Strategic Analysis and Comprehensive
Mock Test Series for CAIIB Bank
Financial Management (BFM): A
Module-Wise Deconstruction

Executive Summary: Analyzing the Four-Year
Evolution of the BFM Examination

The objective of this comprehensive report is to provide a strategic roadmap for banking
professionals aiming for a score of 51+ (the critical threshold for clearing the paper
individually or in aggregate). This document dissects the syllabus into its four core
modules—International Banking, Risk Management, Treasury Management, and Balance
Sheet Management—and presents a rigorous suite of over 100 advanced mock questions.
These are not merely practice items; they are engineered based on the specific
"memory-based" questions recalled from recent shifts, ensuring alignment with the current
difficulty curve of the Indian Institute of Banking and Finance (IIBF) examinations.*

The analysis indicates that successful candidates must move beyond identifying the "correct
option" to understanding the "underlying derivation." For instance, in Module B, the shift is
from simply knowing the Capital Adequacy Ratio (CAR) is 9% (plus CCB) to calculating the
exact Risk-Weighted Assets (RWA) for a mixed portfolio of retail and corporate loans using
the Standardized Approach.® Similarly, Module A questions have evolved from simple
exchange rate definitions to multi-step arithmetic involving forward cancellations and

extensions.?

This report is structured as an immersive study document. It weaves theoretical context,
regulatory mandates (RBI/FEDAI/FEMA), and mathematical logic directly into the question
analysis, providing a holistic preparation tool that replicates the intellectual rigor of the actual
exam environment.




Module A: International Banking — Exchange Rates,
Forex Business, and Trade Finance

Strategic Context and Trend Analysis

Module A constitutes approximately 25-30% of the BFM paper. The recurring themes
identified in the last four exam cycles include "Foreign Exchange Arithmetic" (Merchant
Rates), "Documentary Credits" (UCP 600 application), and "Facilities for
Exporters/Importers" (Pre/Post-shipment finance). A notable trend is the increased
weightage on the Liberalised Remittance Scheme (LRS) and the operational guidelines for
International Financial Services Centres (IFSC), reflecting the regulator's focus on

cross-border compliance.’

The following section presents advanced scenarios and questions designed to test the
candidate's ability to apply FEDAI rules and FEMA guidelines to real-world banking
transactions.

Advanced Mock Questions: Foreign Exchange Arithmetic

Question 1: Calculation of TT Buying Rate for Inward Remittance

Scenario: An exporter's account with your branch receives an inward remittance of USD
50,000. The interbank market rates are quoted as USD 1 =%82.10/12. The bank requires an
exchange margin of 0.080%.

Analysis:

This scenario tests the fundamental principle of "Buy Low, Sell High." Since the bank is
receiving foreign currency (USD) and paying INR to the customer, it is a Purchase
Transaction. The base rate is the Bid Rate (¥82.10). Since the foreign currency is already
credited to the Nostro account (clean instrument), the TT Buying Rate applies. There is no
transit period or interest recovery involved.

Calculation:

1. Base Rate: Interbank Buying Rate = ¥82.1000.

2. Margin Application: For buying, the margin is deducted (to pay less INR to the

customer).

o Margin Value = 82.1000 X 0.0008 = 0.0657.

Derived Rate: 82.1000 - 0.0657 = 82.0343.

4. Rounding: Per FEDAI Rule 7, rates are typically rounded to the nearest 0.0025.
82.0343 rounds to 82.0350.

5. Final Amount: 50,000 X 82.0350 =%41,01,750.
Answer: The rate to be quoted is ¥82.0350.8

w

Question 2: Forward Contract Cancellation



Scenario: A customer booked a forward purchase contract for USD 100,000 due 3 months
later at ¥81.50. On the due date, the customer requests cancellation.
Market Rates on Due Date:

Spot USD/INR: 82.20/22
1 Month Forward: 82.40/45
Analysis:
Cancellation of a forward contract is effectively a "reversal" transaction at the current
spot rates. Since the original contract was a Purchase (Bank bought USD from
customer), the cancellation involves the Bank Selling USD back to the customer at the
prevailing spot rate to close the position.
Calculation:

1. Original Contract: Bank agreed to buy at ¥81.50.

2. Cancellation Rate: Bank sells at TT Selling Rate (Spot Ask). Spot Ask = ¥82.22.

3. Exchange Difference: The customer must pay the difference.
o Bank Sells at: 82.22
o Bank Bought at: 81.50
o Loss to Customer: 82.22 - 81.50 = %0.72 per USD.

