F9 Financial Management


Chapter 13 Raising Short and Long Term Finance through Islamic Financing
	SYLLABUS
1.
Explain the major difference between Islamic finance and the other conventional finance.

2.
Explain the concept of interest (riba) and how returns are made by Islamic financial securities.

3.
Identify and briefly discuss a range of short and long term Islamic financial instruments available to businesses include:

(a)
trade credit (murabaha)

(b)
lease finance (ijara)

(c)
equity finance (mudaraba)

(d)
debt finance (sukuk)

(e)
venture capital (musharaka)
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1.
Principles of Islamic Finance
1.1
Meaning of Islamic finance

1.1.1
Wealth creation in Islamic finance requires that risk and reward, in terms of economic benefit, are shared between the provider of finance and the user of finance. Economic benefit includes wider economic goals such as increasing employment and social welfare.
1.1.2
Islamic finance is the system of finance that follows the principles of Shariah (Islamic Law). It is influenced by:

(a)
the Quran (古蘭經) and its practices. The Quran is the holy book of Muslims (回教; 伊斯蘭教).

(b)
the Sunnah (慣例). Sunnah is the way of life prescribed as normative (基準的; 規範的) in Islam. It is based upon the teachings and practices of Prophet Muhammad.

(c)
the consensus of the Jurist and interpreters of Islamic laws.

1.1.3
Under Islamic finance, money is considered to be only a means to carry out a transaction. Hence, investments are structured so as to exchange the ownership of assets.
1.2
Main principles of Islamic finance

1.2.1
Islam prohibits certain types of activities such as gambling, eating pork, drinking liquor, etc. The other activities that are allowed are called halal. No transaction under Islamic finance can be entered into for goods that are not halal.

(Halal（清真）的概念，本意是“合法的”，中文譯為“清真”，即符合穆斯林生活習慣和需求的食品、藥品、化妝品以及食品、藥品、化妝品添加劑。總的來說，除《古蘭經》中禁止的或有可靠而明確的聖訓禁止的事物，其它的事物都是允許人們享用的。)

1.2.2
The following are prohibited in Islamic finance:
(a)
No investment must be made in contradiction to the Shariah rules.
(b)
The investments must not deal with items that are deemed undesirable and prohibited under Shariah, e.g. alcohol, gambling, drugs, etc.

(c)
Risk relating to any transaction must be shared between at least two parties. This ensures that the parties investing funds and the parties managing the funds share the business risk in return for a share in profit.

(d)
riba (利益), i.e. taking or receiving interest.
(e)
masir, i.e. speculation or gambling.

(f)
gharar (投機), i.e. uncertainty regarding the subject-matter or the terms of the contract. This prohibition extends to trading the things that one doesn’t own.

1.3
Differences between Islamic finance and other conventional finance

1.3.1
Adherence to Islamic religious principles – Islamic finance is governed by the rules of Islam. Hence, it cannot finance any transaction that is inconsistent with the rules of Islam.

Conventional finance does not have to follow the rules of any religion. Hence, the scope of conducting business is much wider than Islamic finance.

1.3.2
Interest bearing securities (debt instruments) – Islamic laws denounce riba (usury) and the receipt or payment of interest is not considered halal (allowed) under Islam. Hence, debt capital cannot be raised under Islamic finance. Moreover, hybrid securities such as preference shares, being part debt, cannot be issued under Islamic dinance.
Debt instruments form a substantial part of the conventional financial system. Various entities frequently raise debt to satisfy their short and long term financing needs. The whole banking system under conventional banking is based upon the receipt and payment of interest.

On the other hand, time value of money is ignored under Islamic finance but in conventional finance it plays a very important role in appraising investment projects.

1.3.3
Speculation – gharar refers to the sale of probable items whose existence or characteristics are uncertain. Islamic laws prohibit gambling and hence gharar, i.e. risk/uncertainty in contracts is not allowed. Therefore contracts of speculative nature cannot be entered into under Islamic finance.
The prohibition on speculation has severely affected the development of insurance and financial derivative market under Islamic finance. Although some Islamic financial institution have recently started offering a few Shariah complaint insurance and financial derivative products, both of these markets are in the nascent (開始存在的) stage.
There is no prohibition on speculation or gambling under the conventional financial system.

