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KASNEB SYLLABUS 

GENERAL OBJECTIVES 

This paper is intended to equip the candidate with knowledge. skills and attitudes that will enable 

him/her to apply the principles of finance in business decision making 

8.0 LEARNING OUTCOMES 

A candidate who passes this paper should be able to: 

 Identify various sources of finance for organisations 

 Calculate non-complex risk and return measures 

 Make basic dividend decisions for a firm 

 Determine the cost of capital for an organization 

 Apply basic valuation models to determine value of financial securities 

 Evaluate the viability of capital investments using appropriate appraisal techniques 

 Advise on various forms of dividends payable by an organisation 

 Apply basic concepts of Islamic Finance. 

 

CONTENT 

8.1 Overview of finance 

 Nature and scope of finance 

 Relationship between accounting and finance 

 Finance functions 

 Roles Of a finance manager 

 Goals of a firm 

 Agency theory : conflicts and resolutions 

8.2 Sources of finance 

 Factors to consider when choosing the source of finance 

 Internally Generated and externally generated sources of finance 

 Short term, Medium and Long term sources of Finance 

8.3 Financial markets and systems 

 Roles and importance of of financial markets and systems 

 Markets participants and financial innovation 

 Types of financial markets 

 Characteristics of a good market 

 Functions of financial markets 
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 The flow of funds and the financial system 

 Organisation and structure of securities markets 

 Automation of securities exchanges; automated trading system (ATS). Central depository 

system(CDS) 

 Role of government in the financial system; capital markets authority, central bank, central 

depository and settlement company 

8.4 Time value of money 

 Time value versus time preference for money 

 The relevance of time value of money 

 Discounting techniques 

 Compounding techniques  

 Preparation of Loan amortisation schedules 

8 5 Introduction to Risk and return 

 Components of risk and return 

 Sources of risk  

 Measures of risk and return for a single asset  

 Distinction between risk- free and risky assets 

 Relationship between risk and return on investments 

8.6 Cost of capital 

 Significance of cost of capital to firms  

 Factors influencing a firm’s cost of capital 

 Components of cost capital  

 Weighted average cost of capital  

 Marginal cost of capital 

8.7 Working capital management 

 Nature and importance of working capita! 

 Determinants of working capital  

 Working capital operating cycle 

 Working capital financing policies 

 Cash management 

  Accounts receivable management  

 Accounts payable management  

 Management of inventory, debtors and creditors 

8.8 Capital Budgeting decisions under certainty 

 Importance, characteristics and types of capita! investment decisions  
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 Capital investment cash flows; total initial cash outlay, the total terminal cash flows and 

annual net operating cash flows 

 Investment evaluation criteria 

 Features of an ideal capital budgeting technique 

 Investment appraisal techniques; Accounting Rate of Return (ARR), Payback period. Internal 

Rate of Return, Net Present Value, and Profitability index 

8.9 Dividend decisions 

 Factors influencing the dividend decision of a firm 

 Forms of dividend payment 

 The dividend policies; pay-out ratio policy, residual policy, stable predictable policy, low 

regular plus extra policy 

 Dividend payment chronology- declaration date, holder of record date, ex-dividend date and 

payment date 

8.10 Fundamentals of Islamic finance 

 Principles and trends in Islamic banking  

 Differences between Islamic and conventional banking 

 The concept of interest (riba) and how returns are made by Islamic financial securities 

 Sources of finance in Islamic financing: muhabaha, sukuk 

8.11 Emerging issues and trends 
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CHAPTER 1 
 

OVERVIEW OF FINANCE 

 

Meaning of finance 

The term finance should be understood in two perspectives - finance as a resource and finance as a 

discipline. Finance, as a resource, refers to monetary means of financing assets of an entity. Finance 

as a discipline or subject of study, describes how individuals , governments and corporate 

organizations manage the flows of money through an organization. In other words, finance tells how 

people make decisions about the collection and allocation of resources in organizations like 

corporation, school, bank or government agency. Therefore, it is important for all individuals, 

businesses, governments and non-government organizations to appreciate the significance of finance 

in their day-to-day businesses. 

Finance was a branch of economics till the closure of nineteenth century. Finance as a separate 

academic discipline is still evolving. Practicing managers and academicians have been contributing 

in its expansion and enrichment. 

 

NATURE AND SCOPE OF FINANCE 

At the present state, the academic discipline of finance includes the following specialized areas in its 

scope. 

 

1. Public Finance 

Like business organizations, governments (local, state or federal) raise and spend large sum of 

money, but unlike business organizations, they pursue non-profit goals. To deal with governmental 

financial matters, a separate and specialized field of finance has emerged as public finance. 

 

2. Securities and Investment Analysis 

This area is of interest to individuals and institutional investors. It covers mainly measurement of 

risk and return on investment in securities. 

 

3. Institutional Finance 

Institutional finance deals with issues of capital formation and the organizations that perform the 

financing function of the economy. Therefore, it mainly studies saving and capital formation and 

institutions involved in this process such as banks, insurance companies, provident and pension 

funds, etc. 
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4. International Finance 

International finance studies economic transactions among nations, corporations and individually 

internationally. It is concerned with flows of money across international boundaries. 

 

5. Financial Management 

Business firms face problems dealing with acquisition of funds and optimum methods of employing 

the funds. Thus, financial management studies financial problems in individual firms, seeks low-cost 

funds and seeks profitable business activities. 

 

 

RELATIONSHIP BETWEEN FINANCE AND ACCOUNTING 

Finance and accounting are two closely related activities in a company.  

Finance includes activities that help a company fund its activities and operations.  

Accounting is the process of recording and reporting financial figures from business transactions.  

The relationship between finance and accounting exists because the former activity often uses 

figures from the latter. In other cases, finance analysts review accounting information to determine 

the efficiency and effectiveness of operations. 

A company often separates its finance and accounting functions among several workers. This 

ensures the company has the proper segregation of duties to prevent employees from manipulating 

information. The company also needs to create specific job responsibilities to further define roles. 

Large companies may also need to have two separate departments in order to process their financial 

data. In many cases, the finance department will have fewer employees than the accounting 

department. 

Financial statements are typically the final output from a company’s accounting department. These 

statements present a record for a specific period in a company’s life. Finance and accounting 

personnel work together to present the financial statements to upper management. For example, 

finance personnel may review and make suggestions on correcting the financial statements. Finance 

personnel may also create ratios in addition to statements to provide additional insight into the data. 

Another relationship between finance and accounting is the creation of a company’s budget or 

working capital analysis. Finance personnel often create budgets to present the expected financial 

outlays in the future. Accountants prepare information at the end of each month that affects current 

budgets. Finance personnel ensure the company maintains its budget and all figures are in proper 

accounts. Creating new budgets also requires the use of current accounting information. 

www.so
m

ea
ke

ny
a.

co
m

 - 
Sam

ple
 n

ot
es

07
07

 7
37

 8
90



www.someakenya.com                                     Contact: 0707 737 890 Page 8 
 

Working capital analysis and other uses of accounting information also extend the relationship 

between finance and accounting. Finance personnel must ensure the company has enough cash to 

operate. A mix of debt or equity financing is often necessary to overcome any cash shortfalls as 

computed by a working capital or cash budget. Without accounting information, these budgets and 

the related shortfalls are nearly impossible to determine. Finance personnel can also make other 

recommendations for working capital adjustments. 

Other possible decisions that result from corporate finance include business valuation, investment 

decisions, and dividend planning. These decisions are all a working part of the relationship between 

finance and accounting. Companies can also create other relationships based on their need for 

financial data. 

 

FINANCE FUNCTIONS 

The following explanation will help in understanding each finance function in detail 

1. Investment Decision 

One of the most important finance functions is to intelligently allocate capital to long term assets. 

This activity is also known as capital budgeting. It is important to allocate capital in those long term 

assets so as to get maximum yield in future. Following are the two aspects of investment decision 

a. Evaluation of new investment in terms of profitability  

b. Comparison of cut off rate against new investment and prevailing investment.  

Since the future is uncertain therefore there are difficulties in calculation of expected return. Along 

with uncertainty comes the risk factor which has to be taken into consideration. This risk factor 

plays a very significant role in calculating the expected return of the prospective investment. 

Therefore while considering investment proposal it is important to take into consideration both 

expected return and the risk involved. 

Investment decision not only involves allocating capital to long term assets but also involves 

decisions of using funds which are obtained by selling those assets which become less profitable and 

less productive. It wise decisions to decompose depreciated assets which are not adding value and 

utilize those funds in securing other beneficial assets. An opportunity cost of capital needs to be 

calculating while dissolving such assets. The correct cut off rate is calculated by using this 

opportunity cost of the required rate of return (RRR) 
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2. Financial Decision 

Financial decision is yet another important function which a financial manger must perform. It is 

important to make wise decisions about when, where and how should a business acquire funds. 

Funds can be acquired through many ways and channels. Broadly speaking a correct ratio of an 

equity and debt has to be maintained. This mix of equity capital and debt is known as a firm’s 

capital structure. 

A firm tends to benefit most when the market value of a company’s share maximizes this not only is 

a sign of growth for the firm but also maximizes shareholders wealth. On the other hand the use of 

debt affects the risk and return of a shareholder. It is more risky though it may increase the return on 

equity funds. 

A sound financial structure is said to be one which aims at maximizing shareholders return with 

minimum risk. In such a scenario the market value of the firm will maximize and hence an optimum 

capital structure would be achieved. Other than equity and debt there are several other tools which 

are used in deciding a firm capital structure. 

