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Section A 
 

Number of questions: 65 
 

Marks: 65 
 
Multiple choices: There may be more than one correct answer. Please [  ] mark for the correct answer. 
 
 
 
Part A: Answer all questions. 1 mark each 
 
 
 

1. A cash manager at a retailer forecasts a positive collected cash position for the end of the 

current day. The company has an overdraft facility at 10%, a separate investment account 

earning 8% before taxes, an earnings credit rate of 8% and an outstanding single payment 

Note at 9.5% maturing in 1 week. This month’s bank service fees are expected to exceed 

the earnings credit. Which of the following intra-day options would be the MOST 

economically positive for the company? 

(A) Leave the funds in the account. 

(B) Redeem the single payment note. 

(C) Prepay administrative expenses. 

(D) Transfer funds to the investment account  

 

2. Which of the following can be considered key responsibilities of daily cash management? 

I. Overseeing compensation for bank services 

II. Management of short-term borrowing and investing 

III. Projecting future cash shortages and surpluses 

(A) I only 

(B) I and II only 

(C) II and III only 

(D) I, II, and III 

 

3. The treasury manager of a chain of clothing stores wants to develop a medium-term 

forecast. Management plans to open two new stores, and anticipates same-store sales to 

increase by 15%. Which of the following items can be predicted with the highest 

Degree of certainty? 

(A) Taxes on stock options 

(B) New product sales 

(C) Fixed bond interest payment 

(D) Refranchising proceeds 

 

 

4. The yield curve is inverted. A creditworthy firm considering alternative debt maturities 

would MOST LIKELY: 

(A) Enter into a short-term floating rate agreement. 

(B) Obtain long-term fixed interest rate debt. 

(C) roll-over short-term debt at each maturity. 

(D) Obtain a long-term floating rate agreement  



5. In an organization with personnel limitations, which of the following strategies should be 

considered to mitigate cash management system risk? 

(A) Outsourcing 

(B) Verification 

(C) Matching 

(D) Hedging 

 

6. As an internal control tool, what does the matching of an invoice to the original purchase 

confirm? 

(A) The placement of the order 

(B) The fulfilment of the order 

(C) The execution of the order 

(D) The payment of the order 

 

7. Loss exposures related to treasury management may include which of the following? 

(A) Excessive product recalls 

(B) PBGC violations 

(C) Deterioration of investment principal 

(D) Bank consolidations 

 

8. A daily short-term forecast and variance analysis for LMN, Inc. is updated with relevant 

trends and actual data every Monday. Upon review, the treasurer assessed that sales were 

higher than forecasted, inventory was up and yields being earned on excess cash were 

lower. The MOST important reason for this cash forecast process is: 

(A) Financial control 

(B) Managing costs. 

(C) Capital budgeting. 

(D) Liquidity management 

 

9. An airline wants to lock in the price of the jet fuel it needs to purchase to satisfy the peak 

in-season demand for travel. The airline wants to manage its exposure to fluctuations in 

fuel prices. What type of exposure is this? 

      (A) Translation  

(B) Delivery  

(C) Commodity  

(D) Speculative  

 

10. Intra-day limit will generally be bigger than the overnight limit because? 

(A) The systems are shut down during night times 

(B) Dealers will be absent during night times 

(C) Volatility is more during night times 

(D) The dealers can cover deals in active day-time markets 

 

 

 

 



11. Continuous Linked Settlement (CLS) is devised to handle? 

(A) Linkage risk 

(B) Continuity risk 

(C) Settlement risk 

(D) Technology risk 

    

12. The treasury manager of a chain of clothing stores wants to develop a medium-term       

forecast. Management plans to open two new stores, and anticipates same-store sales to 

increase by 15%. Which of the following items can be predicted with the highest degree 

of certainty?  

(A) Taxes on stock options  

(B) New product sales  

(C) Fixed bond interest payment  

(D) Refranchising proceeds  
  

13. An internal auditor discovers that employees can enter and approve their own wire 

transfers. This practice violates what internal control?  

