Chapter 13 Raising Short and Long Term Finance through Islamic Financing
Multiple Choice Questions

2.1
Interest (Riba)
	1.
	B
	Mushuraka is a form of equity where a partnership exists and profits and losses are shared (A). Murabaha is a form of credit sale (C). Ijara is a form of lease (D).


3.4
Debt finance (sukuk 伊斯蘭債券)
	2.
	A
	B is mudaraba. C is murabaha. D is ijara. A key principle is that charging interest, and making money from money lending alone is forbidden under Sharia‘a law, so providers of finance are more directly involved with the risks and rewards of the businesses they finance.


Answer 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.
· Conventional finance, which refers to finance which is not based on Islamic principles and which has historically been used in the financial system, does not require the sharing of risks and rewards between the provider of finance (the investor) and the user of finance.

[1 – 2 marks]
· Interest (riba) is absolutely forbidden in Islamic finance and is seen as immoral.  This can be contrasted with debt in conventional finance, where interest is seen as the main form of return to the debt holder, and with the attention paid to interest rates in the conventional financial system, where interest is the reward for depositing funds and the cost of borrowing funds.

[1 – 2 marks]
· Islamic finance can only support business activities which are acceptable under Sharia law.
· Murubaha and sukukare forms of Islamic finance which can be compared to conventional debt finance. Unlike conventional debt finance, however, murubaha and sukuk must have a direct link with underlying tangible assets.

[1 – 2 marks]
Answer 2
· One central principle of Islamic finance is that making money out of money is not acceptable, i.e. interest is prohibited.
· A mudaraba contract, in Islamic finance, is a partnership between one party that brings finance or capital into the contract and another party that brings business expertise and personal effort into the contract.
· The first party is called the owner of capital, while the second party is called the agent, who runs or manages the business.
· The mudaraba contract specifies how profit from the business is shared proportionately between the two parties. Any loss, however, is borne by the owner of capital, and not by the agent managing the business.
· It can therefore be seen that three key characteristics of a mudaraba contract are that no interest is paid, that profits are shared, and that losses are not shared.

[3 marks]
· If Zigto Co were to decide to seek Islamic finance for the planned business expansion and if the company were to enter into a mudaraba contract, the company would therefore be entering into a partnership as an agent, managing the business and sharing profits with the Islamic bank that provided the finance and which was acting as the owner of capital.
· The Islamic bank would not interfere in the management of the business and this is what would be expected if Zigto Co were to finance the business expansion using debt such as a bank loan. However, while interest on debt is likely to be at a fixed rate, the mudaraba contract would require a sharing of profit in the agreed proportions.

[2 marks]
Answer 3
· Interest (riba) is the predetermined amount received by a provider of finance, over and above the principal amount of finance provided.
· Riba is absolutely forbidden in Islamic finance. Riba can be seen as unfair from the perspective of the borrower, the lender and the economy. For the borrower, riba can turn a profit into a loss when profitability is low. For the lender, riba can provide an inadequate return when unanticipated inflation arises. In the economy, riba can lead to allocational inefficiency, directing economic resources to sub-optimal investments.

[1 – 2 marks]
Islamic financial instruments require that an active role be played by the provider of funds, so that the risks and rewards of ownership are shared.
· In a Mudaraba contract, for example, profits are shared between the partners in the proportions agreed in the contract, while losses are borne by the provider of finance.
· In a Musharaka contract, profits are shared between the partners in the proportions agreed in the contract, while losses are shared between the partners according to their capital contributions.
· With Sukuk, certificates are issued which are linked to an underlying tangible asset and which also transfer the risk and rewards of ownership. The underlying asset is managed on behalf of the Sukuk holders.
· In a Murabaha contract, payment by the buyer is made on a deferred or instalment basis. Returns are made by the supplier as a mark-up is paid by the buyer in exchange for the right to pay after the delivery date.
· In an Ijara contract, which is equivalent to a lease agreement, returns are made through the payment of fixed or variable lease rental payments.

