
PAPER – 2 : MANAGEMENT ACCOUNTING AND FINANCIAL ANALYSIS  
Attempt all questions. 

Working notes should form part of the answer. 
Question 1 
(a) 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 a 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. Company's banker requires the loan to be repaid @ 12% p.a. in 5 
equal annual instalments, each installment being due at the beginning of the each year. 
Tax relevant depreciation of the generator is 20% as per WDV method. 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: 
(a) The Net Advantage of Leasing to Alfa Ltd. and recommend whether leasing is 

financially viable. 
(b)  Break Even Lease Rental. (12 Marks)  

(b) 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 
bad debts. The factor will maintain a receivables collection period of 30 days and 
advance 80% of the face value thereof at an annual interest rate of 7%.  Evaluate the 
viability of the proposal. 

 Note: 365 days are to be taken in a year for the purpose of calculation of receivables. 
(8 Marks)  

Answer 
(a) Workings: 

1.)  Calculation of annual installment 
 Rs. 20 lakh/ 4.038 = Rs. 4.95 lakh 
 3.038* + 1 = 4.038 

* PVIAF @ 12% for 4 years 
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2.)  Calculation of Present Value (PV) of tax shield  or tax benefit on interest on debt : - 

Yr. Installment 
(Rs. lakh) 

Opening 
value 
(Rs. 
lakh) 

Principal 
payment 

(Rs. 
lakh) 

Interest 
12% 
(Rs. 
lakh) 

Tax 
shield 

(Rs. lakh) 

PVF 
(10%) 

PV 10% 
(Rs. lakh) 

0 4.95 20.00 4.95 - - - - 
1 4.95 15.05 3.15 1.80 0.54 0.909 0.49 
2 4.95 11.90 3.52 1.43 0.43 0.826 0.36 
3 4.95 8.38 3.95 1.00 0.30 0.751 0.23 
4 4.95 4.43 4.43 0.52 0.16 0.683 0.11 

 1.19 
3.) Calculation of Present Value (PV)  of tax shield  or tax benefit on depreciation: -  

Year 
Opening 

value 
(Rs. lakh) 

Depreciation 
Tax allowance 

(Rs. lakh) 

Tax Saving  
@ 30% 

(Rs. lakh) 

PVF 
(10%) 

PV 
 (Rs. lakh) 

 
1 

 
20 

 
4.00 

 
1.20 

 
0.909 

 
1.09 

2 16 3.20 0.96 0.826 0.79 
3 12.80 2.56 0.77 0.751 0.58 
4 10.24 2.05 0.62 0.683 0.42 
5 8.19 1.64 0.49 0.621 0.30 

 3.18 
4.) Calculation of Present Value (PV)  of lease decision : - 

Particulars  Years Amount 
(Rs. lakh) 

PVF @ 
 12% 

PV 
(Rs. lakh) 

Lease Rent 0 -4 5.2 4.038 ( - ) 21.00 
Tax relief  on lease 1 -5 1.56 3.605 5.62 

 ( - ) 15.38 

5.) Calculation of Present Value (PV) of buying decision: - 

 (Rs. lakh) 

Purchase price  -  20.00 
Present Value of Tax saving on  Interest  1.19 
Present Value of tax saving on Depreciation 3.18 
Salvage (Rs. 2 lakh x 0.621) 1.24 
Present Value of buying decision ( - ) 14.39 
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 (a) Calculation of Net Advantage of Leasing (NAL): 

Particulars   (Rs. lakh) 

Present Value  of lease decision     - 15.38 
Less: Present Value  of buying decision - 14.39 
Net Advantage of Leasing - 0.99 

 Recommendation: 
 Since Net Advantage of Leasing is negative the lease is financially not viable. 