(A) Adequate segregation of duties  

(B) Accurate reporting of cash transactions  

(C) Appropriate monitoring of covenant compliance  

(D) Proper authorization of investment transactions 
 

14. Hedging is an imprecise activity, so long-term exposures? 

(A) Are more difficult to hedge effectively because the longer the term, the less precise 

the hedge 

(B) Are easier to hedge since there is more time to adjust for unforeseen circumstances 

(C) Are generally ignored 

(D) Are less prone to error than transaction exposure 

 

15. The provisions relating to valuation of taxable services are contained in: 

(A) Section 65 of the Finance Act, 1994 

(B) Section 67 of the Finance Act, 1994 

(C) Section 65A of the Finance Act, 1999 

(D) None of the above 

 

16. Twin deficit in an economy means? 

(A) High current account deficit and high fiscal deficit. 

(B) High capital account deficit and high fiscal deficit. 

(C) High current account deficit and high capital account deficit. 

(D) High budget deficit and high fiscal deficit. 

 

17. Consider the following statements about Securities Transaction Tax (STT) 

1. The point of incidence and impact of STT is not same. 

2. Government securities are exempted from STT. 

Which of the statements given above is/are correct? 

(A) 1 only 

(B) 2 only 



(C) Both 1 and 2 

(D) Neither 1 nor 2 

 

18. SEBI Turnover fee is levied on sale, purchase of securities (other than debt) at? 

(A) 0.000005 % 

(B) 0.001 % 

(C) 0.0002 % 

(D) 0.0002 %  
 

19. Divided Distribution tax is chargeable in the hands of receiver (individual/HUF) if it 

exceeds? 
 (A) 10 lakhs  

 (B) 15 lakhs  

 (C) 5 lakhs  

 (D) 20 lakhs  
 

 

20. Company ABC experienced a loss in the past when an employee in the treasury 

department was able to transfer $25 million to a personal account offshore. The company 

is working with a security agent to prevent this from happening in the future. ABC also 

accepts a large number of checks as payment. The agent has suggested upgrades to 

ABC’s payment process. What step should be taken to help mitigate this type of risk in 

the future? 

 (A) Periodically Treasury check.  

(B) Set up international bank security.  

(C) Implement dual approval.  

(D) Implement data security standards  
 

21. In evaluating alternative capital investments, a company should consider qualitative 

factors such as? 

(A) Projected cash flows 

(B) estimated economic returns 

(C) Corporate strategy 

(D) Estimated costs 

 

22. K.S. K Electric is a manufacturer of industrial equipment and has enjoyed a large 

percentage increase in profits from a small increase in revenues. Sales recently 

plummeted resulting in steep decline in profitability. Which of the following BEST 

describes the cost structure of the company? 

(A) Low contribution margin 

(B) High financial leverage 

(C) Low variable costs 

(D) High operating leverage 

 

23. A highly leveraged firm is __________ risky than its peer 

(A) less 

(B) More 

(C) The same 



(D) None of the above 

 

24. The treasurer for XYZ Manufacturing, Inc. recently exchanged a portion of its euro 

holdings into U.S. dollars to purchase gas futures contracts. This was done in anticipation 

of an assumed rise in gas prices due to the continued weakening of the U.S. dollar. Which 

Of the following types of risk is being mitigated? 

(A) Sovereign 

(B) Operational 

(C) Commodity price 

(D) Foreign exchange 

 

25. One method by which a firm may protect itself against economic exposure is? 

(A)Geographical diversification 

(B)Money market hedges 

(C)Futures market hedging 

(D)Forward contract hedges 

 

26. When an enterprise has an un-hedged receivable or payable denominated in a foreign 

currency and settlement of the obligation has not yet taken place that firm is said to have? 

(A)Transaction exposure 

      (B)Tax exposure 

(C)Accounting exposure 

(D)Operating exposure 

 

27. A sudden demand by depositors for notes and coin is an example of?   

(A)Currency risk 

(B)Liquidity risk 

(C)Asset risk 

(D)Capital risk 

 

28. The idea behind a capital adequacy ratio is that banking risk should be borne by?   

(A)Directors 

(B)Managers 

(C)Borrowers 

(D)Shareholders 

 

29. 'Reinsurance' refers to the practice by insurance companies of?    

(A)Terminating existing policies 

(B)Insuring the same risk twice 

(C)Renewing existing policies 

(D)Buying insurance from another firm 

 

30. Diversification is one way in which insurance companies can protect themselves against? 

(A)Positively correlated risks 

(B)Random fluctuation 

(C)Parameter change 



(D)Moral hazard 

(E)The law of large numbers 

 

31. Under Basel III accord, Indian’s banks have to maintain Tier-one capital (equity and 

reserves) at how much____per cent of risk weighted assets (RWA)? 