1.3.4
Prohibited goods – any transaction involving goods forbidden by Islam is invalid under Islamic finance.
Conventional finance does not distinguish between allowed and forbidden goods. The only prohibition applicable is that transactions must not violate any law of the land.

	Example 1

	Islam prohibits the consumption of liquor. Hence, an Islamic bank cannot provide funds to a company manufacturing alcoholic drinks.
However, no such restrictions are imposed on a bank operating under the conventional financial system.


1.3.5
Trading in nonexistent goods – under Islamic finance sale of nonexistent things is void. For a valid sale under Islamic finance, the subject matter of the sale must exist at the time of sale. Hence, contracts for goods that will come into existence in future cannot be entered into under Islamic finance.
Conventional finance does not prohibit trading in nonexistent goods. The buyer and seller, with mutual consent, can enter into a contract to exchange goods before the subject matter of the sale comes into existence.

	Example 2

	Rahim enters into a transaction with Ahmed to sell an unborn calf. The calf did not exist when Rahim entered into the transaction with Ahmed. Hence, such a transaction is void under Islamic finance.

The transaction to sell the unborn calf is valid under conventional finance.


Under conventional finance, agricultural produce such as corn, barley, wheat, etc. is traded on the commodities exchange before it comes into existence. However, such contracts are invalid under Islamic finance.
1.3.6
Ownership of the subject of the trade – Under Islamic finance the seller must be the owner of the subject being exchanged under the sale. Hence, a person cannot make a sale without owning the subject of the sale. A transaction in which the seller has made a sale before acquiring ownership of the subject of the sale is void under Islamic finance.

	Example 3

	Adbul expects Rehman to sell him his house. Abdul enters into a transaction with Salman to sell him Rehman’s house before acquiring it. Such a transaction is invalid under Islamic finance.


Under conventional finance, a person can enter into a transaction to sell without owning the subject matter. They can acquire the subject matter of the sale after entering into a transaction that promises the acquired goods will eb purchased by the third party.
	Example 4

	John owns a book store. Julie, a customer, requests John for a book that he doesn’t have in stock. John tells Julie that he can procure the book within a week. Julie agrees to purchase the book from John after a week and they both enter into a contract for it.
This transaction is valid under conventional finance. However, it is invalid under Islamic finance because at the time of sale of the book, John did not own it.


1.3.7
Possession of the subject of sale – under Islamic finance the seller must have possession of the subject of sale. The possession can be physical or constructive. Under constructive possession although the seller does not have the physical possession of the subject of the sale yet, they have obtained control over the subject of sale, including rights and liabilities associated with it.
	Example 5

	Sajid purchases a bicycle from Wajid. Sajid chooses a bicycle and Wajid then moves the bicycle to a place where:

· Sajid has free access to it; and

· Wajid has allowed him to take delivery of the bicycle whenever he wishes.

Here, Sajid has constructive possession of the bicycle. He can enter into a transaction to sell the bicycle and it will be a valid transaction under Islamic finance.


There is no restriction under conventional finance for an entity to own the subject matter of sale before it can sell it.
1.3.8
Sale of future date – under Islamic finance a sale must be instant and absolute. A transaction is void if:
(a)
it is a attributed to a future date; and

(b)
it is contingent on some event that is expected to take place.

	Example 6

	Shoaib enters into a contract to buy ten carpets from Imran on 10 January 2011. The contract states that Imran will sell ten carpets to Shoaib on 15 January 2011. This contract is attributed to a future date and hence is void.

Javed enters into a contract to sell his laptop to Aatif if Aatif passes his exams. This sale is contingent upon a future event and hence void under Islamic finance.


