PVAF @ 13% Total Present Value
1-5 12,00,000 (1 -T) 20% (I-T)

= 7,80,000 3.517 27,43,260
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Present Value Cash Outflow under Borrowing Option

5 equal instalments

Rs. 40,00,000+ PVAF (20%,5 Years) = Rs. 40,00,000 - 2.991 = 13,37,345

TaxAdvantage
Year Loan On On
Instalments Interest Depreciation

1 13,37,345 2,80,000 3,50,000

2 13,37,345 2,48,386 2,62,500

3 13,37,345 1,97,249 1,96,875

4 13,37,345 1,43,085 1,47,656

5 13,37,345 78,087 1,10,742
Total PV

Less: PV of Salvage Value adjusted for Tax savings
on loss of sale of machinery (Rs. 8,00,000 + 52226.5) x .543

Tota Present Value of Cash Outflow

Net Cash
Outflow
7,07,345
8,26,459
9,43,221
10,46,604
11,48,516

31,91,981

4,62,759

27,29,222

PVF
13%
885
783
693
613
543

Total PV

6,26,000
6,47,117
6,53,652
6,41,568
6,23,644
31,91,981

Decision PV of Cash Outflow of Lease Option is greater than borrow option and hence borrow option is recommended.

Working Notes ;
1. Debt and Interest payments:

Year Loan at the Loan

beginning of Installment
the year

1 40,00,000 1337345

2 34,62,655 1337345

3 28,17,841 1337345

4 20,44,064 1337345

5 11,15,532 1337345

2. Depreciation Schedule :
Year Depreciation

G WNPF

3. Losson Sale of Machinery:

SaleVaue 8,00,000
Less: Book Value 9,49,219
Loss 149219
Tax Saving @ 35 % 52226.65

(i) Proposal From the View Point of L essor
Lessor’s Cash Flow

1

LeaseRentals 12,00,000
Less: Dep. 10,00,000
EBT 2,00,000
Less: Tax @ 35% 70,000
EAT 1,30,000
CFAT 11,30,000
PVF @ 14% 877
Pv 9,91,010

Total PV. =

40,00,000 x .25 = 10,00,000
30,00,000 % .25 = 7,50,000
22,50,000 x .25 =5,62,500
16,87,500 x .25 = 4,21,875
12,65,625 x .25 = 3,16,406
Therefore Book Value of Machine at theend of Year 5 = 9,49,219

2
12,00,000
7,50,000
4,50,000
1,57,500
2,92,500
10,42,500
.769
8,01683

Interest

Component

8,00,000
6,92,531
5,63,568
4,08,813
2,23,106

3
12,00,000
5,62,500
6,37,500
2,23,125
4,14,375
9,76,875
675
6,59,391
34,63,551

Principal

Component

5,37,345
6,44,814
7,73,777
9,28,532
11,14,239

Balance
30,00,000
2250000
1687500
12165625
949215

4
12,00,000
4,21,875
7,78,125
2,72,344
5,05,781
9,27,656
.592
5,49,172

Balance at
the end of
year
34,62,655
28,17,841
20,44,064
11,15,532
NIL

5
12,00,000
3,16,406
8,83,594
3,09,258
5,74,336
8,90,742

.519

4,62,295
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Add : PV of Sale Valuet+Tax Saving on sale of asset

442305 ( 852226.5 x .519)

Total Present Value of Cash Inflow 3905856
Cost of Machine 40,00,000
NPV -94144

Decision ; Leasing from the point of view of Lessor isnot financially viable. Hence, not recommended.

Capital Budgeting :

QUESTION NO. 18 A company is considering two mutually exclusive projects X and Y. Project X costs Rs. 30,000 and Project
Y Rs. 36,000. You have been given below the net present value, probability distribution for each project:

Project X
NPV Estimate Probability NPV Estimate
3,000 0.1 3,000
6,000 0.4 6,000
12,000 0.4 12,000
15,000 0.1 15,000

Project Y

Probability
0.2
0.3
0.3
0.2

(iYCompute the Expected Net Present Value of Projects X and Y. (ii)Compute the risk attached to each project i.e.,, Standard
Deviation of each probability distribution. (iii)Which project do you consider morerisky and why? (iv)Compute the Profitability

Index of each project.

Solution :
)] Project X
NPV Estimate Probability NPV Estimate Deviation Square of the Square of the
x Probability from Expected NPV deviation deviation x Probability
3,000 0.1 300 6,000 3,60,00,000 36,00,000
6,000 0.4 2,400 3,000 90,00,000 36,00,000
12,000 0.4 4,800 -3,000 90,00,000 36,00,000
15,000 0.1 1,500 —6,000 3,60,00,000 36,00,000
Expected NPV 9,000 1,44,00,000
Project Y
NPV Estimate Probability NPV Estimate Deviation Square of the Square of the
% Probability from Expected deviation deviation x
NPV i.e. Rs. Probability
3,000 0.2 600 6,000 3,60,00,000 72,00,000
6,000 0.3 1,800 3,000 90,00,000 27,00,000
12,000 0.3 3,600 -3,000 90,00,000 27,00,000
15,000 0.2 3,000 —6,000 3,60,00,000 72,00,000
Expected NPV 9,000 1,98,00,000
(i) The Expected Net Present Value of Project X and Y isRs. 9,000 each.
(i) Standard Deviation:
In case of Project X : Standard Deviation = ,/Rs.1,44,00,000 = 3,795.
In case of Project Y : Standard Deviation = ,/Rs.1,98,00,000 = 4,450
(iii) X Y
Expected NPV 9,000 9,000
Standard Deviation 3795 4450

We can take decision by cal culating Coefficient Of Variation

Standard Deviation
Expected Present Value

Coefficient of Variation =
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3,795

In case of Project X : Coefficient of Variation = m =0.42;

4,450
In case of Project Y : Coefficient of Variation = 9.000 - 0.49 or 0.50

Project Y isriskier sinceit hasahigher coefficient of variation.

Present Valueof Cash Inflow
Present Valueof Cash Outflow

(iv) Profitability Index =

9,000+ 30,000

In case of Project X : Profitability Index = W:l%;
_ o 9,000 + 36,000

In case of Project Y : Profitability Index = 36000 - 1.25

Question No. 19 Neale Tech Plc proposes to launch a new product. The company appointed Kachy Consultants to conduct
market study. The consultants suggested that the price of product can be set £36 or £38 or £40 per unit. The company intends
to hire a machinery to manufacture the product at £400 000 per annum. However, if annual production exceeds 60 000 units,
additional cost of £160 000 per annum will beincurred for hire of machinery. The following datais related to the estimated sale
and possible salling

prices.
Tablel
Sdling Price £36 £38 £40
Units
Pessimistic 70000 0.3 60000 0.1 300000.4
Most likely 80000 0.5 70000 0.7 60 000 0.5
Optimistic 90000 0.2 90000 0.2 700000.1
Table- 11
Variable Cost Prob.
£10 0.6
£12 0.4
1.00

The company has committed publicity expenditure of £80 000per annum.You are required to analyse and advise which selling
price shall lead to maximization of profit.
Solution :
In the given case, the selling price may be 36 or 38 or 40, and the variable cost of the production may be 10 or 12. Thiswould
affect the contribution per unit. The entire informations can be presented as follows:
If Variable Cost = 10, then contribution is 26 or 28 or 30
If Variable Cost = 12, then contribution is 24 or 26 or 28.
Thetotal expenses are : 4,00,000 + 80,000 = 4,80,000
or, 4,00,000 + 1,60,000 + 80,000 = 6,40,000.