(A) 8%  

      (B) 7% 

(C) 9%    

(D) 5% 

 

32. Tier I and Tier II capital details are given, choose the correct one? 

(A)Tier I capital includes equity capital and disclosed reserves also  

(B)Usually the stock under Tier I capital is not irredeemable and Non-Cumulative 

(C)Tier II capital Includes subordinates term debt also  

(D) All of above 

 

33. Which of the following is not a type of credit risk? 

(A) Default risk 

(B) Credit spread risk 

(C) Intrinsic risk 

(D) Basis risk 

 

34. Difference between bond's yield and any other security yield having same maturities is 

considered as? 

(A) Maturity spread 

(B) Bond spread 

(C) Yield spread 

(D) Interest spread 

 

35. A transaction where financial securities are issued against the cash flow generated from a 

pool of assets is called? 

(A) Securitization 

(B) Credit Default Swaps 

(C) Credit Linked Notes 

(D) Total Return Swaps 

 

36. Which type of asset-liability management does NOT require the ability to forecast future 

interest rate levels? 

(A) defensive 

(B) Aggressive 

(C) Strategic 

(D) None of the above 

 

37. Duration gap analysis directly focuses on the? 

(A) Rate of return on assets 

(B) Market value of equity 



(C) Net interest margin 

(D) Risk of the bank 

 

38. Interest rate risk and liquidity risk are? 

(A) Unrelated to one another 

(B) Only related to one another when interest rate levels are low 

(C) Only related to one another when interest rate levels are high 

(D) Closely related to one another 

 

39. Liability management assumes? 

(A) Asset management has been utilized to the fullest extent possible 

(B) The bank is adequately capitalized 

(C) The bank can finance in money markets any time 

(D) Primary and secondary reserves are sufficient for any liquidity needs 

 
 

40. In India, the Chit funds are governed / regulated by ___? 

(A) RBI   

(B) Central Government              

(C) SEBI  

(D)State Governments 

 

41. The role of ALCO includes? 

(A) Product pricing for deposits and advances 

(B) Strategies for achieving year end targets 

(C) Motivating Staff 

(D) Liaoning with the RBI 

 

42. Integrated Treasury in Banking set up refers to? 

(A) Computerization of all bank branches 

(B) Computerization of all treasury operations 

(c) Centralization of all back office operations of forex branches 

(D) Integration of money market, securities market and foreign exchange operations 
 

43. The main function of the Back office includes? 

(A) Increasing turnover of dealing room 

(B) Increasing profits of dealing room 

(C) Confirmations, settlement, and reconciliation 

(D) Providing UPS to dealing room 

 

44. Growth Fund is a mutual fund that? 

(A) Assures growth in income 

(B) Invests in fixed income securities 

(C) Gives fixed return 

(D) Invests primarily in equities 

 

 



45. For a foreign exchange of specific currency, non-hedged position is classified as 

(A) Open position 

(B) Close position 

(C) Currency long position 

(D) Currency short position 

 

46. What does re-balancing of a bond index mean? 

(A) Changing the weightages in the index so that the market capitalization of bonds is 

kept constant 

(B) Adjusting the index for changes in the composition of the index portfolio to 

ensure that artificial capital gains or losses are not included in the index 

(C) Adjusting the composition of the index, whenever coupons are paid, such that the 

index is not impacted by changes in accrued interest. 

(D) Changing the composition of the index when yield alters, such that duration of the 

index is kept constant 

 

47. The restructuring of a firm should be undertaken if __________? 

(A)The restructuring is expected to create value for shareholders 

(B)The restructuring is expected to increase earnings per share (EPS) next year 

(C)The restructuring is expected to increase the firm's market share power within the 

industry 

(D) The current employees will receive additional stock options to align employee 

interest 

 

48. Risk, as distinct from uncertainty considers? 

(A) Maximax approach 

(B) Maximin approach 

(C) Qualitative approach 

(D) Quantitative approach 

 

49. Risk which arises from activities relating to contingent liabilities and assets is considered 

as? 

