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The progress and development of countries can be measured by their abil-

ity to invest in education and by the extent to which their educational 

system responds to the requirements and changes of the age. It is the 

responsibility of the Ministry of Education to sustain the development of 

its educational systems. In response to the concept of Saudi Arabia’s Vision 

2030 policy, the Ministry has taken the initiative in adopting the Second-

ary Education Pathways system with the aim of bringing about effective 

and comprehensive reform at the secondary stage.

The Secondary Education Pathways system provides a distinguished 

and modern educational model for secondary education in Saudi Arabia, 

which efficiently contributes to:

•	 Strengthening the values associated with belonging to our home-

land, the Kingdom of Saudi Arabia, and of loyalty to its wise lead-

ers, may Allah protect them, based on pure belief founded on 

tolerant Islamic teachings.

•	 Strengthening the values of citizenship by focusing on them in the 

school curriculum and in class activities, in line with the demands 

of sustainable development and the development plans of Saudi 

Arabia, which emphasize the consolidation of the duality of values 

and identity, founded on the teachings of Islam and moderation.

•	 Offering qualifications to students that are in line with future spe-

cializations in universities and colleges or the required professions, 

and ensuring that educational outputs are consistent with the 

requirements of the labor market.

•	 Enabling students to pursue education along their preferred track 

at an early stage, according to their inclinations and abilities.
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•	 Enabling students to enrol in specific scientific and administrative 

disciplines related to the labor market and future jobs.

•	 Integrating students into an enjoyable and stimulating learning 

environment within the school, based on a constructive philosophy 

and applied practices within an active learning environment.

•	 Guiding students on an integrated educational journey from the 

primary stage to the end of secondary stage, and facilitating the 

process of their transition to the post-general education stage.

•	 Providing students with the technical and personal skills which will 

help them to deal with life and to respond to the requirements of 

the stage they are at.

•	 Expanding opportunities for graduate secondary school students 

through various options in addition to universities, such as by 

obtaining professional certificates, joining applied colleges, and 

obtaining job diplomas.

The Pathways system consists of nine semesters taught over three years, 

including a common first year in which students receive lessons in vari-

ous scientific and human fields, followed by two specialized years during 

which students follow a general pathway as well as four specialized path-

ways consistent with their inclinations and abilities. These are: the Legal 

Pathway, the Business Administration Pathway, the Computer Science and 

Engineering Pathway, and the Health and Life Pathway. This makes this 

system the best option for students in terms of:

•	 The existence of new study materials that comply with the require-

ments of the so-called Fourth Industrial Revolution and its associ-

ated development plans, as well as the Saudi Vision 2030 policy 

which aims to develop higher-order thinking, problem solving, and 

research skills.

•	 Elective field programs which are consistent with the needs of the 

labor market and the students’ own preferences. This enables stu-

dents to enrol in a specific elective field according to a specific job 

skills matrix.

•	 An “inclination” scale that ensures the attainment of students’ 

efficiency levels and effectiveness, and helps them to determine 

their own tendencies, predispositions, and strengths—all of which 

enhances their chances of success in the future.

Introduction



6 Introduction

•	 Volunteer work designed specifically for students in line with the 

philosophy of activities in schools, which is also one of the gradua-

tion requirements. This helps to promote humane values, build up 

society, and ensures its development and cohesion.

•	 A transfer procedure that enables students to move from one path-

way to another according to specific mechanisms.

•	 Proficiency classes in which skills are developed and achievement 

levels improved, by providing intensive and remedial lessons.

•	 Options for combining education with e-learning and blended 

learning/teaching, which are built into the Pathways system for 

reasons of flexibility, convenience, interaction, and effectiveness.

•	 A graduation project that helps students to integrate theoretical 

experiences with applied practices.

•	 Professional and skill-based certificates that are awarded to stu-

dents after completing specific tasks and certain tests in partner-

ship with specialized bodies.

The Business Administration Pathway is one of the paths developed at the 

secondary level. It contributes to achieving best practices by investing in 

human capital and providing students with the knowledge, experience, 

and skills that will allow them to keep pace with the Fourth Industrial Rev-

olution and the challenges of the 21st century. This pathway also seeks to 

provide students with the necessary skills to deal with the administrative 

and financial challenges of the digital economy era in order to ensure a 

stable economic future. This is driven and supported by: 1) the contents 

of the Saudi Vision 2030 policy, 2) the two associated programs for devel-

oping human capabilities and the quality of life, and 3) the labor market’s 

need for qualified personnel to work in future jobs. The pathway is also 

intended to promote the values of hard work, discipline, determination, 

perseverance, positivity, flexibility, national values, enhanced national iden-

tity, support for a culture of innovation and entrepreneurship, support for 

the value of volunteer work—all to prepare students for the labor market 

and to expand educational opportunities for them. It may also contribute 

to preparing students to continue their studies at university level, or to 

obtain professional certificates in one of the related disciplines.
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“Business Finance” is one of the main subjects in the Business Admin-

istration Pathway. It helps students to: 

•	 Become familiar with and understand the most important basic 

concepts of financial management.

•	 Gain knowledge of the relevant authorities for financial institutions 

and markets, and their role in making financial and investment 

decisions at the individual and organizational level. 

•	 Appreciate the importance of financial analysis and how to benefit 

from it in the making of financial and investment decisions at the 

individual and organizational level.

•	 Understand the concepts of yield, risk, and the time-value of 

money. 

The subject includes applied exercises relating to what students have learnt 

in order to assist them in solving realistic problems that develop their cog-

nitive skills, under the guidance and supervision of the teacher.

This book “Business Finance” is characterized by modern methods and 

contains elements that make the subject attractive and appealing, which 

increases students’ willingness to learn and interact with the subject 

through the concepts, exercises, and various activities the book provides. 

It emphasizes important aspects represented by:

•	 The close connection between the content and real-life situations 

and problems.

•	 Presenting the content in diverse, attractive, and interesting ways.

•	 Highlighting the role of the student in the teaching and learning 

processes.

•	 Paying attention to the coherence of its content, which forms an 

integrated whole.

•	 Encouraging interest in employing technology in different 

situations.

•	 Encouraging interest in employing a variety of methods in evalu-

ating the students, taking into account the individual differences 

between them.

In order to keep pace with global developments in this field, the book 

“Business Finance” provides the teacher with an integrated set of diverse 
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educational materials that take into account the individual differences 

between students. Furthermore, it gives references to educational soft-

ware and websites, all of which provide students with the opportunity 

to employ modern technologies and practice-based communication that 

serve to further confirm the book’s role in the teaching and learning 

process.

Finally, we ask Allah the Almighty to grant that this book may contrib-

ute to preparing and qualifying our sons and daughters as students for the 

world of work and business, and that it may act as an incentive to invest 

their energies wisely, to build their future, and to contribute to the devel-

opment of their country.

It is Allah who grants success!
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In business, finance refers to the supply, management, administration, and 

regulation of money. It is impossible to succeed in business without a clear 

understanding of the basics of finance. Whatever career path you choose 

to take in life—whether the CEO of a large corporation, an individual 

investor, or the owner of a small independent business—you will come 

into contact with financial concepts and practices.

Finance is a broad discipline. From an individual’s perspective, finance 

encompasses financial institutions and investments. Virtually every day, 

most people have some contact with a financial institution. Individuals 

write and receive checks, review their bank balances online, and use debit 

or credit cards. As you become an adult, your contact with financial insti-

tutions will probably be just as frequent.

People make investment decisions that often meet a specific purpose, 

such as a stock purchase in a retirement account or a college fund account. 

They may sell a stock that they believe is overvalued or buy one that they 

think is undervalued. Many people periodically make investment deci-

sions. They may not even be conscious of these decisions: having income 

withheld from wages, to be invested in a retirement plan, is an invest-

ment decision, even if the individual does not select the specific assets 

to include in the plan. The same applies when someone leaves funds in a 

mutual fund or continues to hold a stock. Maintaining those positions are 

also investment decisions.

Business owners and managers make financial decisions, so the third 

facet of finance is often referred to as business finance, or corporate 

finance. The employees of governments and nonprofit institutions also 

make similar financial decisions. Since expected future cash inflows and 

P R E F A C E
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outflows affect current financial decisions, many tools used for making 

business decisions also apply to non-business financial decisions.

Of course, financial institutions, investments, and business finance do 

not operate independently. Some courses in finance are called ‘Manage-

rial Finance’, while others have titles such as ‘Financial Management’. The 

focus in managerial finance is business financial decision making. Finan-

cial management is generally broader and combines financial institutions, 

investments, and business finance, although the emphasis is usually on 

their application to business decision making.

Business Finance introduces you to a range of financial institutions that 

play a central role in the Saudi economy. These include regulatory bodies 

and intermediaries that facilitate a range of transactions and serve the 

financial markets. Among these, one of the most important is the Saudi 

Central Bank (SAMA), which fulfills a range of functions from issuing cur-

rency and setting monetary policy to regulating the banking industry. The 

Saudi Exchange (Tadawul) is another key institution that connects busi-

nesses with investors. As highlighted in the book, the Saudi Exchange is 

one of many institutions helping to support the objectives of Saudi Vision 

2030.

This text introduces you to the key areas of the finance discipline. It 

provides you with a breadth of knowledge of finance and is a foundation 

on which you may build. This text gives you a working knowledge of the 

terms, environment, and mechanics of financial decision making.

Besides introducing you to the broad field of finance, Business Finance 

also aims to encourage all students to do additional work in the field. To 

do this additional work, you need a basic background. By exposing you to 

all facets of finance, this textbook lays a foundation that will encourage 

and facilitate your taking of additional courses in finance.
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Pedagogical Features

All textbooks feature a variety of pedagogical tools designed to 

improve learning.

Learning Outcomes are stated at the start of each chapter to give a 

clear outline of the concepts that will be addressed. After completing a 

chapter, it is useful to revisit these Learning Outcomes to ensure that each 

step has been clearly understood.

Key Terms are highlighted in bold throughout the text, with defini-

tions placed in boldface in the margins. These key terms for each chapter 

are then repeated at the end of each chapter in a table for easy reference 

and revision.

Problems, Exercises, and Assessment Questions are provided at the 

end of each chapter, to stimulate thinking and test your understanding of 

the concepts.

Numerical You Try It exercises feature throughout the chapters, where 

relevant, and there are problems and exercises with which to review the 

material. These problems primarily replicate the text illustrations or present 

straightforward variations on the text examples.

Real-world Case Studies around the themes of each chapter appear 

at the end of each chapter. Each longer case is accompanied by Study 

Questions and an optional Online Activity to test understanding and 

stimulate further research.



C H A P T E R

1
An Introduction to  
Financial Markets

Learning Outcomes

Once you have completed this chapter, you should be able to:

1.	 Give an overview of financial markets and the security trading process. 

2.	 Understand the mechanics of investing in securities.

3.	 Describe specialized securities including margin purchasing and short sales.

4.	 Explain different measures used to track security prices.

5.	 Explain alternative foreign securities.

6.	 Describe the impact of competition in securities markets.

The Arabian Peninsula has been a center for trade since ancient 

times. These traders would take frankincense and myrrh to Roman 

markets by camel caravans along the Incense Route. Traders faced 

risks in purchasing in one market while transporting and selling in other 

markets. These markets were not regulated and investors faced the risk 

of loss. Nevertheless, money would need to be exchanged in different 

markets by negotiating exchange rates. Currency exchangers would make 

money on a spread, or the difference between their purchase price and 

their sales price. 

Traders have always looked for ways to lower risks. One strategy is 

to share the risk of ownership across a number of investors. A company, 

or group of people who act as a single entity, can share risk by creating a 

corporation. This gives each person who invests in the corporation legal 

ownership represented by shares of stock. Because investors have stock 

ownership, they can buy and sell the shares in a secondary stock market. 

To share the risk of international trade, in 1602 the Dutch East In-

dia Company became the first publicly traded company to sell stock and 
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pay dividends to investors. In 1611, the Amsterdam Stock Exchange was 

created to facilitate the trading of the Dutch East India Company stock. 

Soon after, other international trading companies incorporated and traded 

their stocks in exchanges. Not all of these companies were successful, and 

many individuals lost their investments.

This chapter considers securities markets, with a focus on both in-

ternational and Saudi Arabian stock markets. Financial markets will be 

explained along with the role of brokers and securities dealers, the me-

chanics of investing, measures of security pricing, and foreign securities. 

The chapter ends with a discussion of the efficient market hypothesis, 

which suggests that over a period of years few investors will outperform 

the market.

How do currency exchangers make money on a spread?
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1.1  Markets 
At its most basic economic definition, a market is the means through 

which goods and services are exchanged by buyers and sellers. A seller 

brings something to the market and bids a sales price. The buyer asks for 

a price from the seller. The buyer and the seller can negotiate directly or 

use an intermediary called a broker to arrange and negotiate, or broker, 

the deal.

1.1a  Securities Markets

Every day, trillions in Riyal are traded in stock exchanges around the world. 

These buyers and sellers never meet; instead, the securities markets are 

intermediaries, impersonally transferring the stocks, bonds, and sukuk 

from the sellers to the buyers. The transfers typically occur on an organ-

ized exchange such as the Saudi Exchange. The world’s largest exchange is 

in the United States at the New York Stock Exchange (NYSE).

There certainly is no question that investing in securities involves the 

potential for loss. Without the possibility of loss, there would be no possi-

bility of gain. Of all the financial institutions, the stock market may be the 

best known, but its purpose is often misunderstood. The primary function 

of a stock market is not to raise funds for firms, but to transfer securities 

from sellers to buyers. There is no net change in the number of securities 

in existence; no funds are transferred to firms. All that occurs is a transfer 

of ownership from the seller to the buyer.

The Saudi Stock Market started in 1932 with the first joint-stock com-

pany in the Kingdom of Saudi Arabia, the Arab Automobile Company. The 

Saudi Stock Market Exchange was established in 1985. A financial market 

exchange allows for the trading of securities. In 1990, the Saudi exchange 

started using an electronic system for the exchange of stock. In 2001, an 

advanced system of trading, settlement and clearing mechanisms (finaliz-

ing sales), the Saudi Tadawul exchange system, was introduced. Tadawul 

was restructured in 2007 as a joint stock company in accordance with 

Article 20 of the Capital Market Law where the exchange is the sole entity 

in Saudi Arabia authorized to act as a securities exchange. The vision of 

the Saudi Exchange is to be an integrated financial exchange that fosters 

www.ien.edu.sa

Link to digital lesson

Stocks 

The capital raised by a 
company through the issue 
of shares

Bonds 

A debt obligation 
issued by entities such 
as governments and 
businesses

Sukuk 

A sukuk is a Shariah-
compliant bond-like 
instrument used in Islamic 
finance representing a 
direct asset ownership 
interest
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the development of a diverse Saudi Arabian capital market and competes 

internationally. The Saudi Exchange’s mission is to offer sound, efficient 

and attractive capital market products and services that deliver superior 

value to market participants and stakeholders. 

The Saudi Exchange, or Tadawul, operates under the authority of the 

Saudi Arabian Capital Market Authority (CMA). The CMA sets rules for 

corporations that want to list on Saudi Arabian exchanges. In the United 

States, the Securities and Exchange Commission sets rules for compa-

nies in that country. Exchanges enforce rules for companies that want to 

trade on their exchanges. The CMA regulates the Saudi Capital Market 

by issuing required rules and regulations to implement provisions of Cap-

ital Market Law. The CMA regulations create an investment environment 

that boosts confidence of investors, reinforces transparency and disclosure 

standards in all listed companies, and protects investors and dealers from 

illegal acts in the market.

Many countries allow for over-the-counter (OTC) exchange markets. 

This allows smaller companies that may not meet major exchange require-

ments to sell securities, such as stocks, directly from a broker-dealer net-

work instead of an investor purchasing from a centralized exchange. A 

broker does not actually sell stock but acts as an agent connecting sellers 

and buyers. Saudi Arabia has set up the Nomu Parallel Market providing 

an additional source of funding for issuers of security to access capital. 

Companies listed in the Nomu Parallel Market have modified and less 

stringent applications submitted to the Saudi Capital Market Authority 

(CMA) and the Saudi Exchange. This allows for a simpler and more flexi-

ble offering and listing process. While there are organizational differences 

between the exchanges from the perspective of a potential investor, they 

work in essentially the same way.

Saudi Vision 2030 has set goals for developing an advanced financial 

and capital market open to the world. This will allow greater funding oppor-

tunities in Saudi Arabia which will stimulate economic growth. To reach this 

goal, the Saudi Exchange system facilitates access to investing and trading 

in securities markets, easing the process of listing private Saudi Arabian 

companies and state-owned enterprises. Improvements in the exchange 

market have added liquidity (funding) to capital markets, strengthened 

debt markets, and opened additional investment opportunities. 
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1.1b  Major Types of Traded Securities

It is important for both investors and financial managers to understand 

the major types of traded securities. Financial managers need to obtain 

capital from investors, while investors need to know where to place their 

investments to obtain the highest return given their risk tolerance. 

There are two major types of traded securities, stocks, and bonds: 

1.	 Stocks, or equity ownership through the holding of shares, have 

stock markets which are secondary markets that facilitate the trans-

fer of existing securities among investors. 

2.	 A bond is a debt obligation issued by entities such as governments 

and businesses. 

2.1	 Governments issue bonds to finance their operations.

2.2	 Corporations issue corporate bonds to obtain assets.

Investors who buy bonds are making a loan to the entity issuing the bonds. 

These entities make a legal commitment to pay interest on the princi-

pal, or amount loaned, and in most cases return the principal when the 

bond comes due, or matures, at a specific date. Bonds can be discounted 

instead of paying interest. A discounted bond will sell for less than face 

value, or the money’s actual value, but at maturity pays a specified return 

on investment. A bond’s return is based on the entity’s risk. Government 

bonds are considered to be the most secure, so have a lower required 

How has automation changed the stock market?
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return. Businesses can have a bond rating. A business considered to be 

low risk will have a lower required return than a business considered to be 

higher risk. Figure 1.1 shows the relationship between risk and return.

Return

Risk

Government bonds

Corporate bonds

Stocks

Increasing risk 
and return

F I G U R E  1 .1
The Relationship between 

Risk and Return

The Saudi Exchange has a market for bonds and sukuk. A sukuk is a 

Shariah-compliant bond-like instrument used in Islamic finance. Bonds are 

typically an interest-bearing debt obligation. A sukuk is a direct asset own-

ership interest in the issuer of the sukuk. Like other investments, sukuk are 

traded in secondary markets.

Do you think smaller investors are more likely to buy stocks or bonds? Why? 
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Transferability of securities is extremely important

Financial managers want their securities in a secondary market where secu-

rities may be sold and converted into cash. This increases the willingness 

of investors to buy and hold stocks, bonds, and sukuk and thus increases 

the ability of firms to issue securities and raise capital. Without secondary 

markets, investors would be reluctant to buy the securities when a firm 

initially issued them. 

Understanding exchange markets is vital for financial managers  
and investors

New business start-ups may want to offer stock through an initial public 

offering (IPO). Existing corporations may want to issue additional shares 

of stock, buy back shares of stock, issue bonds, or issue sukuk. Both busi-

nesses and individuals invest in markets to obtain the highest returns on 

their investments. 

Market maker 

A market maker is a 
dealer who engages in the 
business of buying and 
selling securities for their 
own account

Why might a bond be issued, and why might an investor purchase it?

1.1c  Market Makers

Financial markets may have market makers (the securities dealer). Assume 

a seller wanted to sell a stock or other security, but no buyers want to 

buy that day. How low should the bid sales price go? Should it go to zero 

SAR? This would disrupt the market. Stock market makers help to ensure 

that a stock price remains in a range by buying and selling stocks and 

“making the market.” A market maker is a dealer who engages in the 

business of buying and selling securities for their own account. Market 

makers work in a variety of equity markets including the bond markets. In 
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most cases, market makers are dealers in large investment banks or other 

specialized trading companies. A “designated market maker”, or DMM, 

supervises trading in a company’s stock to ensure that trading (buying 

and selling) goes smoothly. If trading for that stock becomes volatile, the 

DMM would step in and buy or sell the securities for their own account. 

In effect, DMMs offer to buy securities from sellers and sell securities to 

buyers. Because they make a market in the security, an investor is able to 

buy and sell stocks and bonds. The Saudi Stock Exchange has set rules for 

Saudi market maker dealers to participate in the exchange. 

EXAMPLE

For example, a market maker may be willing to purchase a stock at SAR 200 

a share and sell it at SAR 210. The security is then quoted 200–210, which 

are the bid and ask prices. The market maker is willing to purchase at the 

bid price of a stock from a seller at SAR 200 and to sell, or ask, at SAR 210 

a share for the stock to a buyer.

Spread

Difference between the 
bid and ask prices

Bid and ask prices

Prices quoted by market 
makers at which they are 
willing to buy and sell 
securities

Market makers set specified prices at which they will buy and sell the 

security. The difference between the bid and the ask is the spread. The 

spread, like brokerage commissions (or the fee paid to the broker for car-

rying out the transaction), is part of the cost of investing. When someone 

wants to buy a security, the value of security offer is the bid price, but 

the price requested from a buyer is the ask price. The difference between 

the bid and the ask is a cost of obtaining the security. In some markets, if 

there are several market makers for a particular security, this spread will be 

smaller due to competition between market makers. If there are only one 

or two market makers, the spread may be larger as a percentage of the 

bid price. For example, if a corporation had a bond issue, they may have 

multiple investment banks participate in the sales. These investment bank 

market makers would then compete for the sale of the bonds shrinking 

the spread. The spread is also affected by the volume of transactions in the 

security and the number of outstanding shares the firm has. If there is a 

large volume of transactions or the number of outstanding shares is large, 

then there is usually a larger number of market makers. This increased com-

petition reduces the spread between the bid and the ask. If the number of 

outstanding shares is small, the spread is usually larger.
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The New York Stock Exchange (NYSE), like many exchanges, has both 

a physical auction managed by human DMMs and completely automated 

auctions that include algorithmic computer-based quotes from DMMs and 

other market participants. Some exchanges, such as the Saudi Exchange, 

use only computer-based trading engines to determine an equilibrium price. 

All possible bid and ask matching orders are executed at the end of the 

auction day. The execution price is an auction-based bid and ask price at 

the market close and becomes the next day’s reference, or starting, price. 

Automated exchanges like the Saudi Exchange and NASDAQ use their 

auction engines to settle prices. This has greatly reduced the spread and 

therefore the retail commissions for market makers. At the same time, this 

has greatly increased the total amount of stock trades.

Figure 1.2 illustrates the exchange process. A buyer places a purchase 

order with a broker who is registered to buy and sell securities on an 

exchange. The broker places the ask price and number of shares to the 

exchange. The exchange market maker matches this ask request with a 

seller who has a bid price delivered through their broker. The bid-ask pro-

cess will arrive at a settled price for the exchange of the securities. 

Seller Electronic Exchange
(Tadawul and NASDAQ)

Buyer

Market Maker Spread

Broker Broker
Market Maker

(Large banks, financial institutions, 
brokerage firms)

DMM Spread

Designated Market Maker
(NYSE Example)

Broker “ask” 
Price

Market Maker 
sells at 

“ask” Price

Broker “bid” 
Price

Market Maker 
buys at 

“bid” Price

Market 
Order

Market 
Order

F I G U R E  1 . 2
The Exchange Process

The spread is one source of the market makers’ profits as they turn over 

the securities in their portfolios. As illustrated in Figure 1.2, the spread for 

electronic exchanges is much smaller than for exchanges that use DMMs. 