4. Dividend Decision 

Earning profit or a positive return is a common aim of all the businesses. But the key function a 

financial manger performs in case of profitability is to decide whether to distribute all the profits to 

the shareholder or retain all the profits or distribute part of the profits to the shareholder and retain 

the other half in the business. 

It’s the financial manager’s responsibility to decide a optimum dividend policy which maximizes the 

market value of the firm. Hence an optimum dividend payout ratio is calculated. It is a common 

practice to pay regular dividends in case of profitability Another way is to issue bonus shares to 

existing shareholders. 

5. Liquidity Decision 

It is very important to maintain a liquidity position of a firm to avoid insolvency. Firm’s 

profitability, liquidity and risk all are associated with the investment in current assets. In order to 

maintain a tradeoff between profitability and liquidity it is important to invest sufficient funds in 

current assets. But since current assets do not earn anything for business therefore a proper 

calculation must be done before investing in current assets. 

Current assets should properly be valued and disposed of from time to time once they become non 

profitable. Currents assets must be used in times of liquidity problems and times of insolvency. 

 

www.so
m

ea
ke

ny
a.

co
m

 - 
Sam

ple
 n

ot
es

07
07

 7
37

 8
90



www.someakenya.com                                     Contact: 0707 737 890 Page 10 
 

ROLE OF A FINANCE MANAGER 

Some of the major functions of a financial manager are as follows:  

1. Estimating the Amount of Capital Required  

2. Determining Capital Structure  

3. Choice of Sources of Funds  

4. Procurement of Funds  

5. Utilisation of Funds  

6. Disposal of Profits or Surplus  

7. Management of Cash  

8. Financial Control. 

Financial Manager is the executive who manages the financial matters of a business. 

 The functions of Financial Manager are discussed below:  

1. Estimating the Amount of Capital Required: 

This is the foremost function of the financial manager. Business firms require capital for: 

i. purchase of fixed assets, 

ii. meeting working capital requirements, and 

iii. modernisation and expansion of business. 

The financial manager makes estimates of funds required for both short-term and long-term. 

2. Determining Capital Structure: 

Once the requirement of capital funds has been determined, a decision regarding the kind and 

proportion of various sources of funds has to be taken. For this, financial manager has to determine 

the proper mix of equity and debt and short-term and long-term debt ratio. This is done to achieve 

minimum cost of capital and maximise shareholders wealth. 

3. Choice of Sources of Funds:  

Before the actual procurement of funds, the finance manager has to decide the sources from which 

the funds are to be raised. The management can raise finance from various sources like equity 

shareholders, preference shareholders, debenture- holders, banks and other financial institutions, 

public deposits, etc. 
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CHAPTER 2 

SOURCES OF FINANCE 

 

Introduction 

Sources of finance mean the ways for mobilizing various terms of finance to the industrial concern. 

Sources of finance state that, how the companies are mobilizing finance for their requirements. The 

companies belong to the existing or the new which need sum amount of finance to meet the long-

term and short-term requirements such as purchasing of fixed assets, construction of office building, 

purchase of raw materials and day-to-day expenses. 

 

Sources of finance may be classified under various categories according to the following important 

heads: 

1. Based on the Period – short term, Medium and Long term 

2. Based on Sources of Generation – Internally and externally generated 

 

 

FACTORS TO CONSIDER WHEN CHOOSING THE SOURCE OF FINANCE 

 

1. Cost 

Every source of finance carries some cost with it, known as cost of capital. While we talk 
about debt financing, other than lenders expectation, advantage of tax deductibility indirectly 
lowers down the cost of debt. The interest rate or coupon rate is the cost paid by the business 
for using the debt capital. When the costs of two broad sources are compared, debt turns out 
to be a cheaper source of finance, since the financial charges of debt is a tax deductable 
expense whereas dividend is not 

For e.g. If the Interest paid for long term debt is 10% (D) and tax rate is 50%(t), the effective 
cost for such debt to business is: 

D (1-t) = 10(1-50%) = 5% 

2. Risk 

A business is exposed to various kinds of risks. These risks should be considered while 
deciding on source of finance. For e.g. in case, a firm relies majorly on debt financing, then 
they are said to be highly leveraged as it bears high financial risk. That is, if debt repayments 
are not made on time this can lead to legal action and hence there is a risk of bankruptcy. 
High financial leverage also effects the earning per share. So, for deciding an optimal capital 
structure a company should analyze the degree of leverage that it can tolerate. 
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3. Controlling 

Controlling and management in the hands of the owner dilutes with more and more equity 
introduced from outside in business. Promoters or owners who do not want to lose the control 
of business and prefer to keep major decision making in their hand, will consider equity 
financing only up to certain level. 

4. Flexibility 

It plays an important role in deciding the capital structure. A firm functions in a dynamic 
business environment today. It should be able to respond to sudden shocks to its cash flows 
stream. A highly leveraged firm may face shortage of cash during adverse conditions, which 
may lead to sale of assets etc for generation of cash. Also, in extreme cases, a firm may have 
to take a step of capital restructuring or even liquidation on the worst side. 

5. Floatation cost 

This is the costs incurred by a publicly traded company when it issues new securities. 
Flotation costs are paid by the company that issues the new securities and includes expenses 
such as underwriting fees, legal fees and registration fees. Companies must consider the 
impact these fees will have on how much capital they can raise from a new issue.  

6. Regulatory rules  

Regulatory rules of various bodies also need to be adhered. In case of market listing (IPO), 
rules framed by respective legal bodies of different countries have to comply by. For instance, 
the legal body in Kenya is Nairobi Securities Exchange (NSE) and in the US is SEC.  

 

 

 

INTERNALLY AND EXTERNALLY GENERATED FINANCES 

 

Sources of Finance may be classified into various categories based on the period. 

 

INTERNAL SOURCES 

Internal Sources of Finance are the sources of finance or capital for business firms which are 

generated by the business itself in its normal course of operations. 

 

Internal source of finance includes 

● Retained earnings 

● Depreciation funds 

● Surplus 
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EXTERNAL SOURCES 

This is the money raised from outside the business 

 

External sources of finance may be include 

● Share capital 

● Debenture 

● Public deposits 

● Loans from Banks and Financial institutions 

 

 

Ordinary shares 

Equity Shares also known as equity shares, which means, other than preference shares. Equity 

shareholders are the real owners of the company. They have a control over the management of the 

company. Equity shareholders are eligible to get dividend if the company earns profit. Equity share 

capital cannot be redeemed during the lifetime of the company. The liability of the equity 

shareholders is the value of unpaid value of shares. 

 

Features of Equity/ordinary Shares 

 

Equity shares consist of the following important features: 

1. Maturity of the shares: Equity shares have permanent nature of capital, which has no 

maturity period. It cannot be redeemed during the lifetime of the company. 

2. Residual claim on income: Equity shareholders have the right to get income left after paying 

fixed rate of dividend to preference shareholder. The earnings or the income available to the 

shareholders is equal to the profit after tax minus preference dividend. 

3. Residual claims on assets: If the company wound up, the ordinary or equity shareholders 

have the right to get the claims on assets. These rights are only available to the equity 

shareholders. 

4. Right to control: Equity shareholders are the real owners of the company. Hence, they have 

power to control the management of the company and they have power to take any decision 

regarding the business operation. 

5. Voting rights: Equity shareholders have voting rights in the meeting of the company with the 

help of voting right power; they can change or remove any decision of the business concern. 

Equity shareholders only have voting rights in the company meeting and also they can 

nominate proxy to participate and vote in the meeting instead of the shareholder. 

6. Pre-emptive right: Equity shareholder pre-emptive rights. The pre-emptive right is the legal 

right of the existing shareholders. It is attested by the company in the first opportunity to 

purchase additional equity shares in proportion to their current holding capacity. 

7. Limited liability: Equity shareholders are having only limited liability to the value of shares 

they have purchased. If the shareholders are having fully paid up shares, they have no 

liability. For example: If the shareholder purchased 100 shares with the face value of Rs. 10 

www.so
m

ea
ke

ny
a.

co
m

 - 
Sam

ple
 n

ot
es

07
07

 7
37

 8
90



www.someakenya.com                                     Contact: 0707 737 890 Page 23 
 

each. He paid only Sh. 900. His liability is only Sh. 100. 

 

Total number of shares 100 Face value of 

shares Sh. 10 

Total value of shares 100 × 10 = 1,000 

Paid up value of shares 900 

Unpaid value/liability  

  

100  

 

Liability of the shareholders is only unpaid value of the share (that is Sh. 100). 

 

Advantages of Equity Shares 

 

Equity shares are the most common and universally used shares to mobilize finance for the 

company. It consists of the following advantages. 

 

1. Permanent sources of finance: Equity share capital is belonging to long-term permanent 

nature of sources of finance; hence, it can be used for long-term or fixed capital requirement 

of the business concern. 

2. Voting rights: Equity shareholders are the real owners of the company who have voting 

rights. This type of advantage is available only to the equity shareholders. 

3. No fixed dividend: Equity shares do not create any obligation to pay a fixed rate of dividend. 

If the company earns profit, equity shareholders are eligible for profit, they are eligible to get 

dividend otherwise, and they cannot claim any dividend from the company. 

4. Less cost of capital: Cost of capital is the major factor, which affects the valueof the 

company. If the company wants to increase the value of the company, they have to use more 

share capital because, it consists of less cost of capital (Ke) while compared to other sources 

of finance. 

5. Retained earnings: When the company have more share capital, it will be suitable for 

retained earnings which is the less cost sources of finance while compared to other sources of 

finance. 

 

Disadvantages of Equity Shares 

 

1. Irredeemable: Equity shares cannot be redeemed during the lifetime of the business concern. 

It is the most dangerous thing of over capitalization. 