Under conventional finance, there is no prohibition on entering into contracts that are attributed to a future date or are contingent on a future event.
1.3.9
Conditional sales – these refer to sales where the title passes from the seller to the buyer when a specific condition is performed. Conditional sales are frequently used in conventional finance to conduct real estate transactions, e.g. buyer will receive the title of the property only after satisfying the condition to pay the purchase price of property in full to the seller.

Under Islamic finance, a sale must be unconditional. However, there is one exception. Conditional sale is valid under Islamic finance when, according to the usage of the trade, the condition required to be fulfilled is recognized as a part of the transaction.

	Example 7

	Gulzar wants to purchase Aatif’s house. Aatif is ready to sell the house to Gulzar but adds a condition that the sale can take place only if Gulzar also buys his car. The condition of buying the car has made the sale a conditional sale and hence, invalid under Islamic finance.

Gulfam wants to buy a car. Gulshan is an automobile retailer. Gulfam is ready to buy the car from Gulshan adds a condition that Gulshan should undertake free servicing of the car for one year.

Here, the condition set by Gulfam to provide free servicing is valid under Islamic finance because it is legal and is a part of the transaction.


1.3.10
Summary:

(Jun 16)
	Islamic finance
	Conventional finance

	1.
Adherence to Islamic principles
	1.
Do not have to follow rules of any religion

	2.
Islamic laws denounce receipt & payment of interest
	2.
Receipt & payment of interest are allowed

	3.
Prohibition on speculation, i.e. risk contracts not allowed
	3.
No prohibition on speculation

	4.
Goods forbidden under Islam are invalid
	4.
No prohibition on goods

	5.
Trading in non-existent goods is void
	5.
Trading in non-existent goods with mutual consent of buyer and seller

	6.
Transaction before ownership of the subject of trade is void
	6.
Ownership of subject of trade is not necessary

	7.
Seller must have the possession of subject of sale
	7.
No restriction on possession of subject of sale

	8.
Sale must be instant & absolute
	8.
Sale can be made on future date

	9.
Sale must be unconditional
	9.
Sale can be conditional


	Question 1

Explain the differences between Islamic finance and other conventional finance.
(4 marks)


(ACCA F9 Financial Management March/June 2016 Q4(c))


2.
The Concept of Interest (Riba) and Permissible Investment under Islamic Finance
2.1
Interest (Riba)


(Dec 13)
2.1.1
The word “Riba” means excess, increase or addition. Under Islamic laws it refers to any excess compensation without due consideration (consideration does not include time value of money) and is prohibited.
2.1.2
According to Islam, money has no intrinsic value, i.e. it is only a measure of value. This means money has no value for itself and hence there should be no charge for using it.
2.1.3
The most important feature of the Islamic financial system is that interest cannot be charged. Hence, it can be said that it ignores the time value of money.
	Multiple Choice Questions

1.
With reference to Islamic finance, the term Riba refers to

A
a form of equity where a partnership exists and profits and losses are shared

B
the predetermined interest collected by a lender, which the lender receives over and above the principal amount that it has lent out

C
a form of credit sale

D
a form of lease


2.2
Permissible investment vehicle under Islamic finance
2.2.1
Equities – investment in ordinary shares is permitted if:

(a)
the entity’s business is legal; and

(b)
is in compliance with Shariah.

2.2.2
Mutual funds – Islamic mutual funds invest only in those publicly traded companies whose activities are consistent with Islamic laws. Several Islamic indices are available now. These indices allow investors to track the performance of ordinary shares of various companies that are available to an Islamic investors.
	2.2.3
	Example 8

	
	The Dow Jones Islamic Market Index (DJIM) is a stock index consisting of companies in which funds can be invested according to Islam.

It launched in 1999 in Bahrain, was the first index created for investors seeking investments in compliance with Muslim Sharia law. The DJIM has an independent Shari’ah Supervisory Board. The DJIM screens have been adopted by the Auditing & Accounting Organization of Islamic Financial Institutions (“AAOIFI”)-Standard 21.

