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Topics

I. Identify and Discuss Short-term Finance

1. Overdraft 2d

2. Short-term loan

3. Trade credit

4. Lease finance 3b 3d

II. Sources of and Raising Long-term Finance

5. Identify and discuss long-term finance

a. Equity finance 2a 2d 2e

b. Debt finance 2b 2a 2d 4c 2e 3b

c. Lease finance 2a 2d

d. Venture capital 2a

6. Identify and discuss methods of raising equity finance

a. Rights issue 3b 3a 4b,c 1a 2b 3c

b. Placing 4c

c. Public offer

d. Stock exchange listing

III.Internal Sources of Finance and Dividend Policy

7. Identify and discuss internal sources of finance

a. Retained earnings

b. Working capital management efficiency

8. Explain the relationship between dividend policy and financing 3a

decision 3c

9. Discuss the theoretical approaches to, and the practical influences on,

the dividend decision 4d 2d

a. Legal constraints

b. Liquidity

c. Shareholder expectations

d. Alternatives to cash dividends

IV.Gearing and Capital Structure Considerations

10.Identify and discuss the problem of high levels of gearing 3c

11.Assess the impact of sources of finance on financial position and

financial risk using appropriate measures

a. Ratio analysis 3a 2a 2c 4a 1c

b. Cash flow forecasting

c. Effect on shareholder wealth 3a 3b 4a,b 1c

V. Finance for SMEs

12.Describe the financing needs of small businessess

13.Financing problem for small businesses

a. Funding gap

b. maturity gap

c. Inadequate security

14.Measures to ease the financing problems of SMEs

a. Responses of government departments

b. Financial institutions

15.Appropriate sources of finance for SMEs

16.Impact of different sources of finanace for SMEs

VI.Raising short and long term finance through Islamic financing

a. Explain the major difference between Islamic finance and

the other conventional finance

b. Explain the concept of interest (riba) and how returns are made

by Islamic financial securities (no calculations)

c. Identify & briefly discuss a range of short and long term

Islamic financial instruments

i. Trade credit (murabaha)

ii. Lease finance (ijara)

iii. Equity finance (mudaraba)

iv. Debt finance (sukuk)

v. Venture capital (musharaka)


1.
Internal Sources of Finance

1.1
Retained earnings

1.1.1
Retained earnings is surplus cash that has not been needed for operating costs, interest payments, tax liabilities, asset replacement or cash dividends.

1.1.2
A company may have substantial retained profits in its statement of financial position but no cash in the bank and will not therefore be able to finance investment from retained earnings.

1.1.3
Advantages and disadvantages:

	Advantages
	Disadvantages

	· Retentions are a flexible source of finance;

· Does not involve a change in the pattern of shareholdings and no dilution of control;

· Have no issue costs.
	· Shareholders may be sensitive to the loss of dividends that will result from retention for re-investment, rather than paying dividends.

· There is an opportunity cost in that if dividends were paid, the cash received could be invested by shareholders to earn a return.


1.2
Increase working capital management efficiency
1.2.1
Internal source of finance can be the savings from more efficient management of trade receivables, inventory, cash and trade payables.

1.2.2
Efficient working capital management can reduce bank overdraft and interest charges as well as increasing cash reserves.

2.
Dividend Policy
2.1
Factors influencing dividend policy

· The need to remain profit to maintain its operating capability unchanged

· Dividend restraints imposed by loan agreements
· Effect of inflation

· Maintain or reduce the gearing level

· Maintain liquidity position – dividends are a cash payment, if a company has not enough cash, dividends cannot be paid

· The need to repay debt in the near future

· The ease of raising extra finance – small company may find it hard to raise external finance, so it rely more heavily on retained earnings.

· The signaling effect of dividends to shareholders and the financial markets in general.

2.2
Theories of dividend policy
2.1.1
Residual theory:

· Only when the investment opportunities are exhausted should dividends be paid.

