


QUESTION NO.1 Write a short note on the SENSITIVITY ANALYSIS:-(Also known as “What if” 
Analysis)? 
ÌMeaning : Sensitivity Analysis enables managers to assess how responsive the NPV is to changes in the 
variables which are 
used to calculate it. 
ÌExample : Sensitivity Analysis answers questions like, 
(i) What happens to the Net Present Value if inflows are, say Rs. 50,000 than the expected Rs. 80,000? 
(ii) What will happen to NPV if the economic life of the project is only 3 years rather than expected 5 years? 
ÌImportance : It directs the management to pay maximum attention towards the factor where minimum 
percentage of adverse 
change causes maximum adverse effect. 
ÌComputation : Sensitivity of a variable is calculated by using following relation : Sensitivity (%) = 
Change/Base x 100 
ÌProcedure: 
(1) Set up relationship between the basic underlying factors (quantity sold, unit Sales Price, life of project etc.) 
& N.P.V. (Some 
other criterion of merit). 
(2) Estimate the range of variation and the most likely value of each of the basic underlying factors. 
(3) Study the effect of N.P.V. of variations in the basic variables (One factor is valued at a time.) 
ÌMerits: 
(1) Forces management to identify underlying variables and their inter- relationship. 
(2) Shows how robust / vulnerable a project is to changes in underlying variables. 
(3) Indicates the need for further work.. If N.P.V. and I.R.R. is highly sensitive to changes in some variable, it 
is desirable to 
gather further information about the variable. 
ÌDemerits: 
(1) Fail to provide leads - if sensitivity analysis presents a complicated set of switching values, (switching 
value of a variable is 
its value for which N.P.V. becomes 0.) it may not shed light on the risk characteristics of the project. 
(2) Study of impact of variation in one factor at a time, holding other factors constant may not be very 
meaningful when 
underlying factors are likely to be inter-related.What sense does it make to consider the effect of variation in 
price when holding 
quantity (which is likely to be closely related to price) remains unchanged? 
 
QUESTION NO.2 Write a short note on the CAPITAL BUDGETING UNDER CAPITAL RATIONING 
? 
ÌMeaning : “Capital Rationing refers to a situation where a company cannot undertake all positive NPV 
projects it has identified 
because of shortage of capital ”. 
ÌReasons For Capital Rationing : 
External Factors : Under this the firm does not have funds & it also cannot raise them from financial 
markets.Some reasons can 
be : (i) Imperfections in capital markets (ii) Non-availability of market information (iii) Investor’s attitude (iv) 
Firm’s lack of 
credibility in market (v) High Flotation costs 
Internal Factors :Internal Capital Rationing arise due to the self-imposed restrictions imposed by 
management .Under this 
though the funds can be arranged but firm itself impose restrictions on investment expenditure . Some reasons 
can be : 
(i) not to take additional burden of debt funds (ii) laying down a specified minimum rate of return on each 
project (iii) No further 



Equity Issue to prevent dilution of control , (iv) Divisional Budgets used to prevent any inefficiency or wastage 
of funds by them 
ÌDifferent Situations of Capital Rationing : 
(i) Single Period Capital Rationing : Funds limitation is there only for one year. Thereafter , no Financial 
constraints. 
(ii) Multi Period Capital Rationing : Funds limitaton is there in more than one years. 
(iii) Divisible Projects : These are the projects which can be accepted fully as well as in fractions. NPV is also 
adjusted to the 
same fraction as cash outflows. 
(iv) Indivisible Projects :These are the projects which can only be accepted fully, not in fractions. 
ÌWays of Resorting Capital Rationing : There are various ways of resorting to capital rationing, some of 
which are : 
(i) By Way of Retained Earnings : A firm may put up a ceiling when it has been financing investment 
proposals only by way 
of retained earnings (ploughing back of profits). Since the amount of capital expenditure in that situation 
cannot exceed the 
amount of retained earnings, it is said to be an example of capital rationing. 
(ii) By Way of Responsibility Accounting : Capital Rationing may also be introduced by following the 
concept of ‘responsibility accounting’, whereby management may introduce capital rationing by authorising a 
particular department to make investment 
only upto a specified limit, beyond which the investment decisions are to be taken by higher-ups. 
(iii) By Making Full Utilization of Budget as Primary Consideration : In Capital Rationing it may also be 
more desirable to 
accept several small investment proposals than a few large investment proposals so that there may be full 
utilisation of budgeted 
amount. This may result in accepting relatively less profitable investment proposals if full utilisation of budget 
is a primary 
consideration. Thus Capital Rationing does not always lead to optimum results. 
QUESTION NO. 3 Write a short note on Cross Border Leasing ? (SFM Nov 2008) 
ÌMeaning : In case of cross-border or international lease, the lessor and the lessee are situated in two different 
countries. 
Because the lease transaction takes place between parties of two or more countries, it is called cross-border 
lease. 
ÌIt involves relationships and tax implications more complex than the domestic lease. 
ÌCross-border leasing has been widely used in some European countries, to arbitrage the difference in the tax 
laws of different 
countries. 
ÌCross-border leasing have been in practice as a means of financing infrastructure development in emerging 
nations – such as 
rail and air transport equipment, telephone and telecommunications, equipment, and assets incorporated into 
power generation 
and distribution systems and other projects that have predictable revenue streams. 
ÌBasic Prerequisites Of Cross Border Leasing : The basic prerequisites are relatively high tax rates in the 
lessor’s country, 
liberal depreciation rules and either very flexible or very formalistic rules governing tax ownership. 
ÌObjective Of Cross Border Leasing :A major objective of cross-border leases is to reduce the overall cost of 
financing 
through utilization by the lessor of tax depreciation allowances to reduce its taxable income. The tax savings 
are passed through 
to the lessee as a lower cost of finance.Other important objectives of cross border leasing include the following 
: 
(i) The lessor is often able to utilize nonrecourse debt to finance a substantial portion of the equipment cost. 
The debt is secured 



