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MY SOLUTION OF MAFA PAPER MAY 2010
 FOR YOUR CRITICAL COMMENTS
Question 1(a) (12 Marks)

Alfa Ltd desires to acquire a diesel generating set costing Rs.20 Lakh which will be used for a period of 5 years. It is considering two alternatives (i) taking the generating set on lease or (ii) purchasing the asset outright by raising loan. The company has been offered a lease contract with a lease payment of Rs.5.2 Lakh per annum for five years payable in advance. The company’s banker requires the loan to be repaid@ 12% p.a. in 5 equal installments, each installment being due at the beginning of the each year. Tax relevant depreciation is 20% p.a. WDV. At the end of 5th year the generator can be sold at Rs.2,00,000. Marginal tax rate of Alfa Ltd is 30% and its post tax cost of capital is 10%.                                                

Determine (i) The net advantage of leasing to Alfa Ltd and recommend whether leasing is financially viable (ii) Break even lease rental.
Answer  (i)

Note: The question is silent on the point whether the 5 equal installments would be inclusive interest or plus interest. It is assumed that the loan will be repaid in 5 equal installments inclusive of interest. This assumption places loan on an equivalent basis with lease.
Annual Bank installment :   (20,00,000) / (1+ 3.037) = 4,95,417

	
	Amount due 
	Principal 
	Interest 

	Total borrowing

I Payment 

II Payment 

III Payment 

IV Payment 

V payment 
	20,00,000

  4,95,417

15,04,583

  3,14,867

11,89,716

3,52,650

8,37,066

3,94,969

4,42,097

4,42,097

nil
	4,95,417

3,14,867

3,52,650

3,94,969

4,42,097
	1,80,550

1,42,767

1,00,448

  53,320


	Year
	Dep./STCL
	Dep. + int.
	Tax savings
	PV @ 8.40%

	1
	4,00,000 Dep.
	5,80,550
	1,74,165
	1,60,667

	2
	3,20,000 Dep.
	4,62,767
	1,38,830
	1,18,148

	3
	2,56,000 Dep.
	3,56,448
	1,06,934
	  83,951

	4
	2,04,800 Dep.
	2,58,120
	   77,436
	  56,918

	5
	6,20,000 STCL
	6,20,000 STCL
	1,86,000
	1,24,270

	Total 
	5,43,954


Notes ;

(I) nO wdv DEPRECIATION IS ALLOWED IN THE YEAR IN WHICH THE ASSET IS SOLD.[sECTION 32(1) OF iNCOME TAX ACT, 1961]
(II) It is assumed that in future year five the company shall have sufficient amount of short term capital gain to set off the short term capital loss of Rs.6,20,000 arising in that year.(STCL CANN’T BE SET OFF AGAINST BUSINESS INCOME)
(III) Interest included II installment would be allowed as deduction against taxable income of I year [Section 43(B) of Income Tax Act, 1961] and so on.
(IV) A lease versus buy analysis is performed when the decision is made to acquire an asset. “It is not a capital expenditure decision. It is financing decision. Whether nor not to acquire the asset is not part of typical lease analysis – in a lease analysis we are simply concerned with whether to obtain the use of the asset through lease or by purchase.
” Rather we can say the analysis does not aim to decide lease or purchase (as the purchase has already been decided); it is to decided whether lease or borrow. The cash flows of this analysis are more like debt service cash flows than operating cash flows
. Hence the appropriate discount rate is the after tax cost of debt.

DCF Analysis of purchase proposal 

	
	periiod 
	pvf/a
	cashflow 
	PV

	Bank payments 
	0-4
	4.283
	-4,95,417 annually
	-21,21,871

	Tax savings
	1-5
	3.951
	
	+5,43,954

	NPV of cost
	15,77,917


DCF Analysis of lease proposal 
      PV = PV of lease payments – PV of tax savings.