(A) Off balance sheet risk 

(B) Income statement risk 

(C) Balance of trade risk 

(D) Balance of payment risk 

 

50. The problem of the selection of the time horizon in gap analysis can be solved to some 

extent by using: 

(A)Maturity balancing 

(B)Maturity matching 

(C)Maturity buckets 

(D)Maturity differences 

 

 

 



51. Banks face the problem of _____ in loan markets because bad credit risks are the ones 

most likely to seek bank loans? 

(A) Adverse selection 

(B) Moral hazard 

(C) Moral suasion 

(D) Intentional fraud 

 

52. Which of the following is not a type of foreign exchange exposure? 

(A)Transaction exposure 

(B)Balance sheet exposure 

(C)Economic exposure 

(D)Tax exposure 

 

53. Financial risk management includes hedging techniques which do not include? 

(A) Foreign exchange swaptions 

(B) Forward interest rate agreements (FRAs) 

(C) Foreign exchange fixed forward contracts 

(D) Foreign exchange option forward contracts 

 

54. Type of risk in which payments are interrupted by intervention of foreign governments is 

considered as? 

(A) Channel risk 

(B) Globalization risk 

(C) State risk 

(D) Country risk 

 

55. A 'commodities forward contract' is which of the following? 

(A) A contract in which the counterparties agree to exchange a commodity at some 

date in the future but at a price decided now 

(B) A contract in which the counterparties agree to exchange a commodity now but at a 

price decided in the future 

(C) A standardized exchange traded contract 

(D) The option but not the right to buy the underlying at some point in the future 

 

56. Which of the following is not an internal method of managing Forex risk? 

(A) Leading and lagging 

(B) Settlement and drawdown 

(C) Netting 

(D) Foreign currency borrowing 

 

57. Which of the following does the most to reduce default risk for futures contracts? 

(A)Credit checks for both buyers and sellers 

(B)High liquidity 

(C)Marking to market 

(D)Flexible delivery arrangements 

 



58. Standardized futures contracts exist for all of the following underlying assets except? 

(A) Stock indexes 

(B) Treasury bonds 

(C) Gold 

(D) Common stocks 

 

59. Which one of the following actions will offset a long position in a futures contract that 

expires in June? 

(A)Hold the futures contract until it expires. 

(B)Buy a futures contract that expires in June 

(C)Sell a futures contract that expires in June 

(D)Sell any futures contract, regardless of its expiration date. 

 

60. CRISIL has been promoted by ____ and _____.? 

(A)ICICI, UTI 

(B)IDBI, SBI 

(C)AXIS, UTI 

(D)PNB, SBI 

 

61. If a portfolio manager consistently obtains a high Sharpe measure, the manager's 

forecasting ability? 

(A) Is average. 

(B) Is above average 

(C) Is below average 

(D) Does not exist 

 

62. As per FIMMDA’s guidelines, the Mid-Office is responsible for? 

(A)  Dealing activities 

(B)  Risk Management 

(C)  Reconciliation 

(D) Confirmation of deals 

 

63. Issues sold by investment banks and guarantees issuer by buying new issue at fixed price 

is classified as? 

(A) Index commitment underwriting 

(B) Insurance underwriting 

(C) Default risk underwriting 

(D) Firm commitment underwriting 

 

64. Treasury profits are increasingly derived from market operations involving (which one is 

not true)? 

(A) Buying and Selling of Securities 

(B) Borrowing and lending on securities 

(C) Investing in Loans 

(D) All of the above 

 



65. Which of the following statement/s is/are false regarding internal auditing? 

(A) Internal auditing of a company is done by an individual who is not an employee or 

partner of the company. 

(B) The main objective of an internal audit is to ensure true and fair presentation of 

accounts. 

(C) Internal audit is optional. 

(D) Both (a) and (b) above. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



  
Section B 

 
Number of questions: 7 

 
Marks: 25 

 
 
 
Note: Answer any five questions. Each answer will carries 5 marks 
 
 
 
[Unrelated answers & answers exceeding the brief will attract negative marks] 
 
1.  Explain the various types of hedge accounting? 

Ans: 

There are three types of hedge accounting: fair value hedges, cash flow hedges and hedges of the 

net investment in a foreign operation. 

 Fair Value Hedges - The risk being hedged in a fair value hedge is a change in the fair 

value of an asset or a liability. For example, changes in fair value may arise through 

changes in interest rates (for fixed-rate loans), foreign exchange rates, equity prices or 

            Commodity prices. 