by among other things, a mortgage on the equipment and by an assignment of the right to receive payments 
under the lease. 
(ii) Also, depending on the structure, in some countries the lessor can utilize very favourable “leveraged lease” 
financial accounting 
treatment for the overall transacftion. 
(iii) In some countries, it is easier for a lessor to repossess the leased equipment following a lessee default 
because the lessor is 
an owner and not a mere secured lender. 
(iv) Leasing provides the lessee with 100% financing. 
ÌPrincipal Players Of Cross Border Lease : The principal players are (i) one or more equity investors; (ii) a 
special purpose 
vehicle formed to acquire and own the equipment and act as the lessor; (iii) one or more lenders, and (iv) the 
lessee. The lease 
itself is a “triple-net lease” under which the lessee is responsible for all costs of operation,maintenance and 
insurance. 
ÌBenefits Of Cross Border Leasing : Cross border lease benefits are more or less the same as are available in 
domestic lease 
viz. 100% funding off-balance sheets. Financing, matching of expenditure with earnings from the assets, the 
usual tax benefits 
on leasing, etc. In addition to these benefits, the following are the more crucial aspects which are required to be 
looked into: 
(i) appropriate currency requirements can be met easily to match the specific cash flow needs of the lessee; 
(ii) funding for long period and at fixed rate which may not be available in the lessee home market may be 
obtained internationally; 
(iii) maximum tax benefits in one or more regions could be gained by structuring the lease in a convenient 
fashion; 
(iv) tax benefits can be shared by the lessee or lessor accordingly by pricing the lease in the most beneficial 
way to the parties; 
(v) choice of assets for cross border lease is different than domestic lease because those assets may find here 
attractive bargain 
which are internationally mobile , have adequate residual value and enjoy undisputed title. 
QUESTION NO. 4 Write a short note on Rolling Settlement ? (SFM Nov 2008) 
ÌMeaning : A rolling settlement is that settlement cycle of the stock exchange, where all trades outstanding at 
end of the day 
have to settled, which means that the buyer has to make payments for securities purchased and seller has to 
deliver the securities 
sold. 
ÌExample : Suppose if we have T+2 settlement cycle it means that a transaction entered into on Day 1 has to 
be settled on the 
Day 1+2 working days. For example Jan 1 Jan 2 Jan 3 Jan 4 Jan 5 Jan 6 Jan 7 Jan 8 
Mon Tue Wed Thu Fri Sat Sun Mon 
Stocks purchased/sold on Jan 1 should be settled on Jan 3. Stocks purchased/sold on Jan 4 should be settled on 
Jan 8 (Note that 
Sat & Sun, being holidays are again excluded for the T+2 count). 
ÌBenefits of Rolling Settlement : (a) In rolling settlements, payments are quicker than in weekly settlements. 
Thus, investors 
benefit from increased liquidity. (b) It keeps cash and forward markets separate. (c) Rolling settlements 
provide for a higher 
degree of safety.(d) From an investor's perspective, rolling settlement reduces delays. This also reduces the 
tendency for price 
trends to get exaggerated.Hence, investors not only get a better price but can also act at their leisure 
ÌInternational Scenario : Internationally, most developed countries follow the rolling settlement system. For 
instance, both 