2.1.2
Irrelevancy theory (by M&M):
· Miller and Modigliani showed that, in a perfect capital market, the value of a company depended on its investment decision alone, and not on its dividend or financing decisions.
· In such a market, a change in dividend policy would not affect its share price or its market capitalisation. They showed that the value of a company was maximised if it invested in all projects with a positive net present value (its optimal investment schedule).
· The company could pay any level of dividend and if it had insufficient finance, make up the shortfall by issuing new equity. Since investors had perfect information, they were indifferent between dividends and capital gains.
· Shareholders who were unhappy with the level of dividend declared by a company could gain a ‘home-made dividend’ by selling some of their shares. This was possible since there are no transaction costs in a perfect capital market.
2.1.3
Bird-in-the-hand:
· Investors prefer certain dividends now rather than uncertain capital gains in the future.
2.1.4
Signaling effect:
· Increase in dividends would signal greater confidence in the future by managers and would lead investors to increase their estimate of future earnings and cause a rise in the share price.

· It implies that dividend policy is relevant. Companies should attempt to adopt a stable (or rising) dividend payout to maintain investors’ confidence.

2.1.5
Clientele effect:
· Shareholders are attracted to particular companies as a result of being satisfied by their dividend policies.
· The existence of this dividend clientele implies that the share price may change if there is a change in the dividend policy of the company, as shareholders sell their shares in order to reinvest in another company with a more satisfactory dividend policy.
· In a perfect capital market, the existence of dividend clienteles is irrelevant, since substituting one company for another will not incur any transaction costs.
2.1.6
Information asymmetry:
· Real-world capital markets are not perfect, perfect information is therefore not available, it is possible for information asymmetry to exist between shareholders and the managers of a company.
· Dividend announcements may give new information to shareholders and as a result, in a semi-strong form efficient market, share prices may change.
3.
Alternative to Cash Dividends

3.1
Scrip dividend (or bonus issue or capitalization issue)
3.1.1
Is a dividend paid by the issue of additional company shares, rather than by cash.
3.1.2
Scrip dividend will be made when a company prefers to retain funds within the business but consider that they must maintain a certain amount of dividend.

3.1.3
Advantages of scrip dividends:

· Preserve cash position

· Investors can obtain tax advantages if dividends are in the terms of shares

· Decrease the company’s gearing and so enhance its borrowing capacity
3.1.4
Disadvantage of scrip dividends:
· It affects in future years, because the number of shares in issue has increased, the total cash dividend will increase, assuming the dividend per share is maintained or increased.
3.2
Stock split

3.2.1
A stock split occurs where, for example, each ordinary share of $1 each is spilt into two shares of 50c each.

3.2.2
It can create cheaper shares with greater marketability.

3.2.3
In general, the market price of share may benefit after stock spilt because investors may have the anticipation of strong future growth in earnings and dividends.

3.2.4
The difference between a stock spilt and a scrip issue is that a scrip issue coverts equity reserves into share capital, whereas a stock spilt leaves reserves unaffected.

3.3
Share repurchase

3.3.1
For a smaller company with few shareholders, the reason for buying back the company’s own shares may be that there is no immediate willing purchaser at a time when a shareholder wishes to sell shares.

3.3.2
For a public company, share repurchase could provide a way of withdrawing from the share market and going private.
3.3.3
Benefits and drawbacks:

	Advantages
	Disadvantages

	· Use of surplus cash, which may be a dead asset.

· Increase EPS

· Increase in gearing

· Readjust the company’s equity base to more appropriate level

· Prevent a takeover

· Enable a quoted company to go private
	· Hard to arrive at a price
· Admit that the company cannot make better use of funds
· Shareholders may suffer from being taxed on a capital gain


4.
Short-term Finance
4.1
Overdrafts
4.1.1
Most important sources of short-term finance and can arrange relatively quickly with the level of flexibility.

4.1.2
Solid core (or hard core) overdraft – means that the company is always in overdraft and become a long-term feature.

4.1.3
Advantages and disadvantages

	Advantages
	Disadvantages

	· Flexible source of finance
· Only pay for what is used, so cheaper
	· Repayable on demand

· May require security, e.g. floating charges or personal guarantee

· Expose to the risk of an interest rates increase


4.2
Short-term loans
4.2.1
It is a loan for a fixed amount for a fixed period.

4.2.2
Advantages:

· 
Borrower knows what he will be expected to pay back at regular intervals

· 
Bank can also predict its future income with more certainty

· 
Not repayable on demand

4.3
Trade credit
4.3.1
It’s a interest free short-term loan.

4.3.2
May have the following costs incurred if not settle when fall due:

· 
Loss of early settlement discounts

· 
Worsen the credit rating

4.4
Leasing

4.4.1
Details refer to Revision 2, point 6.1
5.
Debt Finance
5.1
Reasons for seeking debt finance
5.1.1
Reasons:

· 
Shareholders are unwilling to contribute additional capital
· 
Does not wish to involve outside shareholders

· 
Lesser cost and easier availability

· 
Tax relief on interest payments

5.2
Factors influencing choice of debt finance

5.2.1
Factors:

· 
Gearing and financial risk – if already too high, not suitable to raise debt finance
· 
Target capital structure – a company should seek to minimize its WACC. In practical terms this can be achieved by having some debt in its capital structure, since debt is relatively cheaper than equity.