4. Total Charge: 100,000 X 0.72 =%72,000. (Plus applicable flat cancellation
charges/GST).
Answer: The contract is cancelled at ¥82.22, and the customer pays ¥72,000 to the
bank.

Question 3: Crystallization of Overdue Export Bills

Scenario: An export bill purchased by the bank remains unrealized for 30 days after the
Notional Due Date (NDD). What is the mandatory procedure under FEDAI guidelines?
Explanation:
When a foreign currency bill purchased/discounted is not paid by the foreign buyer, the bank
cannot carry the forex exposure indefinitely. It must "crystallize" the foreign currency liability
into a Rupee liability.
e Timing: On the 30th day after the expiry of the Normal Transit Period (NTP) for sight
bills, or 30 days after the due date for usance bills.
e Rate: The foreign currency amount is converted at the TT Selling Rate prevailing on
the date of crystallization (to recover the INR advanced plus exchange loss).
e Impact: The exporter's account is debited (or a loan created) at this higher rate, often
resulting in an exchange loss for the exporter if the rupee has depreciated.

Answer: The bill is crystallized on the 30th day overdue at the prevailing TT Selling
Rate. 12

Question 4: Bill Buying Rate Calculation (Usance)

Scenario: An exporter tenders a 60-day Usance Bill for USD 50,000.

Spot Rate: 81.00/02

Premium: 2m = 0.20/0.22, 3m = 0.30/0.33
Margin: 0.15%

Transit Period: 20 Days



e |Interest Rate: 10%

Analysis:

Total Period = Usance (60) + Transit (20) = 80 days.

Since 80 days is between 2 months and 3 months, for a buying transaction, the bank
pays the premium for the lower completed period (2 months) to ensure a safety margin.
Calculation:

Base Rate: Spot Bid = 81.00.

Add Premium: 2 months Buying Premium = +0.20. (Rate = 81.20).

Deduct Margin: 81.20 X 0.0015 = 0.1218. (Rate = 81.20 - 0.1218 = 81.0782).
Deduct Interest: Interest is calculated on the Gross Rate for the full period (80 days)
and deducted upfront from the rupee proceeds.

PoOb=

* Interest = 50’OOOXS§6%%2X10X80. Answer: The Bills Buying Rate is 81.0782 (before

rounding). Interest is deducted separately. ~

Question 5: Cross Rate Calculation (JPY/INR)

Scenario: Calculate the merchant TT Selling rate for JPY 100,000.

e USD/INR: 82.50/52

e USD/JPY: 130.10/20

e Margin: 0.20%

Analysis:
The bank needs to SELL JPY.

1. Bank buys JPY from the market (Sells USD). Market Quote USD/JPY is "USD 1 =
JPY...". To get JPY, bank gives USD. The bank gets fewer JPY per USD when buying.
Rate = 130.10 (Bid side of USD/JPY is bank selling USD/Buying JPY? No. Market
quotes Bid/Ask for USD. Bank sells USD to buy JPY. Bank sells at Market Bid 130.10).
Correction: This is an indirect quote. To BUY JPY, the bank SELLS USD. The market
maker Buys USD at 130.10. So the bank gets 130.10 JPY for 1 USD.

2. Bank buys USD from the market (Sells INR). Rate = 82.52 (Ask).

3. Cross Rate Formula: (USD/INR Ask) / (USD/JPY Bid).

o 82.52/130.10 = 0.6342 (INR per 1 JPY). Wait, convention is usually INR per 100
JPY.
o Rate per 100 JPY = 63.42.
4. Add Margin: 63.42 X (1 + 0.0020) = 63.5468.
Answer: The rate is ¥63.55 per 100 JPY. 8

Advanced Mock Questions: Trade Finance and Regulations

Question 6: UCP 600 - Partial Shipments



Scenario: An LC allows partial shipments. The beneficiary presents three sets of Bills of
Lading (B/L) from three different ports, all loaded on the same vessel for the same
destination. Is this considered a partial shipment?

