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SUGGESTED ANSWERS TO QUESTIONS 

SECTION – A  

1. 

(i) (B) 

(ii) (D)  

(iii) (C)  

(iv) (B)  

(v) (A)  

(vi) (A)  

(vii) (A)  

(viii) (B)  

(ix) (C)  

(x) (A)  

 

SECTION – B 

2. (a) 

Present Value of Cash Outflows in the Borrowing Option D 72.2998 Lakh 

Present Value of Cash Outflows in the Leasing Option D 49.956 Lakh 

Suggestion : Since Present Value of Cash Outflows (Rs. 49.9560 lakh) is lower in the Leasing Option 

than the PV of Borrowing Option (Rs. 72.2998 lakh), MEDCO Hospital should accept the leasing 

option to acquire DNA testing Equipment.                                 
 

2. (b) 

Net Present Value of the Proposal = D -23.158 Lakh 

Since NPV (– 23.158 Lakh) is negative, the Proposal of HAL Ltd. (Lessor) to Medco Hospital is not 

Viable.                                                                             

Comment : 

For Feasibility, HAL Ltd. (Lessor) has to increase the lease rents.  But he cannot do so to give a Positive NPV.  

Since it will then be infeasible for MEDCO Hospital (Lessee).  Then Medco Hospital will go for outright 

purchase instead of lease.  Hence HAL Ltd. should only consider using borrowing funds, so that at least he 

can take the marginal after tax cost of capital to justify this venture.  However in the Long run, it  has to 

positive NPV  at the Weighted average after tax cost of Capital to Justify acceptability.  He could work on 

decreasing the initial cost, since he may be buying many such equipments and therefore be eligible for 

substantail discount.  Most importantly he should lower his Cost of Capital to be competitive.     

 

3. (a) 

(i)  

Mutual Fund –BS Market Port Folio 

Return 

(%) 
Risk of Loss 

Return 

(%) 
Risk of Loss 

Average = 1.50 = 0.85 = 1.45 = 0.80 

 

(ii) Morning Star Index (MSI) of Mutual Fund BS and Market Portfolio:  
 

Particulars Mutual Fund BS (%) Market PortFolio (%) 

Morning Star Index (MSI)  0.65 0.65 

 

(iii) 

            

Treynor’s Ratio of Mutual Fund – BS = 2.7154   
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3. (b) 

(i)  E
s
 = 53% 

%24.26S   

 EE = 38.25% 

%05.18E  
 

(ii) Expected return of risk free portfolio = 44.26 %    

 

4. (a) 

Case - 1: Investment in Japanese Index Funds: 

Profit = Rs. 141.7390 (in Million) 

Profit (%) = 7.0869% 

Case - 2: Investment in US – Treasury Bills: 

Profit = Rs. 141.746 (in Million) 

Profit (%) = 7.087% 

Suggestion : IXOTICA Ltd. should invest in US –Treasury Bills, Since by investing in US – Treasury Bills, 

IXOTICA Ltd. is taking a lower to default as well as Currency risk, since US – Treasury Bills are considered 

to be safe Heaven Instruments.  

There by investing in US – Treasury Bills, is maintaining the same return as compared to that of JPY Index 

Fund, while minimizing the risk.                                                                                                                                      
 

4. (b) 

(i) In order to hedge its  position,  trader would go short on future at current future price of Rs. 64 per kg.  

This will help the trader the realize sure Rs 64 per kg. after 3 months.       

(ii) No. of contracts to be sold 25 

(iii) Gain/(loss) on future position Rs. 25000 

(iv) Effective selling price Rs. 63 per kg.       

 

5. (a) 

(i) Portfolio Sensitivity: 

Factor – 1: = 0.45 

Factor – 2: = 0.30          
                                                              

(ii) Portfolio Sensitivity : 

Factor – 1: = 0.90 

Factor – 2: = 0.60     
 

(iii) Expected Return Premium for Factor – 2  is 8.33 %     
 

                                                                                

5. (b) 

(i) Income available for Distribution = D 36.9781 Lakh 

(ii) Issue Price at the end of October = D 23.0418 

(iii) Repurchase Price at the end of November = D 22.2768 

(iv) NAV as on 31
st
 December = D 24.3204  

 

6. (a) 
       

(i) Value of Call = Rs. 14.43                                                                                                                                        

(ii) Value of Put option ( Under Put Call Parity ) = Rs. 4.64    

(iii) Expected Value of Option = Rs. 13.50 

Expected Value of Stock Price at the end of three months = Rs. 363.60  
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6. (b) 

(i) The Characteristic Line on Stock P : Y = 4.028 + 0.688    

(ii) Stock’s return = 15.188 %  

(iii) Correlation Co-efficient (Pmp) = 0.901 

Even in spite of a high Correlation, the data is not compatible since the Correclation Co-efficient  

is  reported  high  only  be  periods  2  and  3,  where  data on both market and stock is identical,  

whereas period 4,  shows opposite correlation.  Since the data is widely fluctuating,  the  expected  

values  of  Covariance  tend  to  average  and  hence  the  value  as per characteristics Line and the 

actual data are very different. 