2. Obstacles in management: Equity shareholder can put obstacles in management by 

manipulation and organizing themselves. Because, they have power to contrast any decision 

which are against the wealth of the shareholders. 

3. Leads to speculation: Equity shares dealings in share market lead to secularism during 

prosperous periods. 
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CHAPTER 3 

FINANCIAL MARKETS AND SYSTEMS 

 

Financial Market, in very crude terms, is a place where the savings from various sources like 

households, government, firms and corporates are mobilized towards those who need it. 

Alternatively put, financial market is an intermediary which directs funds from the savers (lenders) 

to the borrowers. 

 

In other words, financial market is the place where assets like equities, bonds, currencies, derivatives 

and stocks are traded. 

Some of the salient features of financial market are: 

 Transparent pricing 

 Basic regulations on trading 

 Low transaction costs 

 Market determined prices of traded securities 

 

ROLES AND IMPORTANCE OF FINANCIAL MARKETS AND SYSTEM 

One of the important sustainability requisite for the accelerated development of an economy is the 

existence of a dynamic financial market. A financial market helps the economy in the following 

manner. 

 Saving mobilization: Obtaining funds from the savers or surplus units such as household 

individuals, business firms, public sector units, central government, state governments etc. is 

an important role played by financial markets. 

 Investment: Financial markets play a crucial role in arranging to invest funds thus collected 

in those units which are in need of the same. 

 National Growth: An important role played by financial market is that, they contribute to a 

nation's growth by ensuring unfettered flow of surplus funds to deficit units. Flow of funds 

for productive purposes is also made possible. 

 Entrepreneurship growth: Financial market contribute to the development of the 

entrepreneurial claw by making available the necessary financial resources. 

 Industrial development: The different components of financial markets help an accelerated 

growth of industrial and economic development of a country, thus contributing to raising the 

standard of living and the society of well-being. 
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MARKET PARTICIPANTS: 

The principle participants in the financial market are as follows: 

Banks: largest provider of funds to business houses and corporates through accepting deposits. 
Banks are the major participant in the financial market. 

Insurance companies: issue contracts to individuals or firms with a promise to refund them in 
future in case of any event and thereby invest these funds in debt, equities, properties, etc. 

Finance companies: engages in short to medium term financing for businesses by collecting funds 
by issuing debentures and borrowing from general public. 

Merchant banks: funded by short term borrowings; lend mainly to corporations for foreign currency 
and commercial bills financing. 

Companies: the surplus funds generated from business operations are majorly invested in money 
market instruments, commercial bills and stocks of other companies. 

Mutual funds: acquire funds mainly from the general public and invest them in money market, 
commercial bills and shares. Mutual fund is also principle participant in financial market. 

Government: authorized dealers basically look after the demand-supply operations in financial 
market. Also works to fill in the gap between the demand and supply of funds. 

 

FINANCIAL INNOVATION 

Miller, Silber and Van Horme characterize and describe financial innovations as an unanticipated 

improvement in the array of financial products and instruments that are stimulated by unexpected 

tax or regulatory impulses. 

They cite the following examples; 

1) The Eurobond market emerged in response to a 30% withholding tax imposed by the US 

government on interest payment on bonds sold in the US to overseas investors. 

2) Zero coupon bonds were offered to exploit the mistake of the internal revenue service in the 

US which permitted deduction of the same amount each year for tax purposes. (the tax 

authority employed simple interest and not compound interest)  

3) Financial futures came into being when Bretton woods system of fixed exchange rates was 

abandoned in the early 1970s. 

4) Paper currency was invented when the British government prohibited the minting of coins by 

the colonial North America. 

5) The euro dollar market was developed in response to the regulation in the US that imposed a 

ceiling on the interest rate payable on time deposits with commercial banks. 
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6) Financial swaps emerged initially in response to a restriction imposed by the British 

government on dollar financing by British firms and sterling financing by non British 

 

Financial innovations refer to development of new products, formation of new institutions, 

embracing new technology and other aspects that portray newness in the financial markets. 

The common types of financial innovations in regard to development of new products are swaps, 

Eurobonds, Zero coupons bonds, portfolio insurance, and options. 

Factors responsible for financial innovations; 

i. High level of transaction costs 

ii. Need to reduce agency costs 

iii. Existing opportunities to increase liquidity of assets for example, factoring of debts. 

iv. Regulatory and legislative changes which leads to volatility of interest and exchange rates. 

v. The move to floating exchange rates; the major fluctuations in exchange rates have added 

uncertainty to all international transactions 

vi. Computers and information technology- computers can be used to design and develop new 

products and strategies since they can provide for a large data processing  capacity 

vii. The world economic growth: - evidence has it that the growth in the world economy can be 

attributed to improvement in financial performance. 

viii. Regulations and deregulations: some innovations are propelled by government regulations for 

example swaps 

ix. Cross listing of securities across stock exchanges. 

 

 

Other activities that portray financial innovations include; Strategic decision making, system 

realignment, institutional setting, injecting new management, expanding to new markets 

Financial innovations enable institutions to raise their competitive strengths, improve their risk 

management skills and better satisfy the needs of their customers and market requirements. 

The main types of financial innovations include;  

a) Institutional innovations 

b) Process innovations 

c) Product innovations 

 

Institutional Innovations 

-Includes, changes in business structure, establishment of new types of financial intermediaries, or 

changes in the legal and supervisory framework. For example; introduction of Credit Reference 

Bureaus 
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-Mobile banking involves provision and availing banking and financial services with the help of 

mobile telecommunication devices.  

-Banks getting into investment banking services – Commercial banks are moving to acquire stock 

brokerage and investment banks to get involved in the stock market activity.  

-Banks offering insurance services on behalf of insurance companies 

-Islamic Banking – Banking that is guided by Islamic law or Islamic Sharia Law 

 

Process Innovations 

These innovations include the introduction of new business processes leading to increased efficiency 

and market expansion. Among the main process innovations include; office automation, use of 

computers in accounting systems  and client data management software. 

Among the main innovations include; 

-Electronic Banking – Mainly takes the form of Automated Teller Machines (ATM), Internet 

Banking and telephone transactions. Access to the banking services is thus convenient, fast and 

available throughout the clock. Banks are also able to provide services more efficiently and at 

relatively low cost. Transactions are effected in batches 

-Real Time Gross Settlement (RTGS) 

RTGS system is a funds transfer mechanism where transfer of money takes place from one bank to 

another on a “real time” and Gross basis. Real time means the transactions are processed as they are 

received. Gross settlement means the transactions are settled on one to one basis without bunching 

with any other transaction. 

RTGS system is primarily for large value transactions. As soon as transactions are remitted by the 

paying bank they are credited in the receiving bank. Transactions are effected continuously 

Product Innovations 

Include introduction of new deposit accounts, new credit arrangement, credit cards, debit cards, 

insurance and other financial products. Product innovations are introduced  to respond better to 

changes in market demand or to improve efficiency. 

Among the main product innovations include; 

- Business Club concept 

- Personal unsecured loans 

- Money transfer services 

- Products tailored to favour certain groups; Diva, X bank accounts of Standard Chartered 
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CHAPTER 4 

 

TIME VALUE OF MONEY 

What Is Time Value? 
If you're like most people, you would choose to receive the $10,000 now. After all, three years is a 
long time to wait. Why would any rational person defer payment into the future when he or she 
could have the same amount of money now? For most of us, taking the money in the present is just 
plain instinctive. So at the most basic level, the time value of money demonstrates that, all things 
being equal, it is better to have money now rather than later. 

But why is this? A $100 bill has the same value as a $100 bill one year from now, doesn't it? 
Actually, although the bill is the same, you can do much more with the money if you have it now 
because over time you can earn more interest on your money. 

Back to our example: by receiving $10,000 today, you are poised to increase the future value of your 
money by investing and gaining interest over a period of time. For Option B, you don't have time on 
your side, and the payment received in three years would be your future value. To illustrate, we have 
provided a timeline: 

If you are choosing Option A, your future value will be $10,000 plus any interest acquired over the 
three years. The future value for Option B, on the other hand, would only be $10,000. So how can 
you calculate exactly how much more Option A is worth, compared to Option B? Let's take a look. 

Future Value Basics 
If you choose Option A and invest the total amount at a simple annual rate of 4.5%, the future value 
of your investment at the end of the first year is $10,450, which of course is calculated by 
multiplying the principal amount of $10,000 by the interest rate of 4.5% and then adding the interest 
gained to the principal amount: 

Future value of investment at end of first 
year: 
= ($10,000 x 0.045) + $10,000 
= $10,450 

You can also calculate the total amount of a one-year investment with a simple manipulation of the 
above equation: 
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 Original equation: ($10,000 x 0.045) + $10,000 = $10,450 
 Manipulation: $10,000 x [(1 x 0.045) + 1] = $10,450 
 Final equation: $10,000 x (0.045 + 1) = $10,450 

The manipulated equation above is simply a removal of the like-variable $10,000 (the principal 
amount) by dividing the entire original equation by $10,000. 