The first level of DJIM screening removes companies involved in such products alcohol, pork-related products, conventional financial services (e.g. banks and insurance companies), entertainment (e.g. hotels, casinos, gambling etc.), tobacco, and weapons and defense. A second level of DJIM screening based on financial ratios, is intended to remove companies based on debt and interest income levels in their balance sheets.
For example:

· The debt to asset ratio of the company must not be 33% or more.

· The accounts receivable to total asset ratio must not be 45% or more.


2.2.4
Fixed income funds – An Islamic investor can obtain fixed income by investing in real estate.
2.2.5
Islamic financial securities – refer to part 3 below.
3.
Islamic Financial Instruments

3.1
Trade credit (Murabaha)


(Dec 13)
3.1.1
This credit is normally used for day to day business transactions. These instruments help exporters and importers for funding. Trade credit works on the principle of purchase now, pay later. It allows a business to buy equipment and supplies on credit thereby making the suppliers of the business finance its purchases.

3.1.2
Murabaha is the sale of an asset for a deferred price, i.e. the whole price of the asset is not paid when the asset is purchased. It is conducted because transactions that create debt are invalid under Islamic finance. It involves three parties: the client, the seller and the financer of the asset.

3.1.3
Steps involved in Murabaha
Step 1:
The client and the financer sign an agreement that from time to time the financer will sell, and the client will buy, various assets required by the client. According to the agreement, the financer will sell the assets to the client with a premium (profit ratio) added to the cost of the asset.

Step 2:
When the client requires a particular asset, the financer appoints the client as their agent to purchase the asset on their behalf. The agreement of agency is signed between the client and the financer.
Step 3:
The client buys the desired asset and takes its possession as an agent of the financer.
Step 4:
The client informs the financer that it has purchased the asset on behalf of the financer and makes an offer to purchase the asset.
Step 5:
The financer accepts the client’s offer and sells the asset to the client. The client now becomes the owner of the asset. The client pays the financer for the asset in deferred payments or in instalments. The total money paid by the client consists of:

(a)
cost of the asset; and

(b)
premium, i.e. the bank’s profits for financing the acquisition of the asset.

3.1.4
The client knows the premium charged by the bank while selling the asset to the client. Hence, murabaha is a type of sale in which the profit margin of the financer is known to the buyer.
[image: image2.png]Publication Name: Get Through Gu

GTG

Gt Through Guides™

S

t JGETG

Gt Through Guides™ |

GTG

Get Throuoh Guides™

2

306-307

206: Business Finance © 616

Diagram 1: Murabaha
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Features.

a)  Itis aform of cost.plus sale.

b)  Usuall, banks act as financers.

©)  Inthe case of defautt the buyer i liable for the contracted sale price.

d)  Itnot aloan agreement,

€) ltis away of providing finance to a business to acquire assets.

) The instalment to be paid by the buyer to the financer is determined before the asset s purchased by the.
financer. This guarantees cash Inflows of the financer rrespective of the rise or fall In the Interest rates.

Sallm wans to buy inventory from Mohsin but doesn't have enough funds to purchase it He approaches the
Masud bank for a murabaha transaction and the bank accepts his request. The murabaha transaction will
consist of the following steps:

Step 1: Salim and the Masud bank will negoliate the premium o be paid by Salim and the repayment schedule.
Once they both agree, they enter into a contract according to which the Masud bank will purchase the inventory
Salim reqires from Mohsin and Salim will buy the inventory from the bank.

Step 2: the Masud bank will appoint Mohsin as ts agent to purchase the inventory from Mohsin. The agreement
making Mohsin the agent of Masud bank wil be signed.

Step 3: Salim wil buy the inventory on behalf of the Masud bank and willtake possession of .

Step 4: Salim will inform the Masud bank that he has purchased the inventory on the bank's behalf and will
immediately give an offer to buy the inventory.

Step 5: the Masud bank wil sel the inventory to Salim. The price of the inventory will consist of the cost and
premium decided in step 1. Salim will start making payments 1o the Masud bank for the inventory according to
the schedule agreed upon in step 1.
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3.2 Lease finance (jara)
1. Meaning
Jjara s a leasing contract. It allows one party to lease an asset for a specific time and cost.

