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1.
(a)
In each of the cases given below, one out of four answers are correct. Indicate the correct answer (=1 mark) :



(i)
The capital of PQR Limited is as follows:



9% preference shares of ` 10 each
` 300000



Equity shares of ` 10 each
` 800000



Following further information is available:



Profit after tax
           ` 270000



Equity Dividend paid   
           20%



The market price of Equity Shares              
 ` 40 each



Then the EPS and PE ratio are:



(A)
Rs 3.12 and 10.80
(B)
Rs 3.33 and 10.34



(C)
Rs 4.51 and 12.56
(D)
Rs 3.04 and 13.16


 (ii)
A project has an equity beta of 1.2 and is going to be financed by 30% debt and 70% equity. Assume debt =0, Rf =10% and Rm = 18%. What is the required rate of return?

(A)
8.4%
(B)
18%
(C)
16.72%
(D)
10%



 (iii)
A limited is presently selling 100000 units of its products. The selling price per unit is `25 and variable cost per unit is `15. The fixed cost is `500000. The financial breakeven point for the company is `150000. What will be the percentage change in EBIT required to increase EPS by 20%?

(A)
10%
(B)
12%
(C)
14%
(D)
20%



 (iv)
Zoom Technologies Limited issued 100000, 14%debentures of `100 each, redeemable after 5 years at `110 each. The commission payable to under writers and brokers is 10%. The after-tax cost of debt, assuming a tax rate of 45%, will be

(A)
15.1%
(B)
12.54%
(C)
10%
(D)
11.7%


(v)
An investor wrote a naked cell option. The premium was `2.50 per share and the market price and exercise price of the share are `37 and `41 respectively. The contract being for 100 shares, what is the amount of margin under first method that is required to be deposited with the clearing house?

(A)
`590
(B)
`250
(C)
`740
(D)
`400


(vi)
According to Gordon’s dividend capitalization model, if the share price of a firm is `43 its dividend payout ratio is 60%, cost of equity is 9%, ROI is 12% and the number of shares are 12000, what will be the net profit of the firm?

(A)
`15480
(B)
`23220
(C)
`36120
(D)
`54180



(vii)
You are a forex dealer in India. Rates of Rupee and Euro in the international market are US $ 0.01962905 and US $ 1.335603 respectively. What will be your direct quote of €(Euro) to your customer?

(A)
`69.5900
(B)
`68.0420
(C)
`65.1010
(D)
`70.9050



(viii)
The interest rate in the United States is 5%, in Japan, the comparable rate is 1.5%. The spot rate for the yen is $ 0.01206781. If the interest rate parity holds, what is the 90-day forward rate on the Japanese Yen?

(A)
$ 0.01248
(B)
$ 0.01359
(C)
$ 0.01350
(D)
$ 0.01200



(ix)
An investor buys a call option contract for a premium of ` 200. The exercise price is `20 and the current market price of the share is `17. If the share price after three months reaches `25, what is the profit made by the option holder on exercising the option? Contract is for 100 shares. Ignore the transaction charges.
(A)
`200
(B)
`250
(C)
`300
(D)
`350

(b)
State if each of the following sentences is t (= true) or F (=False):

i. The amount of cheques issued by a company not yet paid out is referred to as net float.

ii. Annual capital charge method is used for evaluating projects having different life spans.

iii. According to Modigliani and Miller Theory on Dividends, dividend pay-out ratio is irrelevant for all firms.

iv. Simulation is done for capturing the different possible outcomes and determining the probability of a particular event happening.

v. A call option is the right to sell, whereas a put option is a right to buy.

vi. An acquisition of a business by using equity fund and a small amount of debt is known as leveraged buy out.

vii. Global Depository Receipts are issued to investors in India, who want to subscribe to shares of foreign companies.