 Cash Flows Hedges - The risk being hedged in a cash flow hedge is the exposure to 

variability in cash flows that is attributable to a particular risk and could affect the 

income statement. Volatility in future cash flows will result from changes in interest 

            Rates, exchange rates, equity prices or commodity prices. 

 Hedges of net investment in a foreign operation - An entity may have overseas 

subsidiaries, associates, joint ventures or branches (‘foreign operations’). It may hedge the 

currency risk associated with the translation of the net assets of these foreign operations into 

the group’s currency. IAS 39 permits hedge accounting for such a hedge of a net investment 

in a foreign operation.  

 

2. What do you understand by ‘Tobin Tax’ & ‘Spahn Tax’?  

Ans: A currency transaction tax is a tax placed on a specific type of currency transaction for a 

Specific purpose. Tobin & Spahn Tax are the most frequently discussed versions of a currency 

transaction tax. 

 Tobin tax - In 1972, the economist James Tobin proposed a tax on all Spot Conversions of 

one currency into another. The so-called Tobin Tax is intended to put a penalty on short-term 

financial round-trip excursions into another currency. Tobin suggested his currency transaction 

tax in 1972 in his Janeway Lectures at Princeton, shortly after the Bretton Woods System 

effectively ended. In 2001, James Tobin looked back at the 1994 Mexican peso crisis, the 1997 

Asian Financial Crisis, and the 1998 Russian Financial Crisis, and said: "[My proposed] tax 

[idea] on foreign exchange transactions... dissuades speculators as many investors invest their 

money in foreign exchange on a very short-term basis. If this money is suddenly withdrawn, 

countries have to drastically increase interest rates for their currency to still be attractive. But 

high interest is often disastrous for a national economy, as the nineties' crises in Mexico, South 

East Asia and Russia have proven...." 



 

 Spahn tax - Paul Bernd Spahn opposed the original form of a Tobin Tax in a Working Paper 

International Financial Flows and Transactions Taxes: Survey and Options, concluding "...the 

original Tobin tax is not viable. First, it is virtually impossible to distinguish between normal 

liquidity trading and speculative noise trading. If the tax is generally applied at high rates, it will 

severely impair financial operations and create international liquidity problems, especially if 

derivatives are taxed as well." However, on 16 June 1995 Spahn suggested that "Most of the 

difficulties of the Tobin tax could be resolved, possibly with a two-tier rate structure consisting 

of a low-rate financial transactions tax and an exchange surcharge at prohibitive rates." This new 

form of tax, the Spahn Tax, was later approved by the Belgian Federal Parliament in 2004. 

 

 
3.What is ‘Corporate Debt Restructuring’ (CDR) Mechanism and List down its objects in brief? 

 

Ans: Corporate Debt Restructuring (“CDR”) mechanism – It is a voluntary non-statutory 

mechanism under which financial institutions and banks come together to restructure the debt of 

companies facing financial difficulties due to internal or external factors, in order to provide 

timely support to such companies. 

The intention behind the mechanism is to revive such companies and also safeguard the interests 

of the lending institutions and other stakeholders. The CDR mechanism is available to companies 

which enjoy credit facilities from more than one lending institution. The mechanism allows such 

institutions, to restructure the debt in a speedy and transparent 

Manner for the benefit of all. 

 

The objects of the CDR mechanism, as enunciated by the Reserve Bank of India, the 

central bank of the country are- 

 “To aim at preserving viable corporates that are affected by certain internal and external 

factors” 

 “To minimize the losses to creditors and other stakeholders through an orderly and 

coordinated restructuring programme” 

 “To ensure timely and transparent mechanism for restructuring of corporate debts of 

viable entities facing problems, for the benefit of all concerned.” 

 

  

4. What is asset – Liability management and Differentiate between Aggressive and Defensive 

Approach of Asset-Liability management? 

Ans: 

Asset-liability management is the coordinated management of the entire portfolio of a 

financial institution. It considers both the acquisition of funds from various sources and the 

allocation of funds to profitable investments. The traditional focus of ALM has been on net 

interest income. However, it also considers market values, via duration. Finally, simulations 

allow other aspects of risk management to be brought into the ALM process. 