Market makers also profit when the prices of the securities rise, because 

the value of their inventory of securities also rises. Market makers also bear 

the risk if the value of any securities they hold were to fall. These profits 

are a necessary facet of securities markets, for the profits induce the mar-

ket makers to serve the crucial function of buying and selling securities. 
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Choose the correct answer.

1.	 The primary function of a stock market is to raise funds for firms.

True / False

2.	 Organized securities markets are:

a.	 examples of commercial bank.

b.	 transferring money from savers to borrowers.

c.	 secondary markets.

d.	 not subject to regulation.

3.	 Under Saudi Capital Market Law, Tadawul is the sole entity in the KSA 

authorized to act as a securities exchange. 

True / False

4.	 Tadawul sets rules for corporations that want to list on Saudi Arabian 

exchanges. 

True / False

EXERCISES

These market makers guarantee to buy and sell at the prices they quote. 

Therefore, investors know what the securities are worth at a point in time 

and that there is a place to sell current security holdings or to purchase 

additional securities. For this service the market makers must be compen-

sated, and this compensation is generated primarily through the spread 

between the bid and the ask.

Why are market makers important to the running of the stock market?
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1.2  The Mechanics of Investing in Securities
Suppose an authorized investor wants to buy a stock of Saudi Aramco 

or Saudi Basic Industries Corporation. Companies listed on an exchange 

have a ticker symbol or trading name. In the Saudi Exchange, Saudi Ara-

mco’s trading name is SAUDI ARAMCO and Saudi Basic Industries Corpo-

ration’s ticker symbol is SABIC. Both companies trade through the Saudi 

Exchange, which advises potential investors to work with a member of the 

exchange, typically a broker, to open an investment portfolio. Authorized 

investors include Saudi Arabian citizens, companies, charitable institutions 

and associations, endowments, investment companies, public institu-

tions, government funds, and other authorized persons to purchase stocks 

through the exchange. 

1.2a  Brokerage Mechanics

As shown previously in Figure 1.2, a buyer places a purchase order with 

a broker whose role is to buy and sell securities for customers through 

the exchange. The broker and the market maker (the securities dealer) 

should not be confused since they perform different, but crucial, roles in 

the mechanics of purchasing and selling securities. Brokers execute orders 

for customers. Securities dealers make a market; they buy and sell secu-

rities for their own accounts. Dealers bear the risk associated with their 

purchases and sales. Because brokers buy and sell for their customers’ 

accounts, they do not bear the risk associated with fluctuations in securi-

ties prices. These risks are borne by the investors. Most brokers allow their 

retail, or personal account, clients to buy and sell online through a broker-

age portal.

Order Types: 

1.	 A market order: an order to buy or sell a security at the best cur-

rent price.

	� A buyer can ask the broker to buy the security at the best price 

currently available, which is the asking price set by the market mak-

er. Such a request is a market order. The investor is not assured of 

receiving the security at the currently quoted price, since that price 

www.ien.edu.sa
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Market order

Order to buy or sell a 
security at the best current 
price
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may change by the time the order is executed. However, the order 

is generally executed at or very near the asking price.

2.	 A limit order: an order to buy or sell a security at a specific price.

	� A buyer may enter a limit order and specify a price below the cur-

rent asking price and wait until the price declines to the specified 

level.

Orders Validity:

The timing menu allows the order to be placed for one day (a day order) 

or the order may remain in effect indefinitely (a good-till-canceled order). 

Such an order remains in effect until it is either executed or canceled.

Once the purchase or sale has been made, the broker sends a confirma-

tion statement notice of the exchange settlement. This confirmation gives 

the number of shares and type of security purchased or sold, the per unit 

price, and the total amount of the purchase or sale including the transac-

tion fees, if any. Figure 1.3 illustrates the buying and selling menus used 

by online brokerages.

ARAMCO

Symbol

Action

Order Type

Buy

Limit

Stock

Strategy

0

Quantity

Limit Price

Saudi Aramco

39.70 SAR

Today’s Open
Previous Close

Bid/Size
Ask/Size

39.25/2
39.83/1

PSE
EDGX

39.95
39.75

Volume
11,124,913

Day Only

Strategy

Expires at the end of the trading day if not filled

Day Range
52 Week Range

39.70 – 40.05
31.36 – 43.35

(does not include 
commission or fees)

Based on Limit Price

SAR – . – –

Estimated Amount

F I G U R E  1 . 3
Online Brokerage Order 

Limit order

A limit order is a direction 
given to a broker to buy or 
sell a security at a specific 
price

ARAMCO

Symbol

Action

Order Type

Sell

Market Order

Stock

Strategy

0

Quantity

Timing

Saudi Aramco

39.70 SAR

Today’s Open
Previous Close

Bid/Size
Ask/Size

39.25/2
39.83/1

PSE
EDGX

39.95
39.75

Volume
11,124,913

Day Only

Expires at the end of the trading day if not filled

Day Range
52 Week Range

39.70 – 40.05
31.36 – 43.35

(does not include 
commission or fees)

Based on Limit Price

SAR – . – –

Estimated Amount

Stock

Day order

Order to buy or sell at 
a specified price that is 
canceled at the end of the 
day if it is not executed

Good-till-canceled 
order

Order to buy or sell at a 
specified price (limit price) 
that remains in effect until 
it is executed by the broker 
or canceled by the investor
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1.2b  Trading on the Saudi Exchange

The Saudi Exchange has set specific rules for buying and selling through 

the exchange. 

Investors need to open an investment account with a broker author-

ized to carry out the securities business on exchange. The investor needs 

to fill out the required application to buy or sell a specific stock. This could 

be through a form issued by the broker, online, or through a telephone 

authorization. 

The most common orders available in the Saudi Exchange are “mar-

ket orders” and “limit orders”. The investor also can specify the dura-

tion of the validity of the order. The duration could be a “day order” or a 

“good-till-date-order”.

Choose the correct answer.

1.	 A broker and a market maker (the securities dealer) perform the same 

roles in the mechanics of purchasing and selling securities.

True / False

2.	 The major transaction fee for a brokerage firm is the _______. 

a.	 commission

b.	 spread 

c.	 ask 

d.	 return

3.	 An order placed to be filled in one day is called a day order. 

True / False

4.	 An investor placing a market order is assured of receiving the security 

at the currently quoted price. 

True / False

EXERCISES

Good-till-date order

An order active until a 
specific date
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1.3  Special Security Purchases
There are a number of different types of market orders that can be made 

based on an exchange’s rules. These include margin purchases, short sales, 

and derivatives.

1.3a  Margin Purchases

Investors can purchase securities on margin, which is buying the stock 

with a combination of the investors’ cash and credit supplied by the bro-

ker. The phrase “on margin” can be confusing, since it is similar to buy-

ing “on credit”. Margin is not the amount borrowed but is the investor’s 

equity in the security. This amount is often expressed as a percentage:

www.ien.edu.sa
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Margin =
Equity

Total value of portfolio

The margin requirement is the minimum percentage of the total 

price that the investor must pay. Individual brokers may require more mar-

gin, or a higher level of equity. The minimum payment required of the 

investor is the value of the securities times the margin requirement. 

EXAMPLE

If an investor owns stock worth SAR 10,000 and borrows SAR 2,000 from 

the broker, the investor has SAR 8,000 of equity in the stock.

(The amount of equity in any investment is the total amount minus the bor-

rowed amount.)

In this example, the equity is SAR 8,000 (SAR 10,000 − SAR 2,000) and the 

margin is:

80% =
SAR 8,000

SAR 10,000

Margin requirement

Minimum percentage of 
the total price that must 
be put up to buy securities

Margin

Investor’s equity in a 
security position
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The broker will have a fee for allowing the investor to purchase on mar-

gin using the broker’s funds. Investors use margin purchases to increase 

the potential return on the investment. The use of borrowed funds to 

magnify the investors’ return is referred to as financial leverage.Financial leverage

Use of borrowed funds to 
magnify the percentage 
return on an investment

Nora wants to purchase a stock on margin. Her broker will allow a 70% margin 
requirement. Nora wants to invest SAR 15,000 in the stock.

How much must Nora provide to make the purchase of the stock?

How much will the broker loan for the purchase? 

YOU TRY IT

1.3b  The Short Sale

When an investor purchases a stock and profits when its price rises and 

sustains a loss when its price declines, it is called a long position. How-

ever, a long position is not the only way an investor can profit from a 

Long position

Purchase of securities in 
anticipation of a price 
increase

EXAMPLE

If the price of 1 share is SAR 100 and 100 are purchased, the investment is

SAR 10,000 (SAR 100 x 100 shares).

If the margin requirement is 60%, the investor must supply SAR 6,000

(10,000 x 60%) of cash equity to purchase the stock.

The other SAR 4,000 (SAR 10,000 − SAR 6,000) is borrowed from the broker. 
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stock. An investor can also earn a profit from a decline in the price of a 

stock by taking a short position. In a short sale, an investor will borrow 

stock and sell it at a later date. If the price declines, the investor buys back 

the stock and pays off the loan (that is, pays off the borrowed stock). The 

investor earns a profit because the stock is bought for less than it was sold 

(at the borrowed level).

Short position

Sale of borrowed securities 
in anticipation of a price 
decrease 

EXAMPLE

Assume a stock is selling for SAR 500. Nora believes that the stock is over-

valued and that the price will decline.

She borrows 1 share of the stock from a broker and sells this in the market 

for SAR 500. 

Several weeks later, the stock price has declined and she is able to purchase 

the share back for SAR 350. She then returns this to the broker.

The profit on this trade is calculated by: Sale price - Purchase price

Nora makes a profit of SAR 150 (500 − 350 = 150).

However, if the stock price rises to SAR 650 before she can repurchase it, she 

will make a loss of SAR 150 (500 − 650 = -150).

Nora believes a stock will decline in value, she borrows and sells a share for  
SAR 200.

Two weeks later, she repurchases the share for SAR 140. 

What profit did she make from the transaction?

YOU TRY IT
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1.3c  Other Securities

There are a number of other securities available on the Tadawul exchange 

market as well as exchanges around the world. Many of these are cre-

ated by and used by professional investors and companies. These securi-

ties carry higher risk. Derivatives are contracts between two parties that 

derive their price from the value, but not ownership, of an underlying 

asset, such as stock, a group of stocks (an index), or other measure. As the 

price of the underlying asset changes, so does the value of the derivative 

contract. One type of derivative is a futures contract. A futures contract 

is an agreement to buy or sell a commodity or security at some point in the 

future. Most commodities have “futures market contracts”, such as the oil 

and gas market or grain markets. A chemical company may not want to 

face the market risk of rising oil and gas prices used in their production so 

they will purchase a futures contract to lock in a price for the commodity 

to be received in the future. If the price of the commodity rises, the com-

pany benefits. If the price drops in the future, the company will pay higher 

than market rates. 

Exchange-traded funds and mutual funds

Investors will often use exchange-traded funds or mutual funds as invest-

ment vehicles. Mutual funds are an assortment of securities developed 

by investment firms and offered to investors. These mutual funds can 

hold securities that match an overall market, an industry, or a portfolio of 

security investments (stocks and bonds). The mutual funds can be actively 

managed by the investment company, buying and selling securities as the 

market changes. They can also be passive or locked to a set of securi-

ties. Exchange-traded funds, or ETFs, are like mutual funds but are pas-

sive and trade like stocks. Like stocks, market makers provide bid and ask 

quotes to enhance liquidity for ETFs.

Derivatives 

Derivatives are contracts 
between two parties that 
derive their price from the 
value of an underlying 
asset, such as stock, group 
of stocks (an index), or 
other measure

Futures contract

A futures contract is an 
agreement to buy or sell 
a commodity contract or 
security at some point in 
the future

Mutual funds

An assortment of 
securities developed by 
investment firms and 
offered to investors

Exchange-traded funds

Like mutual funds but 
passive trade like stocks
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Answer the questions.

1.	 Ali wants to make two stock investments, one is a long position  

in stock A and one is a short position in stock B.

Stock A is currently priced at SAR 200 and Stock B is priced at  

SAR 100. 

Ali takes a long position in 100 shares of Stock A and a short position 

in 100 shares of Stock B.

A month later, Stock A is priced at SAR 220 and Stock B is priced at 

SAR 80.

a.	 What is Ali’s total gain/loss from the long position?

b.	 What is Ali’s total gain/loss from the short position? 

2.	 A futures contract is an agreement to buy or sell a commodity or 

security at some point in the future.

True / False

EXERCISES
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1.4  Measures of Securities Prices
Stock market exchanges have been one of the largest mechanisms of 

wealth creation for individuals around the world. 

1.4a  Market Downturns

Throughout the history of stock market investing across the world, there 

have been a number of market crashes or downturns. Famous crashes 

include the South Sea bubble of 1720 and the 1929 Wall Street crash. 

Despite downturns being a recurring theme of stock market investing 

globally, over the long-term stock markets have recovered and made good 

long-term investments. Crashes often follow a “bubble” or run up in 

prices and follow a similar pattern of irrational exuberance. Historically, 

the period after a crash has resulted in a period of strong investment per-

formance for long-term investors, as the inexperienced investors cut their 

losses and sell when the market is low.

1.4b  Market Index

There are a number of market indexes used in exchanges around the 

world. A market index tracks a set of securities showing trends in market 

performance. An index can show trends over time for a basket of securi-

ties in a market. An index could be calculated by the prices of all securities 

in the index or by a market capitalization-weighted index. A market cap-

italization-weighted index is the total market capitalization of shares 

listed on the market on a day divided by the total market capitalization of 

the shares previously listed on the index. With this index companies with 

a higher market capitalization (most overall value) will receive a higher 

weighting and companies with a small market capitalization will have less 

of an impact on the performance of the index. Securities prices and related 

indexes fluctuate daily.

A number of market indices are used to measure the performance of 

Saudi securities:

1.	 The Tadawul All Share Index (TASI), measures the stock price of 

publicly traded companies on the Saudi Stock Exchange. The MSCI 

Tadawul 30 Index (SAR) was developed by the Morgan Stanley 

www.ien.edu.sa
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Market capitalization-
weighted index

The total market 
capitalization of shares 
listed on the market on a 
day divided by the total 
market capitalization of 
the shares previously listed 
on the index
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Capital International (MSCI) firm and the Saudi Exchange. This 

index includes the top 30 securities listed on the Saudi Main Equity 

Market.

2.	 The Parallel Market Capped Index (NomuC) uses a market capital-

ization-weighted calculation methodology but caps a threshold of 

20% for any security to avoid a single security dominance on the 

Nomu Capped Index.

3.	 The TASI Islamic Index is a Shariah-compliant index. This index 

tracks the performance of companies listed as Shariah-compliant 

on the Saudi Exchange.

4.	 There are also indexes of subsets of the securities market. For exam-

ple, the Saudi Exchange’s website lists industry indexes based on 

the Global Industry Classification Standard (GICS). GICS is a com-

mon global industry classification standard, allowing investors to 

invest in specific industries such as energy, capital goods, consumer 

services, retailing, etc. 

Figures 1.4A and 1.4B illustrate index market values changing over time.

Date, X 202X

12,340.00

14,000

Tadawul All Share Index (TASI) 5 YEAR

12,000

� 74.15% +5,254.00 5Y

10,000

8,000

6,000

2018 2019 2020 2021 2022

F I G U R E  1 . 4 A

Figure 1.4A shows the increase in the market value of the TASI stocks. 

Note that the index moves up and down but has seen considerable growth 

since 2020. This is a 5-year chart and shows that the index has increased 

74.15% over the last 5 years. These types of online charts allow for track-

ing over 1 day, 5 days, 1 month, 6 months, year to date (YTD), 5 years, 

and a maximum based on the historical data available which can be found 

on the TASI index of the Saudi exchange. This same type of information 

on individual stocks is available as well.



CHAPTER 1  An Introduction to Financial Markets36

Figure 1.4B shows a comparison of two indexes, the TASI and the 

U.S. Dow Jones Industrial Average (DJI) index. Since these two indexes 

are based on different currencies, percent growth in the overall value is 

used. There is some general similar movement in these trends. A compa-

ny’s value reflects not only what happens within the firm or country, but 

also the larger impact of the global economy on a company’s perceived 

value. While the TASI index increased 74.15% over the last 5 years, the DJI 

only increased 49.00% in the same period.

Date, X 202X

12,340.00

100%

Tadawul All Share Index (TASI) 5 YEAR

80%

� 74.15% +5,254.00 5Y

60%

2018 2019 2020 2021 2022

Tadawul All Share Index +5,254.00 5Y

+10,082.00 5YDow Jones Industrial Index 

� 74.15%

� 49.00%

40%

20%

0%

-20%

F I G U R E  1 . 4 B

Choose the correct answer.

1.	 Stock markets almost never drop in value.

True / False

2.	 A   tracks a set of securities showing 

trends in market performance over time.

a.	 market tracker

b.	 market trader

c.	 market index

d.	 stock tracker

EXERCISES
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1.5  Foreign Securities
There are a vast number of securities in international markets. How inves-

tors access those securities depends upon the securities regulations in 

a country. For example, foreign securities cannot be listed on the Saudi 

Exchange. However, a Saudi citizen can purchase a Saudi developed 

mutual fund or ETF that focuses on international equity markets. 

If a citizen of a country is able to transfer funds to foreign accounts 

and set up brokerage accounts in a foreign country, they can invest directly 

into that country. Brokerages can also have an international presence and 

can invest funds into foreign equities. 

1.5a  Depositary Receipts

A security authority, like the Capital Market Authority (CMA), sets the 

rules for securities that can be exchanged in a country. While the CMA 

can place reporting and other requirements for companies in Saudi Arabia 

that list on the Saudi Exchange, they have little control over the regulation 

of companies outside of Saudi Arabia. Investment banks and companies 

can set up depositary receipts (DR). These are denominated negotiable 

instruments issued by a depositary bank in the local currency. The DR rep-

resents ownership of shares in a foreign market and can be purchased as 

an investment. 

1.5b  International Bonds

In addition to stocks, bonds sold in foreign countries are purchased interna-

tionally. There are three general types: (1) bonds issued by foreign firms; (2) 

bonds issued by foreign governments; and (3) bonds issued in foreign coun-

tries by international firms. Bonds issued by firms internationally depend on 

the currency in which they are denominated. A firm can sell bonds abroad 

denominated in the foreign currency or the firm can sell bonds denominated 

in the home currency (for example, Saudi SAR). These are called Eurobonds 

but this is not related to Europe. When a Saudi Arabian firm issues a 

Eurobond, it promises to make payments in SAR. In this case, a Saudi inves-

tor will not have to convert the payments from the country currency where 

the bonds are issued (such as British pounds) back into SAR.

www.ien.edu.sa
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Depositary receipts 
(DRs)

Receipts issued for foreign 
securities held by a trustee

Eurobonds

Bonds sold in a foreign 
country but denominated 
in the currency of the 
issuing firm
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Choose the correct answer.

1.	 Which of the following are true of depositary receipts (DR):

a.	 Investment banks and companies can set up depositary receipts 

(DR). 

b.	 DRs are denominated negotiable instruments issued by a deposi

tary bank in the local currency. 

c.	 A DR represents ownership of shares in a foreign market and can 

be purchased as an investment. 

d.	 All are true.

2.	 A bond sold in a foreign country but denominated in the currency of 

the issuing firm is called a(n):

a.	 Exchange bond 

b.	 Transnational bond 

c.	 Eurobond 

d.	 Savings Eurobond

EXERCISES
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1.6  Competition in the Securities Markets
Countries, and the companies that operate in a country, depend upon 

equity markets to maintain and grow their economies. If equity markets 

are competitive and many informed participants can readily enter and 

exit equities, then a market becomes efficient. The Saudi Capital Market 

Authority attempts to create these market conditions by setting infor-

mation regulations for companies that list on the Saudi Exchange. The 

Exchange provides performance information on equities, such as imme-

diate market rates, daily results, and historical results and trends. The 

Exchange also provides educational information for investors to help them 

make good investment choices. This allows individuals to readily buy and 

sell securities, find information that is rapidly disseminated, and follow 

prices as they quickly change in reaction to changes in the economic and 

financial environment. The securities markets are among the most com-

petitive markets in existence.

1.6a  Efficient Market Hypothesis (EMH) 

Competition among investors has led to an efficient market hypothesis 

(EMH). The efficient market hypothesis asserts that securities markets are 

so competitive that the current price of a stock properly values the firm’s 

future prospects — that is, the firm’s future earnings and its dividends. If a 

firm’s stock were perceived as undervalued, investors would rush to pur-

chase it. This increase in demand would push up the price. The converse 

would occur if the stock were perceived as overvalued; investors would sell 

the stock and this increase in supply would cause the price to fall. Hence 

the current price is a true measure of the security’s worth. Under EMH, 

security analysis by an individual investor designed to determine if a stock 

is overpriced (or costs more than its worth) or underpriced (or costs less 

than its worth) is futile because the stock is neither. The market has deter-

mined an equilibrium price.

An important implication of this theory of efficient markets is that an 

investor cannot consistently beat the market return (the return on the 

overall value of the equities). An investor will earn a return consistent with 

the market return and the amount of risk perceived in the investment. The 

efficient market hypothesis suggests that the probability of an investor 
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Efficient market 
hypothesis (EMH)

Theory that securities 
prices correctly measure 
the current value of a 
firm’s future earnings and 
dividends

Market return

The return on the overall 
value of the equities

Overpriced

An item that costs more 
than its worth

Underpriced

An item that costs less 
than its worth
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outperforming the market over any extended period is very small. That does 

not mean that an investor cannot outperform (or underperform) the market 

during a short period of time. During a brief period, such as a year, some 

investors will earn a return that is higher than the return earned by the 

market. However, there is little chance that those individuals will be able to 

achieve superior results for an extended period of time (in other words, to 

outperform the market consistently). Some stock investors engage in day 

trading. These investors will buy and sell stocks continuously hoping to take 

advantage of small changes in stock prices.

Information that enters the market can have immediate effect on the 

price of equities. Future prices can change radically due to weather events, 

political changes, changes in competitive actions, or any number of other 

events. Stock prices for companies can go up or down based on information 

that enters the market. Professional traders monitor information streams 

and make decisions accordingly. There is considerable information to back 

the efficient market hypothesis and this strongly suggests that few individ-

ual investors will, over a period of time, outperform the market consistently.

One primary reason for the efficient market hypothesis is the speed with 

which securities prices adjust to new information. The hypothesis requires 

that prices adjust extremely rapidly as new information is disseminated. In 

the modern world of advanced communication, information is rapidly dis-

persed in the investment community. The market then adjusts securities 

prices in accordance with the impact of the news on the firm’s future earn-

ings and dividends. By the time that the individual investor has learned the 

information, securities prices probably will have already changed. Thus, the 

investor will not be able to profit from acting on the information.
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How can professional traders react more quickly to price changes  
than other investors?

Insider trading

When someone inside 
a company, or someone 
who has access to insider 
information, trades the 
company’s securities 
because they have 
confidential or non-public 
information about the 
company

1.6b  Insider Trading

Because information is so important, there are laws against insider trad-

ing. Insider trading is when someone inside a company, or someone who 

has access to insider information, trades the company’s securities because 

they have confidential or non-public information about the company. For 

example, if an insider knew that a company was going to release informa-

tion that would greatly lower the stock price, the insider could sell their 

stock in the company or short sell the company’s stock. Insider trading is 

considered to be a criminal activity in most countries, including the King-

dom of Saudi Arabia.