· 
Availability of security – debt will usually need to be secured on assets by either a fixed charge or a floating charge.
· 
Economic expectations – it is more easy to borrow money from bank in good economic conditions

· 
Interest rate movements – expectations of interest rate movements will determine whether a company chooses to borrow at a fixed or floating rate

· 
Duration – If loan finance is sought to buy a particular asset to generate revenues for the business, the length of the loan should match the length of time that the asset will be generating revenues

5.3
Zero coupon bonds
5.3.1
Issued at a discount but no interest is paid.

5.3.2
Advantages for borrower:

· 
No cash repayment until redemption date

· 
Cost of redemption is known at the time of issue

5.4
Deep discount bonds

5.4.1
Deep discount bonds are loan notes issued at a price which is at a large discount to the nominal value of the notes.

5.5
Convertible loan notes

5.4.2
Give the holder the right to convert to other securities, normally ordinary shares, at a pre-determined price and time.

5.4.3
Issue at par normally has a lower coupon rate of interest than straight debt. This lower yield is the price the investor has to pay for the conversion rights.

5.4.4
The actual market price of convertible loan notes will depend on:

· 
Price of straight debt
· 
Current conversion value

· 
Length of time before conversion may take place

· 
Market expectation as to future equity returns and the risk associated with these returns

6.
Venture Capital
6.1
Meaning:
· 
Long-term capital offered by specialist institutions

· 
Aim at small and medium-size businesses that have a fairly high level of risk

· 
In general, interested in a business with good profit and growth prospects

6.2
Venture capitalist may be interested in the following types of business:
· 
Business start-ups

· 
Growth capital – business has already passed the start-up phase and is seeking capital for further expansion

· 
Management acquisitions – provide capital for managers that wish to take over an existing business

· 
Share purchases – provide to help finance the buy-out of a part-owner of a business

· 
Business recoveries – help turn round the fortunes of a business that is currently experiencing difficulties

6.3
Factors to be considered by management when using venture capital finance
· 
Whether the management can meet the high returns target by venture capitalists

· 
Venture capitalists may request to have a representative on the board of directors

· 
Venture capitalists often request to have internal and sensitive information of the company such as forecasts and other financial information

· 
Venture capitalist will expect to receive an equity stake and will often sell this stake later. The directors should know that the business may be sold to another business or investors, so they may loss the control or even their job.
6.4
Factors to be considered by venture capitalist when assessing an investment
· 
Financial performance

· 
The market for the products or services – for example, the degree of competition, the threat of substitutes, the bargaining power of suppliers, the barriers to market entry, etc.

· 
Owner investment – the venture capitalist will expect the owners to demonstrate their belief in the venture in a tangible way

· 
The quality of management
· 
Risk – it involves the types of risk that will be encountered by the business

· 
Business operations – the nature and complexity of internal business operations will be examined

· 
Exit route – the venture capitalist will normally identify a possible exit route and time frame before entering into the investment

	Question 1
Venture capital is an important source of capital for some businesses.

Required:

(a)
Explain what is meant by the term ‘venture capital’ and identify the main types of business ventures that are likely to be an attractive investment for a venture capitalist.
(7 marks)

(b)
Outline the main issues that the board of directors of a company should take into account when considering the use of venture capital finance.
(4 marks)

(c)
Discuss the main factors that a venture capitalist will consider when assessing an investment proposal.
(9 marks)


(Total 20 marks)


7.
Equity Finance

7.1
Internally-generated funds
7.1.1
It comprises of:

· 
Retained earnings

· 
Non-cash charges against profits (e.g. depreciation)

7.2
Advantages and disadvantages for equity finance:

7.2.1
Advantages:

· Decrease gearing and so decrease financial risk

· Not require security

· Lower interest payment if replace the debt

7.2.1
Disadvantages:

· May dilute the ownership and control of existing shareholders (rights issue may not only if they take up their rights)

· Higher costs than debts
· May not be able to obtain the fundings from existing shareholders

7.2
Stock exchange listing

7.2.1
A stock exchange is a market place that is designed to bring together providers of capital and companies seeking to raise capital. It acts as both a primary market and a secondary market for securities.