 (b) Computation of Break Even Lease Rental (BELR) 
 Benefits from leasing : - 
 Let us assume the lease rental be L 
 Cost of the generator    Rs. 20 lakh 
 PV of Tax  shield on rentals   3.605 X 0.3 X L= 1.0815 L 
 Cost of leasing: - 
 Present Value of lease rentals 4.038 L 
 Present Value of Tax shield on interest on debt 1.19 
 Present Value of Tax shield  on depreciation 3.18 
 Present Value of salvage 1.24 
  4.038 L + 5.61 
 Benefits from leasing = Cost of leasing  
                            20 + 1.0815 L = 4.038 L + 5.61 
 Thus,  L = 14.39/2.9565 = Rs. 4.87 lakh   (BELR) 

 
 Note: Some students may also discount cash flows under both alternatives at after 

tax cost of debt i.e. 12% (1-0.3) = 8.4%. In such situation the alternative solution 
will be as follows:  

 Workings: 
1.) Calculation of annual installment 
        Rs. 20 lakh/ 4.038 = Rs. 4.95 lakh 
  3.038* + 1 = 4.038 

* PVIAF @ 12% for 4 years 
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2.) Calculation of Present Value (PV) of tax shield  or tax benefit on interest on debt : - 

Yr. Installment 
(Rs. lakh) 

Opening 
value 
(Rs. 
lakh) 

Principal 
payment 

(Rs. 
lakh) 

Interest 
12% 
(Rs. 
lakh) 

Tax 
shield 
(Rs. 
lakh) 

PVF 
(10%) 

PV 10% 
(Rs. 
lakh) 

0 4.95 20.00 4.95 - - - - 
1 4.95 15.05 3.15 1.80 0.54 0.909 0.49 
2 4.95 11.90 3.52 1.43 0.43 0.826 0.36 
3 4.95 8.38 3.95 1.00 0.30 0.751 0.23 
4 4.95 4.43 4.43 0.52 0.16 0.683 0.11 

 1.19 
3.)   Calculation of Present Value (PV)  of tax shield  or tax benefit on depreciation: -  

Year 
Opening 

value 
(Rs. lakh) 

Depreciation 
Tax allowance 

(Rs. lakh) 

Tax Saving 
@ 

30% 
(Rs. lakh) 

PVF 
(10%) 

PV 
 (Rs. lakh) 

1 20 4.00 1.20 0.909 1.09 
2 16 3.20 0.96 0.826 0.79 
3 12.80 2.56 0.77 0.751 0.58 
4 10.24 2.05 0.62 0.683 0.42 
5 8.19 1.64 0.49 0.621 0.30 

 3.18 
4.)  Calculation of Present Value (PV)  of lease decision : - 

Particulars  Years Amount 
(Rs. lakh) 

PVF @ 
 8.4% 

PV 
(Rs. lakh) 

Lease Rent 0 -4 5.2 4.283 ( - ) 22.27 
Tax relief  on lease 1 -5 1.56 3.951 6.16 

 ( - ) 16.11 
5.)  Calculation of Present Value (PV)  of buying decision : - 

 (Rs. lakh) 
Purchase price  -  20.00 
Present Value of Tax saving on  Interest  1.19 
Present Value of tax benefit on depreciation 3.18 
Salvage (Rs. 2 lakh x 0.621) 1.24 
Present Value of buying decision ( - ) 14.39 
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 Calculation of Net Advantage of Leasing (NAL): 

Particulars   (Rs. lakh) 

Present Value  of lease decision         - 16.11 
Less:  Present Value  of buying decision - 14.39 
Net Advantage of Leasing - 1.72 

  Recommendation: 
  Since Net Advantage of Leasing is negative the lease is financially not viable. 

b) Computation of Break Even Lease Rental (BELR) 
Benefits from leasing : - 
Let us assume the lease rental be L 
Cost of the generator     Rs. 20 lakh 
PV of Tax  shield on rentals   3.951 X 0.3 X L= 1.1853 L 
Cost of leasing: - 
Present Value  of lease rentals      4.283 L 
Present Value  of Tax  shield on interest on debt  1.19 
Present Value  of Tax shield  on depreciation   3.18 
Present Value  of salvage       1.24 

                4.283 L + 5.61 
  Benefits from leasing = Cost of leasing  
                            20 + 1.1853 L = 4.283 L + 5.61 
                           Thus,  L = 14.39/3.0977 = Rs. 4.65 lakh   (BELR) 
(b)  

 Rs. 
Estimated Receivables   46,00,000    

Estimated Receivables under Factor (3,74,00,000    x   365
30

) 
30,73,973 

Reduction in Receivables  (Rs. 46,00,000 – Rs. 30,73,973) 15,26,027             
 Total Savings (A)  

Reduction in finance costs   Rs. 15,26,027 @ 5% 76,301 
Saving of Administration costs  1,00,000 
Saving of Bad debts 3,50,000 
Total  5,26,301 
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 Total Cost of Factoring (B)  