Ans. 1.(a/i)



EAT
` 2,70,000


Less: Preference Dividend 9% of 3,00,000
    27,000


Earning for equity
2,43,000



No. of equity share
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Ans. (D) Rs. 3.04 & 13.16
Ans. 1. (a/ii)




(Equity = 1.2,

Debt 30%

Equity = 70%
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Required rate of return = Rf + ((Rm – Rf)





= 10% + 0.84(18% - 10%) = 16.72
Ans. (C) 16.72%
Ans.1.(a/iii)
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Degree of financial leverage = 
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= 1,00,000 (25 – 15) – 5,00,000 = Rs. 5,00,000


EBT = EBIT – Interest





= 5,00,000 – 1,50,000 = 3,50,000



DOF = 
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Ans. (C) 14%
Ans. 1.(a/iv)



Cost of debt = Kd​ = 
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Ans. (D) 11.7%
Ans. 1.(a/v)


M.P = ` 37



E.P. = 41



Call option 



Expense the option hence gross profit  (41 – 37)(100 = ` 400
Ans. (D) Rs. 400
Ans. 1.(a/vi)
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[image: image16.wmf]e

EPS(1b)

Kg

-

-



g= b ( r

= 0.4 ( 12% = 4.8%



43 = 
[image: image17.wmf]EPS(10.4)

0.090.048

-

-




EPS = ` 301



Total earning = 12,000 ( 3.01 = 36,120
Ans. (C) 36,120
Ans. 1.(a/vii)



` 1 = $ 0.01962905 (  $/` is 0.01962905




(i)



€ = $ 1.335603 ( €/$ is 1.335603





(ii)



`/$ is 
[image: image18.wmf]1
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(iii)



From (ii) & (iii) `/€ is 
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`/€ is 68.0420

Ans. (B) 68.0420
Ans. 1.(a/viii)



I$ = 5%
I¥ = 1.5%



¥ 1 = $ 0.012067821




It is assumed that interest rate is per 90 days
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90 days FR ¥ 1 = $ 0.01248
Ans. (A) $ 0.01248
Ans. 1.(a/ix)



Call option



M.P
=
` 25



EP.
=
20



Action
=
Excuse



Gross profit (
100 ( 5) = 
` 500



Premium paid
=
` 200


Net Gain
      = 
` 300
Ans. (C) Rs. 300
2.
(a)
“Cost of capital is used by a company as a minimum benchmark for its yield”. Comment. Also enumerate the applications of cost of capital in managerial decisions.

(b)
National Textile Corporation belongs to a risk-class for which the appropriate PE ratio is 15. It currently has 75000 outstanding shares selling at ` 150 each. The corporation is contemplating declaration of dividend @ `12 per share at the end of the current fiscal year, which has just started. Given the assumption of Modigliani-Miller approach, answer the following questions:

i. What will be the price of the share at the end of the year, if:
(a) Dividend is not declared?
(b) Dividend is declared?
ii.  Assuming that the corporation pays dividend, has net income of ` 750000 and makes new investments of `1500000 during the period, how many new shares must be issued?
iii. What would be the current value of the corporation, if:
(a) Dividend is declared?
(b) Dividend is not declared?
Ans.
2(a)


Cost of capital is the minimum Rate of Return which a business can expect to earn on its investments. The minimum rate of return is that which ensures that the market value of shares of the company does not fall. In other words, cost of capital is the minimum required rate of earnings or the cut-off rate for capital expenditures. It is the minimum required rate of return on the invested funds so that the firm can pay the cost of funds obtained for investment.

A firm’s cost of capital commonly expressed as an annual percentage figure is simply that rate of return which its assets must produce in order to justify raising the funds to acquire them.