Units Contribution Total Expenses Net Income  Probability Expected Value
per unit Contribution Contribution
Selling Price 36 :
70,000 26 18,20,000 6,40,000 11,80,000 0.3x0.6=0.18 2.12,400
24 16,80,000 6,40,000 10,40,000 0.3x0.4=0.12 1,24,800
80,000 26 20,80,000 6,40,000 14,40,000 0.5% 0.6=0.30 4,32,000
24 19,20,000 6,40,000 12,80,000 0.5x 0.4=0.20 2,56,000
90,000 26 23,40,000 6,40,000 17,00,000 0.2x 0.6=0.12 2,04,000
24 21,60,000 6,40,000 15,20,000 0.2x 0.4=0.08 1,21,600

13,50,800
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Selling Price 38::
60,000 28 16,80,000 4,80,000 12,00,000 0.1x 0.6=0.06 72,000
26 15,60,000 4,80,000 10,80,000 0.1x 0.4=0.04 43,200
80,000 28 19,60,000 6,40,000 13,20,000 0.7x 0.6=0.42 5,54,400
26 18,20,000 6,40,000 11,80,000 0.7x 0.4=0.28 3,30,400
90,000 28 25,20,000 6,40,000 18,80,000 0.2x0.6=0.12 2,25,600
26 23,40,000 6,40,000 17,00,000 0.2x 0.4=0.08 1,36,000
13,61,600
Selling Price 40 :
30,000 30 9,00,000 4,80,000 4,20,000 0.4x0.6=0.24 1,00,800
28 8,40,000 4,80,000 3,60,000 0.4x0.4=0.16 57,600
60,000 30 18,00,000 4,80,000 13,20,000 0.5x 0.6=0.30 3,96,000
28 16,80,000 4,80,000 12,00,000 0.5x 0.4=0.20 2,40,000
70,000 30 21,00,000 6,40,000 14,60,000 0.1x 0.6=0.06 87,600
28 19,60,000 6,40,000 13,20,000 0.1x 0.4=0.04 52,800
9,34,800

The expected value of profit is maximum at the selling price of £ 38. So the firm should fix up the price at £ 38.

QUESTION NO. 20 XY Z Ltd an infrastructure company is evaluating a proposal to build, operate and transfer a section of 35
kms. of road at a project cost of Rs. 200 crores to be financed as follows:

Equity Shares Capital Rs.50 crores, loansat therate of interest of 15% p.a. from financial institutions Rs. 150 crores. The Project
after compl etion will be opened to traffic and atoll will be collected for aperiod of 15 yearsfrom the vehiclesusing theroad, The
company isalso required to maintain the road during the above 15 years and after the compl etion of that period, it will be handed
over to the Highway authorities at zero value. It is estimated that the toll revenuewill be Rs. 50 crores per annum and the annual
toll collection expensesincluding maintenance of the roadswill amount to 5% of the project cost. The company considersto write
off thetotal cost of the projectin 15 yearson astraight line basis. For Corporate Income-tax purposes the company isalowed to
take depreciation @ 10% on WDV basis. Thefinancial institutionsare agreeabl e for the repayment of the loan in 15 equal annual .
Instalments - consisting of principal and interest.

Calculate Project IRR and Equity IRR. Ignore Corporate taxation. Explain the differencein Project IRR and Equity IRR.
Solution :

Computation of Project IRR

Project IRR means that discount rate at which Project NPV of the project is zero.Therefore we have

Rs. 40 x PVAF (r %, 15 Years) - Rs200=0

Letr=18%

Net Present Value =40 x 5.092-200= 3.68

Letr=19%

Net Present Value =40 x 4.876 - 200 = - 4.06

Now excat IRR can be found out by using following relation

3.68
3.68 — (—4.06)

Computation of Equity IRR :

Equity IRR means that discount rate at which Equity NPV of the project is zero .Therefore we have

Rs. 14.35 x PVAF (r %, 15 Years) - Rs50 =0

Letr =28%

Net Present Value= Rs. 14.35 x 3.484-Rs50=0

Since Net Present Value comesto zero it means Equity IRR is28 % .

Differencein Project IRR and Equity IRR :

Project | RR: It reflects the overall rate of return earned by a project ( both for term lenders and shareholders).It is based

IRR = 18% + x 1% =18.43%




Delhi : 9911442626 ; Kolkata : 9339238834

55 CA Aaditya Jain
on cash flows before interest and principal payment .

Equity IRR: It reflects the rate of return a project earns for the holders of equity .1t is based on cash flows after interest.

Adjusted Net Present Value (APV)
Adjusted Net Present Valueisthe project 'sNPV after considering the effect of financing .
How to CalculateAdjusted NPV :

Sep 1: Compute NPV of the project on the assumption that it isfully financed by Equity Shareholders.Thiswould mean that
you would discount the cash flows at cost of equity. Thisiscalled Base Case NPV .

Sep 2: Computetheissue cost net of tax . Issue costs are the coststhat the firm hasto incur to raisethe money. Thiswill
already beintoday'svalue and it representsan Outflow .

Sep 3: Computethetax saved oninterest payable sincetheinterest paid istax deductible.

Sep 4: Compute present value of thetax shield/ saving . The tax saving takes place at different pointsin time. They must
therefore be brought down to today'svalue . Thisisachieved by discounting thetax saving at the pretax cost of debt.Thelogic
for pretax cost of debt liesin the assumption that the cash flow arising out of tax saving isasrisky asthe cash flow from debt.

Sep 5: Adjusted Net Present Value = Base Case NPV - Issue Costs + Present Value of Interest Tax Shield

Question No. 21 : Thefinancia management team of Tampem plc isdiscussing how the company should apprai se new investments.
There isadifference of opinion between two managers.

Manager A believes that net present value should be used as positive NPV investments are quickly reflected in increasesin the
company’s share price.

Manager B statesthat NPV isnot good enough asit isonly valid in potentially restrictive conditions, and should be replaced by
APV (adjusted present value).

Tampem has produced estimates of rel evant cash flows and other financial information associated with anew investment. These
are shown below :

Year 1 2 3 4
Investment pre-tax operating cash flows [£000] 1,250 1,400 1,600 1,800
Notes:

(i) The investment will cost £5,400,000 payable immediately, including £600,000 for working capital and £400,000 for issue
costs. £300,000 of issue costsis for equity, and £100,000 for debt. Issue costs are not tax allowable.

(if) Theinvestment will be financed 50% equity, 50% debt which is believed to reflect its debt capacity.

(iii) Expected company gearing after the investment will change to 60% equity, 40% debt by market values.

(iv) Theinvestment equity betais1-5.

(v) Debt finance for the investment will be an 8% fixed rate debenture.

(vi) Capital allowances are at 25% per year on areducing balance basis.

(vii) The corporate tax rate is 30%. Tax is payable in the year that the taxable cash flow arises.

(viii) Therisk free rate is 4% and the market return 10%.

(ix) The after tax realisable value of the investment as acontinuing operation is estimated to be £1-5 million (including working
capital) at the end of year 4.

(x) Working capital may be assumed to be constant during the four years.

Required :

(a) Calculate the expected NPV and APV of the proposed investment. (10 marks)

(b) Discuss briefly the validity of the views of the two managers. Use your calculations in (a) to illustrate and support the
discussion.