Interest  on advances by Factor  
Advances 30,73,973 @ 80% Rs.   24,59,178   
Interest on Rs. 24,59,178 @ 7%                                        Rs.1,72,142 
Overdraft Interest rate         5%                                 (Rs. 1,22,959) 

  
 
 

49,183 
Charges payable to Factor (Rs 3,74,00,000 @ 3%) 11,22,000 

Total  11,71,183 

 Net Saving (A) – (B)                                                                                             (6,44,882)  
 Since Net Saving is negative the proposal is not viable and cannot be accepted 
Question 2 
(a)  Following informations 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: 

Revenue -  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 & 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? (10 Marks) 
 (b)  A Mutual Fund has a NAV of Rs. 20 on 1.12.09.  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.     (5 Marks)  

(c)  Write a short note on the role of the financial advisor in a public sector undertaking. 
 (5 Marks) 
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Answer 
(a) High growth phase :  
 ke = 0.10 + 1.15 x 0.06 = 0.169  or 16.9%. 
 kd = 0.13 x (1-0.3) = 0.091 or 9.1%. 
 Cost of capital = 0.5 x 0.169 + 0.5 x 0.091 = 0.13 or 13%. 
 Stable growth phase :  
 ke = 0.09 + 1.0  x 0.05 = 0.14  or 14%. 
 kd = 0.1286  x (1 - 0.3) = 0.09 or 9%. 
 Cost of capital = 0.6 x 0.14 + 0.4 x 0.09 = 0.12 or 12%. 
 Determination of forecasted Free Cash Flow of the Firm (FCFF) 

(Rs. in crores) 
 Yr. 1 Yr. 2 Yr 3 Yr. 4 Terminal Year 

Revenue 2,400 2,880 3,456 4,147.20 4,561.92 
EBIT 360 432 518.40 622.08 684.29 
EAT 252 302.40 362.88 435.46 479.00 
Capital Expenditure 96 115.20 138.24 165.89 - 
Less Depreciation      
∆ Working Capital 100.00 120.00 144.00 172.80 103.68 
Free Cash Flow (FCF)  56.00  67.20  80.64  96.77 375.32 

 Present Value (PV) of FCFF during the explicit forecast period is: 
FCFF 
(Rs. in crores) 

PVF @ 13% PV 
(Rs. in crores) 

56.00 0.885 49.56 
67.20 0.783 52.62 
80.64 0.693 55.88 
96.77 0.613 59.32 
  Rs. 217.38 

 PV of the terminal, value is: 

  Crores  7,673.02Rs.  =  0.613318  xCrores12,510.67.Rs=  
(1.13)

1
  x0.09 - 0.12

375.32
4  

 

Copyright -The Institute of Chartered Accountants of India



PAPER – 2 : MANAGEMENT ACCOUNTING AND FINANCIAL ANALYSIS 

33 

 The value of the firm is : 
 Rs. 217.38 Crores + Rs. 7,673.02 Crores = Rs. 7,890.40 Crores 
(b) 

       Monthly return (r) = 
2

1121
NAV

G + I + )NAV - (NAV
 

where     r  = Return of MF 
    1NAV   = NAV on 31.12.09 

    2NAV   = NAV on 01.12.09 

    1l   = Income during December 2009 

   1G   = Capital gain 

   r   = 20.00 Rs.
0.03 + 0.0375 + 20.00) - (20.06 .Rs

 

     = 20.00 Rs.
0.03 + 0.0375 + 0.06 Rs.

 

     = 20.00 Rs.
0.1275  Rs.

 = 0.006375 

     = Rs. 0.006375 x 100  = 0.6375% 
  Annual return = 0.6375 % x 12 = 7.65% 

(c) Role of the financial advisor in a Public Sector Undertaking ( PSU) 
 The financial advisor occupies an important position in all public sector undertakings 

(PSUs). He functions as the principal advisor to the chief executive in all financial 
matters. 

 The functions and responsibilities of the financial advisor include : 
1. Determination of the financial needs of the enterprise and the manner in which the 

same are to be met. 
2. Appraisal of Capital budgeting projects with a view to ascertain their commercial/ 

economic viability and financial soundness. 
3. Formulation of a programme to provide most effective cost-volume profit 

relationship. 
4. Analysis of financial results of all operations and recommendations concerning 

future operations. 
5. Examination of feasibility studies and detailed project reports from the point of view 

of overall economic viability of the project. 
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6. Conduct of special studies with a view to reduce costs and improve efficiency and 
profitability. 