Under an jara a lessor (usually a bank) buys an asset required by a client lessee) and leases it out to the client
for a rental fee. The rental fee includes the capital cost of the asset and the profit margin of the lessor.

‘There are two types of leases:

) Alffarah it is similar to an operating lease. Operating lease is discussed in Study Guide D6, Leaming
Outcome 1.

5)  Ablarah wal- qtina’(lase to purchase): tnere is an obligaton on th lessee to purchase the asset af the
nd of the lease period. The price at which the leased asset wil be sold to the lessee s pre-determined.
The previously pai renta fees constitute part of the purchase price

W—

‘Alljarah wal- Iqtina' is commonly used for home financing.

Under jara, the responsibilty for maintenance of the leased item remains with the lessor whereas in
‘conventional finance, t i the responsibilty of the lessee.

Javed wants to obain finance to buy a house owned by Iabel. He enters into an jlara coniract with the Mubarak
bank

“The Mubarak bank will buy the house from Iabal and wil give It on lease to Javed. The following wil be agreed
before the commencement of the lease period:

> the duration of the lease.
> the rental fee.
> the price at which the house wil be sold to Javed at the end of the lease.

Here,
All taxes on the house willbe borne by the Mubarak bank (essor) because itis the owner of the house.

All expenses related 10 the usage of the house such as Water tax, electrc bil, houseowners insurance premium
ete. will be paid by Javed (iessee).

2. Features of jara agreements
) The lessor and the lessee agree in advance about the duration and rental ee of the lease,
b) The lessor cannot give the asset on lease unti it has possession and legal ownership of the asset.

) The leased item, i transferred to the lessee on completion of the lease agreement, must be fit o perform
the required tasks.

d) The leased asset must continue to exist throughout the term of the lease. fara agreements pertaining to
goods that get consumed i the process of usage are invalid

&) Late payment of rental entitis the lessor to terminate the jara immediately.

1) The lessor has a right to claim compensation for any damage caused to the leased assels due 1o the
negligence of the lessee.

Jhere





3.1.5
Features:
(a)
It is a form of cost-plus sale.

(b)
Usually, banks act as financers.

(c)
In the case of default, the buyer is liable for the contracted sale price.

(d)
It is not a loan agreement.

(e)
It is a way of providing finance to a business to acquire assets.

(f)
The instalment to be paid by the buyer to the financer is determined before the asset is purchased by the financer. This guarantees cash inflows of the financer irrespective of the rise or fall in the interest rate.
	3.1.6
	Example 9

	
	Salim wants to buy inventory from Mohsin but doesn’t have enough funds to purchase it. He approaches the Masud bank for a murabaha transaction and the bank accepts his request. The murabaha transaction will consist of the following steps:

Step 1:
Salim and the Masud bank will negotiate the premium to be paid by Salim and the repayment schedule. Once they both agree, they enter into a contract according to which the Masud bank will purchase the inventory Salim requires from Mohsin and Salim will buy the inventory from the bank.

Step 2:
the Masud bank will appoint Mohsin as its agent to purchase the inventory from Mohsin. The agreement making Mohsin the agent of Masud bank will be signed.

Step 3:
Salim will buy the inventory on behalf of the Masud bank and will take possession of it.
Step 4:
Salim will inform the Masud bank that he has purchased the inventory on the bank’s behalf and will immediately give an offer to buy the inventory.

Step 5:
the Masud bank will sell the inventory to Salim. The price of the inventory will consist of the cost and premium decided in step 1. Salim will start making payments to the Masud bank for the inventory according to the schedule agreed upon in step 1.


3.2
Lease finance (ijara)


(Dec 13)
3.2.1
Ijara is a leasing contract. It allows one party to lease an asset for a specific time and cost.
3.2.2
Under an ijara a lessor (usually a bank) buys an asset required by a client (lessee) and leases it out to the client for a rental fee. The rental fee includes the capital cost of the asset and the profit margin of the lessor.