            = 5.20L x 4.283  - 1.56L x 3.951 = 22.2716oL – 6.16356L  = 16.10804L
Purchase is recommended.
Teaching note – not to be given in the exam : CA Final student should apply correct provisions of Income tax Act, 1961 while solving any question of any paper.; particularly when the monetary unit of the question is ‘Rupees’ as this unit shows that we are attempting the question from an INDIAN FIRM point of view. 
There are no global provisions regarding Income Tax. There has been no International convention to form some common provisions of Income Tax.  

Answer (ii)

Breakeven Lease rental:
Let annual l ease rent = x 

-15,77,917 = x(4.283) – 0.30(x)(3.951)
x = 5,09,383 
Question 1(b) (8 marks)
The credit sales and receivables of M/s M Ltd at the end of the year are estimated at Rs.3,74,00,000 and Rs.46,00,000 respectively.
The average variable overdraft interest rate is 5%. M Ltd is considering a proposal for factoring its debts on a non-recourse basis at an annual fee of 3% on credit sales. As a result, M Ltd will save Rs.1,00,000 per year in administrative cost and Rs.3,50,000 as debts. The factor will maintain a receivable collection period of 30 days and advances 80% of the face value thereof at an annual interest rate of 7%. Evaluate the viability of the proposal.                       ( Assume 365 days in a year)
Answer : 

Working note 

Amount Blocked in Drs. (Present):                                   Rs.46,00,000
Amount Blocked in Drs. (after factoring)

                              3,74,00,000 x (30/360) x (20/100)      Rs.  6,14,795

Release of working capital                                               Rs.39,85,205

Main Answer

Cost Benefit Analysis if factoring services

	
	Cost 
	Benefit 

	Payment of factor fees 
	3,74,00,000 x 0.03

= 11.22.000
	

	Payment of interest to factor 
	3,74,00,000x0.07x(30/365)x0.80

= 1,72,142
	

	Savings of interest on working capital realize  
	
	39,85,205 x 0.05 = 1,99,260

	Bad debts 
	
	3,50,000

	Administrative charges 
	
	1,00,000

	Total 
	12,94,142
	6,49,260


Factoring is not recommended.
Question 2(a) Following information are available in respect of XYZ Ltd which is expected to grow at a higher rate for 4 years after which growth rate will stabilize at a lower level:
Base year information :

Revenues                               Rs.2,000 Crores

EBIT                                     Rs.   300 Crores

Capital expenditure                 Rs.  280 Crores

Depreciation                           Rs.200 Crores

Information for high growth and stable growth period are as follows:

	
	High growth 
	Stable growth

	Growth in Revenue and EBIT
	20%
	10%

	Growth in capital expenditure and depreciation 
	20%
	Capital expenditure are offset by depreciation

	Risk free rate 
	10%
	9%

	Equity beta 
	1.15
	1

	Market risk premium
	6%
	5%

	Pre-tax cost of debt
	13%
	12.86%

	Debt equity ratio 
	1:1
	2:3

	
	
	


For all time, Working capital is 25% of revenue and corporate tax rate is 30%. What is the value of the firm?
Answer

Calculation of Annual cash flow (Rs. Crores)
	Future years →
	1
	2
	3
	4
	5
	6
	7

	EBIT
	360
	432
	518
	622
	684
	684(1.10)1
	684(1.10)2

	Less TAX
	 108
	130
	156
	187
	205
	205(1.10)1
	205(1.10)2

	Less Cap. exp. net of dep.
	96
	115
	138
	166
	-
	-
	-

	Less Working capital ↑
	100
	120
	144
	173
	104
	104(1.10)1
	104(1.10)2

	Cash flow 
	56
	67
	80
	96
	375
	375(1.10)1
	375(1.10)2


Ke (first 4 years) = 10 + 1.5(6) = 16.90%

Kd (first 4 years) = 13x0.70 = 9.10%

Ko  (first 4 years) = 9.10 X 0.50  +  16.90 X 0.50  =  13 %
Ke (after 4 years) = 9 + 1(5)    = 14%