Question 3 
(a) A call and put exist 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       Rs.  9   
Market price of put       Re. 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 

 for expiration date stock prices of Rs. 50,  Rs. 55, Rs. 60, Rs. 65, Rs. 70. (6 Marks) 
(b) Mr. A is thinking of buying shares at Rs. 500 each having face value of Re. 100. He is 

expecting a bonus at the ratio of 1:5 during the fourth year. Annual expected dividend is 
20% and the same rate is expected to be maintained on the expanded capital base. He 
intends to sell the shares at the end of seventh year at an expected price of Rs. 900 
each. Incidental expenses for purchase and sale of shares are estimated to be 5% of the 
market price. He expects a minimum return of 12% per annum. 

 Should Mr. A buy the share? If so, what maximum price should he pay for each share? 
Assume no tax on dividend income and capital gain. (4 Marks)  

(c) Ramesh wants to invest in stock market. He has got the following information about 
individual securities: 

Security Expected Return Beta σ2 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 percent and the risk free rate of return is 7%. What should be 
the optimum portfolio assuming no short sales? (10 Marks) 
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Answer 
(a) Expiration date cash flows 

Stock Prices Rs. 50 Rs. 55 Rs. 60 Rs. 65 Rs. 70 
Buy 1.0 call 0 0 0 -60 -60 

Write 1.0 call 0 0 0 60 60 
Buy 1.0 put 60 60 0 0 0 

Write 1.0 put -60 -60 0 0 0 
Expiration date investment value 

Stock Prices Rs. 50 Rs. 55 Rs. 60 Rs. 65 Rs. 70 
Buy 1.0 call 0 0 0 5 10 

Write 1.0 call 0 0 0 -5 -10 
Buy 1.0 put 10 5 0 0 0 

Write 1.0 put -10 -5 0 0 0 

Expiration date net profits 

Stock Prices Rs. 50 Rs. 55 Rs. 60 Rs. 65 Rs. 70 
Buy 1.0 call -9 -9 -9 -4 1 

Write 1.0 call 9 9 9 4 -1 
Buy 1.0 put 9 4 -1 -1 -1 

Write 1.0 put -9 -4 1 1 1 

(b)       P.V. of dividend stream and sales proceeds 
            Year             Divd. /Sale  PVF (12%) PV (Rs.) 

1 Rs. 20/- 0.893 17.86 
2 Rs. 20/- 0.797  15.94 
3 Rs. 20/- 0.712 14.24 
4 Rs. 24/- 0.636  15.26 
5 Rs. 24/ 0.567 13.61 
6 Rs. 24/ 0.507 12.17 
7 Rs. 24/ 0.452 10.85 
7 Rs. 1026/-   (Rs. 900 x 1.2 x 0.95) 0.452 463.75 
   Rs. 563.68 

Less : - Cost of Share (Rs. 500 x 1.05)  Rs. 525.00 
 Net gain  Rs. 38.68 

 Since Mr. A is gaining Rs. 38.68 per share, he should buy the share. 
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 Maximum price Mr. A should be ready to pay is Rs. 563.68 which will include incidental 
expenses. So the maximum price should be Rs. 563.68 x 100/105 = Rs. 536.84 

(c) Securities need to be ranked on the basis of excess return to beta ratio from highest to 
the lowest. 

Security iR  iβ  fi R - R  
i

fi R - R
β

 

A 15 1.5 8 5.33 
B 12 2 5 2.5 
C 10 2.5 3 1.2 
D 9 1 2 2 
E 8 1.2 1 0.83 
F 14 1.5 7 4.67 

     
 Ranked Table: 

Sec
urity 

fi R - R
 iβ  ei 

2σ
 ei 

2
ifi  x )R - (R

σ
β

 

∑
= σ

βN

i  e ei 
2

ifi  x )R - (R

 
ei 

2

2
i

σ
β

 

∑
= σ

βN

i  e ei 
2

2
i

 
Ci 

A 8 1.5 40 0.30 0.30 0.056 0.056 1.923 
F 7 1.5 30 0.35 0.65 0.075 0.131 2.814 
B 5 2 20 0.50 1.15 0.20 0.331 2.668 
D 2 1 10 0.20 1.35 0.10 0.431 2.542 
C 3 2.5 30 0.25 1.60 0.208 0.639 2.165 
E 1 1.2 20 0.06 1.66 0.072 0.711 2.047 