 

Difference between Aggressive and Defensive Approach of Asset-Liability Management  

The principal difference between these two strategies relates to their goals. Defensive asset-

liability management attempts to insulate the financial performance of the bank (measured 



either in terms of income or the market value of assets and liabilities) from the effects of 

changing interest rates. Aggressive asset-liability management seeks to increase income or the 

market value of equity by forecasting interest rates and adjusting the portfolio to take advantage 

of the expected changes in rates 

  

 
5. Explain any three types of interest rate risks? 
Ans: 

Interest Rate Risk (IRR) refers to the potential impact on Net Interest Income (NII) or Net 

Interest Margin (NIM) or Market Value of Equity (MVE), caused by unexpected changes in 

market interest rates. Interest Rate Risk can take different forms as described below: 

 

Gap or Mismatch Risk - A gap or mismatch risk arises from holding assets and liabilities and 

off-balance sheet items with different principal amounts, maturity dates or repricing dates, 

thereby creating exposure to unexpected changes in the level of market interest rates. 

Yield Curve Risk - In a floating interest rate scenario, banks may price their assets and 

liabilities based on different benchmarks, i.e. TBs yields, fixed deposit rates, call money rates, 

MIBOR, etc. In case the banks use two different instruments maturing at different time horizon 

for pricing their assets and liabilities, any non-parallel movements in yield curves would affect 

the NII. The movements in yield curve are rather frequent when the economy moves through 

business cycles. Thus, banks should evaluate the movement in yield curves and the impact of 

that on the portfolio values and income. 

Net Interest Position Risk - The size of non-paying liabilities is one of the significant factors 

contributing towards profitability of banks. Where banks have more earning assets than paying 

liabilities, interest rate risk arises when the market interest rates adjust downwards. Thus, banks 

with positive net interest positions will experience a reduction in NII as the market interest rate 

declines and increases when interest rate rises. Thus, large float is a natural hedge against the 

variations in interest rates. 

  
6. Enumerate  the  obligations  of  banking  companies  under  the  Prevention  of  Money  

Laundering  Act, 2002?   
 Ans:  
Section  12  of  Prevention  of  Money  Laundering  Act,  2002  provides  for  the  obligations  of 

Banking  Companies,  Financial  Institutions  and Intermediaries  of  securities  market.  Every 

banking company, financial institution and intermediary shall:  

(a) Maintain  a  record  of  all  transactions,  the  nature  and  value  of  which  may  be 

prescribed, whether  such  transactions  comprise  of  a  single  transaction  or  a  series  of  

transactions integrally  connected  to  each  other,  and  where  such  series  of  transactions  take  

place  within a month. Such records shall be maintained for a period of ten years from the date of 

cessation of the transactions between the clients and the banking company or financial institution 

or intermediary, as the case may be.  

(b)    Furnish information of the above transactions to the Director appointed for the purpose of 

this Act within the prescribed time;  

(c)    Verify and maintain the records of the identity of all its clients, in the prescribed manner. If  

the  principal  officer  of  a  banking  company  or  financial  institution  or  intermediary  has 

reason  to  believe  that  a  single  transaction  or  series  of  transactions  integrally  connected   



to each other have been valued below the prescribed value so as to defeat the provisions of this 

section, such officer shall furnish information in respect of such transactions to the Director 

within the prescribed time. 

(d) The records referred above shall be maintained for a period of five years from the date of 

transaction between a client and the reporting entity. 

 

7. Write a Short note on Economic Function of Derivative market? 

Ans : 

The derivative market performs a number of economic functions: 

 Prices in an organized derivatives market reflect the perception of the market participants 

about the future and lead the prices of underlying to the perceived future level. The prices of 

derivatives converge with the prices of the underlying at the expiration of the derivative 

contract. Thus derivatives help in discovery of future as well as current prices. 

  The derivative market helps to transfer risks from those who have them. 

  Derivatives, due to their inherent nature, are linked to the underlying cash markets. With the 

introduction of derivatives, the underlying market has witnessed higher trading volumes. This 

is because of participation of more players who would not otherwise participate for lack of an 

arrangement to transfer risk. 

 Speculative trades shift to a more controlled environment in derivative market. In the absence 

of an organized derivative market, speculators trade in the underlying cash markets. 

Margining, monitoring and surveillance of the activities of various participants become 

extremely difficult in these kinds of mixed markets. 