If the $10,450 left in your investment account at the end of the first year is left untouched and you 
invested it at 4.5% for another year, how much would you have? To calculate this, you would take 
the $10,450 and multiply it again by 1.045 (0.045 +1). At the end of two years, you would have 
$10,920: 

Future value of investment at end of second year: 
= $10,450 x (1+0.045) 
= $10,920.25 

The above calculation, then, is equivalent to the following equation: 

Future Value = $10,000 x (1+0.045) x 
(1+0.045) 

Think back to math class and the rule of exponents, which states that the multiplication of like terms 
is equivalent to adding their exponents. In the above equation, the two like terms are (1+0.045), and 
the exponent on each is equal to 1. Therefore, the equation can be represented as the following: 

 

We can see that the exponent is equal to the number of years for which the money is earning interest 
in an investment. So, the equation for calculating the three-year future value of the investment would 
look like this: 

 

This calculation shows us that we don't need to calculate the future value after the first year, then the 
second year, then the third year, and so on. If you know how many years you would like to hold a 
present amount of money in an investment, the future value of that amount is calculated by the 
following equation: 
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Present Value Basics 
if you received $10,000 today, the present value would of course be $10,000 because present value 
is what your investment gives you now if you were to spend it today. If $10,000 were to be received 
in a year, the present value of the amount would not be $10,000 because you do not have it in your 
hand now, in the present. To find the present value of the $10,000 you will receive in the future, you 
need to pretend that the $10,000 is the total future value of an amount that you invested today. In 
other words, to find the present value of the future $10,000, we need to find out how much we 
would have to invest today in order to receive that $10,000 in the future. 

To calculate present value, or the amount that we would have to invest today, you must subtract the 
(hypothetical) accumulated interest from the $10,000. To achieve this, we can discount the future 
payment amount ($10,000) by the interest rate for the period. In essence, all you are doing is 
rearranging the future value equation above so that you may solve for P. The above future value 
equation can be rewritten by replacing the P variable with present value (PV) and manipulated as 
follows: 

Let's walk backwards from the $10,000 offered in Option B. Remember, the $10,000 to be received 
in three years is really the same as the future value of an investment. If today we were at the two-
year mark, we would discount the payment back one year. At the two-year mark, the present value 
of the $10,000 to be received in one year is represented as the following: 

Present value of future payment of $10,000 at end of 
year two: 

 

Note that if today we were at the one-year mark, the above $9,569.38 would be considered the future 
value of our investment one year from now. 

Continuing on, at the end of the first year we would be expecting to receive the payment of $10,000 
in two years. At an interest rate of 4.5%, the calculation for the present value of a $10,000 payment 
expected in two years would be the following: 

Present value of $10,000 in one year: 
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Of course, because of the rule of exponents, we don't have to calculate the future value of the 
investment every year counting back from the $10,000 investment at the third year. We could put 
the equation more concisely and use the $10,000 as FV. So, here is how you can calculate today's 
present value of the $10,000 expected from a three-year investment earning 4.5%: 

 

So the present value of a future payment of $10,000 is worth $8,762.97 today if interest rates are 
4.5% per year. In other words, choosing Option B is like taking $8,762.97 now and then investing it 
for three years. The equations above illustrate that Option A is better not only because it offers you 
money right now but because it offers you $1,237.03 ($10,000 - $8,762.97) more in cash! 
Furthermore, if you invest the $10,000 that you receive from Option A, your choice gives you a 
future value that is $1,411.66 ($11,411.66 - $10,000) greater than the future value of Option B. 

Present Value of a Future Payment 
Let's add a little spice to our investment knowledge. What if the payment in three years is more than 
the amount you'd receive today? Say you could receive either $15,000 today or $18,000 in four 
years. Which would you choose? The decision is now more difficult. If you choose to receive 
$15,000 today and invest the entire amount, you may actually end up with an amount of cash in four 
years that is less than $18,000. You could find the future value of $15,000, but since we are always 
living in the present, let's find the present value of $18,000 if interest rates are currently 4%. 
Remember that the equation for present value is the following: 

 

In the equation above, all we are doing is discounting the future value of an investment. Using the 
numbers above, the present value of an $18,000 payment in four years would be calculated as the 
following: 

Present Value 

 

From the above calculation we now know our choice is between receiving $15,000 or $15,386.48 
today. Of course we should choose to postpone payment for four years! 
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CHAPTER 5 

INTRODUCTION TO RISK AND RETURN 

 

Risk  

It refers to deviation or variations of the actual outcome from the expected. It’s the possibility of 

things happening than they are expected.  

Risk can be measured for either a single or a gap of project (portfolio-collection of securities)  

 

Return  

It is the anticipated gain or earnings on any investment. These investments returns could be positive 

or negative outcomes.  

 

Risk-Return Tradeoff'  

It’s the principle that the potential return rises with an increase in risk. Low levels of uncertainty 

(low-risk) are associated with low potential returns, whereas high levels of uncertainty (high-risk) 

are associated with high potential returns. According to the risk-return tradeoff, invested money can 

render higher profits only if it is subject to the possibility of being lost.  

Expected Return 

The future is uncertain. Investors do not know with certainty whether the economy will be growing 

rapidly or be in recession. As such, they do not know what rate of return their investments will yield. 

Therefore, they base their decisions on their expectations concerning the future.  

The expected rate of return on a stock represents the mean of a probability distribution of possible 

future returns on the stock. The table below provides a probability distribution for the returns on 

stocks A and B.  

State Probability 

Return on 

Stock A 

Return on 

Stock B 

1 20% 5% 50% 

2 30% 10% 30% 

3 30% 15% 10% 

3 20% 20% -10% 

In this probability distribution, there are four possible states of the world one period into the future. 

For example, state 1 may correspond to a recession. A probability is assigned to each state. The 
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probability reflects how likely it is that the state will ocurr. The sum of the probabilities must equal 

100%, indicating that something must happen. The last two columns present the returns or outcomes 

for stocks A and B that will occur in the four states.  

Given a probability distribution of returns, the expected return can be calculated using the following 

equation:  

 

where  

 E[R] = the expected return on the stock,  

 N = the number of states,  

 pi = the probability of state i, and  

 Ri = the return on the stock in state i.  

Expected Return on Stocks A and B 

Stock A  

 

Stock B  

 

So we see that Stock B offers a higher expected return than Stock A. However, that is only part of 

the story; we haven't yet considered risk.  

 

 

MEASURING RETURNS: 

 

1. Total Return: 

 

Percentage measure relating all cash flows on a security for a given time period 10 its purchase 

price 

 

A correct returns measure must incorporate the two components of return, yield and price change, as 

discussed earlier. Returns across time or from different securities can be measured and compared 

using the total return concept. Formally, the total return (TR) for a given holding period is a decimal 
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(or percentage) number relating all the cash flows received by an investor during any designated 

time period to the purchase price of the asset. Total return is defined as: 

 

         �� =   Any cash payments received + Price changes over the period 

����� �� ����� ��� ����� �� ��������� 

 

The dollar price change over the period, defined as the difference between the beginning (or 

purchase) price and, the ending (or sale) price, can be either positive (sales price exceeds purchase 

price), negative (purchase price exceeds sales price), or zero. The cash payments can be either 

positive or zero. Netting the two items in the numerator together and dividing by the purchase price 

results in a decimal return figure that can easily be converted into percentage form. Note that in 

using the TR, the two components of return, yield and price change, have been measured. 

 

The general equation for calculating TR is; 

 

�� =
��� +  (�� −  ��)

��
 

 

=
 ��� +  ��

��
 

 

Where; 

CFt = cash flows during the measurement period t 

PE = price at the end of period t or sale price 

PB = purchase price of the asset or price at the beginning of the period 

PC = change in price during the period, or PE minus PB 

 

The cash flow for bond pomes from the interest payments received, and that for a stock comes from 

the dividends received. For some assets, such as a warrant or a stock that pays no dividends, there is 

only a price change. 

 

2. Return Relative: 

It is often necessary to measure returns on a slightly different basis than TRs. This is particularly 

true when calculating either a cumulative wealth index or a geometric mean, both of which are 

explained below, because negative returns cannot be used in the calculation. The return relative (RR) 

solves this problem by adding 1.0 to the total return. 

 

RR = TR in decimal form + 1.0 

TR in decimal form = RR - 1.0 
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Although return relatives may be less than 1.0, they will be greater than zero, thereby eliminating 

negative numbers. 

 

3. Cumulative Wealth Index: 

Cumulative wealth over time given an initial wealth and a series of returns on some asset 

Return measures such as TRs measure changes in the level of wealth. At times, however, it is more 

desirable to measure levels of wealth {or prices) rather than changes. In other words, we measure the 

cumulative effect of returns over time given some stated beginning dollar amount invested, which 

typically is shown as $1 for convenience. Having calculated ending wealth (cumulative wealth) over 

some period on the base of a beginning $1, it is simple enough to multiply by the actual beginning 

amount, such as $10,000 or $100,000 or whatever the number is. The value of the cumulative wealth 

index, CWIn is computed, as: 

 

CWIn = WI0 (1 + TR1) (1 + TR2) ... (1 + TRn) 

 

Where; 

 

CWIB = the cumulative wealth index as of the end of period n 

WI0  = the beginning index value, typically $1 

TR1, n = the periodic TRs in decimal form 

 

Taking a Global Perspective: 

International investing offers potential return opportunities and potential reduction in risk through 

diversification. Based on the historical record, investments in certain foreign markets would have 

increased investor returns during certain periods-of time. However, investors need to understand 

how these-returns are calculated and the risk they are taking. 

 

Geometric Mean the arithmetic mean return is an appropriate measure of the central tendency of a 

distribution consisting of returns calculated for a particular time" period, such as 10 years. However, 

when percentage changes in value over time are involved, as a result of compounding, the arithmetic 

mean of these changes can be misleading. A different mean, the geometric mean, is needed to 

describe accurately the "true" average rate of return, over multiple periods. 

The geometric mean return measures the compound rate of growth over time. It is often used in 

investments and finance to reflect the steady growth rate of invested funds over some past period; 

that is, the uniform rate at which money actually few over time per period. Therefore, it allows us to 

measure the realized change in wealth over multiple periods. 