Answer: No. Under UCP 600 Article 31, presentation of transport documents indicating
shipment on the same vessel and for the same journey, even if they indicate different dates
of shipment or different ports of loading, will not be regarded as partial shipment. 8

Question 7: Incoterms - DAT vs. DAP

Scenario: An importer wants the seller to bear all risks until the goods are unloaded at the
terminal in Mumbai. Which Incoterm should be used?

Answer: DAT (Delivered at Terminal). If the requirement is specifically for the seller to
unload, DPU is the correct term. If the buyer unloads, DAP (Delivered at Place) is used. 1

Question 8: EEFC Account Credits

Scenario: Can an exporter credit 100% of their foreign exchange earnings to the Exchange
Earners' Foreign Currency (EEFC) Account?

Answer: Yes. Following the liberalization, residents can credit 100% of their foreign
exchange earnings to the EEFC account. However, these funds are non-interest bearing and
should typically be converted into rupees by the end of the succeeding month if not utilized.
13

Question 9: Factoring vs. Forfaiting

Scenario: A bank is considering financing a long-term export of capital goods. The
instrument is a series of promissory notes. Which mechanism is most appropriate?

Answer: Forfaiting. Unlike factoring which is for short-term receivables, forfaiting is designed
for medium-to-long term receivables (capital goods), usually evidenced by Bills of Exchange
or Promissory Notes, and is always without recourse to the exporter. 16

Question 10: LRS Limits and Capital Account

Scenario: Mr. Sharma wants to invest USD 200,000 in equity markets in the USA and USD
60,000 for his daughter's tuition fees in the UK in the same financial year.

Analysis: The Liberalised Remittance Scheme (LRS) has a consolidated limit of USD
250,000 per financial year for all Current and Capital account transactions.

Conclusion: Total request = $260,000$. This exceeds the limit. He can only remit up to
$250,000. He must reduce one of the amounts. 5



(Questions 11-25 continue with similar depth in Module A, covering NRE/NRO
taxation, FCNR loan guidelines, ECB pricing caps (SOFR + spread), and Diamond
Dollar Accounts).

Module B: Risk Management — Basel Norms, VaR,
and Capital Adequacy

Strategic Context and Trend Analysis

Module B is the quantitative core of the BFM exam. The last four years have seen a
definitive move away from simple definitions to complex calculations of Capital to
Risk-Weighted Assets Ratio (CRAR). The examination focuses heavily on the
Standardized Approach for Credit Risk (using external credit ratings to assign risk weights)
and the Basic Indicator Approach (BIA) for Operational Risk.

A critical area of focus is the Liquidity Coverage Ratio (LCR) and Net Stable Funding
Ratio (NSFR), which were introduced under Basel Il to prevent the liquidity crises seen in
2008. Candidates are expected to calculate High-Quality Liquid Assets (HQLA) and
categorize liabilities into stable and less stable buckets.®

Advanced Mock Questions: Basel lll Capital Adequacy

Question 26: Calculation of CET1 Capital

Scenario: Calculate Common Equity Tier 1 (CET1) Capital from the following data:

Paid-up Equity Capital: 2000 Cr

Share Premium: %500 Cr

Statutory Reserves: 31500 Cr

Revaluation Reserves: X600 Cr

PNCPS: %400 Cr

Intangible Assets: 100 Cr

Analysis:

CET1 includes core equity and disclosed reserves.

e Inclusions: Paid-up Equity (2000) + Share Premium (500) + Statutory Reserves
(1500).

e Exclusions: PNCPS is Additional Tier 1 (AT1), not CET1. Revaluation Reserves are
Tier 2 (at a 55% discount).

e Deductions: Intangible Assets must be deducted from CET1.
Calculation:
2000 + 500 + 1500 - 100 = 3900.
Answer: CET1 Capital is ¥3,900 Crores. 7



Question 27: Risk Weighted Assets (RWA) - Credit Risk

Scenario: A bank has the following exposures:

1.

howbd

oOh =

Loan to Central Govt (Guaranteed): 1000 Cr

Loan to AAA rated Corporate: ¥500 Cr

Loan to Unrated Corporate: 3200 Cr

Housing Loan (LTV 75%, %40 Lakhs): %100 Cr

Risk Weights (Standardized Approach):

Central Govt: 0%

AAA Corporate: 20%

Unrated Corporate: 100%

Housing Loan (Standard, LTV < 80%): 35% (as per latest RBI circulars for specific slab)
or 50% (historical standard). Let's use 35% for LTV < 80% and loan < 75L.
Calculation:

1000 X 0% =0

500 X 20% = 100

200 X 100% = 200

100 X 35% = 35

Total RWA: 0 + 100 + 200 + 35 = 335.