 An important incidental benefit that flows from derivatives trading is that it acts as a catalyst 

for new entrepreneurial activity. The derivatives have a history of attracting many bright, 

creative, well-educated people with an entrepreneurial attitude. They often inspire others to 

create new businesses, new products and new employment opportunities, the benefit of which 

are immense. 

In a nut shell, derivative markets help increase savings and investment in the long run. Transfer 

of risk enables market participants to expand their volume of activity. 

 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



Section C 
 

Number of questions: 2 
 

Marks: 10 
 
 

 

Note: Case Studies. Answer any one. Max 10 marks 
 

 

1. Your Firm has been appointed as Auditor for System audit of Treasury Operations 

(Department) of KK Industries Ltd. Audit is being Carried out for the first time by your team 

and you’re the only one with Past Experience, so the firm Has Asked You to Prepare a 

Presentation (brief note) covering how to proceed with the Audit, What areas are to covered, 

extent of checking and other things related to it. And on the other hand state briefly explains 

the Specific Audit risk / areas in treasury operations that should be taken into consideration 

during the course of audit? 

Ans: 

Treasury operations represent all activities relating to the purchase, sale, borrowing and lending 

of financial instruments like securities, money market instruments or derivative instruments. 

Investments usually enter into such transactions for the purpose of hedging risk exposures or for 

meeting customers' needs. At times, they also carry out trading activities of financial instruments 

(including derivatives) with the intention of deriving gain from changes in Market price 

parameters (for example, foreign exchange rates, interest rates, equity prices) over time.  

 

The Main Objective of system audit are to Evaluate : 

 The adequacy and effectiveness of various controls in the developed system; 

 Reliability, integrity and authenticity of data; 

 Aspects relating to the availability of data and information security; 

 Extent of incorporation of treasury rules in the developed applications; and 

 Extent of availability of documentation necessary for smooth operation of the system. 

 

During the Course of audit following things and processes will be covered : 

 

a. Auditor should check the investment policy of the company as the investment policy of the 

company    describes the nature of treasury operations proposed to be undertaken by the 

company as well as setting out the limits/authorization for such operations. 

 

b. Auditor should obtain information regarding the scale, volume, complexity and risk of 

treasury activities. Understanding the significance of treasury activities relative to other business 

of the corporates and the framework within which the treasury activities take place is also 

important. Treasury operations involve transactions that are recorded by IT systems. 

Consequently, we shall test whether key processing controls and procedures are operating 

effectively before assessing the level of inherent and control risks of the company. 

 

c. The auditor should ensure the accuracy of recording transactions and related profits and 

losses. Verification process includes : 



 reference to deal tickets and confirmation slips; 

  the completeness of transactions and proper reconciliation between the front office and 

accounting systems of open positions at the period end; 

  the existence of outstanding positions by means of third party confirmations at an 

interim date or at the period end; 

  the appropriateness of the exchange rates, interest rates or other underlying market rates 

used at the period end date to calculate unrealized gains and losses; 

 the appropriateness of the valuation models and assumptions used to determine the fair 

value of financial instruments outstanding at the yearend; and 

 the appropriateness of the accounting policies used, particularly around income 

recognition and the distinction between hedged and trading instruments 

 

Specific audit risks/areas in treasury operation to be taken care of are : 

 Newly traded instruments are ordinarily subject to careful review by an auditor, who should 

obtain a list of all new products traded during the period. Smooth flow of the new transactions 

through the controls system should be ensured in the relevant IT systems. 

  The auditor should seek the assistance of IT experts for appropriate skills and knowledge for 

testing of systems and relevant account balances with regard to the volume of data the 

Corporates use in their IT system for maintaining treasury operations. 

  The auditors should see that the purpose of transaction, whether speculative or hedging has 

been identified at the initial stage, so as to apply the correct accounting treatment. They should 

ensure the presentation and disclosures of transaction entered into by the Corporates in 

accordance with the relevant accounting requirements. 

  The auditor might test all portfolio valuations as of the date of the financial statements. He/she 

should have a clear understanding of the entity’s process of determining fair value of its 

instruments. 

  IT system plays an important role in the valuation process of various instruments. The auditor 

should check the controls, security procedures for valuation models, significant assumptions 

used in determining fair value, as well as the process used to develop and apply management's 

assumptions, including whether management uses available market information for developing 

assumptions and controls over the consistency, timeliness, completeness and reliability of data 

used in valuation models. 