the US and the UK follow a rolling settlement (T+3) system, while the German stock exchanges follow a 
(T+2) settlement cycle. 
QUESTION NO. 5 Write a short note on CAPM? OR Write a short note on Assumptions of CAPM? 
ÌThe Capital Assets Pricing Model was developed by Sharpe Mossin and Linter in 1960. The model explain 
the relationship 
between the expected return, non-diversifiable risk and the valuation of security. 
ÌUnder CAPM, the expected return from a Security can be expressed as : 
Expected Return = Risk Free Rate + Beta of a Security (Market Return - Risk Free Rate) 
ÌCAPM only takes into account Systematic Risk. The CAPM is an economic model that describe how 
securities are priced in 
the market place. 
ÌAssumption Of CAPM : The CAPM is based on following eight assumptions : 
(i) Efficient Market : It is the first assumption of CAPM. Efficient market refers to the existence of 
competitive market where 
financial securities and capital assets are bought and sold with full information of risk and return available to 
all participants. 
In an efficient market, the price of individual assets will reflect a real or intrinsic value of a share as the market 
prices will adjust 
quickly to any new situation. 
(ii) Rational Investment Goals : Investors desire higher return for any acceptable level of risk or the lowest 
risk for any 
desired level of return. 
(iii) Risk aversion in efficient market is adhered to although at times risk seeking behaviour is adopted for 
gains. 
(iv) CAPM assumes that all assets are divisible and liquid assets. 
(v) Investors are able to borrow freely at a risk less rate of interest i.e. borrowings can fetch equal return by 
investing in safe 
Government securities. 
(vi) Securities can be exchanged without payment of brokerage, commissions or taxes and without any 
transaction cost. 
(vii) Securities or capital assets face no bankruptcy or insolvency. 
ÌSecurity Market Line :A graphical representation of CAPM is the Security Market Line, (SML). 
ÌAdvantages of CAPM : The advantages of CAPM can be listed as: 
(i) Risk Adjusted Return : It provides a reasonable basis for estimating the required return on an investment 
which has risk in 
built into it. Hence it can be used as Risk Adjusted Discount Rate in Capital Budgeting. 
(ii) No Dividend Company : It is useful in computing the cost of equity of a company which does not declare 
dividend. 
ÌLimitations of CAPM 
(a) Reliability of Beta : Statistically reliable Beta might not exist for shares of many firms. It may not be 
possible to determine 
the cost of equity of all firms using CAPM. All shortcomings that apply to Beta value applies to CAPM too. 
(b) Other Risks : By emphasing only on systematic risk it ignores unsystematic risks.Unsystematic Risks are 
also important to 
share holders who do not possess a diversified portfolio. 
(c) Information Available : It is extremely difficult to obtain important information on risk free interest rate 
and expected return 
on market portfolio as there is multiple risk free rates for one while for another, markets being volatile it varies 
over time period. 
QUESTION NO. 6 Write a short note on EMBEDDED DERIVATIVES ? (SFM Nov 2008) 
ÌMeaning : An embedded derivative is a derivative instrument that is embedded in another contract - the host 
contract. The host 
contract might be a debt or equity instrument, a lease, an insurance contract or a sale or purchase contract. 



ÌHow They Arise : An embedded derivative can arise from deliberate financial engineering and intentional 
shifting of certain 
risks between parties. Many embedded derivatives, however, arise inadvertently through market practices and 
common contracting 
arrangements. Even purchase and sale contracts that qualify for executory contract treatment may contain 
embedded derivatives. 
ÌIllustration : A coal purchase contract may include a clause that links the price of the coal to a pricing 
formula based on the 
prevailing electricity price or a related index at the date of delivery. The coal purchase contract, which 
qualifies for the executory 
contract exemption, is described as the host contract, and the pricing formula is the embedded derivative. The 
pricing formula is 
an embedded derivative because it changes the price risk from the coal price to the electricity price. 
ÌWhen must embedded derivatives be accounted for? An embedded derivative is split from the host 
contract and accounted 
for separately if: 
(i)Its economics are not ‘closely related’ to those of the host contract; 
(ii)A separate instrument with the same terms as the embedded derivative would meet the definition of a 
derivative; and 
(iii)The entire contract is not carried at fair value through profit or loss. 
ÌClosely Related & Not Closely Related : An embedded derivative that modifies an instrument’s inherent 
risk (such as a fixed 
to floating interest rate swap) would be considered closely related. Conversely, an embedded derivative that 
changes the nature 
of the risks of a contract is not closely related. 
ÌExamples 
Closely related- Examples of embedded derivatives that need not be separated 
• A derivative embedded in a host lease contract is closely related to the host contract if the embedded 
derivative comprises 
contingent rentals based on related sales; 
• An inflation index term in a debt instrument as long as it is not leveraged and relates to the inflation index in 
the economic 
environment in which the instrument is denominated or issued; 
Not closely related- Examples of embedded derivatives that must be separated 
• Equity conversion feature embedded in a debt instrument e.g. investment in convertible bonds; 
• Option to extend the term of a debt instrument unless there is a concurrent adjustment of the interest rate to 
reflect market 
prices; 
Other Examples : The table below provides further examples of embedded derivatives that are closely related 
and those that are 
not. 
Not Closely Related Closely Related 
Enquity conversion or ‘put’ option in dept intrument Interest-rate swap embedded in a dedt instrument 
Fixed -rate dept extension option Inflation-indexed lease contracts 
Dept security with interest or principal linked to commodity or Cap and floor in a sale and purchase contracts 
equity prices 
Credit derivatives embedded in the host debt instrument Prepayment option in the mortgage where the option’s 
Sale or purchese not in exercise price is approximately equal to the the mortgage’s 
(1) measurement currency of either party amortised cost on each exercise date 
(2) currency in which products are routinely denominated in A forward foreign exchange contract that results 
in payments international commerce, or in either party’s reporting currency 
(3) currency commonly used in economic environment in Dual currency bonds 
which the transaction takes place. Foreign currency denominated dedt 