. 

The geometric mean is defined as the nth root of the product resulting from multiplying a series of 

return relatives together, 
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CHAPTER 6 

 

COST OF CAPITAL 
 

Introduction of cost of capital 

investment decision is major decision for an organization. Under investment decision process, the 

cost and benefit of prospective projects is analyzed and the best alternative is selected on the basis of 

the result of analysis. The benchmark of computing present value and comparing the profitability of 

different investment alternatives is cost of capital. cost of capital is also known as minimum required 

rate of return, weighted average cost of capital, cut off rate, hurdle rate, standard return etc. cost of 

capital is determined on the basis of component cost of financing and proportion of these sources in 

capital structure. 

 

Meaning of cost of capital 

Business firms raise the needed fund from internal sources and external sources. Undistributed and 

retained profit is the main source of internal fund. External fund is raised either by the issue of 

shares or by issue of debenture (debt) or by both means. The fund collected by any means is not cost 

free. Interest is to be paid on the fund obtained as debt and dividend is to be paid on the fund 

collected through the issue of shares. The average cost rate of different sources of fund is known as 

cost of capital. 

 

From the view point of return, cost of capital is the minimum required rate of return to be earned on 

investment. In other words, the earning rate of a firm which is just sufficient to satisfy the 

expectation of the contributors of capital is called cost of capital. Shareholders and debenture 

holders are the contributors of the capital. For example, a firm needs $ 5,00,000 for investing in a 

new project. the firm can collect $3,00,000 from shares on which it must pay 12% dividend and $ 

2,00,000 from debentures on which it must pay 7% interest. if the fund is raised and invested in the 

project, the firm must earn at least $50,000 which becomes sufficient to pay $36,000 dividend(12% 

of $3,00,000) and $14000 interest(7% of $2,00,000). The required earning $50,000 is 12% of the 

total fund raised. This 12% rate of return is called cost of capital. 

In this way, cost of capital is only minimum required rate of return to earn on investment and it is 

not the actual earning rate of the firm. As per above example, if the firm is able to earn only 10%. 

All the earnings will go in the hands of contributors of capital and nothing will be left in the 

business. Therefore, any business firm should try to maximize the earning rate by investing in the 

projects that can provide the rate of return which is more than the cost of capital. 
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SIGNIFICANCE AND COMPONENTS OF COST OF CAPITAL  

Significance of cost of capital 

cost of capital is considered as a standard of comparison for making different business decisions. 

Such importance of cost of capital has been presented below. 

 

1. Making investment decision 

cost of capital is used as discount factor in determining the net present value. similarly, the actual 

rate of return of a project is compared with the cost of capital of the firm. thus, the cost of capital has 

a significant role in making investment decisions. 

 

2. Designing capital structure 

the proportion of debt and equity is called capital structure. the proportion which can minimize the 

cost of capital and maximize the value of the firm is called optimal capital structure. cost of capital 

helps to design the capital structure considering the cost of each sources of financing, investor's 

expectation, effect of tax and potentiality of growth. 

 

3. Evaluating the performance 

cost of capital is the benchmark of evaluating the performance of different departments. the 

department is considered the best which can provide the highest positive net present value to the 

firm. The activities of different departments are expanded or dropped out on the basis of their 

performance. 

 

4. Formulating dividend policy 

out of the total profit of the firm, a certain portion is paid to shareholders as dividend. however, the 

firm can retain all the profit in the business if it has the opportunity of investing in such projects 

which can provide higher rate of return in comparison of cost of capital. on the other hand, all the 

profit can be distributed as dividend if the firm has no opportunity investing the profit. Therefore, 

cost of capital plays a key role formulating the dividend policy. 

 

 

COMPONENTS OF COST OF CAPITAL 

The individual cost of each source of financing is called component of cost of capital. the 

component of cost of capital is also known as the specific cost of capital which includes the 

individual cost of debt, preference shares, ordinary shares and retained earnings. Such components 

of cost of capital have been presented below: 
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a)  cost of debt 

 Cost of perpetual or irredeemable debt 

 Cost of non-perpetual or redeemable debt 

 Cost of debt issued on redeemable condition 

 Cost of callable debt 

b) Cost of preference share 

 Cost of perpetual preference share 

 Cost of redeemable preference share 

c) Cost of ordinary/equity shares or common stock 

d) Cost of retained earning 

Specific costs of capital  

Specific costs of capital are the costs of capital of each source of capital such as debt, preference 

shares and equity. 

 

a) Cost of debt (kd) 

The cost of debt for a perpetual debenture will be; 

        

���� �� ���� =
������ ��������

������� ������ ����� �� ����������
 

 

�� =
�

��

 

  I     is the annual interest 

Pb     is the current market value of a debenture 

 

If the debenture is redeemable after a certain period of time/it has a maturity period the following 

formula will be applied to get the cost of debt or yield to maturity; 

 

�� =
� +

� − ��

�
� + ��

2

 

I  is the annual interest 

M  is the par value of the debenture 

��  is the current market value of the debenture 

n   is the period to maturity 

The above formula gives the pre-tax cost of debt the after tax cost of debt for which interest paid on 

debentures is an allowable expense for tax purposes will therefore be; 
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��  (1 − �)   T being the tax rate. 

 

b) Cost of preference shares (��) 

The required return to the preference shareholders with perpetual preference share capital will be; 

Kp (cost of pref. share) = Annual dividend of preference shares  

                                          Market price of the preference share 

 

�� =
��

��

 

��  is the preference dividend per share 

��  is the market price per preference share 

 

Where the company incurred floatation cost the  

�� =
��

�� − ��

 

 

��   is the floatation cost 

 

c) Cost of ordinary shares/equity (��) 

Equity can be either internally generated (from retained earnings) or externally generated (the 

common share capital). 

The cost of retained earnings (K�). Retained earnings are an internal financing received without 

incurring floatation costs. It can be calculated as follows; 

 

 
 

�� =
��

��

+ � 

 

 

The cost of external equity (K�).  can be calculated as follows; 

�� =
��

�� − ��

+ � 

Where �� is the floatation cost which may be given as the percentage of the price or in shilling value. 

 

Weighted average cost of capital (WACC) 

This is the overall/composite cost of capital that a firm is currently using. It is calculated by 

determining the weighted average cost of each source of capital in the firm’s capital structure. 
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CHAPTER 7 
 

WORKING CAPITAL MANAGEMENT   
 
Introduction 

Management of Working Capital is also an important part of financial manager. The main objective 

of the Working Capital Management is managing the Current Asset and Current Liabilities 

effectively and maintaining adequate amount of both Current Asset and Current Liabilities. Simply 

it is called Administration of Current Asset and Current Liabilities of the business concern. 

 

Management of key components of working capital like cash, inventories and receivables assumes 

paramount importance due to the fact the major portion of working capital gets blocked in these 

assets. 

 

Meaning 

 

Working capital management is an act of planning, organizing and controlling the components of 

working capital like cash, bank balance inventory, receivables, payables, overdraft and short-term 

loans. 

 

Definition 

 

According to Smith K.V, “Working capital management is concerned with the problems that arise 

in attempting to manage the current asset, current liabilities and the inter-relationship that exist 

between them”. 

 

According to Weston and Brigham, “Working capital generally stands for excess of current assets 

over current liabilities. Working capital management therefore refers to all aspects of the 

administration of both current assets and current liabilities”. 

 

 

NATURE AND IMPORTANCE OF WORKING CAPITAL MANAGEMENT 

Working capital is the life blood and nerve center of business. Working capital is very essential to 

maintain smooth running of a business. No business can run successfully without an adequate 

amount of working capital. The main advantages or importance of working capital are as follows: 
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1. Strengthen The Solvency 

Working capital helps to operate the business smoothly without any financial problem for making 

the payment of short-term liabilities. Purchase of raw materials and payment of salary, wages and 

overhead can be made without any delay. Adequate working capital helps in maintaining solvency 

of the business by providing uninterrupted flow of production. 

 

2. Enhance Goodwill 

Sufficient working capital enables a business concern to make prompt payments and hence helps in 

creating and maintaining goodwill. Goodwill is enhanced because all current liabilities and operating 

expenses are paid on time. 

 Financial Forecast 

 Financial Forecasting 

 Advantages of solar panels 

 Bond 

 

3. Easy Obtaining Loan 

A firm having adequate working capital, high solvency and good credit rating can arrange loans 

from banks and financial institutions in easy and favorable terms. 

 

4. Regular Supply of Raw Material 

Quick payment of credit purchase of raw materials ensures the regular supply of raw materials from 

suppliers. Suppliers are satisfied by the payment on time. It ensures regular supply of raw materials 

and continuous production. 

 

5. Smooth Business Operation 

Working capital is really a life blood of any business organization which maintains the firm in well 

condition. Any day to day financial requirement can be met without any shortage of fund. All 

expenses and current liabilities are paid on time. 

 

6. Ability to Face Crisis 

Adequate working capital enables a firm to face business crisis in emergencies such as depression. 

 

 

DETERMINANTS OF WORKING CAPITAL 

Requirements Of working capital depend upon various factors such as nature of business, size of 

business, the flow of business activities. However, small organization relatively needs lesser 

working capital than the big business organization. Following are the factors which affect the 

working capital of a firm: 
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1. Size of Business 

Working capital requirement of a firm is directly influenced by the size of its business operation. Big 

business organizations require more working capital than the small business organization. Therefore, 

the size of organization is one of the major determinants of working capital. 

 

2. Nature of Business 

Working capital requirement depends upon the nature of business carried by the firm. Normally, 

manufacturing industries and trading organizations need more working capital than in the service 

business organizations. A service sector does not require any amount of stock of goods. In service 

enterprises, there are less credit transactions. But in the manufacturing or trading firm, credit sales 

and advance related transactions are in large amount. So, they need more working capital. 