 CA = 10 x 0.30 / [1 + ( 10 x 0.056)] = 1.923 
 CF = 10 x 0.65 / [1 + ( 10 x 0.131)] = 2.814 
 CB = 10 x 1.15 / [1 + ( 10 x 0.331)] = 2.668 
 CD = 10 x 1.35 / [1 + ( 10 x 0.431)] = 2.542 
 CC = 10 x 1.60 / [1 + ( 10 x 0.639)] = 2.165 
 CE = 10 x 1.66 / [1 + ( 10 x 0.7111)] = 2.047 
 Cut off point is 2.814 

    
( )

]C -β
 R - R

 [
σ

β
=Z

i
fi

ei
2
i

i  
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    0.09435 2.814) - (5.33 
40
1.5ZA ==  

    

49.59%  0.0928]  [0.09435 /0928.0X

50.41%  0.0928]  [0.09435/ 09435.0X

0.0928  2.814) - (4.67 
30

5.1Z

F

A

F

=+=

=+=

==
 

 Funds to be invested in security A & F are 50.41% and 49.59% respectively. 
Question 4 
(a) ABC, a large business house is planning to sell its wholly owned subsidiary KLM. 

Another large business entity XYZ 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. 10 crore. 
(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 pay out 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 data available for the proxy 

entity. 
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  (b) A range of values for KLM both before and after any potential synergistic 
benefits to XYZ of the acquisition. (8 Marks) 

(b)  A Ltd. of U.K. has imported some chemical worth of USD 3,64,897 from one of the U.S. 
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 U.K. and U.S. are 7% and 6% respectively and the deposit rates 
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 3 choices: 
(i) Forward cover 
(ii) Money market cover, and 
(iii) Currency option 

 Which of the alternatives is preferable by the company? (8 Marks)  
(c) What is a depository? Who are the major players of a depository system? What 

advantages does the depository system offer to the clearing member? (4 Marks) 
Answer 
(a) a. β equity ungreared for the proxy company = 1.1 X 4 / [ 4 + (1 – 0.3) ] = 0.9362 

 0.9362 = β equity greared X 3/ [ 3 + (1 - 0.3)] 

 β  equity geared  = 1.1546 

 Cost of equity   = 0.04 + 1.1546 X (0.1 – 0.04) 
             = 10.93% 
b. P/E valuation 
 (Based on earning of Rs. 10 Crore) 

 Using proxy Using XYZ’s 
 Entity’s P/E P/E 
Pre synergistic value 12 X Rs. 10 Crore 10 X Rs. 10 Crore 
 = Rs. 120 Crore  = Rs. 100 Crore 
   
Post synergistic value 12 X Rs. 10 Crore X 1.1 10 X Rs. 10 Crore X 1.1 
 = Rs. 132 Crore  = Rs. 110 Crore 
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  Divided valuation model 
 Based on 50% payout Based on 40% payout 
   
Pre synergistic value 

0.07 - 0.1093
1.07X  10X  0.5

 07.0-1093.0
07.1X10X4.0

 

 = Rs. 136.13 Crore =Rs. 108.91 Crore 
   
Post synergistic value 

0.07 - 1093.0
07.1 X 1.1 X 10 X 5.0

 0.07 - 0.1093
1.07X  1.1X  10X  .40

 

 = Rs. 149.75 Crore = Rs. 119.79 Crore 
  Market Price 
  Although no information is available about the value of KLM, it may be possible to 

calculate a market value based on proportion of earnings of ABC that is generated 
by KLM. 

  Market value of ABC = 80 Lakh Shares X Rs. 375 = Rs. 300 Crore 
  Post Tax earnings of ABC = Rs. 300/13 = Rs. 23.08 Crore 
  If market value of ABC is allocated to KLM in the proportion of relative earning of 

KLM to that of ABC, KLM would have a market value of Rs. 300 crore X [ 10/23.08] 
= Rs. 130 Crore. 