QUESTION NO. 7 Write a short note on Systematic and Unsystematic Risk?(May 1999) 
Total Risk = Systematic Risk + Unsystematic Risk 
A portfolio of asset possesses two types of risk : 
(a) Unsystematic risk that can be diversified out, and 
(b) Systematic risk that cannot be diversified out through investment in domestic securities. 
Systematic Risk or Non-Diversiable Risk or Market Risk 
ÌThis risk affects all companies operating in the market. 
ÌThey are beyond the control by the management of entity. 
ÌExample : Interest Rate; Inflation ; Taxation; Political Development ; Credit Policy. 
ÌSystematic Risk is also called non-diversiable risk as it cannot be reduced with the help of diversification. 
Unsystematic Risk or Diversiable Risk or Specific Risk 
ÌThis risk affects only a particular security / company . 
ÌThey can be controlled by the management of entity. 
ÌExample : Strikes, change in management, special export order, the research & development expert of 
company leaves; a 
formidable competitor enters the market, the company loses a big contract in a bid etc . 
ÌUnsystematic Risk are also called Diversifiable Risk as they can be eliminated through Diversification. 
QUESTION NO. 8 Write a short note on Limitations Of Credit Rating ? (SFM Nov 2009) 
(1) Rating Changes – Ratings given to instruments can change over a period of time. They have to be kept 
under rating watch. 
Downgrading of an instrument may not be timely enough to keep investors educated over such matters. 
(2) Industry Specific rather than Company Specific – Downgrades are linked to industry rather than 
company performance. 
Agencies give importance to macro aspects and not to micro ones; over-react to existing conditions which 
come from optimistic 
/ pessimistic views arising out of up / down turns. 
(3) Cost Benefit Analysis – Rating being mandatory, it becomes a must for entities rather than carrying out 
Cost Benefit 
Analysis. Rating should be left optional and the corporate should be free to decide that in the event of self 
rating, nothing has been 
left out. 
(4) Conflict of Interest – The rating agency collects fees from the entity it rates leading to a conflict of 
interest. Rating market 
being competitive there is a distant possibility of such conflict entering into the rating system. 
(5) Corporate Governance Issues – Special attention is paid to (a) Rating agencies getting more of its 
revenues from a single 
service or group.(b) Rating agencies enjoying a dominant market position engaging in aggressive competitive 
practices by 
refusing to rate a collateralized / securitized instrument or compelling an issuer to pay for services rendered.(c) 
Greater transparency 
in the rating process viz. in the disclosure of assumptions leading to a specific public rating. 
QUESTION NO. 9 Write a short note on Depository Services ? 
ÌThe term ‘Depository’ means a place where something is deposited for safe keeping; Depository system is 
concerned with 
conversion of securities from physical to electronic form, settlement of trades in electronic segment, electronic 
transfer of 
ownership of shares and electronic custody of securities. All securities in the depositories are identical in all 
respects and are thus 
fungible.The system results in instant transfer as compared to six to eight weeks time under physical mode. 
ÌPhysical Vis-a-Vis Dematerialised Share Trading 
Physical Dematerialised 
(1) Actual Delivery of Share is to be exchanged (1) No Actual Delivery of shares is needed 
(2) Open Delivery can be kept (2) Not possible to keep delivery open 



(3) Processing time is long (3) Processing time is less 
(4) Stamp Charges @ 0.5%(approx) are levied for transfer (4) No Stamp Charges are required for transfer 
 (5) For sales transaction,no charges other than brokerage are levied(5) Sales transactions are also charged 
(6) For buy transaction, delivery is to be sent to company (6) No need to send the document to the 
for Registration company for Registration. 
ÌPros And Cons Of Depository Services: 
The major benefits accruing to investors and other market players are as follows : 
1. Securities are held in a safe and convenient manner 
2. Transfer of securities is effected immediately 
3. Stamp duty for transfer is eliminated and transaction costs are reduced 
4. Paper work is minimized 
5. Bad deliveries, fake securities and delays in transfers are eliminated. 
6. Routine changes viz. change in address of one person owning securities issued by different companies can 
be taken care of 
simultaneously for all securities with little delay. 
7. Benefit accruing from issue of bonus shares, consolidation, split or merger is credited without much 
difficulty. 
8. Payment of dividends and interest is expedited by the use of electronic clearing system. 
9. Securities held in electronic form can be locked in and frozen from either a sale or purchase for any definite 
period. 
10. Securities held in electronic form can also be pledged for any credit facility. Both the lender (pledge) and 
the investorborrower 
(pledgor) are required to have a depository account. Once the pledgee confirms the request of the investor the 
depository takes action and the pledge is in place. By a reverse process, the pledge can be released once the 
pledge confirms 
receipt of funds. 
There are however risks as well 
1. Systemic failure – Input control, process control and output control being parts of computerized 
environment apply equally 
to the dematerialization process.Unforeseen failures, intentional or otherwise, on the part of the individuals 
entrusted with protecting 
data integrity, could lead to chaos. 
2. Additional record keeping – In built provisions for rematerialization exist to take care of the needs of 
individuals who wish 
to hold securities in physical form. Companies will invariably need to maintain records on a continuous basis 
for securities held 
in physical form. Periodical reconciliation between demat segment and physical segment is very much 
necessary. 
3. Cost of Depository Participant (DP) – For transacting business, investors have to deal not only with 
brokers but also with 
depository participant which acts as an additional tier in the series of intermediaries. A one time fee is levied 
by the depository 
participant which small investors consider to be an avoidable cost. 
4. Human Fraud – Dematerialization is not a remedy for all ills. Unlawful transfers by individuals against 
whom insolvency 
proceedings are pending or transfers by attorney holders with specific or limited powers are possible. 
QUESTION NO. 10 Write a short note on Advantages Of Mutual Fund ? 
(1) Professional Management: The funds are managed by skilled and professionally experienced managers 
with a back up of 
a Research team. 
(2) Diversification: Mutual Funds offer diversification in portfolio which reduces the risk. 
(3) Convenient Administration: There are no administrative risks of share transfer, as many of the Mutual 
Funds offer 