7.2.2
Primary market – facilitates the issue of new shares and debentures by public companies.

7.2.3
Secondary market – facilitates the purchase and sale of ‘second-hand’ securities. A stock exchange enables investors to transfer their investments easily and quickly.

7.2.4
Advantages of listing:
· 
Share transferability – shares can be transferred easily and so encourage investment

· 
Share price – shares listed in exchange should be priced more efficiently than non-listed company, which give investors confidence when buying or selling shares

· 
Company profile – help the company in establishing new contracts or in developing business opportunities

· 
Business combinations – stock exchange can facilitate takeovers and mergers

7.2.5
Disadvantages of listing:
· 
High flotation costs – e.g. underwriting fees, professional fees, etc.
· 
Regulatory costs – the cost of maintaining a stock exchange listing can be high, e,g. must have non-executive directors, audit committee, etc.

· 
Control – existing shareholders may suffer loss of control

· 
Investors expectations – it may put pressure on the directors to produce gains over the short term
· 
Takeover target – a listed company is much more vulnerable to a takeover than an unlisted company

	Question 2
A well-functioning stock exchange is an essential requirement of a well-functioning private enterprise system.

Required:

(a)
Briefly explain the nature and purpose of a stock exchange.
(4 marks)

(b)
Discuss the possible advantages and disadvantages for a company of obtaining a listing on a stock exchange.
(16 marks)


(Total 20 marks)


7.3
Placing

7.3.1
Not all offered to the public but sell to a smaller number of investors, usually institutional investors such as pension funds and insurance companies.
7.3.2
Advantages of placing:

· 
Placing is much cheaper
· 
Placing is likely to be quicker
· 
Decrease gearing

· 
Placing is likely to involve less disclosure of information
· 
Not require security when compared with debt finance

7.3.3
Disadvantage of placing:

· 
Dilute ownership and control – institutional shareholders may have control of the company

7.4
Rights issue

7.4.1
It is an offer to existing shareholders enabling them to buy more shares, usually at a price lower than the current market price.

7.4.2
Advantages of a rights issue:
· 
Cheaper than IPOs and no prospectus
· 
More beneficial to existing shareholders because of the pre-emptive rights

· 
Relative voting rights are unaffected if shareholders all take up their rights

· 
Reduce gearing

· 
No security required

7.4.3
Understand the calculation of theoretical ex-rights price
7.4.4
Actions to shareholders for rights issue:

· 
Take up all the rights – no effect on control and wealth
· 
Take up part of the rights – dilute control but no effect on wealth

· 
Do nothing – may affect both. However, some Stock Exchange rules state that if new securities are not taken up, they should be sold by the company to new subscribers for the benefits of the shareholders who were entitled to the rights.

7.4.5
Actual market price after a rights issue:
· 
Unchanged – if the expected returns of the additional funds are the same with the existing funds

· 
Fall – if the expected returns of the additional funds are lower than the existing funds

· 
Rise – if the expected returns of the additional funds are higher than the existing funds

	Question 3 – Share price calculation, rights issue, semi-strong form, equity finance and debt finance
THP Co is planning to buy CRX Co, a company in the same business sector, and is considering paying cash for the shares of the company. The cash would be raised by THP Co through a 1 for 3 rights issue at a 20% discount to its current share price.
The purchase price of the 1 million issued shares of CRX Co would be equal to the rights issue funds raised, less issue costs of $320,000. Earnings per share of CRX Co at the time of acquisition would be 44·8c per share. As a result of acquiring CRX Co, THP Co expects to gain annual after-tax savings of $96,000.
THP Co maintains a payout ratio of 50% and earnings per share are currently 64c per share. Dividend growth of 5% per year is expected for the foreseeable future and the company has a cost of equity of 12% per year.
Information from THP Co’s statement of financial position:
[image: image2.emf]
Required:
(a)
Calculate the current ex dividend share price of THP Co and the current market capitalisation of THP Co using the dividend growth model.
(4 marks)
(b)
Assuming the rights issue takes place and ignoring the proposed use of the funds raised, calculate:

(i)
the rights issue price per share;

(ii)
the cash raised;

(iii)
the theoretical ex rights price per share; and

(iv)
the market capitalisation of THP Co.
(5 marks)
(c)
Using the price/earnings ratio method, calculate the share price and market capitalisation of CRX Co before the acquisition.
(3 marks)
(d)
Assuming a semi-strong form efficient capital market, calculate and comment on the post acquisition market capitalisation of THP Co in the following circumstances:
(i)
THP Co does not announce the expected annual after-tax savings; and

(ii)
the expected after-tax savings are made public.
(5 marks)
(e)
Discuss the factors that THP Co should consider, in its circumstances, in choosing between equity finance and debt finance as a source of finance from which to make a cash offer for CRX Co.
(8 marks)



(25 marks)


(ACCA F9 Financial Management June 2008 Q2)


	Question 4 – Rights Issue

Tirwen plc is a medium-sized manufacturing company which is considering a 1 for 5 rights issue at a 15% discount to the current market price of £4·00 per share. Issue costs are expected to be £220,000 and these costs will be paid out of the funds raised. It is proposed that the rights issue funds raised will be used to redeem some of the existing debentures at par. Financial information relating to Tirwen plc is as follows:

[image: image3.emf]
Required:

(a)
Ignoring issue costs and any use that may be made of the funds raised by the rights issue, calculate:

(i)
the theoretical ex rights price per share;

(ii)
the value of rights per existing share.
(3 marks)

(b)
What alternative actions are open to the owner of 1,000 shares in Tirwen plc as regards the rights issue? Determine the effect of each of these actions on the wealth of the investor.
(6 marks)

(c)
Calculate the current earnings per share and the revised earnings per share if the rights issue funds are used to redeem some of the existing debentures.
(6 marks)

(d)
Evaluate whether the proposal to redeem some of the debentures would increase the wealth of the shareholders of Tirwen plc. Assume that the price/earnings ratio of Tirwen plc remains constant.
(3 marks)

(e)
Discuss the reasons why a rights issue could be an attractive source of finance for Tirwen plc. Your discussion should include an evaluation of the effect of the rights issue on the debt/equity ratio and interest cover.
(7 marks)



(Total 25 marks)



(ACCA 2.4 Financial Management and Control December 2004 Q3)


8.
Islamic Finance

8.1
General principles

8.1.1
The following are the main principles of Islamic finance:

· 
All investments must be made according to the rules of Shariah (Islamic Law).

· 
No transaction must be carried out for goods that are not halal (合法的), e.g. alcohol, gambling, drugs, etc.

· 
The risk relating to a transaction must be shared. The entities investing funds and the entities managing the funds share the business risk in return for a share in profit.

· 
The following are prohibited:

· Riba, i.e. payment or receipt of interest

· Masir, i.e. speculation or gambling

· Gaharar, i.e. uncertainty regarding the subject of sale or the terms of the contract. A person must not trade in things that they do not own.

8.2
Differences between Islamic and conventional finance

8.2.1
Differences:

	
	Islamic finance
	Conventional finance

	Religious principles
	Adheres to the principles of Islam
	Does not follow rules of any religion

	Debt capital
	Receipt and payment of interest is prohibited. Hence, debt securities cannot be issued.
	No prohibition on debt securities.

	Hybrid securities
	Cannot be issued because they are part debt.
	No prohibition. They are used to raise capital.

	Speculation
	Is not allowed
	Is allowed

	Halal goods
	Only supports businesses in halal goods.
	Trading in all types of goods is allowed as long they do not violate any applicable law.

	Trading in nonexistent goods
	Void
	Allowed

	Ownership of the subject of the trade
	Required
	Not required

	Possession of the subject of sale
	Physical or constructive possession is required
	Not required

	Sale at future date
	Prohibited
	Allowed

	Conditional sale
	Allowed only when the condition according to the usage of trade is recognized as a part of the transaction
	Allowed. Frequently used in real estate transactions.


	Question 5

(a)
List the main principles of Islamic finance.

(b)
Briefly explain the differences between Islamic and conventional finance.


8.3
Riba (Interest)
8.3.1
Meaning:
· 
Means excess, increase or addition

· 
It is prohibited under Islamic laws because it refers to any excess compensation without due consideration

8.3.2
Effect on Islamic finance

· 
Interest cannot be charged

· 
So use profit sharing or fee based approach for obtaining returns on the funds provided

8.4
Marabaha (Trade credit)

8.4.1
Meaning:

· 
A contract of sale between a financer and its client for financing the acquisition of assets by the client.