Kd (after 4 years) = 12.86x0.70 = 9.002%

Ko  (after 4 years) = 9.002 X 0.40  +  14 X 0.60  =  12 %

Value of 4 years cash flows 

= 56(0.885) + 67(0.783) + 80(0.693) +96(0.613)  = 216 Crores
Value of business in the beginning of 5th year :   375/(0.12 - 0.10) = 18750
Present value of value of business in the beginning of 5th year 
                                                                     = 18750(0.613) 11494 Crores 
Total value of business = 216 + 11494 = 11710 Crores

Question 2(b)
A Mutual Fund has a NAV of Rs.20 on 1.2.09. During December, 2009, it has earned a regular income of Re.0.0375 and capital gain of Re. 0.03 per unit. On 31.12.09, the NAV was Rs.20.06. Calculate the monthly return and annual return.

Answer

(Assumption Regular income of Re.0.0375 and capital gain of Re.0.03 have been distributed to the investors and NAV of 20.06 is after these distributions.)

                             0.0375 + 0.03 + 20.06

Monthly return =  ----------------------  -1 = 0.006375  = 0.6375%
                                             20
Annual return = 0.6375 x 12 = 7.65%
Question 2(c) 

Write a short note on the role of the financial advisor in a public sector undertaking.
Answer
The finance manager has to perform finance function of the organization whether it is the case of PSU or some other business organization. He should estimate the financial requirements of the organization, decide about sources of raising the finance, decide about investing the funds in project etc. However, there are some peculiar points regarding the role of financial manager in PSUs as compared to ordinary business organizations:

(i) He has to consider that though the goal of the PSU is not maximizing the wealth of the shareholders, it should not ignore the profit target all together, as it is must for its survival.

(ii)
The finance manager of a PSU has quite limited role to play in case of dividend decisions.


(iii)
All the decisions should be guided the fact that the object of the PSU is welfare of the people and providing help in the economic development of the country. Corporate Social responsibility should be a special consideration in the decision making.


(iv)
Money invested in the PSU is people's money (including very poor ones). Hence, it should be handled very delicately.


(v)
Cost reduction and efficiency in operation should be given special emphasis.


(vi)
Project appraisal should make Social Cost Benefit Analysis.

(vii) To make its products affordable for the low income people, it may follow the price discrimination policy or price differentiation policy.


(viii)
Cost volume relationship should be established and find whether higher production can be sold at cheaper prices.


(ix)
Financial reporting should be of quite high order.


(x)
Financial analysis like inflation accounting, Human resource Accounting, EVA statement, cash flow statements, and accounting ratios should be part of financial reporting.

Question 3(a) A call and put exit on the same stock each of which is exercisable at Rs.60. They now trade for :
Market price of stock or stock index            Rs.55

Market price of call                                           9
Market price of put                                           1

Calculate the expiration date cash flow, investment value and net profit from             (i)  Buy      1.0 call
(ii) Write    1.0 call

(iii)Buy       1.0 put

(iv)Write     1.0 put

By expiration date stock prices of Rs.50, 55, 60, 65, 70. (May, 2010 MAFA)
Answer
Buy one call