The basic objective of financial management is maximization of shareholder’s wealth. An entity invests funds with an objective of increasing its earnings. For making investments it needs finance. Every source of finance has its relative costs. Acceptance or rejection of an investment proposal depends on the cost of capital to the entity. Hence it is required to accurately estimate the cost of capital of the entity for optimal capital budgeting decisions leading to maximisation of share holder’s wealth. The financial manager must thereof calculate the cost of the entity with a precision before taking any investment decisions.
Ans.
2(b)


	P1 = P0(1+ke) – D1
	Dividend paid
150(1+0.0667)-12
	Dividend not paid

150(1+0.066)–0

	(i) Ans

P1
	148
	160

	Total Income

Dividend paid 75,000 ( 12
	` 7,50,000

`9,50,000
	` 7,50,000

--

	Retained earning

New Investment required
	- 1,50,000

15,00,000
	7,50,000

15,00,000

	Fresh investment required 

No. of new equity share

Total no. of share

Total value of firm
	16,50,000
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3.
(a)
The turnover of Bengal Polymers Limited is `60 lakhs of which 80% is on credit. Debtors are allowed one month to clear off the dues. A factor is willing to advance 90% of the bills raised on credit for a fee of 2% per month plus a commission of 4% on the total amount of debts. The company, as a result of this arrangement , is likely to save `21600 annually in management costs and avoid debts at 1% on the credit sales.


A scheduled bank has come forward to make an advance equal to 90% of the debts at interest rate of 18% per annum. However,its processing fee will be 2% on the debts.


Advise management of the company whether it should avail services of a factor or accept offer from the bank.

(b)
Explain briefly what is meant by Capital Asset Pricing Model (CAPM)?
Ans.
3(a)



Credit turnover = 80% of 60,00,000 = 48,00,000


Credit turnover per method = 
[image: image25.wmf]48,00,000
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Cash given by credit agency = 90% of 4,00,000 = ` 3,60,000


Evaluation of cost as per factory and schedule bank.

	
	Factoring
	Schedule Bank

	Credit fee

Commission

Less Admin. Expen.

Bad debt
	2% of ` 3,60,000 = 7,200

4% of ` 4,00,000 = 16,000


[image: image26.wmf]21,600

12

 = 18,00

1% of ` 4,00,000 = 4,000
	Processing fee 

Interest
	2% of 4,00,000 = 8,000

 
[image: image27.wmf]181
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 = 5,400

	Total Expen.
	17,400
	
	13,400



Schedule Bank is better option

Ans.
3(b)


Capital Asset Pricing Model:


The mechanical complexity of the Marko – witz’s portfolio model kept both practitioners and academics away from adopting the concept for practical use. Its intuitive logic, however, spurred the creativity of a number of researchers who began examining the stock market implications that would arise if all investors used this model. As a result what is referred to as the Capital Asset Pricing Model (CAPM), was developed.


The Capital Asset Pricing Model was developed by Sharpe Mossin and Lintner in 1960. The model explains the relationship between the expected return, non-diversifiable risk and the valuation of securities. It considers the required rate of return of a security on the basis of its contribution to the total risk. It is based on the premise that the diversifiable risk of a security is eliminated when more and more securities are added to the portfolio. However, the systematic risk cannot be diversified and is correlated with that of   the market portfolio. All securities do not have same level of systematic risk. Therefore, the required rate of return goes with   level of systematic risk. The systematic risk can be measured by beta, β. Under CAPM, the expected return from a security can be expressed as:


Expected return on security = Rf + Beta (Rm – Rf)


The model shows that the expected return of a security consists of the risk – free rate of interest and the risk premium. The CAPM, when plotted on a graph paper is known as the Security Market Line (SML). A major implication of CAPM is that not only every security but all portfolios too must plot on SML. This implies that in an efficient market, all securities are expected to yield returns commensurate with their rockiness, measured by β.


The CAPM is based on following eight assumptions:

(i) The Investor’s objective is to maximize the utility of terminal wealth. 

(ii) Investors make choices on the basis of risk and return;

(iii) Investors have homogenous expectations of risk and return;

(iv) Investors have identical time horizon;

(v) Information is freely and simultaneously available to investors;

(vi) There is a risk – free asset, and investors can borrow and lend unlimited amounts at the risk – free rate;

(vii) There are no taxes, transaction costs, restrictions on short rates, or other market imperfections;

(viii) Total asset quantity is fixed, and all assets are marketable and divisible.

CAPM can be used to eliminate the expected return of any portfolio with the following formula. 