 

3. Storage Time or Processing Period 

Time needed for keeping the stock in store is called storage period. The amount of working capital is 

influenced by the storage period. If storage period is high, a firm should keep more quantity of 

goods in store and hence requires more working capital. Similarly, if the processing time is more, 

then more stock of goods must be held in store as work-in-progress. 

 

4. Credit Period 

Credit period allowed to customers is also one of the major factors which influence the requirement 

of working capital. Longer credit period requires more investment in debtors and hence more 

working capital is needed. But, the firm which allows less credit period to customers’ needs less 

working capital. 

 

5. Seasonal Requirement  

In certain business, raw material is not available throughout the year. Such business organizations 

have to buy raw material in bulk during the season to ensure an uninterrupted flow and process them 

during the entire year. Thus, a huge amount is blocked in the form of raw material inventories which 

gives rise to more working capital requirements. 

 

6. Potential Growth or Expansion Of Business 

If the business is to be extended in future, more working capital is required. More amount of 

working capital is required to meet the expansion need of business. 

 Classifications 

 Small business loan 

 Small Business 

 Small business owner 
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7. Changes in Price Level 

Change in price level also affects the working capital requirements. Generally, the rise in price will 

require the firm to maintain large amount of working capital as more funds will be required to 

maintain the sale level of current assets. 

 

8. Dividend Policy 

The dividend policy of the firm is an important determinant of working capital. The need for 

working capital can be met with the retained earning. If a firm retains more profit and distributes 

lower amount of dividend, it needs less working capital. 

 

9. Access to Money Market 

If a firm has good access to capital market, it can raise loan from bank and financial institutions. It 

results in minimization of need of working capital. 

 

10. Working Capital Cycle 

when the working capital cycle of a firm is long, it will require larger amount of working capital. 

But, if working capital cycle is short, it will need less working capital. 

 

11. Operating Efficiency 

The operating efficiency of a firm also affects the firm's need of working capital. The operating 

efficiency of the firm results in optimum utilization of assets. The optimum utilization of assets in 

turn results in more fund release for working capital. 

 

WORKING CAPITAL MANAGEMENT POLICIES  

Working capital policy of a company refers to the level of investment in current assets for attaining 

their targeted sales. It can be of three types viz. restricted, relaxed, and moderate. Relaxed policy has 

higher and restricted has lower levels of current assets whereas moderate places itself between 

relaxed and restricted. Commonly, these policies are also named as aggressive, conservative and 

hedging policy. 

2 Important Decisions in Working Capital Management – Level of Current Asset and their 

Means of Financing.  

Working capital management has two main decisions at two consecutive stages. They are as follows: 

1. Level of Current Assets – How much to invest in Current Assets to achieve the Targeted 

Revenue? 

2. Means of Financing Current Assets – How should the above Current Asset Investment be 

financed i.e. the mix of long and short term finance? 
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CHAPTER 8 

 

CAPITAL BUDGETING DECISIONS UNDER CERTAINTY 
 

Introduction 

Capital budgeting decision is also known as the investment decision. The capital budgeting process 

involves a firms decision to invest its funds in the most viable and beneficial project. It is the process 

of evaluating and selecting long term investments consistent with the firm’s goal of owner wealth 

maximization. 

The firm expects to produce benefits to the firm over a long period of time and encompasses 

tangible and intangible assets. For a manufacturing firm, capital investment are mainly to acquire 

fixed assets-property, plant and equipment. Note that typically, we separate the investment decision 

from the financing decision: first make the investment decision then the finance manager chooses 

the best financing method. 

These key motives for making capital expenditures are; 

 

1. Expansion: The most common motive for capital expenditure is to expand the cause of 

operations – usually through acquisition of fixed assets. Growing firms need to acquire new 

fixed assets rapidly. 

2. Replacements – As a firm’s growth slows down and it reaches maturity, most capital 

expenditure will be made to replace obsolete or worn out assets. Outlays of repairing an old 

machine should be compared with net benefit of replacement. 

3. Renewal – An alternative to replacement may involve rebuilding, overhauling or refitting an 

existing fixed asset.. A physical facility could be renewed by rewiring and adding air 

conditioning. 

4. Other purposes – Some expenditure may involve long-term commitments of funds in 

expectations of future return i.e. advertising, R&D, management consulting and development 

of view products. Other expenditures include installation of pollution control and safety 

devises mandated by the government. 

 

Features/characteristics of investment decisions 

1. The investment requires a high outlay of capital which must be planned.  

2. Capital budgeting decisions have an influence on the rate and direction of the growth of the 

organization unlike normal operation costs. 

3. The investment has long-term implications. I.e. more than 1 year. 

4. The decisions are irreversible. This implies that there might be no second hand market for the 

assets since it’s usually tailor made for that particular firm. 

5. The future expected cash flows from this project are uncertain thus these decisions involve a 

high degree of risk. 
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INVESTMENT EVALUATION CRITERIA  
 
Three steps are involved in the evaluation of an investment:  

 Estimation of cash flows  
 Estimation of the required rate of return (the cast of capital)  
 Application of a decision rule for decision rule for making the choice  

 
Investment decision rule  
The investment decision rules may be referred to as capital budgeting techniques, or investment 
criteria. A sound appraisal technique should be used to measure the economic worth of an 
investment project. The essential property of a sound technique is that is should maximize the 
shareholders wealth. The following other characteristics should also be possessed by a sound 
investment evaluation criterion:  

 It should consider all cash flows to determine the true profitability of then project.  
 It should provide for an objective and unambiguous way of separate good projects from bad 

projects.  
 It should help ranking of projects according to their true profitability.  
 It should recognize the fact that bigger cash flows are preferable to smaller ones and early 

cash flows are preferable to later ones.  
 It should help to choose among mutually exclusive projects that project which maximizes the 

shareholders wealth.  
 It should be a criterion which is applicable to any conceivable investment project independent 

of others.  

 

Steps in Capital Budgeting Process 

The capital budgeting process consists of five distinct but interrelated steps. It begins with proposal 

generation, followed by review and analysis, decision making, implementation and follow-up. These 

six steps are briefly outlined below. 

 

1. Proposal generation: Proposals for capital expenditure are made at all levels within a 

business organization.  Many items in the capital budget originate as proposals from the plant 

and division management. Project recommendations may also come from top management, 

especially if a corporate strategic move is involved (for example, a major expansion or entry 

into a new market). A capital budgeting system where proposals originate with top 

management is referred to a top-down system, and one where proposals originate at the plant 

or division level is referred to as bottom-up system. In practice many firms use a mixture of 

the two systems, though in modern times has seen a shift to decentralization and a greater use 

of the bottoms-up approach. Many firm offer cash rewards for proposal that are ultimately 

adopted. 

2. Review and analysis: Capital expenditure proposals are formally reviewed for two reasons. 

First, to assess their appropriateness in light of firm’s overall objectives, strategies and plans 
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and secondly, to evaluate their economic viability. Review of a proposed project may involve 

lengthy discussions between senior management and those members of staff at the division 

and plant level who will be involved in the project if it is adopted.  Benefits and costs are 

estimated and converted into a series of cash flows and various capital budgeting techniques 

applied to assess economic viability. The risks associated with the projects are also evaluated. 

3. Decision making: Generally the board of directors reserves the right to make final decisions 

on the capital expenditures requiring outlays beyond a certain amount. Plant manager may be 

given the power to make decisions necessary to keep the production line moving (when the 

firm is constrained with time it cannot wait for decision of the board). 

4. Implementation: Once approval has been received and funding availed implementation 

commences. For minor outlays the expenditure is made and payment is rendered: For major 

expenditures, payment may be phased, with each phase requiring approval of senior company 

officer.  

5. Follow-up: involves monitoring results during the operation phase of the asset. Variances 

between actual performance and expectation are analyzed to help in future investment 

decision. Information on the performance of the firm’s past investments is helpful in several 

respects. It pinpoints sectors of the firm’s activities that may warrant further financial 

commitment; or it may call for retreat if a particular project becomes unprofitable. The 

outcome of an investment also reflects on the performance of those members of the 

management involved with it. Finally, past errors and successes provide clues on the 

strengths and weaknesses of the capital budgeting process itself. 

 

This topic will majorly discuss on the second step: Review and analysis.  

 

Estimation of cash flows is one of the most important and challenging step because decisions made 

depend on cashflows projected for each proposal. Cashflows must be relevant and therefore need to 

have the following criteria, 

 

 They must be future cashflows because cashflows already received or paid are sunk costs 

hence irrelevant in decision making. 

 Cashflows must be incremental. This enables the firm to analyze cashflows of the firm with 

or without the project. 

 Cashflows must involve an actual inflow or outflow of cash. Thus expenses which do not 

involve a movement of cash e.g. Depreciation are not cashflows. 

 

Cash flow components  

The cash flows of any project can include three basic components: 

 (1) An initial investment  

(2) Operating cash flows  

(3) Terminal cash flows. 
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All projects will have the first two; some however, lack the final components. 

Initial Investment  

The initial investment is the relevant cash outflow for a proposed project at time zero. It is found by 

subtracting all cash inflows occurring at time zero from all cash outflows occurring at time zero. 

Atypical format used to determine initial cash flow is shown below. 