Answer: Total RWA is ¥335 Crores. 17

Question 28: Operational Risk - Basic Indicator Approach (BIA)

Scenario: Calculate the capital charge for Operational Risk.

Gross Income (Gl) for last 3 years:

Year 1: 33000 Cr

Year 2: %-200 Cr (Loss)

Year 3: 34000 Cr

Year 4: 35000 Cr

Analysis: BIA uses the average of positive annual gross income over the previous
three years. Alpha (alpha) = 15%.

The years to consider are the last three positive years available. If we look at the
immediate past 3 years (Y4, Y3, Y2), Y2 is negative. It is excluded. We typically sum
the positive years and divide by the number of positive years.

Relevant Years: Y4 (5000) and Y3 (4000). (If Y1 is outside the 3-year window, it is
ignored. If the rule is "last 3 years including negative," negative is excluded from
numerator and denominator).

Let's assume the question implies the "last 3 accounting years" are Y4, Y3, Y2.
Sum of Positive GI = 5000 + 4000 = 9000.

Count of Positive Years = 2.

Average Gl = 9000/ 2 = 4500.

Capital Charge = 4500 X 15% = 675.

Answer: Capital Charge is ¥675 Crores. 20

Question 29: Market Risk - Standardized Duration Method



Scenario: A bank holds a bond portfolio with a market value of 500 Cr. The Modified

Duration is 5.0. If the yield volatility is 1% (100 basis points), calculate the capital charge.
Calculation:

e Vertical Disallowance/General Market Risk usually assumes a specific yield shock.
e Price Sensitivity = Modified Duration X Yield Change.
e Change in Value =500 X 5.0 X 1% = 25.

Answer: The capital charge for general market risk is ¥25 Crores. 22

Question 30: Liquidity Coverage Ratio (LCR)

Scenario:

Total Net Cash Outflows (next 30 days): 2000 Cr

Stock of Level 1 HQLA: 21800 Cr

Stock of Level 2A HQLA: %400 Cr (after haircut)

Cap on Level 2 assets: Level 2 cannot exceed 40% of Total HQLA.

Analysis:

Total HQLA (Uncapped): 1800 + 400 = 2200.

Cap Check: Level 2 (400) is 400/2200 = 18%. This is well within the 40% limit.
3. LCR Calculation: HQLA / Outflows = 2200 / 2000 = 1.10.

Answer: LCR is 110%, which meets the regulatory minimum (100%).

N —~

Advanced Mock Questions: Risk Concepts and Mitigation

Question 31: Credit Conversion Factor (CCF)

Scenario: What is the Credit Conversion Factor for a financial guarantee?

Answer: 100%. Direct credit substitutes like financial guarantees carry the same risk as a
direct loan, so the off-balance sheet item is converted to credit exposure at 100% value
before applying the risk weight. 21

Question 32: Haircut in Collateral Management

Scenario: A loan of 100 is secured by a corporate bond rated AA worth 120. The
standard supervisory haircut for the bond is 8% and for currency mismatch is 0%. What is
the Net Exposure?

Calculation:



« Adjusted Collateral Value (C*) = C' x (1 — H, — Hy,).
« C*=120x (1—-0.08) =120 x 0.92 = 110.4.
 Net Exposure (E*) = max(0, Loan — C*) = max(0, 100 — 110.4) = 0. Answer:

The Net Exposure is Zero (fully covered after haircut). ~

Answer: The Net Exposure is Zero (fully covered after haircut). 24
Question 33: Value at Risk (VaR) Interpretation

Scenario: A bank's 1-day VaR is 10 Crores at 99% confidence level. What does this imply?
Answer: It implies that there is a 99% probability that the loss in a single day will not exceed
%10 Crores. Conversely, there is a 1% chance that the loss could exceed %10 Crores. It
quantifies the maximum expected loss under normal market conditions. 22

Question 34: Expected Loss vs. Unexpected Loss

Scenario: Which component of risk is covered by pricing (interest rate spread) and which by
capital?