· 
The price consists of the cost of the asset and premium (profit margin agreed between the financer and its client). There are two ways for the repayment:

· Deferred payment

· Repayment in instalments

8.4.2
Steps involved in Murabaha

· 
Step 1: an agreement is signed between the financer and its client that from time to time the financer will sell assets, the client will require and purchase them. The assets will be sold at a premium to the client. The margin of premium and repayment schedule will be mentioned in the agreement.

· 
Step 2: when the client requires an asset, the financer will appoint the client as its agent to purchase the asset.

· 
Step 3: the client will buy the asset as the financer’s agent and will take possession of the asset.

· 
Step 4: the client will inform the financer that the asset has been purchased by it as the financer’s agent. The client will immediately give an offer to the financer to buy the asset.

· 
Step 5: the financer will accept the client’s offer and will sell the asset at a premium to the client. The client will pay for the asset as determined according to the agreement signed in step 1.

[image: image4.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





8.5
Ijara (Lease finance)
8.5.1
Meaning:

· 
Is a lease contract that allows an entity to obtain an asset on lease for a specific time and cost

· 
Lessor acquires an asset and leases it out for a rental fee

· 
Rental fee consists of the capital cost of the asset and the profit margin of the lessor

8.6
Mudaraba (Equity finance)

8.6.1
Meaning:

· 
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
· 
Closely resembles the partnerships in conventional finance, the financer is equivalent to a sleeping/dormant partner in a partnership

8.6.2
Mudaraba is commonly used for investment of funds. The investors give the money to an Islamic bank and the bank charges a management fee for managing the money.
8.7
Sukuk (Debt finance) (伊斯蘭債券)
8.7.1
Meaning:
· 
Means certificates

· 
The certificates represent the ownership of:

· Debts

· Assets

· Projects

· Investments, etc.

8.7.2
Features:

· 
Asset-backed securities

· 
No interest is paid

· 
Have an active secondary market

· 
Entitle for a share in the revenues earned from the sukuk assets

· 
Obtain proportional beneficial ownership in the underlying assets

· 
Share from the realization proceeds of the sukuk assets

8.8
Musharaka (Venture capital)

8.8.1
Meaning:
· 
Business relationship established under a contract with mutual consent of all the parties involved that sharing of profits and losses

· 
Similar to partnership

8.8.2
Features:

· 
All partners must have capital contribution which can be monetary or non-monetary

· 
Have a right to participate in the business

· 
Profits are shared in an agreed ratio
· 
Losses are shared in the ratio of capital invested
	Question 6

(a)
Briefly explain the meaning of the word ‘riba’ and its effect on Islamic finance.

(b)
Briefly explain ‘ijara’.

(c)
List the feature of sukuk.

(d)
Explain murahaba.


9.
Gearing
9.1
Operating gearing

9.1.1
The measure of the extent to which a firm’s operating costs are fixed. It affects the level of business risk.

9.1.2
High proportion of fixed costs, high operating gearing.

9.1.3
Ways of measurement:

	1.
	Fixed costs
	or

	
	Variables costs
	


	2.
	Fixed costs
	or

	
	Total costs
	


	3.
	% change in EBIT (or PBIT)
	or

	
	% change in turnover
	


	4.
	Contribution
	or

	
	PBIT or EBIT
	


9.2
Financial gearing
9.2.1
Is the amount of debt finance a company uses relative to its equity finance.

9.2.2
The greater the level of debt, the higher the financial risk, so the higher is the shareholders’ required return.
9.2.3
Financial gearing ratios:
	1.
	Equity gearing =
	Preference share capital + long-term debt

	
	
	Ordinary share capital + reserve


	2.
	Total or capital  gearing =
	Preference share capital + long-term debt

	
	
	Total long-term capital


	3.
	Interest gearing =
	Debt interest

	
	
	PBIT


	Question 7

Jack Ltd plans to raise $5 million in order to expand its existing chain of retail outlets. It can raise the finance by issuing 10% loan stock redeemable in ten years’ time, or by a rights issue at $4.00 per share. The current financial statements of Jack Ltd are as follows:

Income statement for the year

$000

Sales revenue

50,000

Cost of sales

30,000

Gross profit

20,000

Administration costs

14,000

Profit before interest and tax

6,000

Interest

300

Profit before tax

5,700

Taxation at 30%

1,710

Profit after tax

3,990

Changes in equity

$000

Dividends

2,394

Net change in equity (retained profits)

1,596

Statement of financial position

$000

Net non-current assets

20,100

Net current assets

4,960

25,060

Ordinary shares, par value 25 cents

2,500

Retained profit

20,060

12% loan stock (redeemable in six years)

2,500

25,060

The expansion of business is expected to increase sales revenue by 12% in the first year. Variable cost of sales makes up 85% of cost of sales. Administration costs will increase by 5% due to new staff appointments. Jack Ltd has a policy of paying out 60% of profit after tax as dividends and has no overdraft.

Required:

(a)
For each financing proposal, prepare the forecast income statement after one additional year of operation.
(5 marks)

(b)
Evaluate and comment on the effects of each financing proposal on the following:

(i)
Financial gearing;

(ii)
Operational gearing;

(iii)
Interest cover;

(iv)
Earnings per share.



(12 marks)

(c)
Discuss the dangers to a company of a high level of gearing, including in your answer an explanation of the following terms:

(i)
Business risk;

(ii)
Financial risk.



(8 marks)



(25 marks)


10.
Shareholder Wealth Ratios
10.1
Earnings per share (EPS)
10.1.1
In general, the higher the EPS, the higher the shareholders wealth

	EPS =
	Profit after tax and preference dividends

	
	Weighted average number of shares


10.2
Price-earnings ratio (P/E ratio)

10.2.1
A high P/E ratio indicates strong market confidence in the future profit growth of the company.

	P/E Ratio =
	Market price per share

	
	EPS


10.3
Dividend cover

10.3.1
The higher the cover, the better the ability to maintain dividends.

	Dividend cover =
	EPS

	
	DPS


10.4
Dividend yield

10.4.1
Is the rate of return a shareholder is expecting on an investment in shares, so the higher the dividend yield is better.
10.4.2
The yield will be influenced by the dividend policy, a company which has traditionally paid high dividends will be popular with some investors and this will reflected in its share price.
	Dividend yield =
	Gross DPS
	x 100%

	
	Market price per share
	


11.
Debt Holder Ratios

11.1
Interest cover

11.1.1
Is a measure of the adequacy of a company’s profits relative to its interest payments on its debt. In general, a high level of interest cover is good.
	Interest cover =
	PBIT

	
	Debt interest


11.2
Interest yield

11.2.1
The interest yield is the interest rate expressed as a percentage of the market price.

11.2.2
It is a measure of return on investment for the debt holder.

	Interest yield =
	Interest rate

	
	Market value of debt


12.
Finance for SMEs
12.1
Financing problem for small businesses

12.1.1
Funding gap:
· A funding gap is the difference between the money required to begin or continue operations, and the money currently accessible.
· Funding gaps are common in very young companies, who may underestimate the amount of capital needed to sustain production until a workable cash flow has been established.
12.1.2
Maturity gap:
· It is particularly difficult for SMEs to obtain medium term loans due to a mismatching of the maturity of assets and liabilities.
· Longer term loans are easier to obtain than medium term loans as longer loans can be secured with mortgages against property.
12.1.3
Inadequate security:
· A common problem is often that the banks will be unwilling to increase loan funding without an increase in security given (which the owners may be unwilling or unable to give), or an increase in equity funding (which may be difficult to obtain).
12.2
Potential sources of financing for SMEs

12.2.1
Potential sources of financing include the following:

· Owner financing

· Overdraft financing

· Bank loans

· Trade credit

· Equity finance

· Business angel financing

· Venture capital

· Leasing

· Factoring
	Question 8 – SME sources of finance problems
(a)
Discuss the difficulties that may be experienced by a small company which is seeking to obtain additional funding to finance an expansion of business operations.


(8 marks)
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(b)
Explain why very Small to Medium-size Enterprises (SMEs) might face problems in obtaining appropriate sources of finance. In your answer pay particular attention to problems and issues associated with:
(i)
uncertainty concerning the business;

(ii)
assets available to offer as collateral or security; and

(iii)
potential sources of finance for very new SMEs excluding sources from capital markets.