  KLM’s Post Tax earning = Rs. 10 Crore. 
  If ABC’s P/E ratio is applied to it, the market value of KLM becomes Rs. 10 Crore X 

13 = Rs. 130 Crore. 
  Therefore, it assumes that KLM has the same P/E ratio as that of ABC. 
  Range of valuation 

Pre synergistic  Rs. 100 Crore  Rs. 136.13 Crore 

Post synergistic  Rs. 110 Crore Rs. 149.75 Crore 

(b) In the given case, the exchange rates are indirect. These can be converted into direct 
rates as follows: 

 Spot rate 

 GBP = 1.5673USD
1

 to5617.1USD
1

 

 USD = GBP 0.64033 - GBP 0.63804 
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 6 months’ forward rate 

 GBP = 1.5609USD
1

 to5455.1USD
1

 

 USD = GBP 0.64704  - GBP 0.64066 
 Payoff in 3 alternatives 

i. Forward Cover  
 Amount payable   USD 3,64,897 
 Forward rate    GBP 0.64704 
 Payable in GBP   GBP 2,36,103 
ii. Money market Cover 

Amount payable USD 3,64,897 

PV @ 4.5% for 6 months i.e. 0.9779951 = 1.0225
1

 
USD 3,56,867 

 
Spot  rate purchase GBP 0.64033 
Borrow GBP 3,56,867 x 0.64033 GBP 2,28,512 
Interest for 6 months @ 7 % 7,998 
          - 
Payable after 6 months GBP 2,36,510 
  

 iii. Currency options 

Amount payable USD 3,64,897 
Unit in Options contract GBP 12,500 
Value in USD at strike rate of 1.70 (GBP 12,500 x 1.70) USD 21,250 
    
Number of contracts USD 3,64,897/ USD 21,250 17.17 
Exposure covered USD  21,250 x 17 USD 3,61,250 
Exposure to be covered by Forward ( USD 3,64,897 – USD 
3,61,250) 

USD 3,647 

  
Options premium 17 x GBP 12,500 x 0.096 USD 20,400 
Premium in GBP (USD 20,400 x 0.64033) GBP 13,063 
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Total payment in currency option  
 Payment under option (17 x 12,500) GBP 2,12,500 
 Premium payable GBP 13,063 
 Payment for forward cover (USD 3,647 x 0.64704) GBP 2,360 
 GBP 2,27,923 

 Thus  total payment in:  
(i) Forward Cover 2,36,103 GBP 
(ii) Money Market 2,36,510 GBP 
(iii) Currency Option 2,27,923 GBP  

 The company should take currency option for hedging the risk. 
(c) (i) A depository is an organization where the securities of a shareholder are held in the 

form of electronic accounts in the same way as a bank holds money.  The 
depository holds electronic custody of securities and also arranges for transfer of 
ownership of securities on the settlement dates. 

(ii) Players of the depository system are: 
• Depository 
• Issuers or Company 
• Depository participants 
• Clearing members 
• Corporation 
• Stock brokers 
• Clearing Corporation  
• Investors 
• Banks 

(iii) Advantages to Clearing Member 
• Enhanced liquidity, safety, and turnover on stock market. 
• Opportunity for development of retail brokerage business. 
• Ability to arrange pledges without movement of physical scrip and further 

increase of trading activity, liquidity and profits. 
• Improved protection of shareholder’s rights resulting from more timely 

communications from the issuer. 
• Reduced transaction costs. 
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• Elimination of forgery and counterfeit instruments with attendant reduction in 
settlement risk from bad deliveries. 

• Provide automation to post-trading processing. 
• Standardisation of procedures. 

Question 5 
(a) ABC Bank is seeking fixed rate funding. It is able to finance at a cost of six months 

LIBOR + 1/4% for Rs. 200 million for 5 years. The bank is able to swap into a fixed rate 
at 7.5% versus six month LIBOR treating six months as exactly half a 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 

7.5% for first three years and LIBOR – ¼% for remaining two years. 
 Given a three year swap rate of 8%, suggest the method by which the bank should 

achieve fixed rate funding. (10 Marks)  
(b) What do you know about swaptions and their uses? (4 Marks) 
(c) What are the reasons for stock index futures becoming more popular financial derivatives 

over stock futures segment in India? (6 Marks) 
Answer 
(a) 

a) ABC Bank pays LIBOR + 0.25% p.a. for 5 years.  The swap involves payment of 
7.5% p.a. and receipt of LIBOR. 
In flow Out flow 
LIBOR LIBOR + 0.25%  + 7.5% 
Net interest payment  7.75%  