E(Rp)

=
Rf+ Bp [E(Rm – Rf)]

E(Rp)

=
Expected return of the portfolio

Rf

=
Risk free rate of return 

Bp

=
Portfolio beta i.e. market sensitivity index

E (Rm)
=
Expected return on market portfolio

E (Rm)–Rf
=
Market risk premium

CAPM provides a conceptual frame work for evaluating any investment decision where capital is committed with a goal of producing future returns.

4.
(a)
Precision Instruments limited manufactures ball bearings. The company lans to add some more product lines and so, it has decided to acquire a machine costing `50 lakhs having a useful life 5 years, with salvage value of `10 lakhs. Consider short-term capital loss/gain for income tax. The full purchase value of the machine can be financed by bank loan at rate of 10% interest per annum repayable in five equal instalments falling due at the end of each year. Alternatively, the machine can be procured on a 5 year lease, year-end lease rentals being `12.50 lakhs per annum. The company follows the written down value method of depreciation at the rate of 25 per cent. The company is in 305 tax bracket.


Required:

i. What is the present value(PV) of cash outflow for each of these financing alternatives using the after-tax cost of debt?
ii. Which of the two alternatives is preferable?
Note:  Extracts from the PV TABLE:

i. PVIF at 7% for 0 to 5 years are:


1.000,  0.9346,  0.8734,  0.8163,  0.7629,  0.7130

ii. PVIF at 10% for 0 to 5 years are:

         1.000, 0.9091,  0.8264,  0.7513,  0.6830,  0.6209

iii. PVIFA for 5 years at 10% = 3.7908

iv. PVIFA for 5 years at 7% = 4.1002


(b)
Briefly explain the salient features of non-recourse project financing.

Ans.
4(a/i)

Cost = 50,00,000


Rate of Interest = 10%


Annual lease rent  = ` 12,50,000



Tax rate = 30%



Dept = 25% W.D.V.


Evaluation of expenditure due to back borrowing


(W.N. 1)
Equal annual instalments = 
[image: image28.wmf]Loan50,00,000
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==



(W.N. 2)
Discount rate (1 – Tax rate)






= 10%(1 – 0.30) = 7%


(W.N. 3)
P.V. of equal annual instalment = 13,18,987.40 ( PV of (7% 5)







= 13,18,987.40 ( 4.100 = ` 54,08,108.75


(W.N. 4)
Calculation of Interest

	Year
	Loan
	Interest @ 10%
	Amount 
	Loan repayment
	Balance

	1

2

3

4

5
	50,00,000

41,81,013

32,80,127

22,89,153

11,99,081
	5,00,000

4,18,101

3,28,013

2,28,915

1,19,908
	55,00,000

45,99,114

36,08,140

25,18,068

13,18,989
	13,18,987

13,18,987

13,18,987

13,18,987

13,18,987
	41,81,013

32,80,127

22,89,153

11,99,081

0



W.N. 5     Calculation of Depreciation 

	Year
	W.D.V
	Depreciation 25%

	1

2

3

4

5

6
	50,00,000

37,50,000

28,12,500

21,09,375

15,82,031

11,86,523
	12,50,000

9,37,500

7,03,125

5,27,344

3,95,508



W.N. 6     Calculation of P.V. of tax saving on depreciation and interest


	Year
	1
	2
	3
	4
	5

	Depreciation 

Interest
	12,50,000

5,00,00
	9,37,500

4,18,101
	7,03,125

3,28,013
	5,27,344

2,28,915
	3,95,508

1,19,908

	Tax saving amount
	17,50,000
	13,55,601
	10,31,138
	7,56,259
	5,15,416

	Tax saving

PVT (7% n)
	5,25,000

0.9346
	4,06,680,30

0.8734
	3,09,341.4

0.8163
	2,26,877.7

0.7629
	1,54,624.8

0.7130

	P.V.
	490665
	355194.57
	252515.38
	173084.99
	110247.4



Total P.V. of Ta saving on depn and interest = ` 13,81,707

W.N. 7     Calculation of P.V. of terminal cash inflows.