Solution :

Calculation Of NPV ( Net Present Value) :
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Year 0 1 2 3 4
Operating cash flows 1,250 1,400 1,600 1,800
Taxation (30%) (375) (420) (480) (540)
Tax saving on Depreciation 330 248 186 139
Investment cost (5,400)

Redlisablevalue 1,500
Net Cash Flows (5,400) 1,205 1,228 1,306 2,899
PVF @ 10% 0-909 0-826 0-751 0-683
Present Values (5,400) 1,095 1,014 981 1,980

The expected NPV is £(330,000)

Decision : Since NPV isnegative theinvestment does not appear to be financially viable
Working Notes :

(i) Thetax saving from capital allowancesis:

Year Written down value Capital allowance (25%) Tax saving (30%)
1 4,400 1,100 330
2 3,300 825 248
3 2,475 619 186
4 1,856 464 139

(if) The weighted average cost of capital is : WACC =13% (0-6) + 8%(1 — 0-3)(0-4) = 10-04%
Where , Ke = 4% + (10% — 4%) 1-5 =13%

Calculation Of APV ( Adjusted Present Value) :

Sep 1: Calculate Base case NPV :

Year 0 1 2 3 4

Net Cash Flows (5,000) 1,205 1,228 1,306 2,899
PVF @ 9% 0:917 0-842 0-772 0-708

Present Values (5,000) 1,105 1,034 1,008 2,052

Expected base case NPV is£199,000

Sep 2: Calculatelssue Cost : Rs. 4,00,000

Sep 3: Calculate Present Value Of Tax Saving on Interest [ Financing Side Effects] :

Annual tax saving on interest paymentson £2-7 million debt £2,700,000 x 8% X 0-3 = £64,800

The present value of tax saving over four years discounted at the pre tax cost of debt of 8 % is. £64,800 x 3-312 = £214,618
Sep 4 : Calculate Adjusted Present Value :

Base case NPV 199,000

Tax savings 214,618

Issue costs (400,000)
13618

Decision : Since APV ispositive the investment appears to be marginally viable based upon the APV method.
Working Notes :
(i) The discount rate for the base case NPV is the ungeared cost of equity.
Ke = 4% + (10% — 4%) 0-882 = 9-29% or 9 % approx.
(i) Calculation of Ungeared Equity Beta: Overall Betaor Project Beta
+ Debt Beta x D -1.15x 2700 +
D E+D 2700+ 2700(1-.30)

* In case of all equity firm Overall Beta= Equity Beta

8 Since Debt Betais not givenin question it is ssumed to be Nil .

(b)[Theoretical Part , Just Read & Develop an Understanding ] Manager A advocates the use of NPV which is used by many
companiesworldwide. In an efficient market a positive NPV, in theory, should |ead to acommensurateincrease in the value of the
company and share price. However, the use of the weighted average cost of capital (WACC) in NPV isonly appropriateif there
isno significant change in gearing asaresult of the investment, the investment is marginal in size, and the operating risk of the
company does not change. If WACC is estimated using the capital asset pricing model, it also relies upon the accuracy of this
model which has many unrealistic assumptions.

Nil =.882

: E
= Equity Betax
E +
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The adjusted present value model, advocated by manager B, treats the investment asbeing initially all equity financed and then
directly adjusts for the present value of any cash flow effects associated with financing. As gearing is expected to change asa
result of theinvestment, APV might be better suited to the eval uation of thisinvestment. However, it isnot always easy to identify
all of the relevant financing side effects, or the discount rate that used be used on each of the financing side effects.

APV asorelies upon unrealistic assumptions with respect to ungearing beta and the existence of perpetual risk free debt. Both
NPV and APV do not consider the potential value of real options(e.g. the abandonment option and the option to undertake further
investments) that might exist asaresult of undertaking theinitial investment.

QUESTION NO.22 Citizen Ltd. of UK hasidentified that the production of electronic gagdetscan betaken upin U.S. for which
asubsidiary beincorporatedin U.S.Theinitial cost of the project isestimated at $ 25 millionincluding $5 million working capital
which will be recover at the end of 4 years life of the project when the fixed assets are expected to be salvaged for $ 8m. The
project is expected to contribute on annual profit before interest and depreciation of $10m. Depreciation on full initial cost is
avalable.

Corporationtaxin USis35% and in UK is 30%, both payable oneyear in arrears. Citizen plansto part finance the project with
a£ 6 million. 4-year loan @ 8%, balance being financed by the retained earnings. The issue cost (for loan) is 2% and is tax
deductibleimmediately. Find out the Adjusted Present Valuegiven:

() Current spot rate $/£ is 2 and is expected to depreciate @ 5% against the £.

(b) Base discount ratefor similar projectin UK is17%.

(c) As per the tax treaty between UK and US no tax will arise on the project in U.K.

Calculation Of Base Case NPV :

: Year O Year 1 Year 2 Year 3 Year 4 Year 5
Capital Cost -2000 - - - 8.00 -
Tax on Sale - - - - - 2.80
Working Capitd -5.00 - - - 5.00 -
Profit bef Dep & Interest - 10.00 10.00 10.00 10.00 -
Interest - Nil Nil Nil Nil -
Depreciation - 5.00 5.00 5.00 5.00 -
Profit Before Tax - 5.00 5.00 5.00 5.00 -
Tax @ 35% - - 1.75 1.75 1.75 -1.75
Profit After Tax 5.00 3.25 3.25 3.25
Cash Flows ($) -25.00 10.00 8.25 8.25 21.25 -4.55
Exchange Rate(£/9$) 2.00 2.10 221 2.32 243 2.55
Cash flows (m) -12,500 4.762 3.733 3.556 8.745 -1.784
Disc. Rate @17% 1.000 0.855 0.731 0.624 0.534 0.456
Present Value (Em) -12.500 4.072 2.729 2.219 4.670 -0.814
Tota Present Value or Base Case NPV (£m) 0.376

Additional Analysis: Why Interest has been taken as Nil ? Since we are calculating Base Case NPV. And Base Case NPV is
calculated on an assumption that entire money isfinanced by equity and their is no Debenture and L oan.
Calculation of Present Value of Interest Tax Shield/Saving :

Annual interest cost (E6m x 8%) £4,80,000
Tax Shield/Saving @ 30% 1,44,000
PVAF @ 8% (for year 2-5) 3.067

Present Value of Interest Tax Shield/Saving (1,44,000 x 3.067) £ 4,41,648

Additional Analysis: Why PVAF has been taken for Year 2-5 rather than 1-4.since tax is payable one year in arrears.It can be
logically concluded that tax saving will be generated from Year 2-5.

Additional Analysis: How to calculate PVAF@8% for year 2-5 ? PVF@8% for Year 2 ,3,4, and 5 are .857,.794,.735 and .681
respectively .now if we add all this PVF wewill get PVAF for year 2to 5i.e 3.067

Present Value of Issue Cost :

Issue cost (2% x £ 6m) £ 1,20,000
Tax Shield/Saving @ 30% 36,000
Net Issue Cost -84,000

Calculation of APV :
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Base Case NPV of Cash Flow +£ 3,76,000
Present Value of Interest Tax Saving + £4,41,000
Present Value of Issue Cost -£84,000
Adjusted Present Value +£ 7,33,648

Additional Analysis: It may benoted that Cost Of Project was 25 Million.But depreciation will be charged only on 20 Million.Since
no depreciation is charged on Working Capital which in the present caseis5 Million.

Additional Analysis:Inthequestionitiswrittenthat " Corporation Tax in USis35% and in UK is 30%,Both payable oneyear in
arrear" .What doesit mean ? It meansthat tax will be paid after one year they arise.For exampleIf Profit at theend of Year 1isRs
10 and Tax Rate is 40%,It means tax of Rs. 4 will be paid at the end of Year 2.

Additional Analysis: It iswritten in the question that "Depreciation on Full Initial Cost is availabe".It means that we should
chargedepreciation onthefull initial cost of 20 Millionin four years.Since nothing is said about method Of Charging Depreciation
Original Cost _ 20

— =5 million.We should not use thisformula

wewill assume Straight Line Method.Hence Depreciation p.a= m 4

Original Cost - Salvage Value
LifeOf Asset

Additional Analysis: Fromthe above analysisit can belogically concluded that Profit on Sale Of machinewill be 8 lakhsi.e Full
Salvage Value.In this profit tax @ 40% i.e 2.8 isto be paid one year in arrear i.e at theend of Year 6.

asitisclearly written that full initial cost i.e 20 millionisto be depreciated .

Question No. 23 Moon Engineering Ltd. Has aCost of Equity (ke) of 17%, Cost of Debt (kd) 12% and debt ratio of 40%. A new
investment isunder consideration. The project will need acash outlay of 120 crore. It isexpected that an annual operating profit
of Rs.35 crore shall be generated for 8 years. In addition to this, project shall require Rs. 3 crore each year for net working
capital and capital expenditure. The company will be able to borrow 50% of the project’s cost from a financial institutions. The
interest rate is 12% p.a. and the loan will be repaid in five equal instalments after 3 yearsat end of year. Thetax rate applicable
is 30%. Assuming that SLM of depreciation and with no salvage value.