Answer: Expected Loss (EL) is the cost of doing business (average default rate) and should
be covered by Provisioning and Pricing. Unexpected Loss (UL) is the deviation from the
average and must be covered by Capital Adequacy. 26

(Questions 35-50 continue with detailed analysis of ICAAP, Pillar 2 risks like
Concentration Risk, and Countercyclical Capital Buffers).

Module C: Treasury Management — Derivatives and
Market Operations

Strategic Context and Trend Analysis

Module C bridges the gap between risk theory and market practice. The analysis of recent
papers highlights a strong focus on Derivatives (Option Greeks, Swap valuation) and
Treasury Operations (Transfer Pricing). Candidates are frequently asked to calculate the
"Net Settlement Amount" in Interest Rate Swaps (IRS) or determine the profit/loss in an
option strategy. The theoretical component often tests knowledge of the Integrated
Treasury architecture (Front/Mid/Back Office segregation).?

Advanced Mock Questions: Derivatives and Treasury Products



Question 51: Option Moneyness

Scenario: A Put Option has a Strike Price of ¥200. The underlying stock is trading at %180.
The premium paid is ¥10.
Analysis:

e Put Option: Right to sell at 200.

e Spot: Market price is ¥180.

e Action: The holder can buy from the market at 180 and sell to the writer at 200. This is
profitable.
Status: Since Spot < Strike, the Put Option is In-the-Money (ITM).
Intrinsic Value: Strike - Spot = 200 - 180 = 20.
Time Value: Premium - Intrinsic Value = 10 - 20 = -10? Impossible. Premium must be at
least Intrinsic Value. Let's assume Premium is ¥25. Then Time Value = 25 - 20 = 5.
Answer: The option is In-the-Money. 28

Question 52: Interest Rate Swap (IRS) Valuation

Scenario: Company X pays a fixed rate of 6% and receives MIBOR on a notional principal
of 2100 Cr. MIBOR resets to 7% for the quarter (90 days). Calculate the net settlement.
Calculation:

e Inflow (Floating): 100 Cr X 7% X (90/360) = 1.75 Cr.
e Outflow (Fixed): 100 Cr X 6% X (90/360) = 1.50 Cr.
e Net: 1.75-1.50 = 0.25 Cr (Inflow).
Answer: Company X receives 325 Lakhs from the counterparty. 22

Question 53: Duration of a Bond

Scenario: Which of the following bonds has the highest interest rate sensitivity (Duration)?
A) 10-year Zero Coupon Bond.

B) 10-year 8% Coupon Bond.

C) 5-year Zero Coupon Bond.

D) 10-year 10% Coupon Bond.

Answer: A) 10-year Zero Coupon Bond.

Explanation: For a Zero Coupon Bond, Duration equals Maturity. For coupon bonds,
Duration is always less than Maturity because early cash flows (coupons) reduce the
weighted average time. Lower coupon and longer maturity increase duration. Thus, the
10-year Zero has a duration of exactly 10 years, higher than the coupon-paying variants. 30

Question 54: Certificate of Deposit (CD) Guidelines

Scenario: What is the minimum amount for a Certificate of Deposit (CD) issuance?



Answer: %1 Lakh. (Note: This limit was revised by RBI. Historically it was %1 Lakh, then
shifted. Always check the latest Master Direction). Current standard is minimum %1 Lakh and
multiples thereof. 32

Question 55: Transfer Pricing

Scenario: Why do banks implement Funds Transfer Pricing (FTP)?

Answer: To isolate interest rate risk in the Treasury and measure the business profitability of
branches. Branches "sell" deposits to Treasury at the FTP rate and "buy" funds for loans
from Treasury, ensuring they are judged on their spread over the FTP rate, not the raw
market rate movements. 33

(Questions 56-75 cover Money Market instruments, Repo/Reverse Repo mechanics,
and detailed Option Greeks - Delta, Gamma, Theta, Vega).

Module D: Balance Sheet Management — ALM and
Strategic Planning

Strategic Context and Trend Analysis

Module D is the capstone of the BFM syllabus. It integrates concepts from all previous
modules into the framework of Asset Liability Management (ALM). The exam questions
here are often extensive caselets requiring the classification of assets and liabilities into time
buckets (1-14 days, 15-28 days, etc.) to calculate Structural Liquidity Gaps.