If the markets were inefficient and prices did not adjust rapidly, some 

investors would be able to adjust their holdings and take advantage of dif-

ferences in investors’ knowledge. If some investors, such as insiders, knew 

that the acquisition would be announced but others would not, the insider 

could buy stock from those who were not informed. The price then could 

rise over a period of time as the knowledgeable buyers accepted progres-

sively higher prices in order to buy the stock. Of course, if a sufficient 

number of investors had learned quickly, the price increase would be rapid 
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as these investors adjusted their valuations of the stock in accordance with 

the new information. Government decisions can impact markets. To avoid 

giving some investors advantages, specific announcement times for the 

release of government information is announced to the public.

Choose the correct answer.

1.	 The Saudi Capital Market Authority attempts to create competitive 

market conditions by setting information regulations for companies 

that list on the Tadawul exchange.

True / False

2.	 In an efficient market, security prices:

a.	 adjust rapidly to new information.

b.	 adjust slowly to new information.

c.	 poorly value a firm’s future prospects.

d.	 indicate that the firm is overvalued.

EXERCISES
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Securities are traded on organized exchanges, such as the Saudi Exchange.  

Securities are bought through brokers, who buy and sell for their customers’ ac-

counts. The brokers submit orders for the securities to market maker dealers, 

who “make markets” in them. These market makers offer to buy and sell at 

specified prices (quotes), which are called the bid and the ask prices. Brokers and 

investors obtain these prices through electronic systems that transmit the quotes 

from the various dealers.

After securities are purchased, investors must pay for them with either cash 

or a combination of cash and borrowed funds. When investors use borrowed 

funds, they are buying on margin.

Investors may establish long or short positions. With a long position, inves-

tors purchase stock in anticipation of its price rising. If the price of the stock rises, 

investors may sell it for a profit. With a short position, investors sell borrowed 

stock in anticipation of its price declining. If the price of the stock falls, investors 

may repurchase the stock at the lower price and return it to the lender. The posi-

tion generates a profit if the selling price exceeds the purchase price.

Both the long and short positions are the logical outcomes of securities anal-

ysis. If the investor thinks a stock is underpriced, a long position (purchase of the 

stock) should be established. If an investor believes a stock is overvalued, a short 

position (the sale of borrowed securities) is established. In either case, if the in-

vestor is correct, the position will generate a profit. Either position may, however, 

generate a loss if prices move against the investor’s expected price change.

Investors may purchase securities issued by foreign firms. This is usually ac-

complished through the purchase of depositary receipts, or DRs, which are issued 

by financial institutions and represent the foreign securities. Investors may also 

acquire securities such as Eurobonds—debt instruments issued abroad by firms 

that are denominated in the firm’s currency instead of the foreign currency.

Securities markets are very competitive and efficient. New information is dis-

seminated rapidly, and prices adjust quickly in response to the new information. 

The efficient market hypothesis suggests that few investors will be able to out-

perform the market over an extended period of time. Although an investor may 

outperform (or underperform) the market for a given period, consistently supe-

rior returns may be impossible to achieve.

Summary
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1.	 Explain the bid-ask spread. Which price would you pay if you are purchasing 

a stock? Which would you receive if you were selling a stock?

	

	

	

	

2.	 Explain the role of brokers in modern stock markets. Why are they important?

	

	

	

	

3.	 Contrast long and short positions in stocks.

	

	

	

	

4.	 Illustrate the mechanics of a short sale.

	

	

	

	

5.	 List several market indices used to measure the performance of Saudi 

securities.

	

	

	

	

Problems
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6.	 Determine how Depositary Receipts (DRs) facilitate trading in foreign 

securities.

	

	

	

	

7.	 Explain why an investor should not expect to outperform the market on a 

consistent basis.

	

	

	

	

1.	 You purchase 100 shares for SAR 500 a share (SAR 50,000), and after a year 

the price rises to SAR 600. What will be the return on your investment if you 

bought the stock on margin and the margin requirement was: 

a.	 25%

b.	 50%

c.	 75%?

	

	

	

	

2.	 Repeat Problem 1 to determine the return on your investment, but in this 

case suppose the price of the stock falls to SAR 400 per share. What general-

ization can be inferred from your answers to Problems 1 and 2?

	

	

	

	

Exercises
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3.	 A stock is currently selling for SAR 45 a share. What is the gain or loss on the 

following transactions?

a.	 You take a long position and the stock’s price declines to SAR 41.50.

b.	 You sell the stock short and the price declines to SAR 41.50.

c.	 You take a long position and the price rises to SAR 54.

d.	 You sell the stock short and the price rises to SAR 54.

	

	

	

	

4.	 A sophisticated investor, Nasira, wanted to engage in a short sale. Nasira 

borrowed from a broker 500 shares of a green energy company and sold the 

stock at SAR 20 a share. The price of the stock subsequently fell to SAR 15 

at which time Nasira covered the position (that is, closed the short position 

by buying 500 shares at SAR 15 a share and returning those to the broker). 

What was the amount of profit or loss on this short sale? 

	

	

	

	

5.	 Abdullah purchased 200 shares of a pharmaceutical company for SAR 25 on 

margin. The margin requirement was 40%. How much does Abdullah need 

to provide to make the purchase of the shares? 
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6.	 Thana buys 100 shares of a software company, DEM, at SAR 35 a share and 

200 shares of GOP at SAR 40 a share. She buys on margin. 

a.	 If the margin requirement is 50%, what is the maximum amount she can 

borrow? 

b.	 If the margin requirement is 70%, what is the maximum amount she can 

borrow?

	

	

	

	

7.	 After an analysis of an electronics store, Omar has concluded that the firm 

will face financial difficulty within a year. The stock is currently selling for SAR 

50 and Omar wants to sell it short. If he does, what is the return he will re-

ceive if the stock price drops to SAR 10?

	

	

	

	

8.	 Lina buys stock on margin at SAR 20 per share. The margin requirement is 

50%. What is the amount that Lina should provide to make the purchase of 

this stock? 

	

	

	

	

9.	 Ali sells short 1 stock which is currently priced at SAR 20. He is able to repur-

chase it for SAR 16. What return does he make?
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Choose the correct answer 

1.	 The Tadawul Exchange:

a.	 is a financial intermediary 

b.	 is a secondary market

c.	 transfers funds to businesses

d.	 forbids buying stock on margin 

2.	 The major types of traded securities in the Tadawul exchange are  

1. stocks, 2. bonds, 3. sukuk.

a.	 1 only

b.	 2 only

c.	 1, 2 and 3

d.	 1 and 2

3.	 Available exchange orders in the Tadawul exchange include:

a.	 hit order

b.	 take order 

c.	 market order 

d.	 all of the above

4.	 The use of borrowed funds to magnify the investor’s return is referred 

to as financial leverage.

True / False

ASSESSMENT QUESTIONS

10.	Nawaf sells short 100 shares of a stock priced at SAR 50. He repurchases 

them for SAR 53 each. What return does he make?
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5.	 Buying stock on margin 1. is an example of financial leverage, 2. is 

buying stock with borrowed funds, 3. requires leaving the stock with 

the broker.

a.	 1 and 2

b.	 1 and 3

c.	 2 and 3

d.	 1, 2, and 3

6.	 If the margin requirement is 65% and the investment is SAR 10,000. 

The investor must supply how much in cash?

a.	 SAR 3,500

b.	 SAR 6,500

c.	 SAR 10,000

d.	 �The answer cannot be determined from this information.

7.	 An investor can also earn a profit from a decline in the price of a stock 

by taking a: 

a.	 long position 

b.	 short position

c.	 declining position 

d.	 parallel position

8.	 The MSCI Tadawul 30 measures the stock price of publicly traded com-

panies on the Saudi Stock Exchange. 

True / False. 

9.	 Foreign securities can be listed on the Tadawul exchange.

True / False. 

10.	The CMA can place reporting and other requirements for companies 

outside of Saudi Arabia.

True / False. 

11.	Stock prices tend to adjust rapidly to new information.

True / False.

12.	It is impossible for a trader to beat the market in the short term.

True / False.
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Term Definition
Bid and ask 
prices

Prices quoted by market makers at which they are willing to buy 
and sell securities

Bonds A debt obligation issued by entities such as governments and 
businesses

Day order Order to buy or sell at a specified price that is canceled at the end 
of the day if it is not executed

Depositary  
receipts (DRs)

Receipts issued for foreign securities held by a trustee

Derivatives Derivatives are contracts between two parties that derive their 
price from the value of an underlying asset, such as stock, group 
of stocks (an index), or other measure

Efficient market  
hypothesis (EMH)

Theory that securities prices correctly measure the current value of 
a firm’s future earnings and dividends

Eurobonds Bonds sold in a foreign country but denominated in the currency 
of the issuing firm

Exchange-traded 
funds

Like mutual funds, but passive and trade like stocks

Financial leverage Use of borrowed funds to magnify the percentage return on an 
investment

Futures contract A futures contract is an agreement to buy or sell a commodity 
contract or security at some point in the future

Key Terms

13.	When someone trades a company’s securities because they have confi-

dential or non-public information about the company, they are engag-

ing in: 

a.	 insider trading

b.	 co-conspiracy trading

c.	 security trading 

d.	 non-competitive trading

14.	The efficient market hypothesis:

a.	 suggests that the market for securities is becoming less efficient

b.	 implies that investors can consistently outperform the market

c.	 �is built upon competition and the rapid dissemination of 

information

d.	 suggests that security prices change slowly over time
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Term Definition

Good-till- 
canceled order

Order to buy or sell at a specified price (limit price) that remains in 
effect until it is executed by the broker or canceled by the investor

Good-till-date 
order

An order active until a specific date

Insider trading Insider trading is when someone inside a company, or someone 
who has access to insider information, trades the company’s se-
curities because they have confidential or non-public information 
about the company 

Limit order A limit order is a direction given to a broker to buy or sell a secu-
rity at a specific price

Long position Purchase of securities in anticipation of a price increase

Margin Investor’s equity in a security position

Margin 
requirement

Minimum percentage of the total price that must be put up to buy 
securities

Market  
capitalization- 
weighted index

The total market capitalization of shares listed on the market on a 
day divided by the total market capitalization of the shares previ-
ously listed on the index

Market maker A market maker is a dealer who engages in the business of buying 
and selling securities for their own account

Market order Order to buy or sell a security at the best current price

Market return The return on the overall value of the equities

Mutual funds An assortment of securities developed by investment firms and 
offered to investors

Overpriced An item that costs more than its worth

Short position Sale of borrowed securities in anticipation of a price decrease

Spread Difference between the bid and ask prices

Stocks The capital raised by a company through the issue of shares

Sukuk A sukuk is a Shariah-compliant bond-like instrument used in  
Islamic finance representing a direct asset ownership interest

Underpriced An item that costs less than its worth

Margin =
Equity

Total value of portfolio

Key Terms

Key Formulas
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MINI CASE 1.1: Investment Decisions

Ali is new to investing and wants to set up a brokerage account. Ali has heard 
that investors have many options for investing. Ali wants to be prepared 
before he talks to a broker. He knows that he needs to understand the major 
investment options for individual investors. He also needs to understand the 
difference between the Tadawul exchange and the Nomu Parallel Market. 

Task

1.	 Considering the information presented in this chapter, what are the 

investment options Ali has for his brokerage account? 

2.	 Help Ali understand the difference between the Tadawul exchange and 

the Nomu Parallel Market by describing each market.

MINI CASE
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MINI CASE 1.2: Efficient Market Hypothesis

Omer is convinced that he can beat the market by making short-term 
decisions in his investments. You are Omer’s friend and you want to tell him 
that he needs to be careful because of the efficient market hypothesis (EMH). 
You decide to make a plan to explain the EMH to Omer. 

Task

1.	 Define in your own words the efficient market hypothesis. 

2.	 Use the efficient market hypothesis to explain why it is very difficult to 

beat the market.

MINI CASE
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MINI CASE 1.3: Long and Short Sales

Omer has heard that investors can make the most money in the fastest time 
by purchasing long and short sales. Omer is considering buying Company 
ABC stock at SAR 25 because he thinks it will rise to SAR 30 within a year.  
He is also considering selling CGQ short. CGQ currently sells for SAR 25, but 
Omer believes it will drop to SAR 20 within a year. 

Task

1.	 Determine Omer’s return on his investment in Company ABC, long 

position, if Omer buys at SAR 25 and the stock rises to SAR 30 within a 

year. 

2.	 Determine Omer’s return on his investment in CGQ using a short sale if 

he borrows a share of CGQ from his broker and sells this for SAR 25 and 

then purchases a share of CGQ for SAR 20 within a year to repay the 

broker (assume no related fees).

3.	 Justify which of these investment strategies you would recommend to 

Omer.

MINI CASE
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Yasser, like many young Saudi professionals, is considering opening a broker-

age account to both invest for retirement and to take advantage of the growing 

Saudi economy. Yasser is aware that under Saudi Vision 2030, small to medi-

um-sized enterprises (SMEs) are expected to grow in the Saudi economy. Yasser is 

also looking to diversify his investments for his retirement by purchasing shares of 

stocks, investment funds, sukuk and bonds, and exchange-traded funds. Yasser 

also needs to understand the trading cycle and his purchase and sales options. 

Yasser knows that his first stop for research is the Tadawul exchange website 

to use the Invest Wisely section of the Knowledge Center to learn how to invest 

wisely. Yasser has reviewed the table providing a comparison between financial 

instruments available in the Saudi capital market table. Yasser understands that 

there is a tradeoff between the risk of an investment and the expected return of 

an investment. Some of the investment options have higher risks and others have 

lower returns. Yasser doesn’t know if he should invest in one area or develop a 

portfolio of multiple options.

The Invest Wisely website outlines common mistakes made when investing 

and how to avoid them. This sounds like good advice to Yasser but he isn’t sure 

how much time he has to follow markets. The site also recommends strategies 

for using financial statements and ratios for evaluating companies, but he finds 

this confusing. The more Yasser reads, the more he thinks he will need profes-

sional advice to help him invest. 

Yasser decides to find a brokerage firm authorized to work with the Saudi 

Arabian exchange. Yasser checks the Members Directory on the Tadawul website 

to find firms authorized by the Saudi Arabian Capital Market Authority to pro-

vide brokerage services in Saudi Arabia and finds a very long list. 

Yasser identifies SNB Capital as the largest brokerage firm by trading volume 

with close to 18% market share in Saudi Arabia. SNB is also the largest Shari-

ah-compliant asset manager globally. SNB Capital was founded in 2007 as the 

investment banking and asset management arm of the Saudi National Bank. This 

is a large bank-based brokerage company and Yasser thinks this may be the right 

fit for his investing strategy. SNB will allow Yasser to trade independently online, 

by phone, or with the help of a personal broker. SNB is registered for trading in 

Tier 1 countries such as the US and parts of Europe and Asia. SNB has an online 

trading platform, AlAhli Tadawul, which is designed to allow trading through an 

easy to control platform, with analytical tools to help make decisions. With the 

online platform Yasser can trade in the US stock market. 

Yasser has also found many other Saudi brokers in the Members Directory. He 

also looked at large international investment banking companies such as the US 

based Citi and Goldman Sachs, European companies Credit Suisse and Deutsche 

Case Study: Investment Strategies
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Securities, and Asian companies such as HSBC. He wonders if these may be too 

large to take care of his personal needs. 

Yasser has a decision to make. He wants to have a brokerage account that 

will meet his needs in making long-term investments to support his retirement, 

but at the same time, he wants to invest in exciting growth opportunities. 

Study Questions

1.	 Use the Invest Wisely website to make a recommendation on how Yasser 

should develop his financial plan. 	

	

	

	

	

2.	 List the reasons that Yasser should consider using a personal broker to help 

him invest. 

	

	

	

	

Online Activity

Research a broker in Saudi Arabia other than SNB. Identify the services offered by 

this broker including the countries where someone can purchase equities. Iden-

tify the trading platform offered by this broker and list the advantages and disad-

vantages of using this broker.



C H A P T E R

2
Opportunity Costs and  
the Time Value of Money

Learning Outcomes

Once you have completed this chapter, you should be able to:

1.	 Identify personal and financial opportunity costs. 

2.	 Calculate the future value of a single amount.

3.	 Calculate the future value of a series of amounts (annuity).

4.	 Calculate the present value of a single amount.

5.	 Calculate the present value of a series of amounts (annuity). 

6.	 Understand other time value of money situations.

The basis of the time value of money is money makes money, and a 

Riyal received in the future is not equal to a Riyal received today. The 

time value of money, which in many societies is based on an inter-

est rate, is the cost of money borrowed or lent. Interest is a type of rent, 

the fee for using the money of someone else. The time value of money is 

based on the fact that a Riyal received today is worth more than a Riyal 

received later, because one Riyal received today can be saved and invested 

and will be worth more than a Riyal in the future. Similarly, a Riyal that will 

be received one year from today is currently worth less than a Riyal today.

The time value of money is a vital element of business and personal 

finance that can help you make decisions such as:

•	 “If I deposit SAR 6,000 today, how much will I have in five years?” 

•	 “Will SAR 16,000 saved each year give me enough money when I 

retire?” 

•	 “How much must I save today to have enough for my future edu-

cation expenses?” 
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In addition to these personal financial decisions, the time value of 

money is used each day for business decisions. For example, if an invest-

ment in plant and equipment costs SAR 120,000,000 and creates an an-

nual cash flow of SAR 18,210,000 for seven years, what is the investment’s 

return? The cash outflow, or money leaving a business, is in the present, 

but the cash inflows, or money going into a business are in the future. 

Time value of money calculations equate these cash inflows and outflows 

to determine the return. Once the expected return is calculated, the finan-

cial manager will decide whether to proceed and make the investment. 

These types of business investments contribute to support the objectives 

of Saudi Vision 2030.

The time value of money involves two major types: 

1.	 Future value. With future value calculations, also called com-

pounding, you are given an amount to save or invest, and you 

calculate the amount available at some future date. 

2.	 Present value. With present value, calculated through a process 

called discounting, you are given the amount that will be avail-

able at some future date, and you calculate the current value (See 

Figure 2.1). 

Amount Now FUTURE VALUE
(compounding)

Amount LaterPRESENT VALUE
(discounting)

F I G U R E  2 .1
Time Value of Money

Discounting 

The process of determining 
the present value of a 
payment that is to be 
received in the future

Time value of money refers to increases from earnings over time. With 

future value (compounding), the current amount grows to a greater future 

amount. Present value (discounting) determines the present amount that 

will grow to the desired future amount. 

In this chapter, the four basic time value situations are discussed: 

1.	 the future value of a single amount; 

2.	 the future value of a series of amounts (an annuity); 

3.	 the present value of a single amount; and

4.	 the present value of a series of amounts (an annuity). 

Each situation is explained and illustrated using several calculation tools.
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2.1  Opportunity Costs 
With every decision you make, you give up something. For example, 

money spent on an item gives up the opportunity to save or invest that 

money for the future. This tradeoff involved in every decision is commonly 

called opportunity cost, which is what a person gives up by making a 

choice. In other words, you sacrifice something (time or money) to obtain 

something else that you consider more desirable. The opportunity costs of 

your resources should be considered when making personal and financial 

decisions (see Figure 2.2).

www.ien.edu.sa
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2.1a  Personal Opportunity Costs 

Time is a commonly overlooked resource available to every person. A per-

sonal opportunity cost occurs when time used for one activity cannot be 

used for other activities. Time used for studying, working, or shopping will 

not be available for other uses. Like other resources, your time must be 

managed to achieve your personal goals and to satisfy your values. 

The health of a person is another possible personal opportunity cost. 

Eating unhealthy foods, not getting enough rest, or not exercising can 

result in illness, school absences, and higher medical expenses. Your per-

sonal resources (time, energy, health, abilities, knowledge), along with 

finances, require careful decision making. 

Personal and 
Financial Decisions  

(spending, saving, 
investing, borrowing)

Personal  
Opportunity Costs 

(time, health)
Financial  

Opportunity Costs  
(time value of money)

F I G U R E  2 . 2
Personal and Financial 

Opportunity Costs

Opportunity cost

What a person gives up by 
making a choice
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2.1b  Financial Opportunity Costs 

Would you rather have SAR 100 today or SAR 105 a year from now? How 

about SAR 120 a year from now instead of SAR 100 today? Your choice 

will depend on current needs, future uncertainty, and current rates of 

earnings. If you wait to receive your money in the future, you want to be 

rewarded for the risk. 

The time value of money calculates increases in an amount of money 

as a result of earnings over time. Saving and investing a Riyal instead of 

spending it today results in a future amount greater than a Riyal. 

Spending, saving, and investing money involves financial opportunity 

costs. Common examples include:

•	 Spending money from savings means lost future earnings; how-

ever, the purchase may have a higher priority than the earnings.

•	 Borrowing to make a purchase involves the opportunity cost of 

paying interest on the loan, but your current needs may make the 

tradeoff worthwhile. 

The opportunity cost of the time value of money is also present in these 

financial decisions:

•	 Setting aside funds in a savings plan with little or no risk has the 

opportunity cost of potentially higher returns from an investment 

with greater risk.

•	 Making annual deposits in a retirement account can avoid the 

opportunity cost of having inadequate funds later in life.

•	 Purchasing a new automobile or home appliance has the potential 

benefit of saving money on future maintenance and energy costs.

2.1c  Interest Calculations 

Three amounts are required to calculate the time value of money for sav-

ings in the form of interest earned: 

1.	 The amount of the savings (commonly called the principal). 

2.	 The annual rate. 

3.	 The length of time the money is on deposit.

Time value of money 

Increases in an amount 
of money as a result of 
earnings over time
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These three items are multiplied to obtain the amount of simple interest. 

Simple interest is calculated as follows: 

The increased value of money from interest earned involves two types of 

calculations: 

1.	 Future value; the amount available at a later date.

2.	 Present value; the current value of an amount in the future. 

Four methods are available for calculating time value of money: 

1.	 Formulas. Traditionally, math notations were used to compute 

future value and present value. 

2.	 Financial Calculators. Specialized calculators with financial func-

tions use appropriate keystrokes to perform future value and pres-

ent value calculations. 

3.	 Spreadsheets. Spreadsheet software has built-in financial formu-

las that include future value and present value calculations. 

Amount in 
savings

×
Annual  

interest rate
× Time period = Interest

EXAMPLE

Assume SAR 1,000 is invested today at 3% for a year. Calculate the amount 

of simple interest earned.

The simple interest earned = (SAR 1,000) × (0.03) × (1 year) = SAR 30.

What would SAR 2,000 invested today at 4% for a year earn? 

YOU TRY IT
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4.	 Websites and apps. Time-value-of-money calculators are avail-

able online and through mobile devices. 

(Note: In this chapter, the four basic time value of money calculations 

are explained using the formula, financial calculator, and spreadsheet soft-

ware methods. Different financial calculators may require slightly different 

keystrokes.)

Financial calculators generally have five special keys for calculating time 

value of money: 

N	 number of time periods 

I	 or % rate for the time period 

PV	 current amount (present value) 

PMT	 periodic payment (annuity) 

FV	 future amount (future value)

A financial calculator Spreadsheet software
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Choose the correct answer.

1.	 Opportunity cost refers to what a person gives up when making a 

decision. 

True / False

2.	 Which of these is not needed to calculate simple interest? 

a.	 annual rate

b.	 length of time

c.	 currency exchange rate 

d.	 amount of savings

3.	 If SAR 5,000 is invested at 3% for one year, what is the amount of 

simple interest earned?

a.	 SAR 100

b.	 SAR 120

c.	 SAR 150

d.	 SAR 180

EXERCISES
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2.2  The Future Value of a Single Amount 
Money deposited in an investment account will grow as a result of earn-

ings paid to the investor. In various cultures these earnings are referred 

to as interest or profit rate, resulting in your savings increasing in value. 