(a) What will be APV of the project.(b) Should Moon Engineering Ltd. accept the project.

Solution :

Calculation Of Base Case NPV :

The base NPV of the project shall be asfollows =-120 + 26 X PVAF (15%, 8)=-120 + 26 x 4.487 Crore = - Rs. 3.34 Crore.
Without considering the financing effect, the project is unattractive asit has negative base NPV

Calculation Of Issue Cost :  Nil

Calculation Of Present Value of Interet Tax Shield/Saving

Year  Loanoutstanding Interest at Interest Tax PVF @ 12% Present Value

Rs. in Crores. 12% (Rs. in Crores) Shield (Rs. in Crores.) Rs. in Crores.
1 60 7.20 2.16 0.893 193
2 60 7.20 2.16 0.797 172
3 60 7.20 2.16 0.712 154
4 48 7.20 2.16 0.636 1.37
5 36 5.76 173 0.567 0.98
6 24 4.32 1.30 0.506 0.66
7 12 2.88 0.80 0.452 0.39
8 0 144 043 0.404 0.17
Present VValue of Tax Shield/Saving 8.76

Calculation Of Adjusted Present Value :
TheAdjusted Present VValue of the Project
= Base NPV - Issue Cost + PV of Interest Tax Benefit (Shield) = 3.34 - Nil + 8.76 = Rs. 5.42 crores.

Decision : Thus project has positive APV, hence should be accepted.
Working Notes :

(a) Calculation Cost of Capital :

K,=0.17x0.60 +0.12x 0.40=0.15i.e. 15%
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(b) Calculation Of Free Cash Flow For Base case NPV :

FCF = (EBIT - Depreciation) (1-Tax) + Depreciation - (NWC + Capital Expenditure)= (35 - 15) (1-0.30) + 15-3 = 26 Crores.
Foreign Exchange:

QUESTION NO. 24 Ram Pharma Ltd. an Indian based MNC, is evaluating an overseas investment proposal. Ram Pharma’s
exports of pharmaceuticals products have increased to such an extent that it is considering a project to build aplant inthe U.S.
The project will entail aninitial outlay of $100 million and isexpected to generate the following cash flows over itsfour year life.
Year 1 2 3 4
Cash Flows(in$inmillion) 30 40 50 60
The current exchange rate is Rs. 45 per US $, the risk free rate in India 11% and the risk free rate in US is 6%. Ram Pharma’s
rupee return on a project of this kind is 15%. Should Ram Pharma undertake this project?Solve by both Foreign Currency
Approac & Home Currency Approach ?
Solution :
Home Currency Approach :
Based on the Interest Rate Parity Relationshipswe have

ForwardRate  (L+1,, ) _ _ . | |
Spot Rate (1 + fF) r, = risk freeratein home country; r. = risk free rate in foreign country

h

We have been given Spot rate 1 $ = Rs. 45, r, = 11%r, = 6%, Hence forecasted spot exchange rates or Forward Rate for Year 1
to4 areasfollows:
Year Forecasted Spot Exchangerate

1 Rs. 45 (1.11/1.06)* = Rs. 47.12
2 Rs. 45 (1.11/1.06)? = Rs. 49.35
3 Rs. 45 (1.11/1.06)° = Rs. 51.67
4 Rs. 45 (1.11/1.06)* = Rs. 54.11

First we will convert the foreign currency cash flows into home currency cash flows i.e the dollar cash flows into rupees cash
flows.

Year Cash flowsin $ (million) Expected Exchange Rate (Rs.) Cash flowsin Rs.(million.)

(1) @) D) x (2
0 -100 45.00 -4500.00
1 30 47.12 1413.60
2 40 49.35 1974.00
3 50 51.67 2583.50
4 60 54.11 3246.60

Now given arupee discount rate of 15%, the NPV in rupeeswill be:

1413.60 197400 258350  3246.60
+ + +

(1.15)* (1.15)%  (1.15°  (1.15)*

Decision: Asthe NPV is positive the project should be accepted.OR

Foreign Currency Approach

For thisapproach we will first find therisk adjusted dollar discount rate corresponding to therisk adjusted rupee rate of 15%.

Calculation Of Risk Premium:

(1 + Risk Free Rupee Rate) (1 + Risk Premium) = (1 + Risk Adjusted Rupee Rate)

= (1+0.11) (1 + Risk Premium) = (1 + 0.15) = Risk Premium = 0.036 = 3.6%

Calculation Of Dollar Discount Rate:

(1 + Risk Free Dollar Rate) (1 + Risk Premium) = (1 + Risk Adjusted Dollar Rate)

= (1+0.06) (1 +0.036) = (1 + Risk Adjusted Dollar Rate)

Therefore Risk Adjusted Dollar Rate = 0.0982 = 9.82%

Now using the dollar discount rate of 9.82% and the dollar cash flows, the NPV indollarsis:

,_ % . 4 5 60
(1.0982)'  (1.0982)>  (1.0982)°  (1.0982)*

Since the spot exchange rate for $is Rs. 45, we can get NPV = 45x39.484 = Rs. 1776.80 million.

= Rs.1776.80 million.

NPV = —-4500 +

= $39.484 million.

NPV = —4500
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[Note : Answers under both options must tally)

Interest Rate Swap
In Interest Rate Swap two parties exchange their Interest Rate Obligations.
For Practical Question we will undertake the following steps:

Sep 1: Calculate Total Interest Rate of the parties as per their own objective.

Sep 2 : Caculate Total Interest Rate of the parties as per swap agreement. or on the basis Minimum Maximum Approach of
Interest

Sep 3: Calculate the Saving due to Swap Agreement taking the difference between Step 1 - Step 2

Sep 4 : Distribute the Saving between the various parties as per the terms of the contract .

Sep 5: Finaly wewill calculate the Net Interest Burden of each parties by using the following relation :

Cost Under Own Choice - Saving Due To Swap

Note: LIBOR: London Inter Bank Offering Rate ; MIBOR : Mumbai Inter Bank Offering Rate ; PLR : Prime Lending Rate

QUESTION NO. 25 Consider two companiesrated AAA and BBB. AAA hashigher credit rating than BBB. Hencethey are rated
differently by the market and are offered loans at following rates:

Fixed Rate Floating Rate
AAA 10% LIBOR+.50
BBB 1% LIBOR+.75

Both are planning toraiseloan of $1 million. AAA isinterested inraisingloan under floating rate. BBB isinterested in raising loan
under fixed rate. An intermediary brings them on table and interest swap isarranged. The benefit of interest swap isto be shared
equally by the three parties. Find out net interest burden (%) for AAA and BBB?

Solution :

If no Swap is arranged, total interest cost to both the partiesif they borrow as per their plan :
AAA: LIBOR + .50

BBB: 11%

Total (A) LIBOR + 11.50%

If Swap isarranged, AAA should borrow on fixed basis and BBB on floating basis, total interest costin thissituation is:
AAA 10%

BBB LIBOR + .75

Tota (B) LIBOR + 10.75%

Saving on Interest Cost : A— B = (LIBOR + 11.50%) — (LIBOR + 10.75%) = .75

Since Savingsisto be distributed equally as per the requirement of the question we have

Saving for AAA = .25; Savingfor BBB =.25; Commission for intermediary =.25.
. Net Interest Burden = Cost under own choice — Share in saving.
For AAA : (LIBOR +.50) - .25=LIBOR+.25 For BBB : 11%-.25 =10.75%

Question No. 26 Electrometic Limited enjoysahigh ratingin Indian money market duetoits strong financials and track record.
Tim software Ltd., is a new but a growing company.Electrometic and Tim Software Ltd., can obtain loans at the rate given

below : CD (Company Deposit) with Fixed Rate Mumbai I nter-bank Money Market with Variable Rate
Electronic Ltd. T*+ 0.50 MIBOR+0.10
Tim Software Ltd. T* +2.10 MIBOR + 060

*Here T means the risk free 15 years Government Bonds.