services in a demat form which save investor’s time and delay. 
(4) Higher Returns: Over a medium to long-term investment, investors always get higher returns in Mutual 
Funds as compared 
to other avenues of investment. This is already seen from excellent returns, Mutual Funds have provided in the 
last few years. 
(5) Low Cost of Management: No Mutual Fund can increase the cost beyond prescribed limits of 2.5% 
maximum and any extra 
cost of management is to be borne by the AMC. 
(6) Liquidity: In all the open ended funds, liquidity is provided by direct sales / repurchase by the Mutual 
Fund and in case of 
close ended funds, the liquidity is provided by listing the units on the Stock Exchange. 
(7) Transparency: The SEBI Regulations now compel all the Mutual Funds to disclose their portfolios on a 
half-yearly basis. 
However, many Mutual Funds disclose this on a quarterly or monthly basis to their investors. The NAVs are 
calculated on a daily 
basis in case of open ended funds and are now published through AMFI in the newspapers. 
(8) Other Benefits: Mutual Funds provide regular withdrawal and systematic investment plans according to 
the need of the 
investors. The investors can also switch from one scheme to another without any load. 
 (9) Highly Regulated:Mutual: Funds all over the world are highly regulated and in India all Mutual Funds are 
registered with 
SEBI and are strictly regulated as per the Mutual Fund Regulations which provide excellent investor 
protection. 
QUESTION NO. 11 What are the limitations/drawbacks of investing in Mutual Fund? (RTP,Nov 2009) 
(1) No guarantee of Return – There are three issues involved : 
(a) All Mutual Funds cannot be winners. There may be some who may under perform the benchmark index i.e. 
it may not even 
perform well as a beginner who invests in the stocks constituting the index. 
(b) A mutual fund may perform better than the stock market but this does not necessarily lead to a gain for the 
investor. The 
market may have risen and the mutual fund scheme increased in value but the investor would have got the 
same increase had he 
invested in risk free investments than in mutual fund. 
(c) Investors may forgive if the return is not adequate. But they will not do so if the principal is eroded. Mutual 
Fund investment 
may depreciate in value. 
(2) Diversification – Diversification may minimize risk but does not guarantee higher return. 
(3) Selection of Proper Fund – It may be easier to select the right share rather than the right fund. For stocks, 
one can base his 
selection on the parameters of economic,industry and company analysis. In case of mutual funds, past 
performance is the only 
criteria to fall back upon. But past cannot predict the future. 
(4) Cost Factor/ High Management Fee – Mutual Funds carry a price tag. Fund Managers are the highest 
paid executives. 
While investing, one has to pay for entry load and when leaving he has to pay for exit load. Such costs reduce 
the return from 
mutual fund. The fees paid to the Asset Management Company is in no way related to performance.The 
Management Fees 
charged by the Fund reduces the return available to the investors. 
(5) Unethical Practices – Mutual Funds may not play a fair game.There may be unethical practices e.g. 
diversion of Mutual 
Fund amounts by Mutual Funds to their sister concerns for making gains for them. 
(6) Others- 