[3 – 4 marks]
Answer 4
(a)
1.
Rights issue

Effects of rights issue and new investment in shareholders’ wealth

If the funds were raised via a rights issue, the theoretical ex-rights prices (TERP) can be calculated as:

Number of shares issued = 10m / 4 = 2.5m shares

Exercise price = $5m / 2.5m shares = $2.00

	4 shares × $2.20 =
	$8.8

	1 share × $2.00 =
	$2.0

	5 shares =
	$10.8


Theoretical ex-rights price = $10.8 / 5 = $2.16

The share price would theoretically fall from $2.20 to $2.16 per share although there would be no effect on overall shareholder wealth and total market capitalization would only increase by the proceeds raised.

However, this does not take account of the benefits of the project. The investment made would result in an overall increase in shareholder wealth equal to the NPV of the project. This could be expected to increase the value of each share by a further 10 cents ($1.2m ÷ 12.5m shares).

Effect of rights issue on EPS

Current EPS = $4.5m ÷ 10m = 45 cents per share

Revised EPS = ($4.5m + $1.0m) ÷ 12.5m = 44 cents per share

The EPS would fall from 45 cents per share to 44 cents per share. As mentioned earlier, there would be no effect on shareholders’ wealth in the short term, although in the longer term, a fall in this key investor ratio would lead to some investors disposing of their shares, which would cause the share price to fall.

FMY would therefore have to persuade investors of the benefits of the project and of management’s ability to deliver these on schedule. This is really an issue of investors’ faith in management competence. If investors are convinced then the current P/E ratio of 4.9 ($2.20 ÷ $0.45) might be expected to increase to reflect the expectation of higher growth rates in the future.

Effect of rights issue on the debt/equity ratio

The company is currently 100% finance by equity. A rights issue would preserve this meaning there would be no change in the company’s cost of capital, and therefore no additional movements in the valuation of the business other than those noted above.

2.
Issue of debt

Effect of debt issue on EPS

Interest payments on debt finance = $5m × 8.6% = $0.43m

Post tax fall in earnings = $0.43m × (1 – 30%) = $0.3m

Revised EPS = ($4.5m + $1.0m – $0.3m) ÷ 10m = 52 cents per share

The EPS would increase from 45 cents per share to 52 cents per share. As mentioned earlier, there would be no effect on shareholders’ wealth in the short term, although in the longer term, an increase in this key investor ratio would attract investors and cause the share price to rise.

Effect of debt issue on the debt/equity ratio

In theory, the value of the firm is found by discounting all post-tax operating cash flows available for investors at the company’s WACC. The method of financing has an impact as if it is impossible to reduce the WACC, the value of the company will increased.

3.
Effect on company’s value

The company is currently ungeared (100% equity financed)

Assuming the market value of equity remained unchanged, the revised debt/equity ratio would be: $5m ÷ (10m × $2.2) = 23%.

Capital structure theories provide a useful guide to assessing the impact of methods of financing on the value of the firm.

The traditional view

The traditional view is that as a company first introduces debt into its capital structure, the impact of the cheap debt exceeds the impact of any increase in the cost of equity. Hence, the final impact is that WACC will fall.

As FMY is currently all equity financed, raising more equity is likely to maintain the current WACC and company value. If debt was raised, WACC is likely to fall and company value will be raised.

Modigliani & Miller (M&M)

M&M originally claimed that company value was independent of capital structure. However, once they considered the impact of tax relief that is available when debt interest is paid, they concluded that the WACC of a company would be minimized and its value maximized if debt made up 99.9% of a company’s capital.

Whilst real world factors such as bankruptcy risk reduce such high levels of gearing, FMY currently has no gearing. Hence, M&M’s theory would also support the idea that raising more equity is likely to maintain the current WACC and company value, but that if debt was raised WACC is likely to fall and company value will be raised.

Conclusion

The company should investigate further the use of debt finance as this could enhance the value of the company.

(b)

Islamic finance rests on the application of Islamic, or Shariah, law.

The main principle of Islamic finance are that:

· Wealth must be generated from legitimate trade and asset-based investment. The use of money for the purposes of making money is forbidden.

· Investment should also have a social and an ethical benefit to wider society beyond pure return.

· Risk should be shared.

· Harmful activities (such as gambling, alcohol and the sale of certain foods) should be avoided.

The issue of debt finance as proposed by FMY Co (where the lender would make a straight interest charge, irrespective of how the underlying assets are would violate the principle of sharing risk and of not using money for the purposes of making money. Under Islamic finance, the charging and receiving of interest (riba) is strictly prohibited. This is in total contrast to more conventional, western forms of finance.
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