5th year
` 11,86,523


Scrap value = Sale value
` 10,00,000


Short term capital loss 
` 1,86,523


Tax benefit or capital loss = 
[image: image29.wmf]30
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´


55,956.60


P.V. of terminal cash inflow = (10,00,000 + 55,956.90) ( 0.7130
= ` 7,52,897


Calculation of P.V. of cash outflow due to bank borrowing 



P.V. of annual instalment 
= ` 54,08,108.75


Less P.V. of tax saving on dep. Interest
= `      13.81,707


Less P.V. of terminal cash inflow
= `        7,52,897

P.V. of  cash outflow
= `      32,73,504


Evaluation of P.V. cash outflow due to lease option


Annual lease rent
= Rs. 12,50,000


Tax benefit 30%
=        3,75,000

Effective lease rent after tax
Rs. 8,75,000


P.V. of effective lease rent = Rs. 8,75,000 × PVAf(7%, 5)




= Rs. 8,75,0000 ×4.1002 = Rs. 35,87,675

Ans.
4(a/ii)


P.V. of cash outflow as per lease rent 
= Rs. 35,87,675


P.V. of cash outflow as per bank borrowing
= Rs. 32,73,504


Hence, it is better decision to go through bank borrowing. 

Ans.
4(b)


A loan where the lending bank is only entitled to repayment from the profits of the project the loan is funding, not from other assets of the borrower.


Investopedia explains 'Non-Recourse Finance'


These types of projects are characterized by high capital expenditures, long loan periods, and uncertain revenue streams. Analyzing them requires a sound knowledge of the underlying technical domain as well as financial modeling skills.

5.
(a)
The Balance Sheet of Southern Real Estates Limited as on 31st March, 2011 and 31st March,   2012 are given below:
	         Liabilities
	31.3.2011
	31.3.2012
	Assets
	31.3.2011
	31.3.2012

	Share capital(ordinary, of `100 each)

Reserves and surplus

Secured loan from Bank

Sundry Creditors

Provision for taxation
	1,97,000

1,48,000

87,000

2,51,450

65,000
	2,30,000

3,12,000

         ---

2,98,000

1,72,000
	Fixed assets less depreciation

Investments

Stock-in-trade

Sundry debtors

Cash at bank

Prepaid Expenses
	3,60,000

11,250

1,42,500

90,700

1,30,000

14,000
	6,00,000

10,000

1,96,000

1,40,000

45,000

21,000

	
	7,48,450
	10,12,000
	
	7,48,450
	10,12,000




From the records, the following further information is available:

i. Reserves and surplus position:




`

Balances as on 1st April, 2011     
 1,48,000
+ Net Profit for the year    
1,98,500
                                               
3,46,500

- Dividend     
     34,500




              3,12,000


ii. The accumulated depreciation on fixed assets as on 31.3.2012 was `1,80,000 and as on 31.3.2011 was `1,60,000. Machinery costing `20,000, which was depreciated to the extent of 50% was discarded and written off in 2012. Depreciation for the year ending 31.3.2012 amounted to `30,000.

iii. Investments costing `5,000 was sold during the year ending 31.3.2012 for `4800 and Government Securities of `4000 were purchased during the year for Rs 3750. 


You are required to prepare the following:

i. Statement showing changes in working capital.

ii. Statement of sources and application of funds.


(b)
Explain the following terms in one or two sentences;


(i)
Gross working capital
(ii)
Net working capital
(iii)
Working capital gap
Ans.
5(a)


(i)
Statement of change in working capital

	Particulars
	31-3-2011

Previous year
	31-3-2012

Current year
	Increase
	Decrease

	Current Assets:

Stock in trade

Sundry debtors

Cash at bank

Prepaid expenses
(a)
Current Liabilities:

Sundry Creditors

Provision for taxation
	1,42,500

90,700

1,30,000

14,000
	1,96,000

1,40,000

45,000

21,000
	53,500

49,300

7,000
	85,000

	
	3,77,200
	4,02,000
	
	

	
	2,51,450

65,000
	2,98,000

1,72,000
	
	46,550

1,07,000

	
	3,16,450
	4,70,000
	1,09,800
	2,38,550

	Working capital
	60,750
	(68,000)
	
	



Decrease in working capital = 2,38,550 – 1,09,800 = 1,28,750


(ii)
Funds Flow Statement for the year ended 31st March 2012.