3.2.3
There are two types of leases:
(a)
Al-Ijarah: It is similar to an operating lease.

(b)
Al-Ijarah wal-Iqtina (lease to purchase): There is an obligation on the lessee to purchase the asset at the end of the lease period. The price at which the leased asset will be sold to the lessee is pre-determined. The previously paid rental fees constitute part of the purchase price. It is commonly used for home financing.

	3.2.4
	Example 10

	
	Javed wants to obtain finance to buy a house owned by Iqbal. He enters into an ijara contract with the Mubarak bank.

The Mubarak bank will buy the house from Iqbal and will give it on lease to Javed. The following will be agreed before the commencement of the lease period:

· The duration of the lease.

· The rental fee.

· The price at which the house will be sold to Javed at the end of the lease.

Here, all taxes on the house will be borne by the Mubarak bank (lessor) because it is the owner of the house. All expenses related to the usage of the house such as water tax, electric bill, house owners insurance premium, etc. will be paid by Javed (lessee).


3.2.5
Features:
(a)
The lessor and the lessee agree in advance about the duration and rental fee of the lease.

(b)
The lessor cannot give the asset on lease until it has possession and legal ownership of the asset.

(c)
The leased term, if transferred to the lessee on completion of the lease agreement, must be fit to perform the required tasks.
(d)
The leased asset must continue to exist throughout the term of the lease. Ijara agreements pertaining to goods that get consumed in the process of usage are invalid.

(e)
Late payment of rental entitles the lessor to terminate the ijara immediately.

(f)
The lessor has a right to claim compensation for any damage caused to the leased assets due to the negligence of the lessee.
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3.3
Equity finance (mudaraba 利潤分享)



(Jun 12, Dec 13)
3.3.1
Mudaraba is an arrangement in which one entity provides the capital (financer) and another entity provides expertise and management (entrepreneur). The profits from the business are shared in pre-determined ratio whereas the losses are borne by the financer (capital provider).

3.3.2
Mudaraba closely resembles the partnerships in conventional finance. The person providing the capital is equivalent to a sleeping/dormant partner in a partnership.

	3.3.3
	Example 11

	
	Jamal wants to start a business but doesn’t have sufficient capital. He approaches the Ian Bank with a request for providing finance. The Ian bank advises Jamal to enter into a mudaraba with it. Under the mudaraba, the Ian bank will act as the financer (i.e. provide capital) and Jamal manage the capital.

The Ian bank will give the required funds to Jamal without any guarantee of principal repayment and/or profit. The profits from Jamal’s business will be shared between Jamal and the Ian bank in a ratio determined at the beginning of the mudaraba. The losses arising from the business will be borne by the Ian bank.


3.3.4
Mudaraba is commonly used for investment of funds. The investor gives the money to an Islamic bank and the bank charges a management fee for managing the money.
	Question 2 – Mudaraba

Explain the nature of a mudaraba contract and discuss briefly how this form of Islamic finance could be used to finance the planned business expansion.
(5 marks)


(ACCA F9 Financial Management June 2012 Q3(c))


3.4
Debt finance (sukuk 伊斯蘭債券)

(Dec 13)
3.4.1
Sukuk is an Arabic term meaning certificates. Sukuk are certificates that represent ownership of:
(a)
debts

(b)
assets

(c)
projects

(d)
businesses

(e)
investments
3.4.2
The sukuk provide returns to their holders by:
(a)
giving them ownership of an asset.

(b)
giving them share in the rental income.

(c)
accumulating returns from various sukuk.

3.4.3
Difference between debt instruments issued under conventional finance and sukuk

	Sukuk
	Conventional debt finance

	1.
Represent ownership of assets
	1.
Own interest bearing debt

	2.
Entitled:

(a)
share in revenues generated by the sukuk assets

(b)
share the proceeds obtained from the realization of the sukuk assets
	2.
Entitled:

(a)
timely interest payments

(b)
repay the principal on time


3.4.4
Features:
(a)
No interest is paid on sukuk.

(b)
They are asset-backed securities.