 

7. (a) 

(i) Risk adjusted expected NPV of project A = D 29,200 

(ii) & (iii) Expected NPV of Project B:Decision Tree 

 

 

 

 

 

 

 

 

 

 
( i i i )   

(iv) The worst possible outcome is a CFAT of Rs. 1,80,000 (year 1) and Rs. 1,50,000 (year 2) with 

the maximum negative NPV as Rs. 26,790. 

The best possible outcome is when NPV is maximum, Rs. 1,00,570. It results when CFAT in 

year 1 is Rs. 2,20,000, followed by Rs. 2,70,000 in year 2. 

(v) The expected NPVs are the same for both projects. However, from the point of view of risk, 

project A should be chosen as there is no variability of possible events. 
 

7. (b) 

Position of Inflow under three Currencies: 

Currency  Invoice at Spot Rate Expected Rate after 

3 Months 

Conversion in INR after 

3 Months 

$ = $ 187265.918 =  Rs 81.702 = Rs 15300000.032 

€ = € 196979.645 = Rs 77.483 = Rs 15262573.833 

£ £ = 152052.712 = Rs 100.130 = Rs 15225038.053 
 

Payment  of  Import  in INR  =  Rs  10  Million.  Position  of  Outflow  under  three Currencies will be as 

follows : 

Currency  Invoice at Spot Rate Expected Rate after 

Six Months 

Conversion in INR after 

Six Months 

$ = $ 124688.279 = Rs 83.408 = Rs 10400000 

€ = € 131233.596 = Rs 78.867 = Rs 10350000 

£ = £ 101265.823 = Rs 101.712 = Rs 10299949 

Recommendation: 

Since Cash inflow is highest (Rs. 15300000) in Case of $, the invoicing for proceeds of export should 

be in $ (Dollars Currency). 

Further, Since Cash Outflow is least (Rs10299949) in Case of £ the invoicing for payment of Import 

should be in £ (Pound Sterling Currency). 

 

( ) )
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8. 

(a) Identification of Risk:  

(i) Systematic Risk 

(ii) Un-systematic Risk 

(iii) Un-Systematic Risk 

(iv) Systematic Risk 

(v) Un-Systematic Risk 

(vi) Systematic Risk 

(vii) Systematic Risk 

(viii) Systematic Risk 
 

(b) Value – at – Risk (VaR): 

The Value – at – Risk (Var) Calulation depends on three Parameters as per given below :  

(i) The holding period, i.e., the length of time over which the foreign exchange position is 

planned to be held (The typical holding period is 1 day).  

(ii) The confidence level at which the estimate is planned to be made.  The usual confidence 

levels are 99% and 95%. 

(iii) The unit of currency to be used for the denomination of the VaR. 

VaR = – Vp (Mp + 2.33 Sp)  

whereVp is the initial value (in currency units) of the foreign exchange position. 

Mp is the mean of the currency return on the firm’s total foreign exchange position, which is 

a weighted average of individual foreign exchange positions. 

Sp is the standard deviation of the currency return on the firm’s total foreign exchange 

position, which is the standard deviation of the weighted transformation of the variance -

covariance matrix of individual foreign exchange positions (note that the latter  includes the 

correlations of individual foreign exchange positions). 
 

(c) Distintion betweeen Future Contract and Option Contract : 

 Future Contract Option Contract 

(i) Profit / Loss is settled on a daily basis based on 

movement in Current Futures Price. 

Option writer collects premium at the inception 

of the Contract.  

(ii) Determined by the market forces i.e. based on 

Demand and Supply. 

Exercise Price / Strike Price fixed by the Stock 

Exchange.  Premium is market determined. 

(iii) Both parties are under obligation to perform. Only the Writer / Seller of the option is under 

obligation to perform.  

(iv) Exchange would fix the expiry date.  Contracts 

can be entered into any time for periods upto 

the expiry date for that contract.  

Exchange would fix the expiry date.  Contracts 

can be entered into any time for periods upto the 

expiry date for that contract. 
 

(d) Principal Business for : 

(i) Asset Finance Company: 

Asset Finance Company is a Company which carries on as its Principal business the financing 

of Physical assets supporting productive / economic and general purpose assets.  

(ii) Investment Company: 

Investment Company means any Company which carries on its principal business the 

acquisition of secirities.  

(iii) Non – Banking Financial Company – Factor: 

Non – Banking Financial Company Factor is a non deposit taking NBFC engaged in the 

Principal business of Factoring.  

(iv) Infrastructure Finance Company: 

Infrastructure Finance Company is a Company which carries on as its Principal business, the 

financing of the acquisition or construction of Infrastrue Facilities of various kinds.  
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(e) Steps involved in Cash Flows in Home currency are enumerated  below :  

(a) Step 1 : Compute the Operating and Investing Cash Flows in Foreign Currency. 

(b) Step 2 : Compute the expected Future Spot Rate based on inflation, interest rate differentials        

.                        or annualized appreciation or depreciation in Foreign Currency. 

(c) Step 3 : Convert the Foreign Currency Cash Flows into Home Currency Cash Flows using                                                                  

.                        such Future Spot Rates. 

(d) Step 4 : Compute the Home Currency Discount Rate. 

(e) Step 5 : Evaluate  the  project  by  discounting  the  Cash  flows  expressed  in  Home                   

.              Currency using the Home Currency Discount Rate to identify the Project NPV in                       

.                        Home Currency Terms.   

 

 

________________________ 