 

Cost on new asset               xx 
Installation cost                xx 
Installed cost of new asset      xx 
 Proceeds from sale of old assets  xx   
 +  Tax on sale of old assets xx   

 
After-tax proceeds from sale of old 
asset    xx 

     

+ Change in Net working 
capital    xx 

Initial Investment     
 
 

 
xx 

 

The installed cost of new asset = cost of new asset (acquisition cost) + installation cost (additional 

cost necessary to put asset into operation) +After-tax proceeds from sale of old asset 

Change in networking capital (NWC) Net working capital is the difference between current assets 

(CA) and current liabilities (CL) i.e. NWC  = CA –CL. Changes in NWC often accompany capital 

expenditure decisions. If a company acquires a new machinery to expand its levels of operation, 

levels of cash, accounts receivables, inventories, accounts payable, accruals will increase. Increases 

in current assets are uses of cash while increases in current liabilities are sources of cash. As long as 

the expanded operations continue, the increased investment in current assets (cash, accounts 

receivables and inventory) and increased current liabilities (accounts payables and accruals) would 

be expected to continue. 

Generally, current assets increase by more than the increase in current liabilities, resulting in an 

increase in NWC which would be treated as an initial outflow (This is an internal build up of 

accounts with no tax implications, and a tax adjustment is therefore unnecessary). 

 

 

Operating Cash Flows 

These are incremental after tax cash during its lifetime. Three points should be noted:- 

- Benefits should be measured on after tax basis because the firm will not have the use of any 

benefits until it has satisfied the government’s tax claims. 

- All benefits must be measured on a cash flow basis by adding back any non-cash charges 

(depreciation) 

www.so
m

ea
ke

ny
a.

co
m

 - 
Sam

ple
 n

ot
es

07
07

 7
37

 8
90



This is a SAMPLE (Few pages extracted from the complete notes: Page 

numbers reflects the original pages on the complete notes).  

It’s meant to show you the topics covered in the notes. 

 

Download more at our websites: 

www.someakenya.co.ke  
or 

www.someakenya.com  

 

To get the complete notes either in softcopy form or in 

Hardcopy (printed & Binded) form, contact us: 

 

Call/text/whatsApp  0707 737 890  

 

Email:  
someakenya@gmail.com  

info@someakenya.co.ke 

info@someakenya.com 

 

Get news and updates about kasneb by liking our page 

www.fb.com/studycpa 

Or following us on twitter www.twitter.com/someakenya 

 

Pass on first attempt 

“Buy quality notes and avoid refers/retakes which costs more money and time” 

Sample/preview is NOT FOR SALE 

www.so
m

ea
ke

ny
a.

co
m

 - 
Sam

ple
 n

ot
es

07
07

 7
37

 8
90

http://www.someakenya.co.ke/
http://www.someakenya.com/
mailto:someakenya@gmail.com
mailto:info@someakenya.co.ke
mailto:info@someakenya.com
http://www.fb.com/studycpa
http://www.twitter.com/someakenya


www.someakenya.com                                     Contact: 0707 737 890 Page 169 
 

CHAPTER 9 

 

DIVIDEND DECISIONS 
 

Meaning of Dividend 

Dividend refers to the business concerns net profits distributed among the shareholders. It may also 

be termed as the part of the profit of a business concern, which is distributed among its shareholders. 

 

 

FACTORS INFLUENCING DIVIDEND DECISION OF A FIRM 
 

1. Legal rules:  

a) Net profit rule- This states that the dividends may be paid from company profits, either 

past or present. 

b) Capital impairment rule- This prohibits payment of dividends from capital i.e. from the 

sale of assets. This would be liquidating the firm. 

c) Insolvency rule- This prohibits payment of dividends when a company is insolvent .An 

insolvent company is one where assets are less than liabilities .In such a case all earnings 

and assets belong to debt holders and no dividends are paid. 

 

2. Profitability and liquidity. 

A company’s capacity to pay dividends will be determined primarily by its ability to generate 

adequate   and stable profits and cashflows. If the company has liquidity problems, it may be 

unable to pay cash   dividends and resort to paying stock dividends. 

3.   Investment opportunity. 

Lack of appropriate investment opportunities i.e. those with positive returns may encourage a 

firm to increase its dividend distribution. If a firm has many investments opportunities it will pay 

low dividends and have high retention. 

4. Tax position of share holder 

Dividend payment is influenced by the tax regime of a country e.g. in Kenya cash dividends are 

taxed at source, while capital gains are tax exempt. The effect of tax differential is to discourage 

shareholders from wanting high dividends. 

 

    5. Capital structure. 

       A company’s management may wish to achieve or restore an optimal capital structure. E.g. If 

they consider gearing to be too high they may pay low dividends and allow reserves to 

accumulate until a more optimal capital structure is achieved or restored. 
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    6. Industrial practice 

Companies will be resistant to deviate from accepted dividend or payment norms in the industry. 

  7. Growth stage. 

Dividend policy is likely to be influenced by the firms growth stage, e.g. a young     rapidly 

growing firm is likely to have high demand for developing funds therefore may pay low 

dividends or differ dividend payment till the company reaches maturity. It will therefore retain 

high amounts. 

 

8. Owners hip structure. 

A dividend policy may be driven by the ownership structure in affirm e.g. in small firms where the 

owners and managers are the same, dividend payout is usually low. However, in large quoted public 

companies, dividends are significant since the owners are not the managers. The value and 

preferences of a small group of owner managers would exert more direct influence on the dividend 

policy. 

 

9. Access to capital markets. 

Large well established firms have access to capital markets hence can get funds easily. They 

therefore pay high dividends unlike small firms which pay low dividends due to the limited 

borrowing capacity. 

 

10. Shareholders expectation. 

Shareholder s that have become accustomed to receiving stable and increasing dividends will expect 

a similar pattern to continue in to the future .Any sudden reduction or reversal of such a policy is 

likely to dissatisfy shareholders and the results in falling share prices. 

11. Contractual obligations on debt covenants. 

This limits the flexibility and amount of dividends to pay e.g. the cashflow based covenants. 

 

 

 

IMPORTANT RATIOS ON DIVIDENDS 

Dividend pay-out ratio.  

This ratio reflects a company's dividend policy. It indicates the proportion of earnings 

per share paid out to ordinary shareholders as divided. It is computed as follows: 

�������� ������ ����� =
��������� ��� �������� �ℎ���

�������� ��� �ℎ���
 

�ℎ��� �������� ��������� ��� �ℎ��� =
�������� ���������

������ �� �������� ������
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 Dividend Yield Ratio 

This shows the dividend return being provided by the share. It is given by 

 

�������� ����� =
��������� ���  �ℎ���

������ ����� ��� �ℎ���
 

 

Revision questions 

1. (b) Kathonzweni Holdings Limited has investment interests in three companies. Kanzokea Video 

Limited (KVL), Kithuki Hauliers Limited (KHL) and Mbuvo Fisheries Limited (TFL).  The 

following financial data relate to these companies. 

1. As at 31 December 2001, the financial statements of two of the companies revealed 

the following information: 

 

  

 2.

 Ea

rnings 

and 

dividend 

informati

on for Mbuvo Fisheries Ltd. (TFL) for the  

  past five years is given below: 

 

Year ended 31 

December 

1997 

Sh. 

1998 

Sh. 

1999 

Sh. 

2000 

Sh. 

2001 

Sh. 

Earnings per share 

Dividend per share 

5.0 

3.0 

6.0 

3.0 

7.0 

3.5 

10.0 

5.0 

12.0 

5.5 

The estimated return on equity before tax required by investors in Turkana Fisheries 

Ltd.’s shares is 20%. 

 Required: 

(i) For Kanzokea Video Ltd. (KVL) and Kithuki Hauliers Ltd. (KHL), determine and compare: 
 Dividend yields       
 Price/Earnings ratios 

Company Price of 

share 

Sh. 

Earnings per 

share 

Sh. 

Dividend per 

share 

Sh. 

Kanzokea Video Ltd. 

(KVL) 

Kithuki Hauliers Ltd. 

(KHL) 

160 

270 

  8 

18 

8 

9 
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(ii) Using the dividends growth model, determine the market value of 1,000 shares held in 
Mbuvo Fisheries Ltd. (TFL) as at 31 December 2001.

 

 

 

 

FORMS OF DIVIDEND 

 

Dividend may be distributed among the shareholders in the form of cash or st

Dividends are classified into: 

 

a) Cash dividend 

b) Stock dividend 

c) Bond dividend 

d) Property dividend 

 

Cash Dividend 

If the dividend is paid in the form of cash to the shareholders, it is called cash dividend. It is paid 

periodically out the business concerns EAIT (Earnings after interest and tax). Cash dividends are 

common and popular types followed by majority of the business concerns.

 

Stock Dividend 

Stock dividend is paid in the form of the company stock due to raising of more finance.

Under this type, cash is retained by the business concern. Stock dividend may be bonus issue. This 

issue is given only to the existing shareholders of the business concern.

 

 

Bond Dividend 

Bond dividend is also known as script dividend. If the company does not have su

pay cash dividend, the company promises to pay the shareholder at a future specific date with the 

help of issue of bond or notes. 
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Using the dividends growth model, determine the market value of 1,000 shares held in 

Dividend may be distributed among the shareholders in the form of cash or stock. Hence, 

 

If the dividend is paid in the form of cash to the shareholders, it is called cash dividend. It is paid 

concerns EAIT (Earnings after interest and tax). Cash dividends are 

Stock dividend is paid in the form of the company stock due to raising of more finance. 

ype, cash is retained by the business concern. Stock dividend may be bonus issue. This 

Bond dividend is also known as script dividend. If the company does not have sufficient funds to 

pay cash dividend, the company promises to pay the shareholder at a future specific date with the 

www.so
m

ea
ke

ny
a.

co
m

 - 
Sam

ple
 n

ot
es

07
07

 7
37

 8
90



This is a SAMPLE (Few pages extracted from the complete notes: Page 

numbers reflects the original pages on the complete notes).  