	
	Spot price on expiration

	
	50
	55
	60
	65
	70

	Investment (payment)
	9
	9
	9
	9
	9

	Expiration date cash flow
	0
	0
	0
	5
	10

	Net profit / Loss
	Loss 9
	Loss 9
	Loss 9
	Loss 4
	Profit 1


Write one call

	
	Spot price on expiration

	
	50
	55
	60
	65
	70

	Investment (receipt) 
	+9
	+9
	+9
	+9
	+9

	Expiration date cash flow
	0
	0
	0
	-5
	-10

	Net profit /Loss
	Profit 9
	Profit 9
	Profit 9
	Profit 4
	Loss 1


Buy one put

	
	Spot price on expiration

	
	50
	55
	60
	65
	70

	Investment (payment)
	1
	1
	1
	1
	1

	Expiration date cash flow
	10
	5
	0
	0
	0

	Net profit / Loss
	Profit 9
	Profit 4
	Loss 1
	Loss 1
	Loss 1


Write one put

	
	Spot price on expiration

	
	50
	55
	60
	65
	70

	Investment (Receipt)
	1
	1
	1
	1
	1

	Expiration date cash flow
	-10
	-5
	0
	0
	0

	Net profit / Loss
	Loss 9
	Loss  4
	Profit 1
	Profit 1
	Profit 1


Question 3(b) Mr. A is thinking of buying shares at Rs.500 each having face value of Rs.100. He is expecting a bonus at the rate of 1:5 during the fourth year. Annual expected dividend is 205 and the same rate is expected to be maintained on the expanded capital base. He intends to sell the shares at the end of seventh year at an expected price of Rs.900 each. Incidental expenses for purchase and sell of shares are estimated to be 5% of the market price. He expects a minimum return of 12% p.a.
Should Mr. A buy the share? If so, what maximum price should he pay for each share? Assume no tax on dividend income and capital gain.

Answer

Cost of share = 500 + 25 = 525
Maximum Price (including purchase expenses) 

        = 20(Annuity for 3 years at 12%) + 24 (Annuity for 4-7 years at 12%)

           + 900(1.20)(0.95)(PVF for 7th year at 12%)
         = 20(2.402) + 24(2.162) + 900(1.20)(0.95)( 0452) = 564
At the investor’s expected rate of return, the share is worth Rs,564. It will cost the investor Rs.525. The investment is recommended.

Question 3(c) 

Ramesh wants to invest in stock market. He has got the following information about individual securities;
	Security 
	Expected return
	Beta 
	SD2 ci

	A 
	15
	1.5
	40

	B
	12
	2
	20

	C
	10
	2.5
	30

	D
	09
	1
	10

	E
	08
	1.2
	20

	F
	14
	1.5
	30


Market index variance is 10% and the risk free rate of return is 7%. What should be the optimum portfolio assuming no short sales?
Answer

Note: It is assumed that the ci given in the question is ei.                                                            (ei refers to residual variance)

	Security 
	Risk premium
	Beta 
	Risk Premium/Beta 

	A
	8
	1.5
	5.33

	B
	5
	2
	2.50

	C
	3
	2.5
	1.20

	D
	2
	1
	2

	E
	1
	1.2
	0.83

	F
	7
	1.5
	4.67


	Secu-

rity 


	(Risk 

Premium)/

(Beta) 


	(Beta2) / 

(Residual 

Variance)

 
	(Risk premium x

Beta) / (Residual variance) 
	Cum. Value of (Beta2 / 

Residual 

Variance) 
	Cum. Value of (Risk premium x
Beta)/ (Residual variance)
	C

	A
	5.33
	0.05625
	0.30
	0.05625
	0.30
	1.92

	F
	4.67
	0.07500
	0.35
	0.13125
	0.65
	2.8110

	B
	2.50
	0.20000
	0.50
	0.33125
	1.15
	2.667

	D
	2.00
	0.10000
	0.20
	0.43125
	1.35
	2.5414

	C
	1.20
	0.20833
	0.25
	0.63958
	1.60
	2.1635

	E
	0.83
	0.07200
	0.06
	0.71158
	1.66
	2.0452


            Zi=[ Beta/residual variance] X [(Risk premium/Beta) - C*]

               = [1.5/40] X [(5.33-2.8110)] = 0.09446625
             Zii = [1.5/30] x [4.67 -2.8110] = 0.09295

                       0.280335

W1  = 0.0944625/(0.0944625 + 0.09295) = 0.50

W2   =   0.09295 /(0.0944625 + 0.09295)  = 0.50

Mr. Ramesh should invest 50% of his funds in A and 50% in F.
(Teaching note – not to be given in the exam. For understanding the background required for this question, please refer to “Note on Sharpe’s Optimal Portfolio” at CAclub site.)