Future value is the amount to which current savings will grow based on a 

certain rate and a certain time period. 

FV = PV (1 + i)n

Where:

	 FV = Future value 

	 PV = Present value 

	 i = Interest rate 

	 n = Number of time periods.

The future value of a single amount calculation may be used to: 

•	 Determine the value of savings and investment at a later date. 

•	 Grow money to achieve a financial goal. 

•	 Set aside funds by a business to replace equipment or machinery in 

the future.

EXAMPLE

What is the future value of a SAR 100 deposited in a 4% account for one 

year? 

Future value (FV) = PV (1 + i )n 

Future Value (FV) = SAR 100 (1 + 0.04)1

Future Value (FV) = SAR 104

Future value

The amount to which 
savings will increase based 
on a certain rate and a 
certain time period; the 
process is also referred to 
as compounding

www.ien.edu.sa
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Compounding 

The process by which 
earnings are based on the 
original amount as well as 
previous amounts earned

Earning interest on interest is called compounding. Money that is depos-

ited in savings accounts is frequently referred to as being compounded 

because interest is earned on both the original amount and the previously 

earned interest. Compounding allows the future value of a deposit to 

grow faster than if interest were paid only on the original deposit. The 

sooner you make deposits, the greater the future value will be. 

EXAMPLE

If you deposit SAR 1,000 in a 5% account at age 40, how much will you get 

at age 65? (invested for 25 years)

The future value (FV) will be = SAR 1,000 (1 + 0.05)25 

FV = SAR 3,386

What if you deposit the same amount of SAR 1,000 in the same 5% account 

at the early age of 25, how much will you get at age of 65 (invested for 40 

years)? 

The future value (FV) will be = SAR 1,000 (1 + 0.05)40 

FV = SAR 7,040

If you make deposits at age 25 rather than at age 40, the greater the future 

value will be. The same deposit made at the age of 25 would give an account 

balance of SAR 7,040 at age 65 due to the extra 15 years of compounding.

Why is it a benefit to let your savings compound?
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EXAMPLE

What is the future value of SAR 100 at 10% after three years?

There are three methods to solve this problem; 1. the formula method, 2. 

the financial calculator method; and 3. the spreadsheet method. Each will 

give the same answer. 

Calculations involve the following elements:

	 FV = Future value 

	 PV = Present value 

	 i = Interest rate 

n = Number of time periods 

Calculation Methods

Using this same example (future value of SAR 100 at 10% after three years), 

the formula, financial calculator, and spreadsheet calculations are as follows:

Future Value of a 
Single Amount

Process, keystrokes Calculation

Formula FV = PV (1 + i)n SAR 133 = SAR 100 (1 + 0.10)³

Financial Calculator 

(Note: Different 
financial calculators 
may require slightly 
different keystrokes)

PV  ,  I/Y  ,  N  ,  PMT  ,  

CPT  ,  FV

−100 PV  , 10  I/Y  , 3  N  ,  

0  PMT  ,  CPT   FV  133

Spreadsheet = FV (rate, nper, pmt, pv, type) = FV (0.1,3,0, −100,0) = 133

Note: Financial calculators and spreadsheet software may require you to 

enter amounts as negative numbers since these are viewed as cash out-
flows, money that is going into a savings account and investment. The 

result is a positive number, a cash inflow.

After year

Future value (rounded)

SAR 100 SAR 110 SAR 121 SAR 133

0 1 2 3

Earnings SAR 10 Earnings SAR 11 Earnings SAR 12

(SAR 100 × 0.10 × 1 year) (SAR 110 × 0.10 × 1 year) (SAR 121 × 0.10 × 1 year)



CHAPTER 2  Opportunity Costs and the Time Value of Money 67

Noor invests SAR 700 at 4% for seven years. What would the future value 
be?

Sara invests SAR 1,000 in a 6% account for five years. What amount does 
she receive after five years?

Ali starts two investment accounts, both with SAR 1,000. The first is a 5% 
account and the second is a 6% account. What is the difference between 
the account balances after five years? 

YOU TRY IT

Choose the correct answer.

1.	 Which of the following are needed to calculate the future value of an 

investment:

a.	 the amount of savings

b.	 the annual rate

c.	 length of time the money is on deposit

d.	 all of the above

2.	 What amount will be in an investment account after five years of 

earning 3% if the starting balance is SAR 100?

a.	 SAR 114

b.	 SAR 116

c.	 SAR 118

d.	 SAR 110

EXERCISES
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2.3 � The Future Value of a Series of Amounts 
(Annuity)

Instead of a single amount, people often make regular deposits to an 

investment plan for savings goals or retirement. An annuity is a series 

of equal deposits or payments each year with a constant rate of return.  

To determine the future value of these equal yearly deposits, the calcula

tion is called the future value of a series.

FV (annuity) = PMT × 
(1 + i)n − 1

i

Where 

FV (annuity): future value of annuity

PMT: payment per period

i: interest rate

n: number of payments

Common uses of the future value of a series of amounts include: 

•	 A student/young professional saving a set amount each year for a 

future financial goal, such as future education costs or retirement. 

•	 A young entrepreneur setting aside an amount each year to start a 

small business in four years. 

•	 A business owner creating a fund with annual deposits to expand 

the company into other countries in the future.

Annuity

A series of equal, annual 
payments with a constant 
rate of return

What uses can you think of for the future value and present value calculations?

www.ien.edu.sa

Link to digital lesson



CHAPTER 2  Opportunity Costs and the Time Value of Money 69

EXAMPLE

What is the future value of three SAR 100 deposits made at the end of each 

of the next three years, and earning 10% per year?

The future value of the series would be SAR 331 based on the total future 

values of the SAR 100 deposits.

The answer can be calculated using the formula, financial calculator, and 

spreadsheet calculations as shown in the table below:

Future Value of a 
Series of Amounts

Process, keystrokes Calculation

Formula
FV (annuity) = PMT × 

(1 + i)n − 1

i
331 = 100 × 

(1 + 0.10)³ − 1

0.10

Financial Calculator 

(Note: Different 
financial calculators 
may require slightly 
different keystrokes)

PMT  ,  N  ,  I/Y  ,  PV  ,  

CPT  FV

−100 PMT  , 3  N  , 10  I/Y  ,  

0  PV  ,  CPT   FV  331

Spreadsheet = FV (rate, nper, pmt, pv, type) = FV (0.1,3, −100,0,0) = 331

Remember, this example assumes that: 

1.	 Each deposit is for the same amount.

2.	 The rate is the same for each time period.

3.	 The deposits are made at the end of each time period.

+SAR 100 +SAR 100

0 1 2 3

Year 3: 100 (1+0.10)0 = SAR 100

+SAR 100

Year 2: 100 (1+0.10)1 = SAR 110

Year 1: 100 (1+0.10)2 = SAR 121

SAR 331
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What amount would Sara have in five years if she invested SAR 1,200 
each year at a rate of 3%? 

Ali makes three annual deposits of SAR 500, each earning 5%. What is 
the future value of the investment?

Nora invests SAR 250 each year for six years into her investment account 
which earns her 6% per year. What is her total investment at the end of 
six years? 

YOU TRY IT

Choose the correct answer.

1.	 Every series of deposits is an annuity.

True / False

2.	 The future value of a series of amounts may be used to calculate the 

future value of an annuity.

True / False

EXERCISES
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2.4  The Present Value of a Single Amount 
Sometimes a person might want to know the amount to set aside today 

that will grow to an amount in the future. The calculations for time value 

of money may be used to determine the current value of an amount 

desired in the future. Present value is the current value for a future 

amount based on a particular rate for a certain time period. Present value 

calculations, also called discounting, determine how much to deposit now 

to obtain a desired amount in the future. 

PV = 
FV

(1 + i)n

Where:

FV: Future Value.

PV: Present Value.

i: Interest rate.

n: Number of time periods.

Present value calculations are often used by a business to determine the 

current worth of future cash flows from company operations. Other com

mon uses of present value of a single amount include: 

•	 Determining an amount to deposit today to achieve a certain finan

cial goal in the future. 

•	 Comparing different investments based on discounting the poten

tial future returns. 

•	 Discounting potential future cash flows of a business to decide if a 

new product would be profitable for the company.

Present value

The current value for a 
future amount based on a 
certain rate and a certain 
time period; also referred 
to as discounting
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EXAMPLE

What is the present value of SAR 100 to be received three years from now 

based on a 10% rate? 

In this example, the calculation involves determining the present value of 

SAR 100 to be received three years from now based on 10%, which may be 

calculated as follows: 

Present Value of a 
Single Amount

Process, keystrokes Calculation

Formula
PV = 

FV

(1 + i)n
75 = 

100

(1 + 0.10)³

Financial Calculator 

(Note: Different 
financial calculators 
may require slightly 
different keystrokes)

FV  ,  N  ,  I/Y  ,  PMT  ,  

CPT   PV

 100 FV  , 3  N  , 10  I/Y  ,  

0  PMT  ,  CPT   PV  − 75

Spreadsheet = PV (rate, nper, pmt, fv, type) = PV (0.1,3,0, −100,0) = 75

After year

Present value (rounded)

SAR 75 SAR 83 SAR 91 SAR 100

0 1 2 3

Discount (interest)
SAR 8

Discount (interest)
SAR 8

Discount (interest)
SAR 9

SAR 83 − [SAR 83 ÷ (1.10)]
= SAR 83 - SAR 75

= SAR 8

SAR 91 − [SAR 91 ÷ (1.10)]
= SAR 91 − SAR 83

= SAR 8

SAR 100 − [SAR 100 ÷ (1.10)]
= SAR 100 − SAR 91

= SAR 9
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Khalid’s goal is to have SAR 1,000 five years from now. If his investment 
earns 5%, what amount would he need to invest today?

Ali wants to have SAR 2,000 six years from now. If his investment account 
pays 4% per year, how much does he need to invest today?

Nora’s goal is to have SAR 2,000 in four years time. She can either invest 
in an account which pays 4% or one that pays 5%. What is the difference 
between the present value amounts of the two accounts?

YOU TRY IT

Choose the correct answer.

1.	 A present value calculation is referred to as compounding.

True / False

2.	 If you want to have SAR 5,000 in three years’ time and your investment 

account earns 4% each year, how much do you have to deposit into 

your account now? 

EXERCISES
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2.5 � The Present Value of a Series of Amounts 
(Annuity) 

A person may wish to withdraw an amount each year for a certain num-

ber of years. To determine how much must be deposited now, the calcula-

tion involves the present value of a series (annuity). 

PV (annuity) = PMT × 

1 – 
1

(1 + i)n

i

Where:

PV (annuity): present value of annuity

PMT: payment per period

i: interest rate

n: number of payments

The present value of a series of amounts may be used for: 

•	 Setting up a fund in which a person could withdraw funds, to cover 

living expenses while in school. 

•	 Making a current deposit to withdraw funds each year to update a 

school’s computers. 

•	 Creating a company fund that would allow an amount to be with-

drawn each year to provide employees with advanced training. 

EXAMPLE

What is the present value of a SAR 100 withdrawal at the end of the next-

three years for money earning 10%? 

–SAR 100 –SAR 100

0 1 2 3

–SAR 100

Year 1:                       = SAR 91

SAR 249

100 

(1+0.10)1

Year 2:                       = SAR 83100 

(1+0.10)2

Year 2:                       = SAR 75100 

(1+0.10)3

www.ien.edu.sa

Link to digital lesson
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EXAMPLE CONTINUED

Using this same example, the calculations are as follows:

How much must Omer deposit today if he wants to take SAR 400 out 
of an investment account each year for nine years for money earning an 
annual rate of 8%?

If Ali needs to withdraw SAR 100 every year for five years from an account 
that earns 6%, how much does he need to invest now?

YOU TRY IT

Present Value of a 
Series of Amounts

Process, keystrokes Calculation

Formula

Financial Calculator 

(Note: Different 
financial calculators 
may require slightly 
different keystrokes)

PMT  ,  N  ,  I/Y  ,  FV  ,  

CPT   PV

−100 PMT  , 3  N  , 10  I/Y  ,  

0  FV  , CPT   PV  249

Spreadsheet = PV (rate, nper, pmt, fv, type) = PV (0.1,3,−100,0,0) = 249

PV (annuity) = PMT × 

1 – 
1

(1 + i)n

i
249 = 100 ×

1 – 
1

(1 + 0.10)³

0.10
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If Sara needs to withdraw SAR 250 every year for seven years and the 
account earns 7%, how much must she invest now?

Choose the correct answer.

1.	 Present value of a series may be used by a person who wants to 

withdraw an amount each year for a certain number of years.

True / False

2.	 The present value of a series requires calculating the amount set aside 

today to allow regular future withdrawals.

True / False 

EXERCISES
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2.6  Other Time Value of Money Situations 
In addition to the four basic time value of money calculations, other situa-

tions exist related to future value and present value computations. 

2.6a  Uneven Amounts 

A person may not deposit an equal amount each year. These uneven cash 

flows will require that you calculate amounts individually. 

2.6b  Time Periods of Less Than a Year 

This chapter has only discussed time value of money activities involving full 

years, however, you will likely encounter situations consisting of less than 

a year. 

2.6c  Non-annual Compounding 

Throughout the chapter, examples involved compounding that occurred 

only once a year. Compounding can and often does occur more fre-

quently, such as twice a year (semi-annually) or every three months (quar-

terly). Non-annual compounding is payment of interest more frequently 

than once a year. In those situations, calculations need to be adjusted. 

2.6d  Loan Payments Calculations 

In addition to using time value of money for saving and investing growth, 

these calculations can determine loan payments. When borrowing an 

amount for a certain time period at a certain rate, a financial calculator, 

spreadsheet software, or an online app will allow you to compute the 

monthly repayment amount. 

The steps for the loan payment are similar to other present value calcu-

lations. For example, if you borrow SAR 1,000 with a 6% rate to be repaid 

in three equal payments at the end of the next three years, the payments 

will be SAR 374. This is calculated as follows: 

Non-annual 
compounding

Payment of interest more 
frequently than once a 
year

www.ien.edu.sa

Link to digital lesson
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Present Value to 
Determine Loan 
Payments

Process, keystrokes Calculation

Financial Calculator PV  ,  I/Y  ,  N  ,  FV  ,  CPT  , 

PMT

1000 PV  , 6  I/Y  , 3  N  , 0  FV  , 

  CPT  PMT  374

Spreadsheet = PMT (rate, nper, pv, fv, type) = PMT (.06,3,1000,0,0) = 374

Choose the correct answer.

1.	 Uneven amounts require individual calculations for the time value of 

money.

True / False

2.	 Earning interest more than once a year is called:  

a.	 non-annual compounding. 

b.	 annual compounding. 

c.	 discounting. 

d.	 an annuity.

EXERCISES
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Every decision has an opportunity cost, which is what a person gives up by mak-

ing a choice. Personal opportunity costs include your time and health. Financial 

opportunity costs can be measured in terms of monetary gains based on the time 

value of money. The increased value of money involves two types of calculations: 

future value and present value. The amount available at a later date is called 

the future value. In contrast, the current value of an amount in the future is the 

present value. Future value and present value calculations commonly involve two 

types of cash flows – a single amount and an annuity, which is a series of equal 

amounts. The annuity involves both a series of equal deposits or payments each 

year along with a constant rate of return. As shown here, four basic variations of 

the time value of money exist. 

Time Value of 
Money Summary Single Amount Series of Equal Amounts 

(annuity)

Future Value
Future value of a single 
amount

Future value of a series of 
amounts

Present Value
Present value of a single 
amount

Present value of a series of 
amounts

Other time value of money situations that vary from these four basic situations 

include uneven amounts each year, time periods of less than a year, and non- 

annual compounding. Finally, using a time value of money adaptation, present 

value calculations may be used to determine monthly loan payments when an 

amount is borrowed for a certain number of years at a certain rate.

1.	 	Describe opportunity costs, or the value of what was lost when choosing be-

tween two or more options, you have encountered in your life.

	

	

	

	  

2.	 Explain the difference between future value and present value.

	

	

	

	  

Summary

Problems
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3.	 Explain how the frequency of compounding affects the growth of a person’s 

money.

	

	

	

	  

4.	 Describe a situation for which a person might use the future value of a series 

of amounts calculation.

	

	

	

	  

5.	 In which situations would a present value calculation be used?

	

	

	

	  

6.	 For these situations, decide if the event is an example of a future value  

calculation or a present value calculation:

a.	 calculating the amount to deposit today to achieve an amount in the 

future; 

b.	 determining the value of an investment that will grow over the next ten 

years;

c.	 investing SAR 50 a month for six years.
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1.	 Fatemah has invested SAR 6,000 with an annual rate of 2.5%. What would 

be the earnings on this amount?

	

	

	

	  

2.	 Nora has invested SAR 850. What would be the future value in six years at 

7%?

	

	

	

	  

3.	 Saad plans to invest SAR 6,400 a year for the next six years, earning 4%. 

What would be the future value of this savings amount?

	

	

	

	  

4.	 Ibrahim invests SAR 6,000 a year into a retirement account. If these funds 

have an average earning of 9% over the 40 years until retirement, what will 

be the value of the retirement account?

	

	

	

	  

 

Exercises
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5.	 If Layla hopes to have SAR 60,000 for a down payment for a house in five 

years, what amount would she need to invest today? Assume that the money 

will earn 5% interest.

	

	

	

	  

6.	 Abdullah is planning to go to graduate school in a program of study that 

will take three years. He wants to have SAR 12,000 available each year for 

various school and living expenses. If he earns 4% on his money, how much 

must he deposit at the start of his studies to be able to withdraw SAR 12,000 

a year for three years?

	

	

	

	  

7.	 What amount would Myriam have to invest today to be able to take out  

SAR 800 a year for 10 years from an account earning 8%?

	

	

	

	  

8.	 What amount would Tala have to invest today at a 6% rate of interest to 

have SAR 1,000 five years from now?
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Choose the correct answer. 

1.	 Time used for recreation is considered to be a financial resource. 

True / False

2.	 Interest is calculated by multiplying an amount of money times a rate 

times a length of time.

True / False

3.	 Future value is the amount to which current savings will grow based 

on a certain rate and a certain time period.

True / False 

4.	 Earning interest on interest is called compounding.

True / False

5.	 When using a financial calculator, the rate is indicated by: 

a.	 N

b.	 PMT 

c.	 I 

d.	 FV 

6.	 The future value of a series of amounts would best be used for deter-

mining the value of:

a.	 an account with annual deposits.

b.	 loan payments. 

c.	 an amount set aside for employee benefits. 

d.	 changing foreign currency rates. 

7.	 A present value of a savings account would be larger than the future 

value of that account.

True / False

8.	 To determine the growth of an amount you would use the: 

a.	 present value of a series. 

b.	 future value of a series. 

c.	 future value of a single amount. 

d.	 present value of a single amount.

ASSESSMENT QUESTIONS
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Term Definition
Annuity A series of equal, annual payments with a constant rate of return

Compounding The process by which earnings are based on the original amount 
as well as previous amounts earned

Discounting The process of determining the present value of a payment that is 
to be received in the future

Future value The amount to which savings will increase based on a certain 
rate and a certain time period; the process is also referred to as 
compounding

Non-annual 
compounding

Payment of interest more frequently than once a year

Opportunity cost What a person gives up by making a choice

Present value The current value for a future amount based on a certain rate and 
a certain time period; also referred to as discounting

Time value of 
money

Increases in an amount of money as a result of earnings over time

Key Terms

9.	 Time value of money calculations may be used to determine the 

amount of a loan payment. 

True / False

10.	Compounding can only occur on an annual basis.

True / False

11.	 If a person deposits SAR 150 in year 1, SAR 250 in year 2, and SAR 200 

in year 3, this is referred to as:

a.	 uneven amounts. 

b.	 time periods of less than a year.

c.	 non-annual compounding. 

d.	 annual discounting. 
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Simple interest calculation Simple interest = Principal × Rate of 

interest (annual) × Time (years)

Future value of a single amount FV = PV (1 + i)n

Future value of a series of amounts 

(annuity) FV (annuity) = PMT × 
(1 + i)n − 1

i

Present value of a single amount
PV = 

FV

(1 + i)n

Present value of a series of amounts 

(annuity)
PV (annuity) = PMT × 

1 – 
1

(1 + i)n

i

Key Formulas
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MINI CASE 2.1: Time Value of Money for Investment Calculations

Asma is planning an investment program for her long-term saving. She plans 
to select various investments, including stocks, mutual funds, and real estate. 
Asma plans to deposit SAR 12,000 per year. She estimates an average annual 
return of 9% for the next 20 years. Asma will use time value of money 
calculations to determine the growth of her investment portfolio. 

Task

1.	 �What would be the future value of Asma’s investment after 20 years?

2.	 Would you advise Asma to deposit the 12,000 once as a single amount 

at the beginning of the investment program or as an annuity at the end 

of each year? Explain your answer. 

MINI CASE
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MINI CASE 2.2: Time Value of Money and Personal Financial 
Decisions

Personal financial security is vital for the personal welfare and economic 
satisfaction of individuals and their families. Younis and his wife Ayesha have 
two children, ages six and eight. Their current home is too small for their 
growing children. They also want to save for their children’s future education 
costs and their retirement. Personal financial goals can be measured with the 
use of time value of money (future value and present value). 

Task

1.	 What financial goals do Younis and Ayesha need to set?

2.	 What do Younis and Ayesha need to start planning for from today, and 

how?

MINI CASE
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Should our company open a branch office in another country, or take a new 

product to market? This type of business decision is part of Saudi Vision 2030 to 

diversify the economy.

Every organization is dependent on capital assets for current operations and 

long-term success. Purchasing new equipment, constructing additional buildings 

and obtaining updated technology are examples of capital spending activities. 

The decision to purchase long-term assets such as machinery, computers, trucks, 

and machine tools can use a five-step process:

1.	 Set Capital Spending Goals. The capital projects of a company should be 

based on the organizational goals, which may include expanding sales, re-

ducing costs, and increasing profits.  

2.	 Determine Potential Capital Projects. After setting clear capital spending 

goals, different projects will be considered. For example, if providing cus-

tomer service is a priority, spending for upgraded technology to answer cus-

tomer questions may be appropriate. If improving distribution is a necessity, a 

new warehouse or additional delivery trucks might be considered.

3.	 Forecast Cash Flows. Next, managers must identify amounts of expected 

cash flows for the project. The two main sources of cash inflows are: (1) ad-

ditional sales revenue, and (2) reduced operating expenses. Lower expenses 

create a positive cash flow since money not going out is like money coming in.

4.	 Identify Rate and Risks. Financing the capital project is the next step. A 

discount rate is used to calculate the present value of the future cash flows. 

Managers also assess potential risks, such as inflation, lower consumer 

spending, new government regulations and natural disasters. Risk is usually 

considered by using a higher discount rate to reflect potential risk.

5.	 Select and Implement Project. Finally, managers must decide which capital 

projects will be selected and how to put the projects into operation. 

So, if a manager evaluated the two options (opening a branch office in another 

country, or taking a new product to market), here are example calculations they 

would use:

A.	 Opening a branch office in another country.

	 Cost = SAR 10,000,000

	� Average expected annual cash flows for the following 10 years =  

SAR 2,100,000  

	 Discount rate = 8%   

Case Study: Selecting a Capital Project
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B.	 Taking a new product to market.