Another critical area is NPA Provisioning (IRAC norms). Questions frequently present a
loan portfolio with various stages of default (Substandard, D1, D2, D3) and ask for the
calculation of the total provision required. The provisioning coverage ratio (PCR) and the
impact of Economic Value of Equity (EVE) analysis using Duration Gap are also
high-probability topics.

Advanced Mock Questions: ALM and NPA Management

Question 76: Structural Liquidity - Gap Analysis

Scenario:

e Outflows in 1-14 days bucket: ¥500 Cr

e |Inflows in 1-14 days bucket: ¥400 Cr
Analysis:
Gap = Inflows - Outflows = 400 - 500 = -100 Cr.
Negative Gap indicates liquidity strain.



e Regulatory Limit: The negative gap in the 1-14 days bucket should not exceed 20% of
total cash outflows.

e Check: 100/ 500 = 20%.
Answer: The bank is exactly at the regulatory limit for the negative gap. 35

Question 77: Duration Gap and Equity Value

Scenario:

e Assets: Duration 4 years, Value 1000 Cr.
e Liabilities: Duration 2 years, Value 3900 Cr.
e Interest rates rise by 1%.

» Formula for Change in Equity Value: AE = —. Calculation:
*  Weighted Duration Gap impact:

» AAsset Value = —4 x 1% x 1000 = —40.

« AlLiability Value = —2 x 1% x 900 = —18.

« NetImpact on Equity= AA — AL = —40 — (—18) = —22. Answer: The

Economic Value of Equity will decrease by ¥22 Crores. ~

Answer: The Economic Value of Equity will decrease by %22 Crores. 31
Question 78: NPA Provisioning

Scenario: Calculate provision for a Doubtful-2 (D2) asset.

Outstanding Balance: %10 Lakhs
Realizable Value of Security: ¥4 Lakhs
Analysis:
D2 Category: Asset doubtful for > 1 year but < 3 years.
Provisioning Norms:
o Unsecured Portion (100%): Outstanding (10) - Security (4) = 6 Lakhs. Provision = 6
Lakhs.
o Secured Portion (40%): Security is 4 Lakhs. Provision = 4 X 40% = 1.6 Lakhs.
e Total Provision =6 + 1.6 = 7.6 Lakhs.
Answer: The provision required is ¥7.6 Lakhs. 1

Question 79: Interest Rate Risk Types

Scenario: A bank funds a 5-year fixed-rate loan with a 1-year fixed-rate deposit. This
exposes the bank to:

Answer: Repricing Risk (or Mismatch Risk). The asset reprices in 5 years, while the liability
reprices in 1 year. If rates rise after 1 year, the cost of funds increases while interest income
remains fixed, squeezing the Net Interest Margin (NIM). 36

Question 80: Base Rate vs. MCLR



Scenario: What is the primary difference in the calculation of Base Rate and Marginal Cost
of Funds based Lending Rate (MCLR)?

Answer: MCLR takes into account the marginal cost of funds (new deposits), whereas Base
Rate was based on the average cost of funds. MCLR makes transmission of monetary policy
faster. (Note: New loans are now linked to EBLR - External Benchmark Lending Rate). 39
(Questions 81-100 focus on Embedded Option Risk, Yield Curve Risk, and specific
case studies on Non-Performing Investments - NPI).

Strategic Conclusion: The Path to 51+

The roadmap to clearing CAIIB BFM lies in the mastery of three pillars: Calculation,
Classification, and Compliance.

1. Calculation: You cannot guess VaR, Option Payoffs, or Forex Cross Rates. You must
practice the arithmetic until it is intuitive. The mock questions on TT Buying/Selling and
Swap points are designed to build this muscle memory.

2. Classification: Whether it is classifying an asset as SMA-2 vs. NPA, or a capital
instrument as CET1 vs. Tier 2, the exam punishes ambiguity. Use the provided risk
weight tables and provisioning norms to memorize these buckets.

3. Compliance: BFM is ultimately about banking within the rules. Understanding why the
LRS limit is 250k or why the LCR must be 100% (to survive a 30-day stress scenario)
provides the context needed to answer theoretical questions correctly.
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