-Mutual Funds systems do not maintain the kind of transparency they should maintain 
-Many MF scheme are, at times, subject to lock in period, therefore, deny the market drawn benefits 
-At times, the investments are subject to different kind of hidden costs. 
-Redressal of grievances, if any , is not easy 
QUESTION NO. 12 What is the difference between Capital Market and Money Market? 
Basics Money Market Capital Market 
(i)Tenure It is a market for lending and borrowing of short Capital markets deals in long term securi 
term funds, upto one year . ties for a period beyond one year. 
(ii)Well defined It is a not a well-defined market where business It is a well defined market where busi 
place is done . -ness is done e.g. stock exchange. 
(iii)Short Term It deals in short term financial assets e.x .interbank It deals in medium & long term financial 
/Long Term call money, treasury bills,commercial paper, etc. assets e.g equity shares, debentures etc. 
(iv)Classification There is no sub-division in money market . Capital Market is classified between 
Primary Market and Secondary Market. 
(v)Volume of The total value of transaction in money market far Capital market lag behind the total value 
business exceeds the capital market .According to DFHI of transaction done in money market. 
only in call money market daily leading is Rs. 6000 
crores arround 
(vi)No. of The number of instruments dealt in money market are The number of instruments in capital 
instrument various, e.g.(a) Interbank call money (b) Notice money market are shares and debentures. 
upto 14 days (c) Short term deposits upto 3 months 
(d) 91 days treasury bill (e) 182 days treasury bill 
(f) Commercial paper etc. 
(vii)Participants The participants in money market are Bankers, RBI The participants in capital market are and 
Government . general investors, brokers, merchant 
bankers,registrars to issue, underwrit 
ers,corporate investors,Flls & Bankers. 
(viii)Liquidity The important features of money market Whereas Capital market are not as 
instrument is that it is liquid. liquid as money market instrument. 
(viii)Regulator It is regulated by the guidelines of RBI It is regulated by the guidelines of SEBI. 
QUESTION NO. 13 Write a short note on Impact of GDRs on Indian Capital Market (SFM,Nov 2009) 
Since the inception of GDRs a remarkable change in Indian capital market has been observed as follows. 
(i) Indian stock market to some extent is shifting from Bombay to Luxemberg. 
(ii) There is arbitrage possibility in GDR issues. 
(iii) Indian stock market is no longer independent from the rest of the world. This puts additional strain on the 
investors as they 
now need to keep updated with-world wide economic events. 
(iv) Indian retail investors are completely sidelined. By placement of GDRs to Foreign Institutional Investors’ 
plus free pricing 
implies that retail investors can no longer expect to make easy money on heavily discounted rights/public 
issues. 
As a result of introduction of GDRs a considerable foreign investment has flown into India. 
QUESTION NO. 14 Write a short note on ARBITRAGE (SFM Nov 2008) 
ÌMeaning : Arbitrage by definition is a financial transaction that makes an immediate profit without involving 
any risk. Arbitrage 
is a strategy to take advantage of price differential of a product in different markets.An arbitrageur makes 
money by buying an 
asset at low price in a market and selling it in any other market at a relatively higher price. 
ÌFor instance, If one can buy an asset for $5, sell it for $20 and make a profit of $15 that is arbitrage. The $15 
gain represents 
an arbitrage profit. 
ÌArbitrage profits are the result of (i) the difference in exchange rates at two different exchange centres, (ii) the 
difference. due 



to interest yield which can be earned at different exchanges. Thus depending upon the nature of deal, arbitrage 
may be of space 
and time arbitrage. The space arbitrage is because of separation of two exchange markets due to physical 
dispersion wherein the 
rates may vary while on the other hand in the time arbitrage an investor may gain by executing a spot and 
forward deal to buy and 
sell a currency. 
ÌTypes of Arbitrage 
(i) Geographical/Space Arbitrage - It occurs when one currency sells for two prices in two different markets. 
(ii) Cross - Rate Arbitrage - In a given market, exchange rates for currencies A and B and for currencies A 
and C imply an 
exchange rate called a cross - rate between currencies B and C. If the rate implied for C does not match the 
actual rate between 
C in some other market, an arbitrage opportunity exists. 
(iii) Time Arbitrage - In time arbitrage, an investor may gain by executing a spot and forward deal to buy and 
sell a currency. 
QUESTION NO. 15 Write a short note on Financial Restructurings ? (SFM Nov 2008) 
ÌWhen a company cannot pay its cash obligations - for example, when it cannot meet its bond payments or its 
payments to 
other creditors (such as vendors) - it goes bankrupt. In this situation, a company can, of course, choose to 
simply shut down 
operations and walk away. On the other hand, it can also restructure and remain in business. 
ÌWhat does it Mean to Restructure? The process can be thought of as two-fold: financial restructuring and 
organizational 
restructuring. 
ÌRestructuring from a financial viewpoint involves renegotiating payment terms on debt obligations, issuing 
new debt, and 
restructuring payables to vendors. 
ÌFrom an organizational viewpoint, a restructuring can involve a change in management,strategy and focus. 
ÌRestructuring can take many forms. Some typical approaches to financial restructuring include: 
(i) Vertical Restructuring ;(ii) Horizontal Restructuring ;(iii) Corporate Restructuring 
ÌFinancial restructuring refers to a kind of internal changes made by the management in Assets and Liabilities 
of a company with 
the consent of its various stakeholders. This is a suitable mode of restructuring for corporate entities who have 
suffered from 
sizeable losses over a period of time. Consequent upon losses the share capital or networth of such companies 
get substantially eroded. In fact, in some cases, the accumulated losses are even more than the share capital and 
thus leading to negative networth, 
putting the firm on the verge of liquidation. In order to revive such firms, financial restructuring is one of the 
technique to bring 
into health such firms who are having potential and promise for better financial performance in the years to 
come. 
ÌTo achieve this desired objective, such firms needs to re-start with a fresh balance sheet free from losses and 
fictitious assets 
and shows share capital at its real true worth.To nurse back such firms a plan of restructuring need to be 
formulated involving 
a number of legal formalities (which includes consent of court, and other stake-holders viz., creditors,lenders 
and shareholders 
etc.). An attempt is made to do Refinancing and rescue financing while Restructuring. Normally equity 
shareholders make 
maximum sacrifice by foregoing certain accrued benefits, followed by preference shareholders and debenture 
holders,lenders 