	 Cost = SAR 9,000,000

	� Average expected annual cash flows for the following 10 years =  

SAR 1,900,000  

	 Discount rate = 7% 

As companies implement plans for Saudi Vision 2030, capital projects will be vital 

for business growth and expansion. Planning new products and services, selling 

in new markets, and updating technology for production and distribution are 

some of the capital spending decisions that will result in a more diverse economy.

Study Questions

1.	 What are the present values of the two options?

2.	 Comparing the present value of the two projects with their costs, which  

project will the company choose?

3.	 Which other factors should the company consider when deciding which  

project to select? 

 

Online Activity

Several online calculators are available for computing time value of money.  

Locate an online present value calculator and provide the following information:

1.	 Describe the format and process presented for the online calculator.

2.	 Calculate the present value for the following situation: a six-year project with 

an expected annual cash flow of SAR 44,000 using a discount rate of 5%.



C H A P T E R

3
Risk and  
Its Measurements

Risk is the uncertainty of an event or outcome. Sometimes the word 

“uncertainty” is used as a substitute for “risk”. When you are un-

certain, you have doubt about a possible outcome. If you face a risk, 

there is a chance of a positive outcome and a chance of a negative result. 

Individuals face risks that can affect health, income, and property.

Since the future is uncertain, you will be required to take calculated 

risks. The reward for taking those risks is the anticipated return. While 

business managers and investors may make risk decisions on a qualitative 

basis, quantitative measures of risk are available. Even if you never com-

pute these statistical measures, you need to know them, since you will 

encounter them when analyzing financial assets.

This chapter provides an elementary introduction to risk and the 

measurement of risk, starting with an overview of risk factors faced by 

businesses, followed by different uses for the word “return” and varied 

methods to measure risk. These include the dispersion around the return 

or central tendency, called a “standard deviation” and an index of the 

volatility of an asset’s return relative to a base, such as the return on the 

Learning Outcomes

Once you have completed this chapter, you should be able to:

1.	 Explain the basic principles of risk.

2.	 Calculate the return on an investment.

3.	 Identify sources of risk. 

4.	 Describe methods for measuring risk.

5.	 Recommend risk management actions.
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market, referred to as a “beta” coefficient. While the chapter does illus-

trate how standard deviations and beta coefficients are calculated, you 

may never have to calculate them. (If you do, a spreadsheet program such 

as Excel does the mechanics virtually instantaneously.) What you need to 

know is how to use and interpret these measures of risk.

Portfolio diversification is next addressed, which involves investing in 

more than one asset or security to reduce risk. The concluding sections of 

the chapter discuss risk management strategies and the use of business 

insurance as a method of risk transfer.
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3.1  Risk
Each day, everyone faces uncertainty and risk. Businesses face risks that 

can have a significant economic effect. Property and inventory can be 

damaged, lost, or stolen; personnel can become ill, injured, or even die; 

and the company’s products or employees can cause damage to property 

or harm to others for which the business is liable. Risk carries with it the 

possibility of financial loss.

3.1a  Types of Risk 

An economic risk has a potential financial impact. Some risks are not 

economic in that they have no direct or immediate financial impact. When 

you attend a social activity with friends you risk not enjoying yourself. If 

you do not study for an exam, you risk earning a poor grade. But if an 

employee becomes ill and cannot work for several weeks, the person faces 

a financial loss of wages. If a business warehouse is destroyed by fire, the 

money invested in the building, equipment, and inventory is lost. 

Economic risks are either pure or speculative. 

1.	 With a pure risk there is no opportunity for financial gain but only 

loss. Businesses that face the risk of fire earn no more money if the 

fire does not occur but suffer financially if property is damaged by 

fire. Severe weather is another example of a pure risk. 

2.	 A speculative risk has the possibility of either financial loss or 

gain. Investments have speculative risk. By investing money where 

the value of the investment may rise or fall, the investor can make 

money or lose money. 

Why Do Individuals and Businesses Take Risks? 

Individuals and businesses take risks because of opportunities, or the pos-

sibility for success. Financial success is one of the possible outcomes of a 

speculative risk. In addition to financial gain, success can be measured in 

non-financial ways. Recognition and personal satisfaction are viewed by 

some as successful outcomes that do not carry a financial reward. 

Pure risk

Uncertainty with no 
opportunity for financial 
gain, only a potential loss

Speculative risk

A situation with the 
possibility of either 
financial loss or gain

Economic risk

Uncertainty with a 
potential financial impact

Risk

The uncertainty of an 
event or outcome

www.ien.edu.sa
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Risks Sources or Causes

Risks have many sources or causes. 

1.	 Natural risks arise from natural events or phenomena. Hurricanes, 

floods, earthquakes, droughts, and sand storms are all natural risks 

that can result in damage and loss. 

2.	 Human risks result from the actions of individuals, groups, or 

organizations. Injuries suffered by negligent driving, losses from 

customer or employee theft, or fires that start from unsafe storage 

of products are results of human risks.

Controllable and Uncontrollable Risk

Some risks can be controlled while others cannot:

1.	 Controllable risks can be reduced or avoided by careful actions. 

Most human risks are controllable, for example, safe driving, 

employee safety programs, and proper maintenance of buildings 

can reduce accidents and injuries. 

2.	 Uncontrollable risks cannot be influenced by human action. 

Natural events such as floods and hurricanes cannot be stopped, 

although careful planning and preparation can reduce the losses 

that result from many natural risks.

What risks might a business encounter?

Natural risks

Uncertainty as a result 
of natural events or 
phenomena

Human risks

Uncertainty resulting from 
the actions of individuals, 
groups, or organizations

Controllable risks

Risks that can be reduced 
or avoided by careful 
actions

Uncontrollable risks

Risks that cannot be 
influenced by human 
action
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3.1b  Uncontrollable Business Risks 

Whenever a company implements a business decision, risk is involved. An 

accidental fire may destroy a factory in another country, or a company 

may go bankrupt and not be able to repay its debts.

The four common uncontrollable risks faced by companies are geo-

graphic risk, economic risk, cultural risk, and political risk, see Figure 3.1.

GEOGRAPHIC FACTORS

• Location
• Climate
• Terrain

• Waterways
• Natural resources

ECONOMIC FACTORS

• Technology
• Education
• Inflation

• Exchange rate
• Infrastructure

UNCONTROLLABLE 
BUSINESS RISKS

CULTURAL FACTORS

• Language
• Family

• Customs
• Traditions

POLITICAL AND LEGAL FACTORS

• Government 
system

• Political stability

• Trade barriers
• Business 

regulations

F I G U R E  3 .1
Uncontrollable Business 

Risks

Geographic Risks 

A geographic risk is the risk which is incurred in certain geographic regions 

worldwide. Examples include extreme weather conditions such as hurri-

canes, typhoons, and flooding, as well as dust storms and earthquakes. 

As a result, poor weather conditions can destroy agricultural crops, or a 

rough terrain in a country can result in transportation difficulties, with each 

resulting in widespread economic and infrastructural problems. These and 

other geographical factors create risks for businesses. 

Economic Risk 

Changing prices, currency values, and consumer spending create eco-

nomic uncertainty. Economic conditions have ups and downs affecting the 

demand for a company’s goods and services. 
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Cultural Risk 

Cultural differences such as traditions, social values, and family relation-

ships can create uncertainty when doing business in different settings. 

Business activities are conducted differently in different parts of the world. 

Companies doing business in other countries must respect and be sensi-

tive to cultural variations and beliefs of people in those nations. Failure to 

do so is likely to result in an unsuccessful endeavor even if all other busi-

ness actions are appropriate. 

In a similar manner, companies that stress individualism would face 

greater risk when doing business in nations that emphasize collectivism. 

Also, the connection between family and business is very important in 

some cultures and less important in others. Companies must work within 

this cultural environment to minimize business risk.

Political-Legal Risk 

Political risk is difficult to evaluate. Government instability and political 

uncertainty are risks global companies must monitor constantly.

Business regulations vary from country to country. Regulations on busi-

ness might be very tight in one nation, while great freedom is allowed 

elsewhere. Food packages in one country may require extensive nutritional 

What type of geographic risk might a business be subject to?
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information. However, another market may have different laws regulat-

ing food labeling. Trade barriers also pose a potential political risk. Tariffs, 

anti-dumping laws, import quotas, and currency exchange controls are 

examples of political actions taken to limit imported goods.

Awareness of these international business risks is especially important 

for Saudi Vision 2030 with diversified economic activities expanding in 

various global markets. In contrast to uncontrollable uncertainty, controlla-

ble risks are often related to internal business situations.

3.1c  Controllable Business Risks

Operational Risks 

The day-to-day activities of a company also create risks. Failure to innovate 

or to meet the needs of customers can cause lost profits. A disruption in 

the supply chain or distribution process also means less business. Higher 

prices of production inputs or a shortage of raw materials are other possi-

ble risks. 

Choose the correct answer.

1.	 A pure risk is a situation with an opportunity for a future financial gain. 

True / False.

2.	 A  risk is a situation with the possibility of either financial loss 

or gain. 

a.	 pure 

b.	 speculative 

c.	 natural 

d.	 controllable 

3.	 Government regulations of business can create a  risk.

a.	 political-legal 

b.	 geographic 

c.	 cultural 

d.	 controllable

EXERCISES
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3.2  The Return on an Investment
All investments are made in anticipation of a return. This applies to indi-

viduals and to financial managers of firms.

The Sources of Return

An investment may offer a return from two sources:

•	 The first source of return is the flow of income. In many countries, 

an investment yields a flow of interest income. This could be from 

an investing account, a bond, or some other type of debt obliga-

tion, such as a loan. Interest is typically specified contractually for 

these investments. Income from stocks will come in the form of 

dividends. A dividend is a periodic payment to a stock shareholder 

in cash or other shares of stock. Businesses are not required to pay 

dividends, but many investors consider dividends as part of the 

expected return from owning a stock.

•	 The second source of return is capital appreciation. 

	– If an investor buys a stock and its price increases, the investor 

earns a capital gain. A capital gain is the increase in the value 

of an asset based on the original price of the asset. 

	– A discounted bond, where the maturity price is SAR 10,000, 

may be purchased for a discounted rate. The difference between 

the discounted rate and the maturity rate is the capital gain. 

	– All investments offer potential income and/or capital apprecia-

tion. Investments, such as an investment in land, may offer only 

capital appreciation. Some investments may require expendi-

tures, such as taxes, on the part of the investor.

The Expected Return and The Required Return

Investors and financial managers make investments because they antic-

ipate a return. It is important to differentiate between the expected 

return and the realized return. The expected return is the incentive for 

accepting risk. This must be compared with the required return, which 

is the return necessary to induce you to bear the risk. Typically, the higher 

the risk involved in an investment, the higher the expected return. The 

Return

What is earned on an 
investment: the sum 
of income and capital 
gains generated by an 
investment

Dividends 

A dividend is a period 
payment to a stock 
shareholder in cash or 
other shares of stock 

Expected return 

The expected return is the 
incentive for accepting risk

Required return

The return necessary to 
induce an individual to 
make an investment

Capital gain 

The increase in the value 
of the asset, based on the 
asset’s original price
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EXAMPLE

Assume Abdullah works for a mutual fund company. He is a professional 

investor who must consider all of the factors that can influence the return on 

an investment given possible risks. His company has multiple mutual funds 

with different goals. These funds could be to have low, moderate, or higher 

risk growth opportunities. Abdullah’s mutual fund company can’t promise 

expected returns, but he must structure the mutual funds to allow investors 

to reach their investment goals. 

•	 Abdullah will evaluate potential company stocks to include in the mu-

tual funds and may determine that under normal economic conditions, 

which occur 60% of the time, the expected return on this stock is 10% 

through capital gains and dividends. 

•	 After reviewing the potential company’s management, competition, 

and market conditions, Abdullah determines there is a 20% chance the 

economy will grow more rapidly and the company will do well, in which 

case the investment will return 15%. 

•	 Abdullah also determines there is a 20% chance the economy will enter 

a recession and the company will do poorly, in which case it will earn 

only a 5% return. 

Given the possible outcomes and their probabilities, Abdullah needs to de-

termine the expected return on this investment. 

Abdullah answers this question by looking at the outcomes and the probabili-

ty of their occurring (in other words, the probability of the economy growing 

more rapidly, growing at a normal rate, or entering into a recession). Since 

Abdullah believes these probabilities are 20%, 60%, and 20%, respectively, 

the expected return on the investment is determined by a weighted average, 

see Equation 3.1:

Expected Return = Weighted Average

Weighted Average = (probability of event 1 x return on event 1) + (prob-

ability of event 2 x return on event 2) + ... 

In this case, the weighted average would be calculated as:

Weighted Average = (0.2 x 15%) + (0.6 x 10%) + (0.2 x 5%)

Weighted Average = 10%.

Note: The sum of the probabilities should be 100%.

expected return depends on individual expected outcomes and the proba-

bility of their occurrence.
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Notice that the expected return is a weighted average of the individ-

ual expected outcomes and the probability of occurrence. If the individual 

expected outcomes had been different, the expected return would differ. 

Assume you are analyzing an expected return on a stock. The expected 
returns of the stock under different economic conditions are shown in the 
table below:

Normal Positive outlook Negative outlook

Probability 60% 15% 25%

Returns 9% 12% 3%

Determine the weighted average return on the investment. Will you buy 
this stock? Why or why not?

You now choose to analyze an expected return on a second stock:

Normal Positive outlook Negative outlook

Probability 50% 20% 30%

Returns 8% 15% 1%

What is the weighted average of the second investment? Which stock 
would you prefer to invest in?

YOU TRY IT
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Choose the correct answer:

1.	 The expected return on an investment includes both the expected 

income plus expected price appreciation. 

True / False

2.	 The difference between the discounted rate and the maturity rate is 

the capital gain.

True / False

EXERCISES
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3.3  The Sources of Risk
If there were certainty, there would be no risk. In the real world, there is 

uncertainty, which requires the financial manager or investor to analyze 

possible outcomes and assess the investment’s risk. Of course, the realized 

outcome may be better than expected, but the emphasis in the analysis 

of risk is on the negative: the outcome will be worse than expected. Since 

financial decisions are made in the present but the results occur in the 

future, risk permeates all financial decision making. The future is not cer-

tain; it is only expected. 

However, sources of risk can be identified. These are frequently clas-

sified into “diversifiable” risk and “undiversifiable” risk or “unsystematic 

risk” and “systematic risk”. (Both sets of terms are used to differentiate 

the sources of risk.) 

Diversifiable risk

A diversifiable risk (or unsystematic risk) refers to the risk associated 

with the individual asset. Since the investor buys specific assets, such as 

the stock of or the bonds of a company, that individual must bear the risk 

associated with each specific investment.

Sources of diversifiable risk: 

1.	 Business risk: refers to the nature of the firm’s operations.

2.	 Financial risk: refers to how the firm finances its assets.

Undiversifiable risk

Undiversifiable risk (or systematic risk, sometimes called non-diversi-

fiable risk) refers to those sources that are not reduced through the con-

struction of a diversified portfolio. 

Sources of undiversifiable risk:

1.	 Market risk: the risk associated with movements in securities 

prices.

2.	 Interest rate risk: the risk associated with fluctuations in interest 

rates. 

Diversifiable risk 
(Unsystematic risk)

Risk associated with 
individual events that 
affect a particular asset; 
firm-specific risk that 
is reduced through the 
construction of diversified 
portfolios

Undiversifiable risk 
(Systematic risk)

Risk associated with 
fluctuations in securities 
prices and other non firm-
specific factors: market 
risk that is not reduced 
through the construction 
of diversified portfolios
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Choose the correct answer.

1.	 A diversified portfolio:

a.	 increases systematic risk. 

b.	 reduces systematic risk. 

c.	 increases unsystematic risk.

d.	 reduces unsystematic risk. 

2.	 Systematic risk is reduced through portfolio diversification.

True / False

EXERCISES

3.	 Reinvestment rate risk: refers to the risk associated with reinvest-

ing funds generated by an investment. 

4.	 Purchasing power risk: is the risk associated with inflation.

5.	 Exchange rate risk: is the risk associated with fluctuations in the 

prices of foreign monies.

6.	 Sovereign risk: applies to investing in the debt obligations of a 

specific country and the possibility that the government will default.  

Why might diversification be important for investors?
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3.4  Risk Measurements
As stated earlier in this study guide, there are a number of factors that can 

impact the risks faced by firms and by extension, their management and 

investors. In Chapter 1, there was also a discussion of the Efficient Market 

Hypothesis (EMH). Under this hypothesis, the value of a firm reflects all the 

information, including risk information, that exists in the marketplace.

For an investor, there are several indicators to assess risk developed in 

the finance field. This includes standard deviations of asset prices and beta 

coefficients.

3.4a  The Standard Deviation as a Measure of Risk

As stated earlier, risk is concerned with the uncertainty that the real-

ized return will not equal the expected return. One measure of risk, the  

standard deviation, emphasizes the extent to which the return differs 

from the average or expected return. An alternative measure of risk, a 

beta coefficient, is an index of the return on an asset relative to the 

return on a portfolio of assets (for example, the return on a stock relative 

to the return on a stock index). 

The standard deviation measures the dispersion around an average 

value. As applied to investments, it considers an average return and the 

extent to which individual returns deviate from the average. If there is very 

little difference between the average return and the individual returns, the 

dispersion will be small. If there is a large difference between the average 

return and the individual returns, the dispersion will be large. Typically, the 

larger this dispersion, the greater the risk associated with the investment.

This measurement is perhaps best illustrated by a simple example. 

Consider the returns on two stocks over a period of five years:

Return Year Return Stock 1 Return Stock 2

1 13.5% 11%

2 14.5% 13%

3 15% 15%

4 15.5% 17%

5 16.5% 19%

Average return 15% 15%

Standard deviation

Measure of dispersion 
around an average value; 
a measure of risk

Beta coefficient

Index of systematic risk; 
measure of the volatility of 
a stock’s return relative to 
the market return
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The average return over the five years is the same for both stocks, 15%, 

but annual returns differ. Stock 1’s individual returns were close to the aver-

age return. The worst year generated a 13.5% return while the best year 

generated a 16.5% return. None of the individual returns deviated from 

the average by more than 1.5%. Stock 2’s individual returns differ from 

the average return, ranging from a low of 11% to a high of 19%. With the 

exception of year 3, all the returns deviate from the average by 2%.

Dispersion can be measured by the standard deviation. The stand-

ard deviation measures the tendency of the individual returns to cluster 

around the average return, it may be used as a measure of risk. The larger 

the dispersion, the greater the standard deviation and the larger the risk 

associated with the particular investment. The standard deviation is easily 

calculated using a computer program.

Frequency of Occurrence of Security Returns

13.5
11% 12 13 14 15 16 17 18 19

Stock 2

Stock 1

Return

16.5

F I G U R E  3 . 2
Distribution of Two Stocks

Even though both stocks achieved the same average return, an inves-

tor needs to evaluate these changes in determining the riskiness of the 

stocks. Figure 3.2 above shows that Stock 1 has not varied greatly over 

five years while Stock 2 shows a larger standard deviation.
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3.4b  Beta Coefficients

A beta coefficient is a measure of the systematic risk associated with an 

asset. While the concept may be applied to any asset, the usual expla-

nation employs common stock. A beta coefficient is an index of risk that 

quantifies the responsiveness of a stock’s return to changes in the return 

on the market. Since a beta coefficient measures a stock’s return relative 

to the return on the market, it measures the systematic risk associated 

with the stock. 

EXAMPLE

1.	 A beta coefficient of 1 means that the stock’s return moves exactly with 

an index of the market as a whole. A 10% increase in the market pro-

duces a 10% increase in the return on the specific stock. Correspond-

ingly, a 10% decline in the market results in a 10% decline in the return 

on the stock. 

2.	 A beta coefficient of less than 1 implies that the return on the stock 

tends to fluctuate less than the market as a whole. A coefficient of 0.7 

indicates that the stock’s return will rise only 7% as a result of a 10% 

increase in the market, but will fall by only 7% when the market declines 

by 10%.

3.	 A beta coefficient of more than 1 implies that the return on the stock-

tends to fluctuate more than the market as a whole. A coefficient of 

1.2 means that the return on the stock will rise by 12% if the market 

increases by 10%, but the return on the stock will decline by 12% when 

the market declines by 10%.

The greater the beta coefficient, the more market (systematic) risk is 

associated with the individual stock. High beta coefficients may indicate 

higher returns during rising markets, but they also indicate greater losses 

during declining markets. The converse is true for stocks with low beta 

coefficients, which should underperform the market during periods of ris-

ing stock prices but outperform the market as a whole during periods of 

declining prices. Such stocks are referred to as “defensive.”
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3.4c   �The Capital Asset Pricing Model and an Investment’s  
Required Return

The development of beta coefficients and a theory of risk reduction 

through diversification are exceedingly important to the process of asset 

valuation. The capital asset pricing model or CAPM is one method used 

to determine that required return. The CAPM specifies the relationship 

between risk and return that is used either to value or to judge an asset’s 

expected return (valuation expresses an asset’s present worth in mone-

tary units such as SAR, an asset’s return is expressed in percentages). If an 

asset’s value exceeds its cost, or if an asset’s expected return exceeds the 

required return, the asset is purchased. Either method produces the same 

decision, since the only difference is the units of measure.

The CAPM builds on the proposition that additional risk requires a 

higher return. This return has two components: (1) what may be earned 

on a risk-free asset, such as a high-quality government bond, plus (2) a 

premium for bearing risk. For an investor, why should they purchase a 

risky security when they can purchase a risk-free security unless the risky 

security pays a higher rate of return? Since unsystematic risk is reduced 

through diversification, a stock’s risk premium is the additional return 

required to bear the undiversifiable, systematic risk associated with the 

stock.

This risk-adjusted required return (k) is expressed in Equation 3.2:

k = risk-free rate + risk premium

The risk premium is composed of two components: (1) the additional 

return that investing in securities in general offers above the risk-free rate 

and (2) the volatility of the particular security relative to the market as a 

whole, as measured by the security’s beta coefficient. The additional return 

is measured by the difference between the expected return on the market 

(rm) and the risk-free rate (rf). This differential (rm − rf) is the risk premium 

that is required to induce the individual to purchase risky assets.

To induce the investor to purchase a particular stock, the risk premium 

associated with the market must be adjusted by the market risk associated 

with the individual security. This risk adjustment uses the stock’s beta coef-

ficient, which indicates the stock’s volatility relative to the market. The risk 

adjustment is achieved by multiplying the security’s beta coefficient by the 

Capital asset pricing 
model (CAPM)

Model used in the 
valuation of an asset that 
specifies the required 
return for different levels 
of risk
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difference between the expected return on the market and the risk-free 

rate. Thus, the risk premium for the individual stock is expressed in Equa-

tion 3.3:

Risk premium = (rm − rf) x beta

EXAMPLE

The calculation steps of the risk-adjusted return of two stocks, Stock A and 

Stock B is shown below.

Risk-free rate (rf )	 4.303%

Market return (rm )	 9%

Stock A beta	 1

Stock B beta 	 1.31

Risk-adjusted required return k = (rf) + beta (rm − rf)

Stock A Stock B

k = 0.04303 + (rm − 0.04303) × 1

k = 0.04303 + (0.09 − 0.04303) × 1

k = 0.04303 + (0.04697) × 1

k = 0.04303 + 0.04697

k = 0.09 or 9%

k = 0.04303 + (rm − 0.04303) × 1.31

k = 0.04303 + (0.09 − 0.04303) × 1.31

k = 0.04303 + (0.04697) × 1.31

k = 0.04303 + 0.0615307

k = 0.1045607 or 10.46%

The risk-adjusted required return for Stock A is 9% which is the same as 

the expected market return. This makes sense since the beta for Stock 

A is 1, or the risk is the same as the market return. Stock B has a higher 

beta indicating a more volatile stock, so the risk-adjusted required return is 

higher at 10.46%. A stock with the higher beta coefficient has the higher 

required return because it is riskier.
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Assume you are analyzing a risk-adjusted required return for a stock. You 
have determined the risk-free rate is 4.55%. The expected market return is 
12%.