Question 4(a) ABC, a large business house is planning to well its wholly owned subsidiary. KLM. Another large business entity XYX has expressed its interest in making a bid for KLM. XYZ expects that after acquisition the annual earning of KLM will increase by 10%.
Following information, ignoring any potential synergistic benefits arising out of possible acquisitions, are available:
(i) profit after tax for KLM for the financial year which has just ended is estimated to be Rs.10Crore
(ii) KLM’s after tax profit has an increasing trend of 7% each year and the same is expected to continue.

(iii) Estimated post tax market return is 10% and risk free rate is 4%. These rates are expected to continue.

(iv) Corporate tax rate is 30%.

	
	XYZ
	ABC
	Proxy entity for KLM in the same line of business

	No. of shares
	100 Lakhs
	80 Lakhs
	-

	Current share price 
	Rs.287
	Rs.375
	-

	Dividend payout ratio
	40%
	50%
	50%

	Debt : equity at market values 
	1:2
	1:3
	1:4

	P/E ratio 
	10
	13
	12

	Equity Beta 
	1
	1.1
	1.1


Assume gearing level of KLM to be the same as for ABC and a debt beta of zero.
You are required to calculate:

(a) Appropriate cost of equity for KLM based on the date available for proxy equity.

(b) A range of values for KLM both before and after any potential synergistic benefits of XYZ of the acquisition.

Answer: Note: (Market return is 10% post tax. It is assumed that Risk Free rate of return of 4% given is the question is also post tax or tax free.)
(a) Overall Beta of Proxy = 0 + 1.10[(4)/(0.7 + 4)] = 0.936
Calculation of equity Beta of KLM :

Overall Beta of KLM  = 0.936
0.936 = 0 + Equity Beta of KLM [(3)/(0.70 + 3)]
Equity Beta of KLM = 1.1541
Ke of KLM = 4 + 1.1541(10-4) = 10.93 %
     (b)  

[PE ratio of proxy of proxy is 12. PE ratio of KLM may me taken at slightly low level as KLM has higher debt equity ratio. (Higher debt equity ratio increases the financial risk of the firm. It generally lowers the PE ratio). Let’s assume that PE ratio of KLM is 10] 

	
	No Synergy gain 
	Synergy gain 

	DDM based value of all shares :
              D1

          --------------

                Ke –g 
	  10Crores (1.07)(0.50)

= -----------------

       0.1093 - 0.07
= 136.13 Crores
	10Cr.(1.07)(1.10)(0.50)

= -----------------

       0.1093 - 0.07

= 149.7455 Crores

	PE ratio based value of all shares :
[Earning for Equity    

 Shareholders]x PE ratio
	10 Crores(1.07)x10

= 107 Crores
	10 Cr.(1.07)(1.10)x10

= 117.7 Crores


 Value of business = value of shares + value of debt 
Max. value of KLM = 149.7455 Crores + 1/3(149.7455) Crores = 199.66 Crores

Min. value of KLM = 107 Crores + 1/3(107) Crores = 142.67 Crores.

Question 4(b)  

A Ltd of UK has imported some chemical worth of USD 3,64,897 from one of the US suppliers. The amount is payable in six months time. The relevant spot and forward rates are:
Spot rate :                      USD 1.5617-1,5673

6 months forward rate    USD 1.5455-1.5609

The borrowing rates in UK and US are 7% and 6% respectively and the deposit rats are 5.5% and 4.5% respectively.
Currency options are available under which one option contract is for GBP 12,500. The option premium for GBP at a strike price of USD 1.70/GBP is USD 0.037 (call option) and USD 0.096 (put option) for 6 months period.

The company has three choices (i) Forward cover (ii) Money market cover and (iii) currency options.

Which of the alternatives is preferable by the company?