Electrometic Ltd., wantsto take aloan at variable rate, while Tim Software wantsto take | oan at fixed rate. The two companies
approached a bank to design a suitable Swaps.

(a) If the bank wants to have a profit of 0.20% to be contributed from Tim Software’s (out of total profits of Swap) share of
Swap benefit, what would be the two agreements that the bank will enter with these two companies.

(b) What are the likely costs of debts to the two companies.

Solution :

Electrometics Ltd., has a comparative advantage in the fixed rate market of 1.6% per annum but wants to take loan at variable
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rates. In variablerate (floating rate) market the comparative advantage is of 0.50%. So, under swap arrangement there will be a
total benefit of 1.6% - 0.5% = 1.1%. OR
Total Interest Cost as per their Own Choice :

Electronic Ltd. MIBOR+0.10
Tim Software Ltd. T*+210
Total Cost without Swap Mibor + T +2.20
Total Interest Cost as per Swap Agreement :
Electronic Ltd. T+ 0.50

Tim Software Ltd. MIBOR + 0.60
Total Cost with Swap Mibor + T + 1.10

Saving Due To Swap = [ Mibor + T + 2.20 ]-[Mibor + T + 1.10] = 1.10

(a) Electrometicswill raise money from the fixed rate market and Tim Software will raise money from the floating rate market.
The bank will make an agreement with :

Electrometics, under which bank will borrow fixed rate money and will lend floating rate money.

Similarly, bank will make an arrangements with Tim Software for borrowing at floating rate and lending at fixed rate.

(b) Distribution Of Saving : Asthe total swap benefit is 1.1%, 0.55% benfit belongs to each party.[ Assuming that saving is
distributed equally ]

Saving Of Tim Software Ltd. : The bank’s share is 0.20% of Tim Software’s share of benefit. As a result, Tim Software’s
share of profit will decrease to 0.35% per annum;

Saving Of Electronic Ltd. : Electrometicsis gaining 0.55% per annum.

Cost Of Debt To Each Party : Cost Under Own Choice - Saving

For Electronic Ltd. : [MIBOR + 0.10]-.55 = MIBOR - 0.45% per annum

For Tim Software Ltd. : [T + 2.10]- .35 = (T+1.75)% per annum.

Question No. 27 : Arnbrook plc is considering a £50 million three year interest rate swap. The company wishes to have use of
floating rate funds, but because of itsAA credit rating has a comparative advantage over lower rated compani eswhen borrowing
in the domestic fixed rate market. Arnbrook can borrow fixed rate at 6-25% or floating rate at LIBOR plus 0-75%. LIBOR is
currently 5-25%, but parliamentary elections are due in six months’ time and future interest rates are uncertain. A swap could be
arranged using a bank as an intermediary. The bank would offset the swap risk with a counterparty BBB rated company that
could borrow fixed rate at 7-25% and floating rate at LIBOR plus 1-25%. The bank would charge afee of £120,000 per year to
each party in the swap. Arnbrook would require 60% of any arbitrage savings (before the payment of fees) from the swap
because of its higher credit rating.Any fees paidto the bank are tax allowable. The corporate tax rate is 30%.

Required :

(a) Discuss the risks that Arnbrook and a participating bank might face when undertaking an interest rate swap.

(b) Evaluate whether or not the proposed swap might be beneficial to all parties. (6 marks)

(c) If LIBOR wasto increase immediately after the forthcoming election to 5-75% and then stay constant for the period of the
swap, estimate the present value of the savings from the swap for Arnbrook plc. Interest payments are made semi-annually in
arrears. Comment upon whether the swap would have been beneficial to Arnbrook plc.The money market may be assumed to be
an efficient market.

Solution :

(a) Therisks faced by Arnbrook and the bank include :

(i) Default risk by the counterparty to the swap. If the counterparty isabank thisrisk will normally be very small. A bank would
facelarger counterparty default risk, especially from counterparties such asthe BBB company with arelatively low credit rating.
(if) Market or position risk. Thisis the risk that market interest rate will change such that the company undertaking the swap
would have been better off, with hindsight, if it had not undertaken the swap.

(iii) Banks often undertake a “warehousing’ function in swap transactions. The size and/or maturity of the transactions desired
by each counterparty to the bank often do not match. In such cases the bank faces gap or mismatch risk which it will normally
hedge in the futures or other markets.

(b) Fixed Rate Floating Rate
Arnbrook 6-25% LIBOR + 0-75%
BBB company 7-25% LIBOR + 1-25%
Difference 1-00% 0-50%

Thereisapotential 0-50% arbitrage saving from undertaking the swap. OR
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Total Interest Cost in Current Scenario :

AA Rated Company L+.75

BBB Rated Company 7.25

Total Cost L+8%

Total Interest Cost under Swap :

AA Rated Company 6.25

BBB Rated Company L+1.25

Total Cost under Swap L+7.5%

Total Saving Due To Swap [ % ] =[L+8%]-[L+75%]=.50%

Total Saving Due To Swap [ Amount ] = £50 million x . £250,000 per year.

Distribution Of Saving :

Arnbrook would require 60% of any saving, or £150,000 annually (£105,000 after tax).

The BBB company would receive 40 % of any saving or £100,000 annually (£70,000 after tax).

Bank Charges: The bank would charge each party £120,000 per year. After tax thisis a cost of £84,000 each.

Gainor Loss:

Arnbrook : £105,000 after tax - £84,000 each. = net profit of £21,000

BBB Rated company : £70,000 after tax - £84,000 each. = net loss of £14,000

Decision : The swap isnot potentially beneficial to all parties, unlessthe savings are shared equally.

(c) Arnbrook will pay floating rate interest as aresult of the swap.

If Arnbrook receives 60% of the arbitrage savings, it will save 0-5% (0-60) on itsinterest ratesrelative to borrowing directly in
thefloating rate market, and

effectively pay LIBOR + 0-45%,0r 5-70% at current interest rates.

If LIBOR moves to 5-75% in six months’time, Arnbrook will then pay 6-20% floating rate interest for the remaining period of the
swap.

Interest savings in each six month periods are £50 million x 0-30% x 0-5 = £75,000

If the money market is efficient, the relevant discount rate will be the prevailing interest rate paid by Arnbrook.

Period: Savings £ Discount factor Present value (£)
0-6 months 75,000 0:972 (5-7%) 72,900

6 months—1 year 75,000 0-942 (6-2%) 70,650

1 year-18 months 75,000 0-913(6-2%) 68,475

18 months-2 years 75,000 0:887 (6-2%) 66,525

2 years—30 months 75,000 0-860 (6-2%) 64,500

30 months-3 years 75,000 0-835(6-2%) 62,625

Total Present Values 405,675

The interest rate swap is estimated to produce interest rate savings with a present value of £405,675 relative to borrowing
floating rate directly. The swap would be beneficial, even after deducting the fee of £120,000 per year.
With hindsight lower interest costs would have been available by borrowing at 6-25% in the fixed rate market.

QUESTION NO. 28 On the same date when the DM spot rate was quoted at $0.40 in New York, the price of the Pound Sterling
was quoted at $1.80:
(i) What would you expect the price of the Pound to be in Germany?
(i) If Pound was quoted in Frankfurt at DM 4.40/Pound,what procedure you will follow to do to profit from the situation?
[ Additional Analysis: Frankfurt isthe capital of Germany |
Solution :
Given,New York 1 DM =$ .40 and New York 1 £=$1.80
(i) Price of the Pound in Germany :
DM DM $ 1

= X — = — 1.80 = . =
£ $ £ 20 X 45 - 1£=DM 45

(ii) Actual Exchange Rate of Pound in Frankfurtis: 1 £ =DM 4.40.