It’s meant to show you the topics covered in the notes. 

 

Download more at our websites: 

www.someakenya.co.ke  
or 

www.someakenya.com  

 

To get the complete notes either in softcopy form or in 

Hardcopy (printed & Binded) form, contact us: 

 

Call/text/whatsApp  0707 737 890  

 

Email:  
someakenya@gmail.com  

info@someakenya.co.ke 

info@someakenya.com 

 

Get news and updates about kasneb by liking our page 

www.fb.com/studycpa 

Or following us on twitter www.twitter.com/someakenya 

 

Pass on first attempt 

“Buy quality notes and avoid refers/retakes which costs more money and time” 

Sample/preview is NOT FOR SALE 

www.so
m

ea
ke

ny
a.

co
m

 - 
Sam

ple
 n

ot
es

07
07

 7
37

 8
90

http://www.someakenya.co.ke/
http://www.someakenya.com/
mailto:someakenya@gmail.com
mailto:info@someakenya.co.ke
mailto:info@someakenya.com
http://www.fb.com/studycpa
http://www.twitter.com/someakenya


www.someakenya.com                                     Contact: 0707 737 890 Page 180 
 

CHAPTER 10 

FUNDAMENTALS OF ISLAMIC FINANCE 

 

Introduction 

Islamic finance, despite its name, is not a religious product. It is however a growing series of 

financial products developed to meet the requirements of a specific group of people. 

Conventional finance includes elements (interest and risk) which are prohibited under Shari’ah law. 

Developments in Islamic finance have arisen to allow Muslims to invest savings and raise finance in 

a way which does not compromise their religious or ethical beliefs. 

It is estimated that between 1.5 and 1.8 billion people (one quarter of the world’s population) are 

Muslim. Geographically, most Muslims live in Asia (over 60%) or the Middle East and North Africa 

(about 20%). Despite these figures, Islamic finance is still very much a niche market, with the vast 

majority of Muslims, who have access to finance, using conventional financial products. The 

following map shows the geographical spread of the Muslim population throughout the world as a 

percentage of each country’s population, with the highest concentrations in the darkest shades of 

purple. 

 

The meaning of Islamic finance 

Islamic finance is a term that reflects financial business that is not contradictory to the principles of 

Shari’ah. Conventional finance, particularly conventional banking business, relies on taking deposits 

from, and providing loans to, the public. Therefore, the banker-customer relationship is always a 

debtor‑creditor relationship. A key aspect of conventional banking is the giving or receiving of 

interest, which is specifically prohibited by Shari’ah. For example a conventional bank’s fixed 

deposit product is based on a promise by the borrower that is the bank to repay the loan plus fixed 

interest to the lender that is the depositor. Essentially, money deposited will result in more money 

which is the basic structure of an interest. 

In other non‑banking businesses, conventional products and services, such as insurance and capital 

markets could be based on elements that are not approved by Shari’ah principles such as uncertainty 

(Gharar) in insurance and interest in conventional bonds or securities. In the case of insurance, the 

protection provided by the insurer in exchange for a premium is always uncertain as to its amount as 

well as its actual time of happening. A conventional bond normally pays the holder of the bond the 

principal and interest. 
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Conventional practices could also involve selling or buying goods and services that are not lawful 

from a Shari’ah perspective. These might be non‑halal foods such as pork, non‑slaughtered animals 

or animals not slaughtered according to Islamic principles, alcohol or services related to gambling, 

pornography and entertainment. In short, conventional business practices could be non‑compliant 

from a contractual structure perspective (if they are based on interest and uncertainty) and / or from 

a transactional perspective when they are involved in producing, selling or distributing goods and 

services that are not lawful according to Shari’ah. 

  

PRINCIPLES OF ISLAMIC BANKING 

What is an Islamic Bank? 

There is no standard way of defining what an Islamic bank is, but broadly speaking an "Islamic bank 

is an institution that mobilises financial resources and invests them in an attempt to achieve 

predetermined islamically -acceptable social and financial objectives. Both mobilisation and 

investment of funds should be conducted in accordance with the principles of Islamic Shari'a".  

 

1. Prohibition of Interest or Usury 

2. Ethical Standards 

3. Moral and Social Values 

4. Liability and Business Risk  

  

 

 1- Prohibition of Interest or Usury 

 

The principles of Islamic finance are established in the Qur'an, which Muslims believe are the exact 

Words of God as revealed to the Prophet Mohammed. These Islamic principles of finance can be 

narrowed down to four individual concepts. 

 

The first and most important concept is that both the charging and the receiving of interest is strictly 

forbidden. This is commonly known as Riba1 or Usury. Money, on its own, may not generate 

profits. When Riba infects an entire economy, it jeopardises the well-being of everyone living in that 

society. When investors are more concerned with rates of interest and guaranteed returns than they 

are with the uses to which money is put, the results can only be negative. 

 

Adherents of Islam believe that the Qur'an is the final book of God's word following both the Torah 

and the Bible. As a result, there are a number of similarities between the Islamic, Christian and 

Jewish faiths. 
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Quoting Shaikh Saleh Abdullah Kamel, Chairman and Founder of Albaraka Banking Group; Usury 

is forbidden in all the three religions, Judaism, Christianity and Islam, but it is the people who forget 

the rules of Allah. All societies, nowadays - Muslims, Christians and Jews - deal with Usury. 

 

2- Ethical Standards 

 

The second guiding principle concerns the ethical standards. When Muslims invest their money in 

something, it is their religious duty to ensure that what they invest in is good and wholesome. It is 

for this reason that Islamic investing includes serious consideration of the business to be invested in, 

its policies, the products it produces, the services it provides, and the impact that these have on 

society and the environment. In other words, Muslims must take a close look at the business they are 

about to become involved in. 

 

In all facets of the financial system, Islam has certain rules, certain regulations as to how Muslims 

should go about participating in these activities. For example, in share trading or the securities 

market, Islam looks at the activities of the companies, to establish whether or not the companies are 

involved in activities which are in line with Sharia'a. 

 

3- Moral and Social Values 

 

The third guiding principle concerns moral and social values. The Qur'an calls on all its adherents to 

care for and support the poor and destitute. Islamic financial institutions are expected to provide 

special services to those in need. This is not confined to mere charitable donations but has also been 

institutionalised in the industry in the form of profit-free loans or Al Quard Al Hasan. 

 

An Islamic bank's business includes certain social projects, as well as charitable donations. Islamic 

banks provide profit-free loans. For example, if an individual needs to go to hospital or wants to go 

to university, we give what is called Quard Al Hasan. This Quard Hasan is normally given for a 

short period of one year and the Islamic bank does not charge anything for that. 

 

4- Liability and Business Risk 

 

The final principle concerns the overarching concept of fairness, the idea that all parties concerned 

should both share in the risk and profit of any endeavor. To be entitled to a return, a provider of 

finance must either accept business risk or provide some service such as supplying an asset, 

otherwise the financier is, from a Sharia'a point of view, not only an economic parasite but also a 

sinner. This principle is derived from a saying of the Prophet Mohammed (May Peace be upon Him) 

"Profit comes with liability". What this means is that one becomes entitled to profit only when one 

bears the liability, or risk of loss. By linking profit with the possibility of loss, Islamic law 

distinguishes lawful profit from all other forms of gain. 
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In order to insure that these principles are followed, each Islamic institution must establish and 

provide itself with an advisory council known as a Sharia'a Board. The members of Sharia'a Boards 

can include bankers, lawyers or religious scholars as long as they are trained in the Islamic law, or 

Sharia'a. 

 

In 2001, the Industry witnessed a remarkable development in this regard by the initiative of the 

Accounting and Auditing Organization for the Islamic Financial Institutions or AAOIFI. At that 

time, AAOIFI's standards were enhanced to include elements that aim at broadening the role of the 

external auditor. Now according to these new developments the external auditor is also required to 

look for compliance with Sharia'a rules as defined by the Sharia'a supervisory board of each bank 

and in accordance with the Sharia'a standards AAOIFI has begun to issue. 

 

 

THE COMPONENTS OF ISLAMIC FINANCE 

1. Banking and interest (Riba) 

Islamic banking is the branch of Islamic finance that has seen the most growth to date. It is also the 

branch of finance that needs to be viewed from a different perspective as it cannot replicate 

conventional banking. This is because the most important underlying principle of conventional 

banking is that money creates money or that money has a premium, known as interest or usury. This 

practice (known in Arabic as Riba) is the antithesis of Islamic finance because Islamic law, from the 

beginning, has categorically denounced it. Money has never been perceived as a commodity for 

which there is a price for its use. Instead, Islamic law consistently views money as a medium of 

exchange, a store of value and a unit of measurement. 

As money cannot earn money, a link has to be introduced between money and profit as an 

alternative to interest. It is against this backdrop that Islamic banking has been primarily involved in 

trading, leasing and fee‑based as well as investment activities. Those involved in Islamic banking 

are not in a position to either borrow or lend money for interest. Subsequently, the nature of the 

Islamic banker‑customer relationship varies according to the different contracts that Islamic banks 

and their customers enter into. 

 

Islamic banking – the relationship between the user and the supplier of funds 

The relationship of the Islamic bank with the suppliers of funds can be of agent and principal, 

depositor and custodian, investor and entrepreneur as well as between fellow partners in a joint 

investment project. Similarly, the relationship of the bank with the users of funds can comprise of 

vendor and purchaser, investor and entrepreneur, principal and agent, lessor and lessee, transferor 
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