Determine the expected risk-adjusted required return for this stock if:

a.  Company A beta is 0.87. 

b.  Company B beta is 1.21. 

What does this tell you about the stock?

YOU TRY IT

Choose the correct answer.

1.	 The standard deviation measures an asset’s expected return.

True / False

2.	 To measure risk, the capital asset pricing model uses:

a.	 beta. 

b.	 an asset’s standard deviation.

c.	 the volatility of an asset’s cash flows.

d.	 the term during which the asset is held. 

EXERCISES
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3.5  Risk Management Strategies 
Since risk can be expected in almost all activities, efforts should be made 

to anticipate which risks are most likely, and then attempt to reduce the 

risk and minimize the possible loss. The process of systematically identify-

ing potential risks and making plans to reduce the impact of risk is known 

as risk management. Because most businesses face many risks that can 

cause significant financial harm or even result in business failure, risk spe-

cialists have the responsibility of planning and coordinating risk manage-

ment programs. Risk management most often involves pure rather than 

speculative risk. Financial managers are responsible for decision-making 

about speculative risks or the investment decisions of a business.

3.5a  Planning a Risk Management Program 

Risk management specialists work at all levels of a business to identify 

potential risks, determine the financial impact each risk may have, develop 

plans and programs to prevent controllable risks and reduce the finan-

cial impact of uncontrollable risks, and provide the necessary resources 

and training needed to manage the risks. Risk management programs are 

concerned with the security of computer systems, property protection, 

employee health, and plans to respond to the negative effects of natural 

and man-made disasters.

The primary sources of risk faced by companies involve three categories: 

property risks, personnel risks, and liability risks. 

1.	 Property risks are potential damage or loss to property owned, 

leased, and used by a business. If a business is responsible for the 

property of other businesses, that also is a source of property risk. 

For example, if a company supplies raw materials to a manufac-

turer, disruption of the supply or quality problems with the raw 

materials can result in financial loss for the manufacturer as well as 

the supplier.

2.	 Personnel risks include factors that affect the health, life, or earn-

ings of employees. Businesses are responsible for controlling risk 

by providing safe equipment and working conditions. Employee 

Risk management

The process of 
systematically identifying 
potential risks and making 
plans to reduce the impact 
of risk
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illness, injury, or death can result from poorly maintained equip-

ment, unsafe working conditions, or lack of safety procedures.

3.	 Liability means an individual or business is responsible to others for 

negligence. Negligence can result from an action taken or from a 

failure to act. If people are injured or their property damaged due to 

the negligence of a business, the injured party can make a financial 

claim against the business. The injury or damage can result from the 

use of property or products or the actions of company personnel.

3.5b  The Risk Management Process

Companies face many risks. To address this uncertainty, Figure 3.3 shows 

four steps commonly taken to manage business risks.

F I G U R E  3 . 3
The Risk Management 

Process

Step 1
Identify potential risks

Step 2
Evaluate risks

Step 3
Select a risk management method

Step 4
Implement the risk management program

Step 1: Identify Potential Risks 

In the first step of the risk management process, managers list the factors 

that might affect a company’s operations. Currency values and local cus-

toms are some examples of risk-causing elements. Managers can use cur-

rent reports, field interviews, and other data sources to discover situations 

that increase uncertainty.

Step 2: Evaluate Risks 

In this step, managers analyze possible effects of risks on the company. 

Will a change in environmental regulations create higher costs? Or could 

the company face new trade barriers when doing business in a certain 

country? A manager must decide how and to what extent the risks will 

influence sales and profits. 
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Step 3: Select a Risk Management Method 

Next, managers must decide how to address the identified risks. The four 

risk management methods commonly used are risk avoidance, risk reduc-

tion, risk transfer, and risk assumption. 

Step 4: Implement the Risk Management Program 

Finally, managers must put the risk management plan into action. This 

phase involves both taking appropriate actions and measuring the success 

of those actions.

3.5c  Risk Management Methods 

When planning and implementing a risk management program, as shown 

in Figure 3.4, there are four possible ways to deal with risks: avoid, reduce, 

transfer, and assume.

F I G U R E  3 . 4
Possible Ways of Dealing  

With Risks

AVOID REDUCE TRANSFER ASSUME

RISK RISK RISK RISK

Risk Avoidance

With careful planning, some risks can be avoided. To avoid risks, deci-

sion-makers need to be aware of risks that can threaten a business deci-

sion. They must determine the costs and possible rewards of their decisions. 

They must estimate the size of losses if anticipated problems occur. If the 

likelihood of risk or the amount of loss is too great, they may make the 

decision to avoid the action. This ensures that there will be no loss. 

Examples of risk avoidance include:

•	 If a country has an unstable economic environment, a business can 

choose to avoid operations in that country. 

•	 If a certain manufacturer of production equipment has a poor 

safety record, equipment can be purchased from another supplier.
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•	 A company avoids the risks related to international business by only 

selling products in its home country. 

•	 If market research suggests there may not be enough demand for a 

new product to cover the costs, a business can choose not to make 

that product.

From a personal perspective, if you don’t believe you have enough expe-

rience or skill to start your own business, you can decide not to become 

an entrepreneur. If severe weather is forecast, you can choose not to drive 

your car to avoid a possible accident. 

Risk Reduction 

When a company is unable or unwilling to avoid a risk, uncertainty may be 

reduced by taking preventive actions. For example:

•	 Businesses use security systems and sprinklers to reduce the risk of 

theft and fire. 

•	 Enhanced online protection can reduce data breaches and 

cybercrime. 

•	 Multinational companies can reduce business risks by only selling 

products that have been successful in other countries. 

Personal risk reduction can be the result of obeying traffic laws and wear-

ing seatbelts when driving. 

Risk Transfer 

Often a business activity must occur even though there is a risk with signif-

icant financial consequences. If a business is not able to assume the risk, it 

may choose to transfer it. When a business transfers a risk, someone else 

assumes the risk. Examples of transferring risk include:

•	 Hiring a company to handle sales and collections. The bank or 

financial service company accepts the risk of unpaid accounts in 

exchange for fees earned on each sale.

•	 Using the services of a transportation and storage company to 

transfer the risk of product damage for items in transit.
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Also called “risk sharing”, a risk transfer strategy may involve insurance. 

Sharing risks among many companies that face similar risks is a common 

practice. Insurance is often purchased for financial protection from prop-

erty losses, motor vehicle accidents, and other business activities.

For risks that can be reasonably predicted, it is possible to purchase 

insurance. Businesses that face the risk of fire damage to their buildings, 

equipment, and inventories can pool those risks with other businesses by 

purchasing fire insurance.

A few businesses may have losses from fires during a specific period. 

Based on the history of fires in businesses, experts can reasonably esti-

mate the total amount of fire damage among several businesses for that 

amount of time. Each business will pay a small amount for insurance that 

will cover the losses of the businesses that suffer a loss from fire.

By purchasing insurance, the company pays a small percentage of the 

possible loss to an insurer for protection against the larger loss if the risk 

occurs. The greater the likelihood of the risk or the larger the possible loss, 

the more expensive the insurance will be. Taking steps to reduce the possi-

bility or cost of the loss can reduce the insurance costs.

How can businesses manage their risks?

•	 Creating a joint venture with an experienced research company to 

transfer the risk of a costly or unsuccessful research process to plan 

a new product. 
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Risk Assumption 

In some situations, avoiding, reducing, or transferring risk may not be pos-

sible. Or a company may decide to take responsibility for losses from cer-

tain risks. For example, a business may set aside funds for fire damage 

that may occur to its factories. This action, called self-insurance, involves 

setting aside money to cover a potential financial loss. A company with 

many stores or factories in different locations may save money by using 

self-insurance.

If a business decides to assume a risk, the result of damage will usually 

not have serious negative consequences. The company believes funds will 

be available to cover the financial loss. Large companies may choose to set 

aside a small amount of money each month for unexpected expenses or 

unforeseen risks. 

Risk assumption may be used if a risk is unlikely to occur or if the pos-

sible financial loss is relatively small. If the cost to the business to insure 

or transfer the risk is high, it may be more reasonable for the company to 

assume the risk.

Business operations of a company also involve risk assumption. Once 

a business offers an item for sale, it must be able to sell the product at a 

price to cover the costs. If the sales goal is not achieved, the business suf-

fers a loss. Companies assume the risk of being able to make a profit.

3.5d  Diversification of Risk 

Another strategy used for reducing business and investment risk is 

“diversification”, which involves obtaining a variety of assets and secu-

rities. Instead of investing in a single stock, the selection of two or more 

companies can reduce your portfolio risk, the total risk of combined 

investments. 

For example, portfolio risk can be reduced when investing in a utility 

company and an oil company instead of just one of those industries. In 

times of higher interest rates and inflation, the earnings of the utility com-

pany may decline as costs rise and regulations limit the amount of price 

increases. In contrast, the oil company may benefit from higher prices 

resulting in higher earnings. The price of the utility company’s stock may 

decline, producing negative returns, while the price of the oil company’s 

stock may rise producing positive returns. 

Self-insurance

Setting aside money to 
cover a potential financial 
loss

Portfolio risk

Total risk associated 
with owning a portfolio 
involving both systematic 
and unsystematic risk
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This inverse relationship between the two stocks, measured with  

correlation, results in a lower portfolio risk: 

1.	 Positive correlation: If there is a positive correlation between two 

stocks, combining them in a portfolio would not reduce risk as the 

stocks would tend to move in the same direction at the same time.

2.	 Negative correlation: If there is a negative correlation between two 

stocks, combining them in a portfolio would reduce portfolio risk 

as the stocks would not tend to move in the same direction at the 

same time. 

Characteristics of a diversified investment portfolio include:

•	 Stocks should have returns that move in opposite directions; if the 

returns become positively correlated, combining the two stocks will 

not achieve a reduced portfolio risk.

•	 Effective diversification results in reduced unsystematic risk, which 

is associated with individual events affecting a particular asset or 

company; firm-specific risk is reduced with the creation of a diver-

sified portfolio.

•	 Creating an investment portfolio with different industries does not 

eliminate the other sources of risk, such as changes in stock prices, 

inflation, changes in interest rates, or variations in exchange rates.

•	 Reduction in risk, not the returns, is the goal of diversification. This 

risk reduction can be viewed by comparing the standard deviations 

of the individual stock returns and combined portfolio return. With 

an appropriate diversification, the combined standard deviation for 

the portfolio would be lower than the standard deviations of the 

returns for any of the individual stock investments.

By creating a diversified portfolio of investments, even if one asset per-

forms poorly, the impact on the total portfolio is reduced. The strategy of 

diversification is also used by companies when offering an array of prod-

ucts and services. For example, an industrial manufacturing company may 

also be involved in selling consumer goods to diversify its revenue sources. 

Correlation

The relationship between 
two or more financial 
variables over time
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Choose the correct answer.

1.	 The first step of the risk management process is to: 

a.	 evaluate risks. 

b.	 implement the risk management program. 

c.	 select a risk management method.

d.	 identify potential risks. 

2.	 Self-insurance is considered to be an example of risk: 

a.	 avoidance. 

b.	 reduction. 

c.	 transfer. 

d.	 assumption. 

3.	 Diversification is achieved by:

a.	 buying insurance. 

b.	 obtaining a variety of assets. 

c.	 creating a self-insurance program. 

d.	 risk avoidance.  

EXERCISES
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Risk is the uncertainty of an event or outcome and every business faces potential 

risks. With a pure risk there is no opportunity for financial gain but only loss. A 

speculative risk has the possibility of either financial loss or gain. Investments 

have speculative risk. Uncontrollable business risks can be the result of geo-

graphic, economic, cultural, and political factors, while controllable risks relate to 

the business operations of an enterprise. 

Investments are made in anticipation of a return, which is a flow of income 

and/or price appreciation. Individuals and financial managers make investments 

in anticipation of a return, but the realized return may differ from the expected 

return. That is the element of risk; the future is uncertain.

Several sources of risk exist. These include the risk associated with the spe-

cific asset (diversifiable, unsystematic risk) and the undiversifiable, systematic 

risk from fluctuations in securities prices, changes in interest rates, reinvestment 

rates, inflation, and fluctuations in exchange rates.

Risk may be measured by an asset’s (or portfolio’s) standard deviation, which 

measures the dispersion around the realized return (in the case of historical re-

turns) or the expected return (in the case of anticipated returns). The larger the 

dispersion of the returns, the greater the risk.

An alternative measure of risk determines the responsiveness of an asset’s 

return relative to the market as a whole. This measure, called a beta coefficient, 

is an index of the systematic risk associated with the asset. The larger the beta 

coefficient, the greater the systematic risk associated with the security, since its 

return has risen or fallen more rapidly than the return on the market as a whole.

Beta coefficients are used to determine an investor’s required rate of return. 

This capital asset pricing model specifies the required return and includes (1) the 

risk-free rate that may be earned on very safe investments plus (2) a risk pre-

mium. The risk premium includes a premium for purchasing risky assets instead 

of the risk-free asset, plus an adjustment for the systematic risk associated with 

the particular investment.

The process of systematically identifying potential risks and making plans to 

reduce the impact of risk is known as risk management. Risk specialists have 

the responsibility of planning and coordinating risk management programs. Risk 

management most often involves pure rather than speculative risk and the four 

risk management methods commonly used are risk avoidance, risk reduction, risk 

transfer, and risk assumption.

The construction of a diversified portfolio reduces the risk associated with 

the particular asset. By owning a variety of assets whose returns are not highly 

positively correlated, the investor reduces unsystematic risk without necessarily 

reducing the potential return on the portfolio as a whole. Unfortunately, the con-

struction of a diversified portfolio does not reduce the other sources of risk.

Summary
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1.	 List four different types of risk. 

	

	

	

	  

2.	 Describe the expected, and required returns.

	

	

	

	  

3.	 What is the difference between the following risks: geographic risk, eco-

nomic risk, cultural risk, and political risk?

	

	

	

	  

4.	 Briefly describe risks you have observed throughout your daily life.

	

	

	

	  

5.	 Differentiate the standard deviation and the beta coefficient as measures of 

risk.

	

	

	

	  

Problems
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6.	 Explain why larger standard deviations indicate increased risk.

	

	

	

	

7.	 Explain why higher beta coefficients indicate increased risk.

	

	

	

	  

8.	 How is the required return calculated using the capital asset pricing model?

	

	

	

	  

9.	 Illustrate the relationship between beta and the required return.

	

	

	

	  

10.	Describe a situation in which a company might use: 

a.	 risk avoidance 

b.	 risk reduction 

c.	 risk transfer 

d.	 risk assumption. 
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11.	Why might an investor wish to invest in two uncorrelated industries? 

	

	

	

	  

12.	What are the four most commonly used risk management methods?

	

	

	

	  

1.	 You are considering purchasing Stock A. What is your expected return on 

your investment given the range of economic outcomes and returns shown 

below?

Rapid growth Declining economy Slow growth

Probability 15% 20% 65%

Returns 30% −20% 6%

	

	

	

	  

2.	 Two stocks, A and B, have beta coefficients of 0.8 and 1.4, respectively. If the 

expected return on the market is 10% and the risk-free rate is 5%, what is 

the risk premium associated with each stock?

	

	

	

	  

Exercises
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3.	 What is the expected return of Stock A, assuming that it has a beta of 0.57, 

a risk free investment yields 2.3% and the expected return on the market is 

8.1%? 

	

	

	

	  

4.	 What is the expected return on an investment with a beta of 1.3 if the risk-

free rate is 2% and the return on the market is 8.1%? If the required return 

on the investment is 11.2%, what should you do? 

	

	

	

	  

Choose the correct answer. 

1.	 An earthquake can create a situation with a  risk. 

a.	 speculative 

b.	 human

c.	 natural 

d.	 controllable 

2.	 The uncertainty that the realized return will not equal the expected 

return is called risk.

True / False

3.	 Unsystematic risk is the tendency for stock prices to move together. 

True / False

4.	 The capital asset pricing model specifies the required return adjusted 

for systematic risk.

True / False

ASSESSMENT QUESTIONS
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Term Definition
Beta coefficient Index of systematic risk; measure of the volatility of a stock’s re-

turn relative to the market return

Capital asset  
pricing model 
(CAPM)

Model used in the valuation of an asset that specifies the required 
return for different levels of risk

Capital gain The increase in the value of the asset, based on the asset’s original 
price

Controllable risks Risks that can be reduced or avoided by careful actions

Correlation The relationship between two or more financial variables over 
time

Diversifiable risk 
(Unsystematic 
risk)

Risk associated with individual events that affect a particular asset; 
firm-specific risk that is reduced through the construction of diver-
sified portfolios

Dividends A dividend is a period payment to a stock shareholder in cash or 
other shares of stock

Economic risk Uncertainty with a potential financial impact

Expected return The expected return is the incentive for accepting risk

Human risks Uncertainty resulting from the actions of individuals, groups, or 
organizations

Natural risks Uncertainty as a result of natural events or phenomena

Portfolio risk Total risk associated with owning a portfolio involving both sys-
tematic and unsystematic risk

Pure risk Uncertainty with no opportunity for financial gain, only a potential 
loss

Required return The return necessary to induce an individual to make an 
investment

5.	 The risk-adjusted required rate of return excludes:

a.	 �the stock’s standard deviation.

b.	 the stock’s beta.

c.	 the risk-free rate.

d.	 �the anticipated return on the market.

6.	 Buying insurance is an example of risk avoidance.

True / False

7.	 The final step in the risk management program is to implement the 

program. 

True / False

Key Terms
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Term Definition
Return What is earned on an investment: the sum of income and capital 

gains generated by an investment

Risk The uncertainty of an event or outcome.

Risk management The process of systematically identifying potential risks and mak-
ing plans to reduce the impact of risk

Self-insurance Setting aside money to cover a potential financial loss

Speculative risk A situation with the possibility of either financial loss or gain

Standard 
deviation

Measure of dispersion around an average value; a measure of risk

Uncontrollable 
risks

Risks that cannot be influenced by human action

Undiversifiable 
risk (Systematic 
risk)

Risk associated with fluctuations in securities prices and other non 
firm-specific factors: market risk that is not reduced through the 
construction of diversified portfolios

Weighted Average Return = (probability of event 1 x return on event 1)  

+ (probability of event 2 x return on event 2) + ...

CAPM risk-adjusted required return (k) = risk-free rate + risk premium

Risk premium = (market return (rm ) − risk free return (rf ) ) x beta

Key Formulas
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MINI CASE 3.1: Investment Decisions

Amina likes to make her own investments for her long-term retirement 
portfolio. She is seeing considerable systemic risk in the investment 
environment. Amina has decided to evaluate her investment portfolio given 
the risks she has identified. She doesn’t want to be too conservative in her 
approach in case there is a sudden growth in the equities market.

Task

1.	 List the types of systemic risks Amina may be identifying.

2.	 Which methods can Amina use to evaluate and readjust her investment 

portfolio?

 

3.	 Use the risks you identified to recommend to Amina which of the financial 

tools she should be using. Justify your response.

MINI CASE
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MINI CASE 3.2: Risk Management and Insurance

One of the goals of Saudi Vision 2030 is to create paths for business success 
for small and medium enterprises and large corporations. As new enterprises 
develop and existing companies expand, an increased knowledge of risk 
management strategies will be needed. Sahar and several business partners 
have started a small manufacturing company to produce components for 
solar energy. The company has a production facility, warehouse and office 
space. Currently, 14 people are employed by the company involved in 
research, production, distribution, office activities, and administration. The 
company works with eight suppliers providing materials used in production, 
and has five main customers, which are companies that create solar panels 
and solar energy installations.

Task

1.	 Describe how Sahar and her business partners might use risk avoidance, 

risk reduction, risk transfer, and risk assumption to create a risk 

management plan for their company.

2.	 Recommend various types of insurance the company might consider to 

protect itself.

 

MINI CASE
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MINI CASE 3.3: Capital Asset Pricing Model (CAPM)

As commodity companies attempt to attract investors, managers realize that 
a higher rate of return may be required due to various risks. An investor will 
only buy a company’s stock if rewarded for the risk. The expected return 
of an investor must exceed the required return based on a risk premium. 
The capital asset pricing model (CAPM) may be used to determine that 
risk premium. With CAPM the risk premium is based on: (1) an additional 
return above the risk-free rate, and (2) the unpredictability of the commodity 
company’s stock compared to the market, measured by the beta of the 
stock. The risk premium using CAPM is calculated with this equation:

Risk premium = (rm − rf ) x beta

The components of the equation include: (1) the expected market return (rm ), 
(2) the risk-free rate (rf ), and (3) beta.

Task

1.	 Describe possible risks a commodity company might encounter to use 

the capital asset pricing model (CAPM) to determine the risk premium. 

2.	 Using the CAPM formula, calculate the risk premium for the following 

situation: 

beta: 1.2      risk-free rate: 5%      average market rate: 11% 

MINI CASE
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The supervisor of the retiree’s personal finance section of a large Saudi bank has 

given Khalid and Fatima their project assignment. Khalid and Fatima are both re-

cent college graduates with degrees in finance. They have been instructed to de-

vise a plan to attract young Saudi professionals to open a retirement investment 

account with the bank. Their plan will need to be presented the following week 

to the bank executive management. The bank has primarily served older Saudis 

with their business and personal banking. 

Khalid and Fatima start their meeting. “I think we need a two-step approach. 

The first thing I think we need to do is point out to the executive management 

that one of the goals under Saudi Vision 2030 is to promote greater financial 

independence and retirement options. Then we need to design an investment 

strategy for our Saudi young professionals,” Fatima says. 

“That’s true,” replies Khalid, “but we need to present some data to show the 

potential of this plan. Let’s do some research and meet tomorrow.” The gradu-

ates gather their research and meet the following morning. Khalid starts, “Saudi 

Arabia’s General Organization for Social Insurance fund has been doing very well 

earning returns of over 14% last year.” Fatima replies, “True, but how long will 

that fund last? By 2050 the long-term population trends for Saudi Arabia will 

have a large percentage of the population both in and ready to move into retire-

ment. Saudi life expectancies are also increasing. Individuals need to start retire-

ment planning now so they will have retirement funds from the government, their 

workplace, and private savings and investment. That is where we come in.”  

“Okay, I think we have a strong case for starting retirement investment prod-

ucts for our bank, but what should we recommend for investors?” asks Khalid. 

“The bank’s management is pretty conservative, and they may not approve of 

investments for individuals who are willing to take on higher growth strategies.” 

“We also have the issue of our targeted young investors. Many of them will 

be new to investing and their views may be based on what they hear from online 

sources about great investments,” Fatima says. “We will most likely need to have 

an educational program for investors.” “We will also need to determine if we will 

use existing Saudi investment products found on the Tadawul exchange or if we 

should use our international branch to offer investments outside of Saudi Arabia,” 

Khalid points out. “Our bank already has licensed brokers and relationships with 

investment banks and their market maker dealers. Younger investors may want a 

portfolio that expands beyond Saudi equities.” 

Fatima replies, “I think we need to look at the current betas of our bank’s in-

vestment products. These may be on the conservative side. Younger investors have 

a long-term investment horizon and may be willing to take more risk. They may 

also want to use investment strategies such as margin purchases and short selling.” 