and creditors etc. The sacrifice may be in the form of waving a part of the sum payable to various liability 
holders. The foregone 
benefits may be in the form of new securities with lower coupon rates so as to reduce future liabilities. The 
sacrifice may also 
lead to the conversion of debt into equity. Sometime, creditors, apart from reducing their claim, may also agree 
to convert their 
dues into securities to avert pressure of payment.This measures will lead to better financial liquidity. 
ÌThe financial restructuring leads to significant changes in the financial obligations and capital structure of 
corporate firm,leading 
to a change in the financing pattern, ownership and control and payment of various financial changes. 
ÌIn nutshell it may be said that financial restructuring (also known as internal re-construction) is aimed at 
reducing the debt/ 
payment burden of the corporate firm. This results into (i) Reduction/Waiver in the claims from various 
stakeholders; (ii) Real 
worth of various properties/assets by revaluing them timely; (iii) utilizing profit accruing on account of 
appreciation of assets to 
write off accumulated losses and fictitious assets (such as preliminary expenses and cost of issue of shares and 
debentures) and 
creating provision for bad and doubtful debts. 
QUESTION NO.17 Write a short note on Social Cost Benefits Analysis ? 
ÌMeaning : Social Cost Benefit Analysis is a systematic evaluation of an organisation’s social performance as 
distinguished 
from its economic performance. Social Cost Benefits Analysis is an approach for evaluation of projects.It 
assesses gains/losses 
to society as a whole from the acceptance of a particular project. 
ÌUNIDO advocates aggregate consumption as unit of measurement. OED advocates, on the other hand, use of 
uncommitted 
social income in the hands of the government as yardstick of measurement since consumption has both time 
dimension (present/ 
future) and distributional dimension (consumption by group/region of the country). 
Features 
(1) It includes many economic activities having indirect effects on which there is no possibility of putting a 
market value. 
(2) If savings are inadequate; money going into investment is regarded more valuable than money going into 
current consumption. 
(3) Society values given quantum of additional consumption going to different sections of the population 
differently. So distributional 
considerations are important. 
(4) For society, taxes are transferred from the project in hand to government and does not involve real cost. 
(5) Relative valuation placed on future consumption compared to current consumption is different for the 
society. Also effect of 
perceived uncertainties may be different. 
(6) Society may want to discourage consumption of certain goods and promote that of others. 
(7) External effects exist on consumption side e.g. person getting inoculation against infectious disease will be 
conferring some 
benefit to society by preventing the spreading over of the disease. 
(8) Output from large projects has significant impact on the market for the good/services and neither pre 
project market price nor 
expected post project market price would be correct indicators of the social value of project output. Market 
prices are not true 
indicators of social gains/losses but can be suitably adjusted to reflect social valuations. 
Limitations: 



(i) Successful application depends upon reasonable accuracy and dependability of the underlying forecasts as 
well as assessment 
of intangibles. 
(ii) Technique does not indicate whether given project evaluated on socio-economic considerations is best 
choice to reach 
national goals or whether same resources if employed in another project would yield better results. 
(iii) Cost of evaluation by such technique could be enormous for smaller projects. 
(iv) Social Cost Benefit Analysis takes into consideration those aspects of social costs and benefits which can 
be quantified. 
Indian Scenario:The introduction of CNG in certain vehicles and switching of some portion of the transport 
demand to the 
metro rail have resulted in a significant reduction of atmospheric pollution in Delhi. The Delhi Metro provides 
multiple benefits: 
reduction in air pollution, time saving to passengers, reduction in accidents, reduction in traffic congestion and 
fuel savings. 
There are incremental benefits and costs to a number of economic agents: government, private transporters, 
passengers, general 
public and unskilled labour. The social cost-benefit analysis of Delhi Metro conducted tries to measure all 
these benefits and 
costs from Phase I and Phase II projects covering a total distance of 108 kms in Delhi. Estimates of the social 
benefits and costs 
of the project are obtained using the recently estimated shadow prices of investment, foreign exchange and 
unskilled labour as 
well as the social time preference rate for the Indian economy for a study commissioned by the Planning 
Commission, Government 
of India and done at the Institute of Economic Growth. 
QUESTION NO. 18 Write a short note on Book Building ? 
ÌBook-building means a process by which a demand for the securities proposed to be issued by a body 
corporate is elicited and 
built up and the price for such securities is assessed for the determination of the quantum of such securities to 
be issued by 
means of notice/ circular / advertisement/ document or information memoranda or offer document. 
ÌThe book-building system is part of Initial Public Offer (IPO) of Indian Capital Market. It was introduced by 
SEBI on 
recommendations of Mr. Y.H. Malegam in October 1995.It is most practical, fast and efficient management of 
Mega Issues. 
Book Building involves sale of securities to the public and the institutional bidders on the basis of 
predetermined price range. 
ÌBook Building is a price discovery mechanism and is becoming increasingly popular as a method of issuing 
capital. The idea 
behind this process is to find a better price for the issue. 
ÌThe issue price is not determined in advance.Book Building is a process wherein the issue price of a security 
is determined by 
the demand and supply forces in the capital market. 
ÌBook building is a process used for marketing a public offer of equity shares of a company and is a common 
practice in most 
developed countries. 
ÌBook building is called so because it refers to the collection of bids from investors, which is based on an 
indicative price range. 
The issue price is fixed after the bid closing date.The various bids received from the investors are recorded in a 
book,that is why 
the process is called Book Building. 