Answer

(i)Forward : Cost payable after six months :
                                                   364897/1.5455 = GBP 236102.88
(ii) Option    : As A Ltd to sell GBP, it should purchase put option for selling GBP at the rate of USD 1.70 at a premium of USD 0.096/ GBP.
· Required no. of  GBP to be under options: 364897/1.70 i.e. 214645.29

Market lot = 12,500 GBP
No of contracts of put option: 214645.29/12500 = 17.1716 

Put option for 17 contracts = Put options for (selling) 212500 GBP at the rate of minimum 1.70USD. Realization = $361250.

· Remaining USD i.e. 364897 – 361250 = 3647 USD may be purchased on forward.

· Put premium: $0.096 x 212500 = $20400

· Purchase $ 20400 for 20400/1.5617 i.e.13062.89 GBP
· Post six  months value of 13.062.89 GBP ( 1.035) = GBP 13520
Total cost Under Option :

	Purchase of $3,61,250
	GBP 2,12,500

	Premium 
	GBP    13520

	Purchase of $3647 on forward
	GBP     2,360

	Total cash outflow after six months 
	GBP 2,28,380


(iii) Purchase and invest the USD so that after six months the firm may have 3,64,897 Dollars. 
     Required No. of Dollars = 364897/(1.0225) = $3,56,867. 

      Purchase $3,56,867. Invest @4.50% p.a. for 6 months. 

     Investment proceeds $3,64,897. Use this amount to pay for the import. 
   (ii) GBP required for purchasing $3,56,867
                                         = 3,56,867/1.5617 i.e. 2,28,512GBP 

    Borrow GBP 228512 @ 7% for six months.                                                   

    Payment after 6 months = GBP 2,28,512(1.035) = GBP 2,36,510
	Cash out flow after six months 
	Forward 
	Option 
	MMO

	
	GBP 2.36,103
	GBP 2,28,380
	GBP 2,36,510


Put option is recommended.

Question 4(c) 

What is a depository? Who are the major players of depository system? What advantages does the depository system offer to the clearing member?
Answer

Under depository system, the securities (shares, debentures, bonds, government securities, units of mutual funds, etc.) of the investors are held in electronic form. It is a process by which an investor surrenders the share certificates which are returned to the Company or Registrars and subsequently destroyed. An equivalent number of shares are credited (electronically) to the investor’s account with the Depository.  Whilst in the Company’s records, NSDL/CDSL will be the Registered Holder of the dematerialized shares, the Investor continues to be the Beneficial Owner and consequently, all corporate benefits like Dividend, Rights, Bonus, etc. will be issued to the shareholders holding shares in electronic form.                                                           

The major players are (i) Depositories - National Securities Depository Ltd. (NSDL) and Central Depository Services Ltd. and (ii) Depository participants. Various banks, financial institutions and Brokering companies are depository participants. 
Clearing Members (CMs) are the members of the Clearing Houses/Clearing Corporations who facilitate settlement of trades done on stock exchanges. They could be a broker or custodian registered with SEBI. 

Clearing Members’ main activity is to facilitate pay-in/pay-out of securities to/from Stock Exchanges either on their own behalf or on behalf of their clients. The securities which are due for delivery can be delivered directly from client's account or through Clearing members  to the Stock Exchanges. Similarly, pay-out of securities can be delivered directly to client's account. 

The depository system offers them the following advantages: 
(i) Bad deliveries are eliminated. 

(i) It leads to faster settlement cycle.
(ii) The system solves the problem of odd lots.

(iii) Quick settlements.
Question 5(a) ABC Bank is seeking fixed rate funding. It is able to finance at a cost of six months LIBOR plus 1/4% for Rs.200m for 5 years. The bank is able to swap into a fixed rate at 7.50% versus six months LIBOR treating six months as exactly half year. 

(a) What will be the “all in cost funds” to ABC Bank? 

(b) Another possibility being considered is the issue of a hybrid instrument which pays 7.50% for the first three years and LIBOR-1/4% for remaining two years. 