Case Study: Investment Consulting
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Khalid replies, “We will need to devise a portfolio investment strategy for 

young professionals to present to executive management for their approval. We 

will need to convince bank management to expand our investment technology 

platform. Younger investors want to use their cell phones for monitoring their 

portfolios.” 

Fatima comments, “Let’s put together our initial presentation for executive 

management and show it to our supervisor for comments.”

Study Questions 

1.	 To help Khalid and Fatima inform young Saudi professionals, create a list of 

uncontrollable risks that could influence business performance. 

 

2.	 Khalid and Fatima need to explain financial risk beta coefficients to young 

Saudi professionals. Develop a short explanation of beta coefficients, how 

these are determined and how they should be used in making investment 

decisions.

 

3.	 Khalid and Fatima are concerned that young Saudi professionals may not see 

a reason to invest for retirement. Develop an explanation of how investing 

for retirement should fit into a risk management strategy for young Saudi 

professionals. 

Online Activity 

Research Saudi banks that are offering retiree personal finance plans. Identify the 

types of investment products and services they are offering. Determine how well 

these offerings meet the needs of young Saudi professions.
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4 Stocks and Bonds

In the Kingdom of Saudi Arabia, joint stock companies are regulated  

by the Capital Market Authority (CMA), as discussed previously in  

Chapter 1. The Saudi Vision 2030 has set a goal of facilitating the flow 

of private investment to improve Saudi business competitiveness. In re-

sponse, Saudi Arabia’s Cabinet of Ministers has set regulations designed 

to modernize the Saudi corporate law framework and provide flexibility in 

operating existing businesses in Saudi Arabia. These new regulations are 

also designed to attract foreign investment into the Saudi Arabian market 

by following international practices.

This chapter covers sources of funding available in public markets 

including common and preferred stock, and bonds. Companies need to 

determine the distribution or retention of earnings, stock dividend policy, 

stock splits, and stock buy-backs. Companies also need to determine how 

they can receive funding in bond markets. There always needs to be a bal-

ance between the various sources of funding for a business to limit risks 

and ensure business operations.

Learning Outcomes

Once you have completed this chapter, you should be able to:

1.	 Understand the various sources of funding for a company. 

2.	 Describe the advantages and disadvantages of common stock.

3.	 Explain the strategies influencing a company’s dividend policy. 

4.	 Explain the advantages and disadvantages of preferred stock.

5.	 Describe the characteristics of all debt instruments.

6.	 Describe the types of corporate bonds.

7.	 Explain how companies can retire debt.

8.	 Understand the role of government securities and national debt.
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Fahd is eager to use his considerable corporate finance management 

experience in his new position as a chief financial officer (CFO). Fahd re-

ports directly to Turki, the company’s new chief executive officer (CEO). 

Their joint stock company, or corporation, has been in business for five 

years and the board of directors wanted new management to help the 

company grow. Fahd has reviewed the company’s financial statements 

from both the public annual and quarterly reports, and internal docu-

ments. Turki wants to raise additional capital and has asked Fahd to review 

selling common stock to individuals who will become part owners (share-

holders) in the corporation, as well as other financing options. Fahd needs 

to determine if the corporation should issue preferred stock or bonds, but 

he is not sure of the credit rating for the company. They have a Shari-

ah-compliant business, so they are also considering the sukuk market.
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4.1  Sources of Funding 
To obtain assets to operate, a company must find sources of funding 

through either equity or debt. Investors who own stock in a joint stock 

company have equity ownership. Joint stock companies, commonly called 

corporations, may also issue a variety of debt instruments, such as bonds 

and sukuk, to tap the funds of investors who purchase debt securities. A 

company’s debt obligations have a prior claim to a company’s earnings 

over equity. This means that a business must pay interest on debt before 

there are any earnings available to the owners. If the company is dissolved, 

debts must be paid first, and any remaining assets are distributed to the 

owners. Equity ownership, therefore, is a residual claim. As a residual 

claim, equity is riskier than debt. Common stock represents the final claim 

on the company’s earnings and assets. While equity represents the resid-

ual claim, it is still a claim, and the managers and employees work for and 

are held responsible to the stockholders. 

4.1a  Equity

Equity represents ownership of a company. If Fahd’s company performs 

poorly, there may be little or no returns available to the owners. However, 

a profitable company can generate a large return for its owners, since after 

the debt obligations are met, the residual earnings accrue solely to equity 

owners. While there may be many different types of debt instruments, 

there are only two types of stock: common stock and preferred stock. As 

the name implies, preferred stock has a preferred or superior position.

Residual claim 

A claim to a share of 
earnings after a debt has 
been settled

Choose the correct answer.

1.	 There are more than two types of stock.

True / False

2.	 Common stock represents the initial claim on the company’s earnings 

and assets.

True / False

EXERCISES

www.ien.edu.sa

Link to digital lesson
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4.2  Common Stock
Common stock is direct equity ownership in a corporation.

Common stockholders have the right to:

•	 attend a company’s stockholder general assembly meeting and 

receive dividends when distributed;

•	 vote for a corporation’s board of directors; and

•	 purchase, as a priority, additional shares stock if the company issues 

new shares. 

Shareholders have residual claims on the assets and earnings of a corpora-

tion. In case of liquidation, the holder of common stock receives whatever 

is left after all other claims have been satisfied. A common stockholder 

receives earnings that have accrued after expenses, interest, and preferred 

stock dividends are paid. Common stock investors bear the risk and reap 

the rewards associated with the ownership of a corporation. 

Investors who purchase common stock receive all the rights of own-

ership including the right to “vote the shares” to elect the corporation’s 

board of directors. Voting is typically based on the proportion of stock 

ownership. Stockholders who own 20% of the common stock of a com-

pany would have 20 times more shares of the vote than a stockholder with 

1% of the common stock. The board of directors selects the company’s 

management. Management is then responsible to the board of directors, 

which, in turn, is responsible to the company’s stockholders. If the stock-

holders do not think that the board is doing a competent job, they may 

elect another board to represent them. 

Fahd’s company has a set of bylaws, or procedures, for the operation 

of a joint stock company called articles of association or articles of 

incorporation. These articles indicate the total number of shares of com-

mon stock and preferred shares authorized to be issued by the company. 

The board may not want to have all authorized common stock shares 

issued, or floated, to the public for sale as outstanding shares. Some 

shares remain with the company as treasury shares. Treasury shares 

include shares held by the company for use as employee shares, reserved 

for employee compensation and incentives. Turki and the board strongly 

believe that an employee share strategy is needed for their business to hire 

Board of directors

Body elected by 
and responsible to 
stockholders to set policy 
and hire management to 
run a corporation 

Common stock

Security representing 
ownership in a 
corporation; common 
stock owners have a final 
claim on the company’s 
assets and earnings after 
the company has met its 
obligations to creditors 
and preferred stockholders 

Articles of association 
or articles of 
incorporation 

Bylaws, or procedures, for 
the operation of a joint 
stock company

Treasury shares 

Shares held by the 
company for use as 
employee shares

www.ien.edu.sa

Link to digital lesson
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the best employees. Employees who stay with the business can receive 

shares of stock in the company. If the company meets performance goals, 

then management can be awarded additional shares as incentives.

There are multiple considerations in determining how to fund the oper-

ations of a company. Fahd’s company’s articles of association authorized 

the company to issue two million shares of common stock. One million 

shares were floated or issued to the public. As a publicly traded company, 

major financing decisions must be made public in a prospectus, a formal 

document providing details about the investment to the public. The Saudi 

CMA requires that a company’s prospectus must contain all information 

necessary for an investor to make an assessment of the activities, assets 

and liabilities, financial position, management, and prospects for the com-

pany’s profits and losses so investors can monitor the business’s finances. 

In addition, the prospectus must include information related to the num-

ber and price of the securities, and any obligations, rights, powers, and 

privileges related to the securities. 

Why should the board of directors and the company’s management be separate?

Prospectus

Document that provides 
information about an 
investment such as a stock 
or mutual fund
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Figure 4.1 shows a simplified balance sheet for Fahd’s company at the 

beginning of the year. The company has SAR 100 million in assets for the 

business to use to generate sales. This is balanced against debt of SAR 30 

million and equity consisting of outstanding stock paid in, or share capital, 

of SAR 40 million and retained earnings of SAR 30 million. 

All Numbers in SAR (million)

Balance Sheet Start of Year

Assets 100

Liabilities and Equity

  Debt 30

  Owner’s Equity

    Share Capital 40

    Retained Earnings 30

100

Fahd’s company set an initial nominal value, or actual value, per share 

price for common stock for accounting purposes. In the balance sheet, 

the share capital represents the funds produced by the sale of outstanding 

stock. When Fahd’s company issued stock through its investment bank, the 

What information might be included in a company’s prospectus?

F I G U R E  4 .1
Simplified Balance Sheet
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funds received for the outstanding stock represent the stock share capital 

invested in the company. This has no relationship to the current stock price 

of shares in the open market. The open market prices are determined by 

the supply and demand for the stock shares. Retained earnings repre-

sent the accumulated earnings of the company that have not been distrib-

uted since the company’s inception and, like the common stock, represent 

an investment in the company by common stockholders. Because these 

stockholders would receive the earnings if they were distributed, retained 

earnings are part of the stockholders’ contribution to the company. 

To raise additional funds, Fahd’s company could try to issue the full 

remaining one million authorized shares. But this would mean that the 

current owner’s equity of SAR 70 million would now need to be distrib-

uted across two million shares instead of one million shares. In addition, 

a current common stockholder would see their voting rights cut in half. 

Current stockholders could see a considerable reduction in the value of 

their stock. If Fahd’s company is not able to provide expected returns to 

common stock owners, the stock owners could vote for new board mem-

bers to replace management.

Fahd has seen that his company’s articles of association authorize 

preemptive rights, which is the right of a current stockholder to main-

tain their proportionate ownership in the company if the company issues 

shares for sale. If the company wants to sell additional shares to the pub-

lic, these new shares must be offered initially to the existing stockholders 

in a sale based on tradable rights.

In the balance sheet what does share capital represent?

Preemptive rights 

Right of current 
stockholders to maintain 
their proportionate 
ownership in the company 

Tradable rights 

Right holders to subscribe 
to new shares listed during 
a capital increase, such 
as the sale of new stock 
shares

Retained earnings

Accumulated profit after 
dividends
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The board of directors of Fahd’s company have set a goal of having the 

company’s stock listed in a Saudi fund. Funds are professionally managed, 

and these money managers often press corporate executives to achieve 

higher earnings and returns for stockholders. Funds and other organiza-

tions that purchase large blocks of stock will have large numbers of voting 

shares. If management is unable to achieve its goals, these money manag-

ers may seek the replacement of management or the acquisition of the 

corporation by another company whose goal is higher stock returns. The 

threat of a change in management or a takeover often encourages a cor-

poration’s board of directors and current executives to pursue strategies 

that increase the value of the company’s stock. 

Fahd wants to ensure that the company is working for all equity inves-

tors. This requires that the company provides the expected return on 

investment for shareholders. Common stockholder returns come from 

two sources:

1.	 increases in the value of the common stock; and 

2.	 dividends paid to stockholders. 

Fahd will need to recommend a dividend policy to his company’s board of 

directors.

Acquisition 

The purchase of the 
corporation by another 
company

Choose the correct answer.

1.	 To obtain assets to operate, a company must find sources of funding 

through either equity or debt. 

True / False

2.	 A business must pay earnings to the owners before interest payments 

on debt. 

True / False

EXERCISES
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4.3  Dividend Policy 
After a corporation has earned profits, management must decide what 

to do with these earnings. The company can retain earnings and increase 

each stockholder’s investment in the company, reduce debt, or distrib-

ute earnings as a cash dividend. If the earnings are distributed, the cash 

flows out of the company. If the earnings are retained, management will 

put the funds to work by purchasing income-earning assets or retiring 

outstanding debt. 

Fahd needs to consider alternative strategies for the use of retained 

earnings to present to the board of directors. Figure 4.2 below shows sim-

plified balance sheets outlining three options for the company, assuming 

there is SAR 10 million in retained earnings at the end of the year. 

The options are:

•	 Option 1 – increase assets. The retained earnings increase the 

cash available for the company to purchase additional assets to 

help increase sales. 

•	 Option 2 – reduce debt. The earnings created can be used to 

reduce debt from SAR 30 million to SAR 20 million. This could 

lower debt costs for the company in the following years. 

•	 Option 3 – pay dividends. The company would use the full SAR 

10 million to pay dividends. This would not change the balance 

sheet because the funds that come into the company would be 

used to pay dividends to shareholders.

All Numbers in SAR (million)

Balance Sheet Start of Year
Option 1 

Increase Assets
Option 2 

Reduce Debt
Option 3 

Pay Dividends

Assets 100 110 100 100

Liabilities and Equity

  Debt 30 30 20 30

  Equity

    Share Capital 40 40 40 40

    Retained Earnings 30 40 40 30

100 110 100 100

Cash dividends 

Distribution from earnings 
paid in the form of cash to 
shareholders

F I G U R E  4 . 2
Options for  

Retained Earnings

www.ien.edu.sa
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In Option 1 and Option 2, the company retains all the earnings, so retained 

earnings increase by SAR 10 million. If earnings are distributed as cash 

dividends, the company’s equity is not increased. Fahd’s company board 

wants the business to grow, so investing in additional assets is needed. 

However, Fahd could recommend the use of alternative sources of funds. 

Money may be borrowed, but this could increase the financial risk to the 

company. Funds may be obtained by issuing additional stock, but it may 

not make sense to distribute earnings and then issue new shares to raise 

equity. The retention of the earnings would achieve the same effect and 

not involve the costs associated with selling new stock.

Few companies distribute all their earnings, and many distribute no 

earnings. Since the stockholders are the owners of the company and are 

entitled to the earnings, the question becomes what do the stockhold-

ers want—additional investment in the company or cash dividends? This 

would seem to be an easy question for Fahd to answer but it is not. Usu-

ally, many different stockholders own shares and some may seek income 

through dividends while others may seek capital gains. 

Why might certain individuals prefer dividends to capital gains?
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High-growth companies will often hold retained earnings to help grow 

the business. Stock investors in these growth stocks are more likely to 

want to see the value of their stock increase over time. Other companies 

may not have high growth, but they are known for paying dividends on 

a regular basis. These dividend stocks are often purchased by individu-

als who are more interested in the payment of dividends rather than the 

growth of the value of the stock. 

It is important for Fahd to understand the company’s investing share-

holders as owners, and the transaction costs involved in financial deci-

sions. Financial transaction costs are costs involved in buying or selling 

in financial transactions.

Taxes typically have a major impact on financial decisions. However, in 

Saudi Arabia, Saudi citizens and citizens from Gulf Cooperation Council 

(GCC) nations don’t pay income taxes on dividends or capital gains (profits 

from security sales). Instead, in Saudi Arabia Zakat, a religious wealth tax, 

is imposed at 2.5% on the higher of Zakat-adjusted income and the Zakat 

base. In some countries, such as the United States, dividends and capital 

gains are taxed at different rates.

Fahd’s company does have to pay Zakat of 2.5%. This has an impact 

on Fahd’s funding strategy for the company. Dividend payments for both 

common and preferred stock are paid from retained earnings after taxes 

and Zakat are paid. Payments for debt are considered an expense and 

therefore lower the overall net profit of the company, reducing the taxes 

and Zakat paid on profits. 

4.3a  Cash Dividends

For a Saudi citizen, receiving dividends or selling stock to receive capital 

gains can have the same impact on income, depending upon transaction 

fees. For Fahd’s company, there is an impact on how retained earnings are 

used to fund the operation of the business:

•	 If the company chooses the option to retain all earnings to support 

future growth, the equity of the stockholder increases.

•	 If the company decides to pay out all the retained earnings in cash 

dividends, then the stockholders have increased their overall return 

by receiving dividends.

Financial transaction 
costs 

Costs involved in buying 
or selling in financial 
transactions
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Dividend policy is a question of how much of a company’s earnings should 

be distributed. Companies that pay cash dividends usually have a policy 

that is either stated or implicitly known by the investment community. 

If a company pays a cash dividend, the amount is often stable and well 

known. The proportion of the earnings distributed is measured by the 

payout ratio, which is:

Payout ratio =
Dividend per share

Earnings per share

Yield 

The return on a stock 
expressed as dividend 
per share divided by the 
current share price

Payout ratio 

Ratio of dividends to 
earnings per share

A company is currently trading at SAR 200 per share. The company 
announces a dividend of SAR 6 per share.

What is the dividend yield on the stock?

YOU TRY IT

The average yield of dividend-paying companies on the Saudi Exchange 

was 3.25% in 2021. There were 30 companies that have been paying reg-

ular dividends for over 10 years at an average rate of 3.78%. If the SAR 

amount of the dividend is stable, the payout ratio will fluctuate with fluc-

tuations in earnings. The stability of dividends coupled with fluctuations 

in earnings means that the amount of earnings retained varies each year 

and that management has decided to maintain a stable dividend at the 

expense of stable increases in retained earnings.

EXAMPLE

A company announces a dividend of SAR 3 per share, having previously an-

nounced earnings of SAR 10 per share.

Therefore, the payout ratio is  3  , or 30%.
	 10
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In Saudi Arabia, companies distribute cash dividends on a quarterly, 

semi-annual, or annual basis. As earnings grow, a company can increase 

its cash dividends.

Distributing dividends – the process

Distributing dividends takes time and the process is outlined in the follow-

ing three steps: 

STEP 1

The first step is the dividend meeting of the company’s board of directors. 

If they decide to distribute a cash dividend, two important dates are estab-

lished. The first date determines who is to receive the dividend. On a par-

ticular day, the ownership books of the corporation are closed, and everyone 

owning stock in the company at the end of that day receives the dividend. 

This is called the date of record. If investors buy the stock after the date of 

record, they do not receive the dividend. The stock is purchased excluding 

the dividend; this is referred to as ex dividend, for the price of the stock 

does not include the dividend payment. When a stock goes ex-dividend, its 

price is adjusted downward for the dividend. This price change makes logi-

cal sense.

STEP 2

The second important date is the day that the dividend is distributed, known 

as the pay date or distribution date. The distribution date may be several 

weeks after the record date, as the company must determine the owners on 

the record date and process the payment. The company may not perform 

this task itself; instead, it may use its commercial bank, for which the bank 

charges a transaction fee. 

STEP 3

The day that the dividend is received by the stockholder is likely to be many 

weeks after the board of directors announced the dividend payment.

Date of record 

Day on which an investor 
must own stock in order 
to receive the dividend 
payment

Ex dividend 

Stock purchases exclusive 
of any dividend payment

Pay date or 
distribution date 

Day on which a dividend is 
paid to stockholders
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EXAMPLE

If a stock were selling for SAR 50 and paid a SAR 2 dividend, the stock could 

not be worth SAR 50 on the ex dividend date. If the price were not adjusted, 

an investor could buy the stock for SAR 50 the day before it went ex divi-

dend, sell it for SAR 50 on the ex dividend date, collect the SAR 2 dividend, 

and net SAR 2. If one investor could make the SAR 2, everyone could make 

the SAR 2, but such easy profits do not happen. Instead, the price of the 

stock becomes SAR 48 on the ex dividend date. The investor’s total position 

remains SAR 50, consisting of the SAR 48 stock plus the SAR 2 dividend.

A stock is trading at SAR 40 and announces a dividend of SAR 3 per share.

When the stock goes ex-dividend, what is the stock price likely to be?

YOU TRY IT

Why might a company’s management decide to maintain a stable dividend? 
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Fahd wants to maximize the wealth of the company’s stockholders, so 

the dividend decision basically depends on who has the better use for the 

money—the stockholders or the company. Fahd is unsure of the stockhold-

ers’ need for money. If the stockholders like the dividend policy, they may 

purchase more shares. If the stockholders do not like the company’s dividend 

policy, they may sell their shares. However, if the sellers exceed the buyers, 

the value of the shares will fall, and Fahd will become aware of the stock-

holders’ preference for cash dividends instead of the retention of earnings.

4.3b  Share Dividends

Some companies distribute share dividends in addition to (or instead of) 

cash dividends. Share dividends alter the entries on the company’s equity 

section of its balance sheet, but they have no impact on the company’s 

assets and liabilities. Since assets are neither increased nor decreased, share 

dividends do not affect the company’s earning capacity. Share dividends 

transfer amounts from retained earnings to common stock and additional 

paid-in capital.

A share dividend does not increase an investor’s wealth, but it does 

increase the number of shares the investor owns.

Share dividends 

Dividends paid to 
stockholders in a form of 
stocks, often in place of a 
dividend paid in cash

EXAMPLE

If an investor owned 100 shares at SAR 20 per share before the stock  

dividend, the investor had stock worth SAR 2,000 (100 shares x SAR 20). 

After the stock dividend, the investor owns 110 shares (the extra 10 shares 

resulting from the share dividends). However, the 110 shares are also 

worth SAR 2,000, as the price per share falls from SAR 20 to SAR 18.18  

(SAR  2000  shares). 
	 110

The reason the stock price falls is that there are 10% more shares outstand-

ing in the market, but there has been no increase in the company’s assets 

and earning power. The old shares have been diluted and so the price of 

the stock must decline to indicate this dilution. If the price of the stock did 

not fall, all companies could make their stockholders wealthier by declaring 

stock dividends. But investors would soon realize that the stock dividend 

does not increase the assets and earning power of the company, and they 

would not be willing to pay the old price for a larger number of shares. The 

market price would fall to adjust for the dilution of the old shares, and that 

is what happens.

Dilution 

Reduction in earnings 
per share as the result of 
issuing additional shares
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Fahd needs to determine if a share dividend would increase the ability of 

the company to grow. If a share dividend were a substitute for a cash divi-

dend, the statement would be partially true, because the company still has 

the asset cash that would have been paid to stockholders if a cash divi-

dend had been declared. The company, however, would still have the cash 

if it did not pay the share dividend, for a company could retain its cash and 

not pay a stock dividend. The decision to pay the share dividend does not 

increase the company’s cash; it is the decision not to pay the cash dividend 

that conserves the cash.

4.3c  Stock Splits 

After the price of a stock has risen substantially, management may choose 

to split the stock. A stock split lowers the price of the stock and makes 

it more accessible to investors. Implicit in this statement is the belief that 

investors prefer lower-priced shares and that reducing the price of the stock 

benefits the current stockholders by widening the market for their stock.

Like the stock dividend, the stock split does not alter the equity sec-

tion on the balance sheet and it does not affect the assets or liabilities 

of the company. It does not increase the earning power of the company, 

and the wealth of the stockholder is not increased unless other investors 

prefer lower-priced stocks and increase the demand for this stock. In a 

two for one stock split, one old share becomes two new shares. There are 

no changes in the additional paid-in capital, retained earnings, or total 

An investor owns 100 shares of stock trading at SAR 10. The company 
announces  a share dividend at a rate of 1 for every 10 an investor owns.

Given a share dividend does not increase an investor’s wealth, what price 
will the shares trade at after the dividend?

YOU TRY IT

Stock split 

Recapitalization achieved 
by changing the number of 
shares outstanding
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EXAMPLE

If a stock is selling for SAR 54 a share and is split three for two, then the price 

of the stock after the split will be 

SAR 54 x
2

= SAR 36
3

equity. All that has happened is that there are now twice as many shares 

outstanding, and each share is worth half as much as an old share. Stock 

splits may be in any combination of terms, such as four for one or seven 

for four, but the most common splits are two for one or three for two. 

There are also reverse splits, which reduce the number of shares and raise 

the price of the stock. 