Cross Currency Exchange Rate of Pound is: 1£ =DM 4.50

Since both rates are not same " Arbitrage Opportunity” ispossible. The Ruleis"Buy Low and Sell High".
Action : Anarbitrageur will take thefollowing action:
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Buy 1 Pound in Frankfurt for DM 4.40
Sell 1 Pound in New York and Buy 1.80 Dollar.

40

Hence the above action by the arbitrageur gives him a risk less gain of DM (4.50 — 4.40) = DM .10 Since he invested 4.40DM
initially and isgetting 4.50 DM at the end
Return 1

0 it=————x100= —x100=2.27%
Total % Profit Investment a4 0

1.80
With 1.80 Dollar in New York, Buy 4.5 DM E—j

QUESTION NO. 29 The spot rate - $ 0.3197/KR , 3 month forward rate - $.3180/KR , Rate of interest are $ = 6.25% p.a.
& KR =7.5% p.a. Isthere an arbitrage opportunity here? How would you expl oit?

Solution :
If thereis no arbitrage opportunity, then the following equation will hold true.
FR ($/KR)  1+$Interest Rate 3180 1+.0625/4

SR($KR) 1+KRInterestRate — 3197 1+ .075/4 — -9947=.9969

Sincethe above equation do not hold true arbitrage opportunitiesis possible.
Since .9947 < .9969 i.e LHS < RHS It is better to invest in home country which in our caseis USA OR
The Theoretical Interest Ratein USA Market can be found by using the following relation :

Forward Rate (¥KR) _ 1+ $interestRate _ 3180 _ 1+$Interest Rate .
Spot Rate (JKR) 1+ KR Interest Rate  .3197 L, S8 e Interest Rgge=1.33328%

1.3328

Annual Interest Rate : x12 =5.33%

Since the Theoretical Interest Rate (5.33%) is less than Actual Interest Rate (6.25%) : Money will flow into the home country.
Hence in the given case KR is not an investment market and the investor should invest in domestic ($) market.

He should rather borrow KR, invest in $ market and make gain in the arbitrage process.

Action to be taken by the arbitrageur :

He should borrow 1000 KR ( assumed) at the interest rate of 7.5% p.a. for 3 months.

7.5

3
After 3 month he should pay atotal amount of 1000 KR + KR (1000 X T X E) =KR 1018.75

Now 1000 KR which has been borrowed should be first be converted in US $ by using Spot Rate and then invested in US at the
rate of 6.25 p.a. for 3 month.

Amount of $ received by conversion = 1000 x .3197 = $ 319.7

Now $ 319.70 will be invested for 3 month @ 6.25 % p.a

, 6.25 3
After 3 months hewill get atotal of : $319.7 + $ | 319.7 100 (12 =9$324.6253125
. : : . 324.6953125
Anamount of $ 324.6953125 will again be converted back into KR at 3 monthsforward rate: i.e., a0 - KR 1021.05

Hence by the above action arbitrage has made a riskless gain of KR (1021.05 - 1018.75) = KR 2.3.

QUESTION NO. 30 Exporter isaUK based company. Invoice amount $ 3,50,000/- to bereceived . Credit period three months.

Exchangeratesin London Money Market rates

$E Spot 1.5865 - 1.5905 Deposit Loan

3 months Forward 1.6100 - 1.6140 $ % 9%
£ 5% 8%

(a) Compute and show how a money market hedge can be put in place.
(b) Identify whether it would have been advantageous to take forward cover instead?
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Solution :

Money Market Operations:

(a) When foreign currency isto be received in future the following steps are undertaken.

(i) Borrow in Foreign Currency. The amount of borrowing should be such that " Amount borrowed + Interest on it " should be
equal to foreign currency to be received.

100 12
- $342298.29 should be borrowed or we can simply take present value of $ 3,50,000 whichisequal to:

350,000  3,50,000

10,5 10225
12

9 3
Let the borrowed amount be x.Then X + [X X —} =3,50,000 = 1.0225 x =3,50,000 = x = 342298.29

=342298.28

(ii) Convert the borrowed amount into home currency :

The applicable exchange rate in such case will be spot rate. 1£ = $1.5865 — 1.5905

Now since we will be selling $ and buying £, it means bank is selling £.

Bank Selling Rate of pounds is: $1.5905.

342298.29
1.5905

(iii) Now we will invest the above amount in home country for the period during which foreign currency receipt is outstanding.

Therefore Amount of pounds to be recieved on conversion is: =£2,15,214.27.

5 3
- £2,15,214.27 will be invested at 5% for 3 months to get : £ [2,15,214.27 + 2,15,214.27 x 100 X 121= £2,17,904.45

(iv) Now we will use the foreign currency receipt to repay "amount borrowed + interest on it" in foreign currency.

. .. 9 3
Therefore, the loan liability of $ 3,42,298 after 3 month with interest matures to | $3,42,298 x 100~ 12 |~ $:3.50,000.

Thiswill be settled with the amount of $ 3,50,000 to be received from customer after 3 months.

(b) If forward contract isused :
Applicablerate for a3 month forward is1.6140.
_ _ _ £ 3,50,000
Amount of £ that will be received by UK Company at the end of three months will be 16140 - £ 216852.54
Comparing thetwo hedges:—
Under Money Market Hedge the amount received is £ 2,17,904.45
Under Forward Cover Hedge, the amount received is £ 2,16,852.54

Decision : It is seen that receipts under forward contract are lower than future value of receipts under money market opera-
tions. Therefore, the better strategy for the company is to opt for money market hedging.

Question No. 31 An Indian company is planning to set up asubsidiary in US. Theinitial project cost is estimated to be US $40
million; Working Capital required is estimated to be $4 million.The finance manager of company estimated the dataasfollows:

Variable Cost of Production (Per Unit Sold) $2.50

Fixed cost per annum $3Million

Selling Price $10

Production capacity S5million units

Expected life of Plant 5years

Method of Depreciation Straight LineMethod (SLM)
Salvage Value at the end of 5 years NIL

Thesubsidiary of the Indian company is subject to 40% corporate tax rate in the US and the required rate of return of such types
of project is 12%. The current exchangerate is Rs.48/US$ and the rupee i s expected to depreciate by 3% per annum for next five
years.The subsidiary company shall be allowed to repatriate 70% of the CFAT every year along with the accumulated arrears of
blocked fundsat the end of 5 years, the withholding taxes are 10%. The blocked fund will beinvested in the USA money market




Delhi : 9911442626 ; Kolkata : 9339238834

65 CA Aaditya Jain

by the subsidiary, earning 4% (free of taxes) per year.

Determinethefeasibility of having asubsidiary company inthe USA, assuming no tax liability in Indiaon earningsreceived by the

parent company from the US subsidiary.
Solution :
Working Notes :

(1) Cash Outflow (Initial)
Cost of Plant & Machinery
Working Capital Requirement

Cash outflow in Rs[ in million ]

(2) Annual Cash Inflow
SalesRevenue (5Million x $10)
Less: Costs
Variable cost (5 million unitsx $2.5)
Fixed Cost
Depreciation ($40 Million/ 5 years)
Earning beforetax
Less: Taxes (40%)
Earning after tax
Add: Back Depreciation

(3)Terminal Year Cash Flows
Rel ease Of Working Capital
SavageVaue

(4) Calculation of Repatriable/Accessible Funds

Period
1-4 years

Particulars

Operating Cash flow After Tax
Less: Retention

Repatriable amount

Less: Withholding Tax
Accessable Funds

5 years Operating Cash Flow After TAx
Less: Withholding Tax

Add : Repatriation of Blocked Funds

(5) Repatriation of Blocked Funds

(Figuresin Million)
$40
$4_
$44
2112

(Figuresin Million)
50.00

$12.5

$3

$8 2350
26.50
10.60
15.90
08.00
23.90

$4Million
Nil
$4Million

Millions$
23.90

7.17

16.73
1.673
15.057

23.90
2.39_
2151
28.50 [ see working notes |
50.00

Future Value of Bloked Fundsof $7.17 Million shall be computed asfollows:

Value of Funds blocked from year 1-4
FVAF (4%, 4)

Value of Fundsat end

Without Tax

7.17 Million$
4.416

31.66272 Million$
3.0444 Million$
28.50 Million$

Additional Analysis: FVAF can be directly calculated from the table or it can be calculated in the following manner :

(1+.04)* = 1.16985856
(1+.04)3= 1.124864
(1+.04)°= 1.0816
(1+.04)'= 1.04

4.416
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Satement showing Net Present Value of the Project

Period Particulars Uss Exchange Cash Flow PVF @ 12% Pv
Rate Rs.
0 Initial outflow 44 48 (2112) 1 (2112)
1 Annual cash flow 15.057 49.44 744.42 0.893 664.77
2 " 15.057 50.9232 766.75 0.797 611.10
3 " 15.057 52.4509 789.75 0.797 562.30
4 " 15.057 54.0244 813.45 0.797 517.35
5 " 50.00 55.6451 2782.255 0.797 1577.54
5 Release of WC 400 55.6451 222.58 0.797 126.20
1947.26

Decision : Since NPV of the project is positive, the Indian Company should go for its decision of subsidiary in US.
Right Shares:

QUESTION NO. 32 PragyaLimited hasissued 75,000 equity shares of Rs. 10 each. The current market price per shareisRs. 24.
The company has a plan to make arights issue of one new equity share at a price of Rs. 16 for every four share held. You are
requiredto:

(i) Caculatethetheoretical post-rights price per share;

(ii) Calculate thetheoretical valueof theright alone;

(iii) Show the effect of the rightsissue on the wealth of ashareholder, who has 1,000 shares assuming he sells the entire rights;
(iv) Show the effect, if the same shareholder does not take any action and ignores the issue.

Solution :

(i) Calculation of Theoretical Post-Rights (ex-right) price per share:

MPS Cum Right x Existing Number Of Equity Share+ Right Share Pricex Number of Right Shares|ssued
Existing Number Of Equity Share+ New Number Of Right Share | ssued

_ 24x75000+16%18750 B o
T 75000418750 o4

. ) i 75,000
Working Notes: Number of Right shareto be issued = el 18750

(it) Calculation of Theoretical Value of the Rights Alone: = Ex-right price — Cost of rights share = Rs. 22.40 — Rs. 16 = Rs. 6.40

(iii) Calculation of effect of the rights issue on the wealth of a shareholder who has 1,000 shares assuming he sells the entire

rights: Rs.
(a) Valueof sharesbeforeright issue
(1,000 shares x Rs. 24) 24,000
(b) Value of shares after right issue
(1,000 shares x Rs. 22.40) 22,400
Add: Sale proceeds of rightsrenounciation
(250 shares x Rs. 6.40) 1,600
24,000

Thereis no change in the wealth of the shareholder if he sellsthe entirerights.
(iv) Calculation of effect if the shareholder does not take any action and ignoresthe issue:
Value of shraes beforeright issue

(1,000 shares x Rs. 24) 24,000
Less: Value of shares after right issue

(1,000 shares x Rs. 22.40) 22,400
Loss of wealth to shareholders, if rightsignored 1,600

Question No. 33 THP Coisplanning to buy CRX Co, acompany inthe same business sector, and is considering paying cash for
the shares of the company. The cash would be raised by THP Co through a 1 for 3 rightsissue at a 20% discount to its current
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share price.The purchase price of the 1 million issued shares of CRX Co would be equal to the rights issue funds raised, less
issue costs of $320,000. Earnings per share of CRX Co at the time of acquisition would be 44-8c per share. As a result of
acquiring CRX Co, THP Co expectsto gain annual after-tax savings of $96,000. THP Co maintains a payout ratio of 50% and
earnings per share are currently 64c per share. Dividend growth of 5% per year is expected for the foreseeable future and the
company has a cost of equity of 12% per year.

Information from THP Co’s statement of financial position :

Equity andliabilities $000
Shares ($1 par value) 3,000
Reserves 4,300
7,300
Non-current liabilities
8% |loan notes 5,000
Current liabilities 2,200
Total equity and liabilities 14,500
Required :

(a) Calculate the current ex dividend share price of THP Co and the current market capitalisation of THP Co using the dividend
growth model.

(b) Assuming the rightsissue takes place and ignoring the proposed use of the funds raised, calculate:

(i) the rightsissue price per share;

(i) the cash raised;

(iii) the theoretical ex rights price per share; and

(iv) the market capitalisation of THP Co.

(c) Using the price/earnings ratio method, calculate the share price and market capitalisation of CRX Co before the acquisition.
(d) Assuming asemi-strong form efficient capital market, cal culate and comment on the post acqui sition marketcapitalisation of
THP Coin the following circumstances:

(i) THP Co does not announce the expected annual after-tax savings; and(ii) the expected after-tax savings are made public.
(e) Discussthefactorsthat THP Co should consider, inits circumstances, in choosing between equity finance and debt finance
as a source of finance from which to make a cash offer for CRX Co.

Solution :

(@) Current Ex Dividend MPS $ Current Market Capitalization :

. _Do(%+g) [.64x50%] (1-+.05)
Current Ex Dividend MPS[R)] = (ke-g) = 12-05

Current Market Capitalization = $4.80 x 30,00,000 = $ 144,00,000

(b)

Right Issue Price Per Share :-

Asgiven in the question thiswill be at a20% discount to the Current share Price = 4.80 x 80% = 3.84 per share
Number Of Right Shares Issued :

_ 3million -
NumberOleghtShareslssuedZT = Imillion

=$4.80

Cash Raised :-
Cash Raised =1 million x 3.84 = $ 3.84 million = $ 38,40,000

Theoretical Ex Right Price Per Share:

MPS Cum Right x Existing Number Of Equity Share+ Right Share Pricex Number of Right Shares|ssued
Existing Number Of Equity Share+ New Number Of Right Share I ssued

30,00,000 x 4.80+10,00,000 x 3.84
30,00,000 +10,00,000

TheMarket Capitalisation of THP Co. :
The Market Capitalisation of THP Co. = Market Cap Before Right + Increase in Market Cap After Right - 1ssue Cost
=14.4million+ 3.84 million-.32 million=$17.92 million

= $ 4.56 per share
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(©) PriceEarning Valuation Method :

_ 4.80
P/E Ratio of THP Co. = o =75

EPS of CRX Co. =.448 per share
Using P/E Ratio of THP Co. , we can calculate MPS of CRX Co. =.448x 7.5 =3.36
Market Capitalization of CRX Co.=3.36 x 1 million = 33,60,000

Note: Sinceit given in the question that THP Co. & CRX co. arein the same business sector, we have used P/E Ratio of THP
Co. to be equal to P/E Ratio of Crx. Co.

(d) In asemi-strong form efficient capital market, share pricesreflect past and public information. If the expected annual after-
tax savings are not announced, thisinformation will not therefore be reflected in the share price of THP Co.

In this case, the post acquisition market capitalisation of THP Co will be the market capitalisation after therightsissue, plusthe
market capitalisation of the acquired company (CRX Co), lessthe price paid for the shares of CRX Co.

Price paid for CRX Co = 3-84m —0-32m = $3-52m

Market Capitalisation = 17-92m + 3-36m —3-52m = $17-76m

Thisisequivalent to ashare price of 17-76/4 = $4-44 per share or

17.92+3.36-3.52
4

The market capitalisation has decreased from the value following the rights issue because THP Co has paid $3-52m for a
company apparently worth $3-36m.

If theannual after-tax savingsare announced, thisinformation will bereflected quickly and accurately in the share price of THP
Co since the capital market is semi-strong form efficient. The savings can be valued using the price/earnings ratio method as
having a present value of $720,000 (7-5 x 96,000). The revised market capitalisation of THP Co istherefore $18-48m (17-76m
+0-72m), equivalent to a share price of $4-62 per share (18-48/4).or

17.92+3.36-3.52+.72
4
Thismakesthe acquisition of CRX Co attractiveto the shareholders of THP Co, sinceit offers ahigher market capitalisation than
the one following the rightsissue.