	Source of Funds
	`
	Application of Funds
	`

	Issue of share capital

Funds from operations

Proceeds from sale investment

Decrease in wstly Capital
	33,000

2,38,700

4,800

1,28,750
	Purchase of fixed assets

Purchase of government securities

Repayment of loan

Payment of dividend
	2,80,000

3,750

87,000

34,500

	
	4,05,250
	
	4,05,250


Fixed Assets A/c

	To Balance b/d

To Bank purchase (bal. Fig.)
	3,60,000

2,80,000
	By Depreciation

By Loss on sale of assets

By Balance c/d
	30,000

10,000

6,00,000

	
	6,40,000
	
	6,40,000


Investment A/c

	To Balance b/d

To Bank (purchase of Government Securities)
	11,250

3,750
	By Bank Sale

By Loss on sale of securities

By Balance b/d
	48,00

200

10,000

	
	1,50,000
	
	1,50,000


Provision for dep A/c

	To Dep A/c of discarded machine

To Balance c/d
	10,000

1,80,000
	By Balance b/d

By Profit Loss A/c

(provision during the year)
	1,60,000

30,000



	
	1,90,000
	
	1,90,000


Adjusted Profit & Loss A/c

	To Dep on discounted machine

To Loss on sale machine

To Loss on sale of investment

To Dividend

To Balance c/d


	30,000

10,000

200

34,500

3,12,000
	By Balance b/d

By Funds from operation
	1,48,000

2,38,700

	
	3,86,700
	
	3,86,700


Ans.
5(b)

(i) Sum of current asset of the company is set to be gross working capital.

(ii) Difference of current assets and current liabilities.

(iii) Working capital gap – it denotes difference between total current assets required the amount of finance available in the shape of current liabilities other than short term bank borrowings.
6.
(a)
The following information is available for a call option:

Time to Expiration: 3 months

Risk-free Rate  
: 8%

Exercise Price   
: €65

Stock Price       
:  €70

Call Price           
:  €12

You are required to calculate value of put option.


(b)
An Indian importer has to settle a bill for US $ 1,50,000. There are two options available:


Option A-Pay immediately by drawing from the bank overdraft account bearing interest @ 15%p.a


Option B-Pay after 3 months with interest @ 5 % p.a. in foreign currency.


The exchange rates are as under:


Spot (`/US$)= `50.50/`51.00

3 months (Rs/US$)=`51.50/`52.50

Evaluate the two options and advise.

(c)
The total asset turnover ratio and total asset to net-worth ratio of ABC limited are 1.75 and 2 respectively. If the net-profit margin of the company is 8%, what will be its Return On Equity (ROE)?

(d)
The degree of operating leverage of XYZ limited is increased by 30%. What will be the change in the degree of total leverage, if the degree of financial leverage is decreased by 20%?
Ans.
6(a)
Using Put – Call Parity theorem.

Value of stock + value of put = value of call + P.V. of E.P.


€ 70 + value of put = € 12 + 
[image: image30.wmf]0.083/12

€65

e

´



Value of put = € 70 + € 12 + 
[image: image31.wmf]€65

1.0202

= € 5.7129

Ans.
6(b)


Bill value = $ 1,50,000

SR         $ 1 = `50.50   ------

` 51


BM  FR $ 1 = ` 51.50  ------

` 52


Option I

Pay Immediately


` required to purchase $ 1,50,000 at SR $ 1 = ` 51





$ 1,50,000 = ` 1,50,000 ( 51 = ` 76,50,000


Amount required to pay after 3 months




76,50,000
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= ` 79,36,875

Option II

Pay after 3 months

Amount req. to pay after 3 months in $ = $ 1,50,000
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= $ 151875