Given a three year swap rate of 8%, suggest the method by which the bank should achieve fixed rate funding.
Answer (a)

Teaching note: May not be given in the exam:The bank is planning to raise funds on fixed rate basis. To save interest cost, it is considering an option under which it may raise funds at  L + 0.25% and swap against fixed rate. (Interest swap implies that you won’t be raising at your own choice)

Calculation of All in cost :
	Payment by bank for borrowing on LIBOR  basis
	- [ LIBOR + 0.25 ]

	Payment under swap
	-7.50

	Receipt under swap 
	+ LIBOR

	Net cost
	7.75%


Answer (b)

     Teaching notes : may not be given in the exam


     In this part of the question, the bank proposes to issue hybrid instrument   

   “Given a three year  swap rate of 8%” means that the swap rate is 8% V/s LIBOR.     
     This swap rate is only for three years while the bank wants fixed interest for all the five years. 
     Under the hybrid instrument option, the bank has to pay floating rate of “LIBOR – 0.25” for last two years while bank is interested in floating rate for all the five years.  
     Go for two swaps: one for five years and the other for three years.
The second possibility is recommended as the net cost is under this possibility less than the cost under first possibility.

Answer

Question 5(b) 

What do you know about swaptions and their uses?

Answer

A swaption is an option on an interest rate swap i.e. it is an option to enter in to an interest swap. The option buyer pays up front premium and in return gets a right but not the obligation to enter into an interest swap agreement on a specific future date. For example, A Ltd and X bank enter into swaption on 1st April 2007; A Ltd pays premium and in return gets a right ( not the obligation ) to enter into an interest swap agreement with B Ltd on 1st June, 2007 ( the specific date). The swaption agreement will specify whether the buyer of the swaption ( the party which pays premium) will be a fixed-rate receiver or a fixed-rate payer. The writer of the swaption (the party which receives premium) becomes the counterparty to the swap if the buyer exercises the option. The swaption market is over-the-counter market i.e., swaptions are not traded on any exchange. 
Swaptions are of two types :

(i) If the option is exercised, the buyer of swaption ( the party which pays premium) will pay fixed interest rate ( decided at the time of entering into swaption contract; in this example, on 1st April, 2007) and will receive interest, from the other party of the swaption contract, at floating rate( the rate prevailing two days before the specific future date, in the example on 29th May, 2007). The interest calculations will be calculated on notional amount and the payments would be on net basis.

(ii) If the option is exercised, the buyer of swaption ( the party which pays premium) will pay floating  interest ( the rate prevailing two days before the specific date, in the example on 29th May, 2007). and will receive, from the other party of the swaption contract, fixed interest rate ( decided at the time of entering into swaption contract; in this example, on 1st April, 2007). The interest calculations will be calculated on notional amount and the payments would be on net basis.

There are two main uses of swaptions:  Lock in fixed rate and Interest rate speculation. The first one is for hedging and the second one is for boosting the profit.
Question 5(c) 

What are the reasons for stock index futures becoming more popular financial derivatives over stock futures segment in India?

 Answer

 The reasons for more popularity of stock index futures over stock futures are as follows:
(i) Hedging : Index futures are used for hedging the portfolios. Stock futures are not suitable for this purpose. Stock index futures are quite popular among the FIIs for hedging their portfolios. Stock Index Futures are described as insurance of the portfolios.

(ii) Stock index futures are difficult to be manipulated as compared to individual stock prices, more so in India, and the possibility of cornering is reduced. This is partly because an individual stock has a limited supply which can be cornered.
(iii) Stock index, being an average, is much less volatile than individual stock prices. Margin requirements in the case of index futures than in the case of derivatives on individual stocks. The lower margins will induce more players to join the market.
(iv) Stock Index futures are more accurately priced because their large volumes.
� Financial Management – Brigham and Ehrhardt.


� There is almost no uncertainty in debt –service like cash flows as the cash flows are governed by the contracts. The operating cash flows are estimated ones, these are not contractual, hence these are uncertain.