  Cash flows per six month period 
In flow Out flow 
(LIBOR/2) x Rs.200 million (LIBOR/2) x Rs.200 million 
 + Rs.2,50,000 + Rs. 75,00,000 

  Therefore All in cost of funds = Rs. 77,50,000. 
  Alternatively  it can also be calculated as follows: 

Rs. 200 million X 12
6

X%75.7 = Rs. 7.75 millions or Rs. 77,50,000 

b) ABC Bank issues hybrid and enters both the five year and three year swaps. 
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 First three years:- 

Bank pays on hybrid 7.5% p.a. 
Bank pays on five year swap 7.5% p.a. 
Bank receives on three year swap 8% p.a. 
Bank receives on five year swap LIBOR 
Bank pays on three year swap LIBOR 
Net interest payment  7% p.a. 

 Final two years:- 

Bank pays on hybrid LIBOR – 0.25% 
Bank received on five year swap LIBOR 
Bank pays on five year swap 7.5% p.a. 
Net interest payment  7.25% p.a. 

 Therefore the arrangement in (b) compared to (a) saves 0.75% p.a. over the first three 
years and 0.5% p.a. over final two years. 

(b) (i) Swaptions are combination of the features of two derivative instruments, i.e., option 
and swap. 

(ii) A swaption is an option on an interest rate swap.  It gives the buyer of the swaption 
the right but not obligation to enter into an interest rate swap of specified 
parameters (maturity of the option, notional principal, strike rate, and period of 
swap).  Swaptions are traded over the counter, for both short and long maturity 
expiry dates, and for wide range of swap maturities. 

(iii) The price of a swaption depends on the strike rate, maturity of the option, and 
expectations about the future volatility of swap rates. 

(iv) The swaption premium is expressed as basis points 
 Uses of swaptions:  

(a)  Swaptions can be used as an effective tool to swap into or out of fixed rate or 
floating rate interest obligations, according to a treasurer’s expectation on interest 
rates.  Swaptions can also be used for protection if a particular  view on the 
future direction of interest rates turned out to be incorrect. 

(b) Swaptions can be applied in a variety of ways for both active traders as well as for 
corporate treasures.  Swap traders can use them for speculation purposes or to 
hedge a portion of their swap books.  It is a valuable tool when a borrower has 
decided to do a swap but is not sure of the timing. 

(c) Swaptions have become useful tools for hedging embedded option which is 
common in the natural course of many businesses. 
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(d) Swaptions are useful for borrowers targeting an acceptable borrowing rate.  By 
paying an upfront premium, a holder of a payer’s swaption can guarantee to pay a 
maximum fixed rate on a swap, thereby hedging his floating rate borrowings. 

(e) Swaptions are also useful to those businesses tendering for contracts.  A business, 
would certainly find it useful to bid on a project with full knowledge of the borrowing 
rate should the contract be won. 

(c) Stock index futures is most popular financial derivatives over stock futures due to 
following reasons: 
1. It adds flexibility to one’s investment portfolio.  Institutional investors and other large 

equity holders prefer the most this instrument in terms of portfolio hedging purpose.  
The stock systems do not provide this flexibility and hedging. 

2. It creates the possibility of speculative gains using leverage.  Because a relatively 
small amount of margin money controls a large amount of capital represented in a 
stock index contract, a small change in the index level might produce a profitable 
return on one’s investment if one is right about the direction of the market.  
Speculative gains in stock futures are limited but liabilities are greater. 

3. Stock index futures are the most cost efficient hedging device whereas hedging 
through individual stock futures is costlier. 

4. Stock index futures cannot be easily manipulated whereas individual stock price can 
be exploited more easily. 

5. Since, stock index futures consists of many securities, so being an average stock, is 
much less volatile than individual stock price.  Further, it implies much lower capital 
adequacy and margin requirements in comparison of individual stock futures.  Risk 
diversification is possible under stock index future than in stock futures. 

6. One can sell contracts as readily as one buys them and the amount of margin 
required is the same. 

7. In case of individual stocks the outstanding positions are settled normally against 
physical delivery of shares.  In case of stock index futures they are settled in cash 
all over the world on the premise that index value is safely accepted as the 
settlement price. 

8. It is also seen that regulatory complexity is much less in the case of stock index 
futures in comparison to stock futures. 

9. It provides hedging or insurance protection for a stock portfolio in a falling market. 
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