Equivalent ` for $ 151875 at 3m   FR $ 1= ` 52



$ 151875 = ` 151875 ( 52 = ` 78,97,500


It is better to pay after 3 months

Ans.
6(c)


Asset turnover ratio = 
[image: image34.wmf]Sales

TotalAsset

= 1.75

-
(i)


Asset to Net worth = 
[image: image35.wmf]TotalAsset

Networth

 = 2


-
(ii)


Profit margin = 
[image: image36.wmf]Profit

Sales

= 8%



-
(iii)


From (i), (ii) & (iii)




[image: image37.wmf]Sales

TotalAsset

×
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Networth

×
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Sales

=1.75 × 2 × 8%
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Ans.
6(d)

	
	After change

	DOL let = Degree of Operating Leverage
= 10

DOF Degree financial leverage
= 10

DOC Degree of combined leverage = DOL × DOF= 10×10
100

%change in degree of total leverage
	10 + 3 = 13

10 – 2 = 8

13 × 8 = 104
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7.
(a)
How are currency swaps different from the interest swaps? Explain.

(b)
On September 1, 2011, the Rs/$ spot rate in New York is `51.90 and December £ futures are trading at $1.5950.


The `/£ spot rate on that day is `78.90.


Neel Corporation has a 3-month sterling receivable of £ 1,00,000.


You are given that the standard size of sterling futures contracts is £ 62,500 and Neel Corporation decides to hedge its risk by trading in two sterling futures contracts. By December 1, 2011 the spot dollar has appreciated to `52.80, while the spot pound sterling has depreciated to `78.20. If December futures area trading at £1.5720, what is the profit or loss incurred by Neel Corporation?
Ans.
7(a)


Swaps is one of the new instruments in international capital market. It is the cost of exchanging one currency into another for a specified period of time. The swap will represent an increase in the value of the toward exchange rate (a premium) or a decrease (discount). Swap has mainly two main categories, viz., interest rate swaps and currency swaps or combination of both.


In the interest swaps category, a fixed rate of interest is swapped for a floating rate of interest or vice-versa. Here two parties agree to exchange the interest payments on a notional principal over a specified period without exchange of principal amount. Currency swaps allows an equity to redenominated a loan from one currency into another currency. Here, both principal and interest in one currency are swapped for principal and interest in another currency.

Ans.
7(b)


Equivalent ` at SR £1 = 78.90



£1,00,000 = Rs. 78,90,000


Gain due to future contract in $



= 2×£62,500($1.5950 - $1.5720) = $2875


Equivalent ` for £1,00,000 at 1st December



£1 = ` 78.20



£1,00,000 = ` 78.20×1,00,000 = ` 78,20,000


Equivalent ` for $2875 at 1st December



$1= Rs. 52.80



$2875 = ` 2875×52.80 = Rs. 1,51,800


Total ` received at 1st December = ` 78,20,000 + ` 1,51,800 = ` 79,71,800


Gain due to comparing of 1st September ` received & 1st December 


` received =  ` 79,71,800 – ` 78,90,000 = ` 81,800

8.
Write short Notes on (any three):


(a)
Asset securitization 
(b)
Foreign collaboration
(c)
Money Market Hedge
(d)
Sensitivity Analysis
Ans.
8(a)


Securitisation is a form of financial instrument involving pooling of financial assets and the issuance of securities that are re-paid from the cash flows generated by the assets. Common assets for securitisation include credit cards, mortgages, auto and consumer loans, student loans, corporate debt, export receivable and offshore remittances. These securities are then sold in the open market to raise money. Cost of raising such finance would however depend on the quality of receivables that are securitized, the maturity period involved, collateral securities available and the overall standing of the owner.

Ans.
8(b)

In India there are basically two forms of foreign collaboration. The collaboration may be either financial collaboration or it may be technical. In case of financial collaboration the approving authority is the Reserve Bank of India and in the case of technical collaboration the approving authority is department of Industrial Development in the Ministry of Industry, Government of India.