  The auditor should ordinarily test the valuation models used, including the controls 

surrounding their operation, and consider whether details of individual contracts, valuation 

rates and assumptions are appropriately entered into such model documents supporting 

management's assumptions. 

  The auditor must pay particular attention to establishing the ownership of instruments held in 

the bearer form. He should consider the need for physical inspection or confirmation with 

external custodians and the reconciliation of the related amounts with the accounting records. 

 

 

 

 

 

 

 



2. JK Airlines has entered into an agreement with Airbus for buying the Airbus-320 planes for a 

total value of US $ 300 million payable after 6 months. The current spot price is Indian 

Rupees 68.50 /US $. The Airlines co. cannot predict the exchange rate in future. Can the 

Airlines Company hedge its Foreign Exchange risk? Explain by examples? 

 

Ans: 

Before proceeding to the answer we should know what hedging is and why it is required to 

mitigate business risk in present time. 

Hedging is a technique to reduce exposure to measurable types of risk in financial market 

transactions. It is a type of insurance, and while it cannot eliminate risk completely, hedging can 

mitigate the effect. The correct hedging tools will depend on the types of assets or transactions 

involved. The main types of hedging tools include futures, options, and forwards and money 

market hedge. 

The best way to understand hedging is to think of it as insurance. When people decide to hedge, 

they are insuring themselves against a negative event. This doesn't prevent a negative event from 

happening, but if it does happen and you're properly hedged, the impact of the event is reduced. 

So, hedging occurs almost everywhere, and we see it every day. For example, if you buy house 

insurance, you are hedging yourself against fires, break-ins or other unforeseen disasters. 

For a company with international operations, the use of currency hedging tools is very important 

seeing the volatility in the market. 

All hedging tools and techniques involve several costs. The first is the cost of the hedging 

instrument itself. The second is the risk of associated cost if the choice of hedging instrument 

Results in higher than market costs of the underlying asset. For companies, however, the value of 

hedging against currency or commodity market fluctuations is in eliminating uncertainty. 

 

The Airlines Company can hedge its foreign exchange risk by following methods: 

 

Forward: Under this alternative, Airline Company may enter into a forward contract of buying 

300 million US $, maturity six months, with the bank. Suppose, today, six months forward rate 

is: 1 US $ = Rs.68.70 / 68.80. Airline company may enter into a contact with bank today; under 

the contract the bank will sell 300 million US $ to Airlines @ Rs.68.80 after 6 months from 

today, whatever may be US $ - Rupee rate on that day (after 6 months from today).  

 

Option: Under this option, Airlines may buy call option for 300 million US $. It has to pay 

option price / premium today. Suppose Airlines buys call option for 300 million US $, maturity 6 

months, with strike price of Rs.68.60 by paying premium of Rs.15,00,00,000. If on maturity, the 

foreign exchange rate is Rs.68.60 or more, it may buy 300 million US $ from the option writer ( 

to whom Airlines paid Rs.15,00,00,000 as premium ), if the rate is below Rs.68.60, Airlines may 

just ignore the option and buy the required US $ in the spot market.  

 

Currency Swap: Airlines has to pay 300 million US $ after 6 months from today. Through some 

intermediary, Airlines may be able to find some party, which has to pay equivalent amount in 

rupees after 6 months from today. (The equivalent amount is calculated at current foreign 

exchange rate). Suppose today the rate is Rs.68.50 / US $, Airlines may enter into a contract with 

that party under which that party will pay 300 US $ million to Airlines after six months from 



today and Airlines will pay the equivalent amount of rupees ( 300 million x 68.50 ) to that party 

at that time.  

 

Money Market Operations:  Suppose US $ can be lent at the interest rate of 6 % p.a. 

Airlines may purchase US $ 300 million / 1.03 i.e. US $ 291.2621 in the spot market, invest this 

US $ amount @ 6% p.a. for six months. After 6 months, Airlines will get US $ 300 million from 

this investment and this amount may be used for paying for the Airbus Airplanes. The amount 

required to purchase US $ 291.2621 Million in the spot market may be borrowed in home 

currency. 

 

 

(The list of options and examples given here is not exhaustive and any other answer on 

similar line and correct logic may be awarded marks) 

 

 

 