ÌUnlike international markets, India has a large number of retail investors who actively participate in Intial 
Public Offer (IPOs) 
by companies. Internationally, the most active investors are the mutual funds and other institutional investors, 
hence the entire 
issue is book built. But in India, 25 per cent of the issue has to be offered to the general public. Here there are 
two options with 
the company. 
ÌAn issuer company may make an issue of securities to the public through a prospectus in the following 
manner 
• 100% of the net offer to the public through the book building process or 
• 75% of the net offer to the public through the book building process and 25% at the price determined through 
the book building. 
ÌProcedure For Bidding 
The bid should be open for at least five days and not more than 10 days, which may be extended to 13 days in 
case the price band 
is revised. The advertisement should also contain the following: 
• the date of opening and closing of the bidding (not less than five days); 
• the name and addresses of the syndicate members as well as the bidding terminals for accepting the bids; 
• the method and process of bidding;Bidding should be permitted only if an electronically linked transparent 
facility is used. 
ÌAdvantage 
(i) The book building process helps in discovery of price & demand. 
(ii) The costs of the public issue are much reduced. 
(iii) The time taken for the completion of the entire process is much less than that in the normal public issue. 
(iv) In book building, the demand for the share is known before the issue closes. Infact, if there is not much 
demand, the issue 
may be deferred. 
(v) It inspires investors confidence leading to a large investor universe. 
(vi) Issuers can choose investors by quality. 
(vii) The issue price is market determined. 
ÌDisadvantage 
(i) There is a possibility of price rigging on listing as promoters may try to bail out syndicate members. 
(ii) The book building system works very effeciently in matured market conditions. But, such conditions are 
not commonly 
found in practice. 
(iii) It is appropriate for the mega issues only. 
(iv) The company should be fundamentally strong & well known to the investors without it book building 
process will be 
unsuccessful. 
ÌRecent Example : Recent example of a book buliding process in Indian context is the IPO of Reliance 
Power. The issue was 
made through 100 % book building process .The price band for the the book buliding pocesss was between Rs 
405 and Rs 450 
with Rs 20 discount for retail investors . 
QUESTION NO. 19 Write a short note on Derivatives ? What are different types of Derivative Risk ? 
ÌA derivative is a financial instrument which derives its value from some other financial price. This ‘other 
financial price’ is 
called the underlying. 
ÌThe different types of derivatives risks are: 
(a) Credit risk: Credit risk is the risk of loss due to counterparty’s failure to perform on an obligation to the 
institution. Credit 
risk in derivative products comes in two forms: 



(i) Pre-Settlement Risk: It is the risk of loss due to a counterparty defaulting on a contract during the life of a 
transaction. The 
level of exposure varies throughout the life of the contract and the extent of losses will only be known at the 
time of default. 
(ii) Settlement risk: It is the risk of loss due to the counterparty’s failure to perform on its obligation after an 
institution has 
performed on its obligation under a contract on the settlement date. Settlement risk frequently arises in 
international transactions 
because of time zone differences. This risk is only present in transactions that do not involve delivery versus 
payment and 
generally exists for a very short time (less than 24 hours). 
(b) Market risk: Market risk is the risk of loss due to adverse changes in the market value (the price) of an 
instrument or 
portfolio of instruments. Such exposure occurs with respect to derivative instruments when changes occur in 
market factors 
such as underlying interest rates, exchange rates, equity prices, and commodity prices or in the volatility of 
these factors. 
(c) Liquidity risk: Liquidity risk is the risk of loss due to failure of an institution to meet its funding 
requirements or to execute 
a transaction at a reasonable price. Institutions involved in derivatives activity face two types of liquidity risk : 
market liquidity 
risk and funding liquidity risk. 
(i) Market liquidity risk: It is the risk that an institution may not be able to exit or offset positions quickly, 
and in sufficient 
quantities, at a reasonable price. This inability may be due to inadequate market depth in certain products (e.g. 
exotic derivatives, 
longdated options), market disruption, or inability of the bank to access the market (e.g. credit down-grading of 
the institution or 
of a major counterparty). 
(ii) Funding liquidity risk: It is the potential inability of the institution to meet funding requirements, because 
of cash flow mismatches, at a reasonable cost. Such funding requirements may arise from cash flow 
mismatches in swap books, exercise of 
options,and the implementation of dynamic hedging strategies. 
(d) Operational risk: Operational risk is the risk of loss occurring as a result of inadequate systems and 
control, deficiencies in 
information systems, human error, or management failure. Derivatives activities can pose challenging 
operational risk issues 
because of the complexity of certain products and their continual evolution. 
(e) Legal risk: Legal risk is the risk of loss arising from contracts which are not legally enforceable (e.g. the 
counterparty does 
not have the power or authority to enter into a particular type of derivatives transaction) or documented 
correctly. 
(f) Regulatory risk: Regulatory risk is the risk of loss arising from failure to comply with regulatory or legal 
requirements. 
(g) Reputation risk: Reputation risk is the risk of loss arising from adverse public opinion and damage to 
reputation. 
QUESTION NO.20What are the major advantages & disadvantages of Futures Trading as compared to 
Stock Trading ? 
The Major Advantages of Futures Trading Vs. Stock Trading: Compared to directly trading stocks, stock 
futures provide 
several major advantages: 
(i) Leverage: Compared to buying stock on margin, investing in futures is less costly.An investor can use 
leverage to control 
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