The approach of the Government has been roughly the same since the year 1949 that is to allow foreign direct investment on preferential basis in sectors that will be beneficial for the country. The foreign or Indian undertakings will have to conform to the Industrial policy of the country. Foreign investors are in all cases considered equal to their Indian partners.


The Government has enforced The Foreign Exchange Management Act 1999 (FEMA) in place of the Foreign Exchange Regulation Act,1973 (FERA). The Old act aimed at controlling foreign exchange whereas the new Act seeks to regulate foreign exchange.


A breach of the provisions of the old act resulted in a criminal offence with the burden of proof lying on the guilty. However the new Act provides for only a civil remedy and for an offence the accused cannot be arrested unless he defaults in payment of penalty for contravention.


For setting up a foreign collaboration, approval from the government under the relevant foreign exchange laws in force and the requisite Government policy is required.


Under the Act now a foreign collaboration may be formed by a foreign company without the necessity of forming a company with an Indian counterpart. Any Foreign collaboration which exceeds the minimum limited set out in the automatic route requires approval from the government.


The Government has set up a foreign investment promotion board to encourage foreign investment in India. Some of the functions of the Board include:


speed up clearance of proposals


to review the collaborations cleared


Earmarking and ascertaining of contacts to invest in India.

Ans.
8(c)

(A)
Money Market and Money Market instruments 


Money Market is the center for dealings mainly of short term character , in money assets, meeting the requirements of borrowers and lenders .By convention the term “Money Market” refers to the market for short term requirement and deployment of   funds. 


Money market instruments are those instruments ,which have maturity period of less than one year . They can be quickly converted in to money with minimum transaction cost .The most active year .they can be quickly converted into money with minimum transaction cost .The most active part of the money market is the market for over night call and term money between banks and institutions and repo transactions. Call money /Repo are very short term Money Market products. 

(B)
Feature of Money Market


(1)
It is collection of market for following instruments –Call money ,notice money     repos, term money .treasury bills ,commercial bills, certificate of deposits, commercial papers inter-bank participation ,certificates ,inter-corporate deposits, swaps etc.


(2)
The sub market has close inter-relationship & free movement of funds from one sub market to another.


(3)
A network to large number of participants exists which will add greater depth to the market.


(4)
Activities in the market tend to concentrate in some centre, which serves a region or an area. The width of such area may vary depending upon the size and needs of the market itself.


(5)
The relationship that characterizes a money market is impersonal in character so that competition is relatively.


(6)
Price differentials for assets of similar type will tend to be eliminated by the   interplay of demand and supply. 


(7)
A certain degree of flexibility in the regulatory framework exists and there are constant endeavours for introducing a new instruments /innovative dealing techniques. 


(8)
It is wholesale market & the volume of funds or financial assets traded are very large i.e. I crores rupees.

Ans.
8(d)


Sensitivity Analysis & Social Cost Benefit Analysis


Sensitivity Analysis is a tool which helps in analyzing change in the project’s net present value (NPV) or internal rate of return (IRR) for a given change in one of the variables. It shows how sensitive a project’s NPV or IRR is to changes in particular variables. The analysis takes care of estimation errors by using a number of possible outcomes in evaluating a project. The sensitivity analysis provides different cash flow estimates under these assumptions: 


Steps involved in the analysis: 


Identifying the variables which have an effect on the project’s NPV/IRR. Defining the mathematical relationship between the variables. Analysing the implication to change in each of the variables on the project’s NPV. 


Advantages:


Helps the decision marker in understanding the investment project in total it compels him to identify the variables which has influence on the cash flow forecasts.


It assists in finding out critical / weak spots in the project.


It guides the decision marker to concentrate on relevant variables only.


Disadvantages:


In case of sensitivity analysis, we take the effect of changes in one variable at a time on the present value. This may in fact be highly misleading. It assumes variables to be completely unrelated to each other which they are not. It is only when the combined effect of changes in the set of interrelated variables is considered that we can get the right picture.
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