(c)
They have an active secondary market.

(d)
They represent proportional beneficial ownership in the underlying assets.

(e)
Their holders are entitled to a share in the revenues earned by the sukuk assets.

(f)
Their hodlers are entitled to a share in the proceeds of the realisation of the sukuk assets.
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	Multiple Choice Questions

2.
Which of the following describes a sukuk?

A
A bond in Islamic finance where the lender owns the underlying asset and shares in the risks and rewards of ownership.

B
Equity in Islamic finance where profits are shared according to a pre agreed contract – dividends are not paid as such.

C
Trade credit in Islamic finance where a pre agreed mark up is agreed in advance for the convenience of paying later.

D
A lease in Islamic finance where the lessor retains ownership and the risk and rewards of ownership of the underlying asset.


3.5
Venture capital (musharaka)



(Dec 13)
3.5.1
Musharaka is a business relationship established under a contract with mutual consent of all the parties involved that sharing of profits and losses will take place in a specified joint business venture.
3.5.2
Musharaka closely resembles the partnership form of organization in conventional finance.

3.5.3
Features:
(a)
All the partners/shareholders contribute funds to the business.

(b)
All the partners/shareholders have a right to participate in the business.

(c)
The profits are shared in an agreed ratio.

(d)
The losses are shared in the ratio of capital invested by the partners/shareholders.

(e)
The capital contribution can be monetary or non-monetary, e.g. commodity, property, equipment, etc. The market value of the asset is considered the partners’/shareholders’ contribution.
3.5.4
The difference between mudaraba and musharaka is that in musharaka, all the partners/shareholders must provide capital for the business whereas under mudaraba only one partner/shareholder needs to invest.

	3.5.5
	Example 12

	
	Rizwan owns a shop that sells desktop computers. He needs finance to expand his business and approaches Tarif, a computer engineer to invest in his business. Tarif accepts Rizwan’s proposal and they both decide to enter into a musharaka transaction.

Here.

(a)
They both will have to contribute funds towards the capital of the business.

(b)
The funds can be in the form of money or commodities. Tarif can contribute cash and Rizwan can contribute computers owned by him.

(c)
The profit sharing ratio will be decided in advance by Rizwan and Tarif.

(d)
The business losses will be shared in the ratio of the capital contributed by the Rizwan and Tarif.


	Question 3
In Islamic finance, explain briefly the concept of riba (interest) and how returns are made by Islamic financial instruments.
(5 marks)

(ACCA F9 Financial Management December 2013 Q4(c))


Additional Examination Style Question
Question 4 – Rights issue, debt financing and Islamic finance

FMY Co manufactures glass bottles for the drinks industry. It has been trading for 15 years. The company at present has no long-term debt although it does have an overdraft facility that is used for short-term financing needs.

The company is forecasting post-tax earnings of $4.5 million on revenue of $32 million for the current year. These sales and earnings levels are expected to continue unless new investment is undertaken. The Managing Director, who is also a significant shareholder, is planning a major expansion programme that will require raising $5 million of new finance for capital investment. This investment yields a positive net present value of $1.2 million when evaluated at the company’s post-tax cost of capital of 12%, and is expected to increase post-tax earning by $1 million per annum (before considering the method of financing the expansion).

The Board is considering two alternative methods of financing this expansion:

1.
A 1 for 4 rights issue to existing shareholders. There are currently 10 million shares in issue, each of which is trading at $2.20.

2.
Medium-term (five years) debt, interest rate fixed at 8.6%, secured on the company’s non-current assets, mainly land and buildings.

The company pays tax one year in arrears at 30%.

Required:

(a)
Comment on the effect of each suggested method of financing on the valuation of the company. Your answer should refer to capital structure theories amongst other things.



(11 marks)

(b)
Explain the major differences between Islamic finance and other conventional forms of finance such as those being considered by FMY Co.
(4 marks)



(Total 15 marks)
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