Each shareholder of THP Co would experience a capital gain of 14c per share (4-62 — 4:48).
In practice, the capital market islikely to anticipate the annual after-tax savings before they are announced by THP Co.

MPSAfter Merger =

MPS After Merger =

(e) There are anumber of factors that should be considered by THP Co, including the following.
(i) Gearing and Financial Risk (ii) Target Capital Structure (iii) Availability of Security (iv) Economic Expectations (v) Control
Issues

Valuation Of Business :

Question No. 34 Phobis Co is considering a bid for Danoca Co. Both companies are stock-market listed and are in the same
business sector. Financial information on Danoca Co, which is shortly to pay itsannual dividend, isasfollows:

Number of ordinary shares S5million
Ordinary share price (ex div basis) $3-30
Earnings per share 40-0c
Proposed payout ratio 60%
Dividend per share one year ago 23-3c
Dividend per share two years ago 22-0c
Equity beta 1.4
Other relevant financial information

Average sector price/earningsratio 10
Risk-free rate of return 4-6%
Return on the market 10-6%

Requir ed : Calculate the value of Danoca Co using the foll owing methods:
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(1) pricelearnings ratio method; (i1) dividend growth model; and discuss the s gnificance, to Phobis Co, of the values you have
calculated, in comparison to the current market value of Danoca Co.

Solution :

(a)(i) Price/Earnings Ratio Method Valuation :

Earnings per share of Danoca Co =40c

Average sector price/earningsratio =10

Implied value of ordinary share of Danoca Co =40x 10=%$4-00
Number of ordinary shares =5million

Value of Danoca Co as per P/E ratio Method = 4-00 x 5m = $20 million
(ii) Dividend Growth Model :

Earnings Per Share of Danoca Co =40c
Dividend Payout Ratio =60%
Dividend of Danoca Co istherefore =40 x 0-6 = 24c per share

Cost of Equity of Danoca Co using the Capital Asset Pricing Model (CAPM)=4-6+1-4 x(10-6-4-6)=4-6 + (1-4x6) =13%
Value of Ordinary Share from Dividend Growth Model formula = (24 x 1+-045)/(0-13 — 0-045) = $2-95
Value of DanocaCo = 2-95 x 5m = $14-75million

The value as per current market capitalisation of Danoca Co is $16-5m ($3-30 x 5m).
The price/earnings ratio value of Danoca Co is higher than this at $20m, using the average price/earnings ratio used for the

sector. Danoca’s own price/earnings ratio is 8:25 [40 0}

The difference between the two price/earnings ratios may indicate that thereis scope for improving the financial performance of
Danoca Co following the acquisition. If Phobis Co has the managerial skills to effect this improvement, the company and its
shareholders may be able to benefit as aresult of the acquisition.

Thedividend growth model valueis|ower than the current market capitalisation at $14- 75m. Thisrepresents a minimum value
that Danoca shareholders will accept if Phobis Co makes an offer to buy their shares. In reality they would want more than this
asan inducement to sell. The current market capitalisation of Danoca Co of $16m may reflect the belief of the stock market that
a takeover bid for the company is imminent and, depending on its efficiency, may indicate a fair price for Danoca’s shares, at
least on amarginal trading basis. Alternatively, either the cost of equity or the expected dividend growth rate used in the dividend
growth model calculation could be inaccurate, or the difference between the two values may be due to adegree of inefficiency
in the stock market.

Working Notes : Calculation Of Growth Rate:

YewrO0 D, 22 Yearl D, 233 Year2 D, 24
24=22(1+9)* =9 =45%

)

(0 When nothing seems to help,I go & look at a stonecutter hammering away at his rock ,
perhaps a hundred times, with no crack showing in it. Yet, at the hundred-and-one blow it will
spilt into two , and I know it was not that blow that did it but all that had gone before.
Remember ,Failure is not final —until you make it final.

\/
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conscious mind.”l will further like to thank Aaditya Sir to make my MAFA conceptually
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Know You Value

A well known speaker started off his seminar by holding up a $20
bill. In the room of 200, he asked, “Who would like this $20 bill?”

Hands started going up.

He said, “I am going to give this $20 to one of you but first, let me do
this.” He proceeded to crumple the dollar bill up.

He then asked, “Who still wants it?”
Still the hands were up in the air.

“Well,” he replied, “What if I do this?” And he dropped it on the
ground and started to grind it into the floor with his shoe.

He picked it up, now all crumpled and dirty. “Now who still wants
it?” Still the hands went into the air.

“My friends, you have all learned a very valuable lesson. No matter
what I did to the money, you still wanted it because it did not
decrease in value. It was still worth $20.

Many times in our lives, we are dropped, crumpled, and ground into
the dirt by the decisions we make and the circumstances that come
our way.

We feel as though we are worthless. But no matter what has
happened or what will happen, you will never lose your value. You
are special - Don’t ever forget it!

y /
®

CD If you don't have a dream, how are you going to make a dream come true? Real difficulties
can be overcome; it is only the imaginary ones that are unconquerable .There are two ways
of meeting difficulties: you alter the difficulties, or you alter yourself to meet them.

You can't fly a kite unless you go against the wind and have a weight to keep it from turning
a somersault. The same with man. No man will succeed unless he is ready to face and
overcome difficulties and is prepared to assume responsibilities.

No matter how difficult the challenge, when we spread our wings of faith and allow the winds
of God's spirit to lift us, no obstacle is too great to overcome.

A

There are two things needed these days: First for rich people to find out how poor
people live;and Second for poor people to find out how rich people work.
-John Foster

G
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Details Of Special Classes On
MAFA Theory

For The First Time In India
In 5 Lecture Covering 30 Marks

For Those Who Do Not Know

What is Book Building ?(May 01, Nov 02, Nov 03,May 06).........What is Green Shoe Option?(Nov(3
,Novll7) Whats is
What is Participa-
tory Notes (PNs) 7 .......Why Market Fall and Rise ?........What is Bull n Bear in Stock Market
T reeveene What is Systematic Investment Plan (SIP) ?...........Distinguish : Forward & Futures
Contracts? (May2, Nov2,May 6) ?..........What is Repo and Reverse Repo?.........Write a short note of
Leveraged Buyouts (May07,Nov 03)..........What is Credit Rating?(Nov3,May2,May6)

What Made World Market Collaspe ?
What made India’s Rupee fell to an all-time low against the dollar ?
What made ‘American empire’ nearing collapse ?
Why Stock Market (Sensex) is falling continuously?
How/Where/When to Invest ?.....and many more

Importance Of Mafa Theory in CA Final

TOTALMARKS ALLOTED TO THEORY IN DIFFERENT EXAMS:
May 2008 : 32 Marks..........Nov 2008 : 30 Marks
Nov 2007 20 May 2007 24 Nov 2000 34 May 2000
Nov 2006 28 May 2006 36 Nov 1999 37 May 1999
Nov 2005 27 May 2005 26 Nov 1998 27 May 1998
Nov 2004 40 May 2004 38 Nov 1997 26 May 1997
Nov 2003 46 May 2003 38 Nov 1996 50 May 1996
Nov 2002 48 May 2002 36 Nov 1995 40 May 1995

Nov 2001 20 May 2001 38

Golden Opportunity For You to Make Your Fundamentals Strong On Finance
Want to Choose Finance as a Career .This is the first step to know the ABC... of Finance
CS, CWA, MBA , CFA , MCom Students Can Also Join
Only Name In Mafa You Can Trust On- Aaditya Jain

Also Refer:The Best Mafa Theory Book By CAAaditya Jain
wrssssssssnnssnnsns ON€ Of the highest selling book in India on Mafa Theory

Stop Memorizing Without Understanding The Concept

Undisputed Name of MAFA [ SFM - CA Aaditya Jain The Best CA Final MAFA | SFM Classes of India
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