(12 marks)


Additional Examination Style Questions

Question 9
Dartig Co is a stock-market listed company that manufactures consumer products and it is planning to expand its existing business. The investment cost of $5 million will be met by a 1 for 4 rights issue. The current share price of Dartig Co is $2·50 per share and the rights issue price will be at a 20% discount to this. The finance director of Dartig Co expects that the expansion of existing business will allow the average growth rate of earnings per share over the last four years to be maintained into the foreseeable future.
The earnings per share and dividends paid by Dartig over the last four years are as follows:
[image: image5.emf]
Dartig Co has a cost of equity of 10%. The price/earnings ratio of Dartig Co has been approximately constant in recent years. Ignore issue costs.
Required:

(a)
Calculate the theoretical ex rights price per share prior to investing in the proposed business expansion.
(3 marks)
(b)
Calculate the expected share price following the proposed business expansion using the price/earnings ratio method.
(3 marks)
(c)
Discuss whether the proposed business expansion is an acceptable use of the finance raised by the rights issue, and evaluate the expected effect on the wealth of the shareholders of Dartig Co.
(5 marks)
(d)
Using the information provided, calculate the ex div share price predicted by the dividend growth model and discuss briefly why this share price differs from the current market price of Dartig Co.
(6 marks)
(e)
At a recent board meeting of Dartig Co, a non-executive director suggested that the company’s remuneration committee should consider scrapping the company’s current share option scheme, since executive directors could be rewarded by the scheme even when they did not perform well. A second non-executive director disagreed, saying the problem was that even when directors acted in ways which decreased the agency problem, they might not be rewarded by the share option scheme if the stock market were in decline.
Required:

Explain the nature of the agency problem and discuss the use of share option schemes as a way of reducing the agency problem in a stock-market listed company such as Dartig Co.
(8 marks)


(25 marks)

(ACCA F9 Financial Management December 2008 Q1)
Question 10
JJG Co is planning to raise $15 million of new finance for a major expansion of existing business and is considering a rights issue, a placing or an issue of bonds. The corporate objectives of JJG Co, as stated in its Annual Report, are to maximise the wealth of its shareholders and to achieve continuous growth in earnings per share. Recent financial information on JJG Co is as follows:
[image: image6.emf]
The par value of the shares of JJG Co is $1·00 per share. The general level of inflation has averaged 4% per year in the period under consideration. The bonds of JJG Co are currently trading at their par value of $100. The following values for the business sector of JJG Co are available:
[image: image7.emf]
Required:

(a)
Evaluate the financial performance of JJG Co, and analyse and discuss the extent to which the company has achieved its stated corporate objectives of:
(i)
maximising the wealth of its shareholders;

(ii)
achieving continuous growth in earnings per share.
Note: up to 7 marks are available for financial analysis.


(12 marks)
(b)
If the new finance is raised via a rights issue at $7·50 per share and the major expansion of business has not yet begun, calculate and comment on the effect of the rights issue on:
(i)
the share price of JJG Co;

(ii)
the earnings per share of the company; and

(iii)
the debt/equity ratio.


(6 marks)
(c)
Analyse and discuss the relative merits of a rights issue, a placing and an issue of bonds as ways of raising the finance for the expansion.
(7 marks)



(Total 25 marks)



(ACCA F9 Financial Management June 2009 Q4)

Question 11
The following financial position statement as at 30 November 2010 refers to Nugfer Co, a stock exchange-listed company, which wishes to raise $200m in cash in order to acquire a competitor.
[image: image8.emf]
The recent performance of Nugfer Co in profitability terms is as follows:
[image: image9.emf]
Notes:

1.
The long-term borrowings are 6% bonds that are repayable in 2012

2.
The short-term borrowings consist of an overdraft at an annual interest rate of 8%

3.
The current assets do not include any cash deposits

4.
Nugfer Co has not paid any dividends in the last four years

5.
The number of ordinary shares issued by the company has not changed in recent years

6.
The target company has no debt finance and its forecast profit before interest and tax for 2011 is $28 million
Required:
(a)
Evaluate suitable methods of raising the $200 million required by Nugfer Co, supporting your evaluation with both analysis and critical discussion.
(15 marks)
(b)
Briefly explain the factors that will influence the rate of interest charged on a new issue of bonds.
(4 marks)

(c)
Identify and describe the three forms of efficiency that may be found in a capital market.


(6 marks)



(25 marks)


(ACCA F9 Financial Management December 2010 Q2)
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