All stock splits affect the price of the stock. With a two for one split, 

the stock’s price is cut in half. A one for ten reverse split raises the price by 

a factor of ten. An easy method for finding the price of the stock after the 

split is:

Price of stock 

after split
=

Stock price 

before split
x

Reciprocal of the 

terms of the split

If a stock is selling for SAR 5.5 a share and there is a reverse split of one 
for two, what would the price of the stock be after the reverse split?  
Show your work.

YOU TRY IT
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Fahd is evaluating whether he should recommend to the board that the 

company should split its stock. This would result in a lower selling price 

and could increase the marketability of the company shares. This could cre-

ate a wider distribution of ownership and increase investor interest in the 

company. This increased interest and marketability may ultimately cause 

the value of the stock to appreciate. If demand for the stock increases, 

the current stockholders would benefit. However, the price increase in the 

stock’s value in the exchange market would not increase the company’s 

earnings. He could also recommend a reverse split. This would increase the 

price of the stock but would not increase the wealth of the shareholders.

4.3d  Repurchase of Stock

A company with cash may choose to repurchase some of its stock. Stock 

repurchases (stock buy-backs) decrease the number of shares outstand-

ing. Since the earnings will be spread over fewer shares, the earnings per 

share should increase. The higher per-share earnings may then lead to a 

higher stock price in the future. Repurchased stocks by the issuing com-

pany become treasury stocks. The company can hold these stocks, re-issue 

them, or cancel them. These shares are not part of the company’s capital, 

and they don’t pay dividends.

Fahd is considering repurchasing shares as an alternative to paying 

cash dividends. Instead of distributing the money as cash dividends, the 

company could offer to purchase the shares from the stockholders. This 

offers the stockholders a major advantage. They have the option to sell or 

retain their shares. If the stockholders believe that the company’s potential 

is sufficient to warrant retention of the shares, they do not have to sell 

them. The decision to sell the shares rests with the stockholder. Figure 4.3 

summarizes the stock strategies mentioned above.
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Stock Policies Owner Wealth Impact Company Impact

Cash  

Dividends

Receiving dividends have an 

impact on income, depending 

on transaction fees.

Paying cash dividends lessens 

the growth in retained earn-

ings for the company used to 

support future growth. 

Share 

Dividends

Does not increase an inves-

tor’s wealth, but it does in-

crease the number of shares 

the investor owns.

Share dividends alter the en-

tries on the company’s equity 

section of its balance sheet, 

they have no impact on the 

company’s assets and liabil-

ities and have no affect the 

company’s earning capacity.

Stock Splits A stock split lowers the price 

of the stock and makes it 

more accessible to investors. If 

investors prefer lower-priced 

shares, then reducing the 

price of the stock benefits 

the current stockholders by 

widening the market for their 

stock.

Does not alter the equity sec-

tion on the balance sheet and 

it does not affect the assets 

or liabilities of the company.

Repurchase of 

Stock

Stock repurchases (stock 

buy-backs) decrease the num-

ber of shares outstanding, 

increasing the earnings per 

share. The higher per-share 

earnings may then lead to 

a higher stock price in the 

future.

Repurchased stocks by the  

issuing company become trea-

sury stocks. The company can 

hold these stocks, re-issue 

them, or cancel them. These 

shares are not part of the 

company’s capital and they 

don’t pay dividends.

F I G U R E  4 . 3
Stock Strategies
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Choose the correct answer.

1.	 A stock dividend paid from company profits reduces a firm’s total 

equity.

True / False

2.	 Dividends are paid on the:

a.	 declaration date.

b.	 ex dividend date.

c.	 date of record.

d.	 distribution date.

3.	 A share dividend: 

a.	 reduces the firm’s cash. 

b.	 increases the firm’s total equity. 

c.	 decreases the firm’s stock price. 

d.	 increases the firm’s assets.

EXERCISES
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4.4  Preferred Stock 
Preferred stock is a class of equity but is more like debt than common 

stock since it pays a fixed dividend return that may accumulate if it is not 

paid. Preferred stock gives holders a priority to receive a predetermined 

percentage of a company’s profits, and priority over holders of common 

stock in obtaining rights in the event of a company’s liquidation. Like com-

mon stock, preferred stock can be perpetual so the company never has to 

retire it, but the company can call back the preferred shares. Unlike com-

mon stockholders, preferred stock does not allow holders to vote. Issuing 

preferred stock provides equity and is included in share capital instead of 

being included as debt on a balance sheet. 

Like many companies, Fahd’s company has not issued preferred stock, 

although the company’s articles of association allow for the issuance of 

preferred stock under Saudi Companies Law articles. 

•	 Issuing preferred stock can provide additional capital for the com-

pany but will lock in a percentage of net profits to be paid to pre-

ferred stockholders. 

•	 If Fahd’s company fails to pay the specified percentage of their 

company’s net profits in a given year, under the Saudi Companies 

Law, no dividends can be distributed for the following years except 

after payment of the percentage specified to holders of preferred 

shares.

•	 Fahd’s companies don’t have to retire the preferred shares like most 

debt, therefore, their preferred shares will often be purchased by 

investment firms rather than individuals.

4.4a  Analysis of Preferred Stock 

Because preferred stock is an income-producing investment for investors, 

Fahd’s analysis is primarily concerned with the capacity of his company 

to meet the dividend payments. Although dividends must ultimately be 

related to current earnings and the company’s future earning capacity, 

preferred dividends are paid from cash. Even if the company is operating 

at a loss, it may still be able to pay dividends to the preferred stockholders 

if it has sufficient cash. In fact, cash dividends might be paid despite the 

Preferred stock

Class of stock (equity) 
that has a claim prior to 
common stock on the 
firm’s earnings and assets 

www.ien.edu.sa

Link to digital lesson
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Why might it be important reputationally for a company to keep paying dividends 
even during a loss-making year?

Choose the correct answer.

1.	 Preferred stock dividends are paid after interest but before dividends to 

common stock.

True / False

2.	 Common features of preferred stock include:

a.	 variable dividends

b.	 skip dividends

c.	 adjustable dividends

d.	 fixed dividends

3.	 Dividends can be paid to the preferred shareholders even if the 

company is operating at a loss. 

True / False 

EXERCISES

earnings deficit to indicate that the losses are expected to be temporary 

and that the company is financially strong. 
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4.5  Bonds
A bond is a fixed-income promise to pay, issued by a company or govern-

ment representing a loan made by an investor to a borrower. 

Fahd has considered raising capital by issuing bonds since the cost of 

funds raised through the issue of equity is higher than the cost of funds 

from bond issues.

4.5a  Characteristics of All Debt Instruments 

All bonds and other long-term debt instruments share several character-

istics. They are liabilities of their issuers for a specified amount, called the 

principal (face value). Virtually all debt has a maturity date; it must be 

paid off by a specified date. If maturity occurs after a year, it is long-term 

debt. When this debt is issued, the length of time to maturity can range 

from a few years to 20 years or more. The owners of debt instruments 

receive payments (interest); this is sometimes called yield and may be 

expressed as current yield or yield to maturity. The payments are usu-

ally fixed and are often referred to as the coupon. Interest paid should not 

be confused with other forms of cash outlays for a company, such as cash 

dividends paid by common and preferred stock. Dividends come from the 

company’s earnings, while interest is an expense to a company. 

Each debt agreement has terms that the debtor must meet, and these 

are stated in a legal document called the indenture. One of the most 

frequent requirements is the pledging of collateral that the borrower must 

put up to secure the loan. For example, the collateral for a mortgage loan 

is a building and land. Other assets, such as securities or inventory owned 

by the borrower, may also be pledged to secure the loan. If the borrower 

defaults on the loan (fails to pay the interest or fails to meet other terms 

of the indenture), the creditor may seize the collateral and sell it to recoup 

the principal.

 Other examples of common loan restrictions are limits on dividend 

payments, limits on the issue of additional debt, and the requirement to 

periodically retire a proportion of the debt. These examples do not exhaust 

all the possible conditions of a given loan. Since each loan is separately 

negotiated, there is ample opportunity for subtle differences among loan 

Principal 

The amount owed

Maturity date

The date by which the 
debt must be repaid

Indenture 

Document specifying the 
terms of a debt issue

Default 

Failure to meet the terms 
specified in the indenture 
of a debt issue

Current yield/yield to 
maturity

The rate of return on a 
bond investment

Coupon

The interest rate received 
by the bondholder

www.ien.edu.sa

Link to digital lesson
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agreements. The important point, however, is that if any part of the loan 

agreement is violated, the creditor may declare that the debt is in default 

and the entire loan is due. Default is not just the failure to pay the interest. 

Failure to meet any of the indenture provisions places the loan in default, 

even though the interest is still being paid.

There are two influences on the expected return on debt instruments. 

This includes the expected market return and the perceived risk of a com-

pany’s ability to pay interest and principal on debt. Fixed-income securities, 

such as preferred stock and fixed-rate bonds, offer no protection from 

inflation. If the rate of inflation increases, the real purchasing power of the 

dividend or coupon yield is diminished. In addition, increased inflation will 

probably lead to higher interest rate payments by new securities, which 

will drive down the market value of all current lower interest rate fixed-in-

come securities, including preferred stock and bonds. Higher rates of infla-

tion impact fixed-income, long-term securities through both decreased 

purchasing power of the dividend or yield, and the market value of the 

stock or bond will be diminished. 

Why might a limit be set on dividend payments?
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EXAMPLE

Assume a SAR 1,000 fixed rate bond pays 4% when the inflation rate is 2%. 

Investors are willing to pay SAR 1,000 to receive a yield, after considering 

inflation, of 2%. If inflation rose to 3%, what discount (less than the face 

value) would an investor be willing to pay for the fixed rate bond to maintain 

a 2% post-inflation return? 

At 4%, the investor receives SAR 40 (SAR 1000 x 4%) per year. 

Whereas inflation = SAR 1,000 x 2% = SAR 20. Therefore, the investor re-

ceives SAR 20 above inflation (SAR 40 − SAR 20). 

With inflation at 3%, the investment would need to earn a return of 5% 

(Required Investment Return is: Inflation 3% + Return above inflation 2%) 

to maintain the 2%    20    above inflation.
	 1000 

So, the annual payment is still at SAR 40. Thus the new price will be 

SAR New Bond Price x Required Investment Return % = Annual Payment

SAR New Bond Price x 5% = SAR 40

SAR New Bond Price = SAR   40   = SAR 800
	 0.05

The above formulas showed that the bond price could drop to SAR 800 for 

an investor to maintain their 2% above inflation return.

Assume a SAR 1,000 fixed-rate bond pays 5% when the inflation rate 
is 3%. Investors are willing to pay SAR 1,000 to receive a yield, after 
considering inflation, of 2%. If inflation drops to 2%, what premium 
(above the face value) would an investor be willing to pay for the fixed rate 
bond to maintain a 2% post-inflation return?

YOU TRY IT
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Another characteristic of all debt is risk. This includes the risk that the 

interest will not be paid, the risk that the principal will not be repaid, the 

risk that the price of the debt instrument may decline, and the risk that 

inflation will erode the purchasing power of the interest payments and 

principal repayment. The riskier a company’s ability to pay interest and 

principal on the debt, the higher the expected return for that debt. 

Credit ratings

Measures of the perceived riskiness of a company are determined by credit 

rating agencies. In Saudi Arabia, credit ratings must be assigned by an 

authorized credit rating agency, which includes agencies incorporated in 

Saudi Arabia and foreign credit rating agencies. Rating agencies may use 

different rating systems: 

Credit ratings 

Classification schemes 
designed to indicate the 
risks associated with a 
particular debt instrument

Lowest risk
Typically, these start with high 

A ratings, such as a triple AAA 

for high-quality debt, followed 

by AA+, AA, AA-, etc. 

Lower medium grade risk
Debt would start with BBB+, 

followed by BBB, etc. to highly 

speculative debt at B-. 

Substantial risk
This would start with CCC+ 

and run to C with default 

imminent. 

Default
Companies in default would 

have D ratings. 

Since the risk of default may be substantial for poor-quality debt, some 

financial institutions and investors will not purchase debt with a low credit 

rating.

Fahd knows that if his company issues bonds, and the lenders anticipate 

inflation, they will demand a higher rate of interest to help protect their pur-

chasing power. In addition, Fahd’s company has never issued securities and 

does not yet have a credit rating. Fahd also knows that if his company sells 

bonds they could be resold in the open market at a premium or discount.  
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4.5b  Types of Corporate Bonds 

All bonds have some level of risk. Secured bonds are tied to a specific asset 

that is used as collateral to secure the loan and therefore have less risk for 

an investor than unsecured bonds. Figure 4.5 outlines types of corporate 

bonds, their features, and the riskiness for investors.

Types of Bond Features Investor Risk

Mortgage 
Bond

Secured to a specific real estate asset, such as a 
building.

Less risky

Asset-Backed 
Securities

Issued to finance activities that generate income. 
For example, issued to finance the construction of 
a parking garage secured by the parking fees. If the 
issuer fails to make the required payments on these 
secured bonds, the investors can take possession 
of the specified asset or assets and use them to re-
coup the money due.

Less risky

Sukuk Shariah-compliant financial certificates like as-
set-backed securities. The investor gains partial 
ownership of an issuer’s assets providing a yield 
based on the annual rate of return for the security 
until the sukuk maturity date.

Less risky

Mortgage bonds 

Bonds secured by a claim 
on real estate

Asset-backed 
securities 

Bonds issued to finance 
activities that generate 
income

For his bond investors, one feature of the bond debt that partially 

compensates for the risk of price fluctuations is that when debt ulti-

mately matures, the principal must be repaid. If the price falls and the debt 

instrument sells for a discount, the price of the bond must appreciate as 

it approaches maturity. For on the day it matures, his company must pay 

the full amount of the principal. Figure 4.4 shows a bond purchased in an 

open market at a discount (at SAR 90 as an example), and the bond price 

begins to converge on the face value (SAR 100) as it approaches maturity.

TOWARDS MATURITY

SAR 90 SAR 100

Purchase in the 
open market (discount bond)

Maturity

As maturity approaches, the bond price will 
begin to converge on the face value

F I G U R E  4 . 5
Types of Corporate Bonds

F I G U R E  4 . 4
A discounted bond  

approaching maturity
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Debentures 

Unsecured bonds 
supported by the general 
credit of the company

Convertible bonds 

Bonds that may be 
converted into (exchanged 
for) stock at the option of 
the bondholder

Types of Bond Features Investor Risk

Convertible 
bonds

Allows the holder the option to exchange the bond 
for a predetermined number of shares of common 
stock based on a conversion ratio.

Less risky

Variable  
Interest Rate 
Bonds

Bond payments vary with changes in the rate of 
inflation or changes in market interest rates. Also 
called floating rate notes.

Less risky

Zero Coupon 
Bonds

Sells for a discount from face value. The discount 
on the bond is determined by the length of time to 
maturity and the specified interest to be accrued. 
At maturity, the investor receives the bond’s face 
value.

Less risky

Debentures Unsecured bonds are supported by the general 
credit of the company. 

Riskier

High-Yield 
Securities

Name given to debt of low-quality bonds rated be-
low triple B typically subordinated to the company’s 
other debt. Also called junk bonds.

High Risk

Variable interest rate 
bonds 

Long-term debt 
instruments whose 
interest payments vary 
with changes in short-
term interest rates or the 
Consumer Price Index

Zero coupon bonds 

Bonds that are initially sold 
at a discount and on which 
interest accrues and is paid 
at maturity

High-yield securities 
(junk bonds) 

Poor-quality debt with 
high yields and high 
probability of default 

What does a bond with a floating rate protect against?
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Choose the correct answer.

1.	 Credit ratings for companies are assigned by the Saudi government.

True / False

2.	 If interest rates increase due to inflation;

a.	 the prices of bonds and preferred stock increase 

b.	 the price of bonds increases but the price of preferred stock 

decreases

c.	 the prices of bonds and preferred stock decline

d.	 the price of bonds decreases but the price of preferred stock 

increases

3.	 Convertible bonds allow the holder the option to exchange the bond 

with a predetermined number of shares of common stocks. 

True / False 

4.	 Which of the following bonds is supported by collateral?

a.	 unsecured bonds 

b.	 income bonds 

c.	 mortgage bonds 

d.	 debentures 

EXERCISES
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4.6  Retiring Debt
Retiring debt is when the borrower repays a debt back in full. Fahd 

knows that any debt issued by his company must ultimately be repaid, 

and this repayment must occur before the maturity date. When the bond 

is issued, a method for periodic retirement is usually specified, as very few 

debt issues are retired in one lump payment at the final maturity date. 

Instead, part of the issue is systematically retired each year. This system-

atic retirement may be achieved by issuing the bond in series. In addition, 

dramatic changes in interest rates may cause a corporation to retire bonds 

before maturity by repurchasing or by calling the debt.

If interest rates rise and bond prices decline, Fahd’s company may retire 

the debt by repurchasing it. Fahd can repurchase bonds from time to time, 

and sellers of the bonds may not know that the company is purchasing 

and retiring the bonds. Fahd’s company could also announce the intention 

to purchase and retire the bonds at a specified price. The bondholders 

may sell their bonds at the specified price.

EXAMPLE

If the bonds are selling at a discount, Fahd’s company has an advantage in 

retiring debt. If a SAR 1,000 bond is currently selling for SAR 800, Fahd’s 

company reduces its debt by SAR 1,000 with only a SAR 800 outlay in cash. 

There is a SAR 200 saving from purchasing and retiring the debt at a dis-

count. This gain is classified as income for the firm’s stockholders. 

Fahd knows that this strategy may appear to be a desirable means to retire 

debt; however, using money to repurchase debt is an investment decision 

just like buying plant and equipment. If the firm repurchases the debt, it 

cannot use the money for other purposes. Fahd needs to determine which 

is the better use of the money—purchasing other income-earning assets 

or retiring the debt. 

4.6a  Calling the Debt

Some bonds have a call feature, which permits the issuer to redeem the 

bond prior to maturity. If interest rates fall after a bond has been issued, it 

Call feature

Right of a debtor to retire 
(call) a bond prior to 
maturity

Retiring debt

When the borrower repays 
a debt in full

www.ien.edu.sa

Link to digital lesson
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may be advantageous for the company to issue a new bond at the lower 

interest rate. The proceeds can then be used to retire the older bond with 

the higher interest rate. The company “calls” the older bond and retires it. 

This refunding hurts the bondholders, who lose the higher-yielding instru-

ments. To protect these creditors, a call feature usually has a call penalty, 

such as a year’s interest. 

EXAMPLE

If the initial issue had a 9% interest rate, the company would have to pay 

SAR 1,090 to retire SAR 1,000 worth of debt. While such a call penalty does 

protect bondholders, a company can still refinance if interest rates decline 

enough to justify paying the call penalty.

4.6b  Government Securities

In addition to corporations, governments issue a variety of debt instru-

ments to raise capital from individuals, firms, and other governments with 

funds to invest. The general features of these securities are essentially the 

same as corporate debt; they pay interest and must be retired at some 

specified time in the future. If the securities are callable, the debt is often 

issued in series so that a specified series periodically matures. Governments 

issue securities that range from short-term to long-term. These securities 

emphasize short- to intermediate-term financing, primarily because inter-

est rates on short-term debt are usually less than on long-term debt.

1.	 Notes: government securities that mature within 10 years or less.

2.	 Bonds: securities that mature in more than 10 years.

3.	 Treasury bill: matures in less than one year. 

The Saudi Arabian National Debt Management Center (NDMC) has the 

role to secure the Kingdom’s financing needs at a fair cost and with 

acceptable levels of risk. The NDMC:

•	 works to secure the Kingdom’s financing needs at the best pos-

sible costs through short-, medium-, and long-term issuance of 

securities;
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•	 develops an annual borrowing plan for Saudi Arabia to address 

debt management guidelines, risk management, the calendar for 

local sukuk issuances, and debt issuance guidelines; and

•	 structures its borrowing activities to issue securities both domesti-

cally and internationally.

Sukuks are issued for the domestic market. International financing is 

through sukuk and medium-term notes offered in dollars and Euros.

Government securities are among the safest investments and are rated 

by the same rating agencies use for corporate securities. There are ways in 

which an investor can lose when investing in these securities. Changes in 

the current rate of interest cause security prices to fluctuate. An investor 

could purchase government security and its market price could decline. 

There is also the risk associated with exchange rates. The NDMC evaluates 

the exchange risk of its international debt issues. The Saudi Riyal is tied to 

the U.S. Dollar, so there is minimal exchange risk there. However, the value 

of the Euro to the Riyal floats with exchange markets. If the Euro increases 

in strength, it will take more Riyal to pay back a Euro denominated loan. If 

the Euro decreases in strength, it will take less Riyal to pay back the loans. 

Fahd knows that the yield rates on risk-free government securities 

impact the expected returns on company securities since their risk is nor-

mally higher. He watches the rates offered by the Saudi government treas-

ury bills to determine the return his company will need to offer for its 

securities.

4.6c  National Debt

National debt, also called government debt, federal debt, or public debt, 

is the total outstanding obligations of a country. Countries borrow funds 

to cover deficits between national income from taxes and other sources, 

and national expenditures. Countries may also borrow to invest in their 

development, such as building infrastructure.

The total debt is less important than its proportion to the country’s 

gross domestic product (GDP), as determined by the debt-to-GDP ratio. 

In Saudi Arabia, the NDMC monitors the debt-to-GDP ratio. In 2020, the 

ratio was at 32.4% and was expected to drop to 25.9% by 2022. Other 

countries can have very high debt-to-GDP ratios. In 2020, Greece’s ratio 

National debt

The total outstanding 
obligations of a country
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was over 225% and the United States’ ratio was 119%. High levels of the 

debt-to-GDP ratio could indicate financial risk, resulting in higher borrow-

ing costs for the country.

Choose the correct answer.

1.	 Many bonds have a call feature, which permits the firm to retire the 

bonds prior to maturity.

True / False

2.	 If interest rates rise after a bond has been issued, it may be 

advantageous for the company to call the bond.

True / False

3.	 Bonds may be retired prior to maturity by (1) repurchases, (2) new 

issue, (3) a call feature:

a.	 1 and 2

b.	 1 and 3

c.	 2 and 3

d.	 1, 2, and 3

4.	 The call feature permits the issuer to redeem a bond prior to maturity.

True / False

5.	 The total debt is less important than its proportion to the country’s 

gross domestic product (GDP).

True / False

EXERCISES
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Fahd must evaluate multiple alternatives to develop a funding strategy for his 

company. Stock represents ownership (equity) in a corporation. Common stock-

holders are the residual owners and have the final claim on a corporation’s 

earnings and assets after the company’s obligations to creditors and preferred 

stockholders have been met. Common stockholders have the right to vote their 

shares and elect the company’s board of directors. Once a corporation has gen-

erated earnings, the earnings are either distributed or retained. The retention 

of earnings is an important source of funds for corporations and increases the 

stockholders’ investment in the company. Retained earnings may be used to fi-

nance future growth or to retire existing debt.

Many corporations distribute a part of their earnings as cash dividends. Some 

corporations pay share dividends, which increase the number of shares but do 

not decrease the company’s assets. Stock splits alter the number of outstanding 

shares and, like share dividends, do not affect the company’s assets, liabilities, or 

earning capacity. Stock splits and share dividends affect the price of the stock in 

proportion to the number of shares issued. Corporations can elect to repurchase 

shares as an alternative to distributing cash dividends. If current stockholders 

want to retain their ownership in the company, they may choose not to sell their 

stock.

On the other hand, preferred stock is more like bonds than common stock. 

As preferred stock:

1.	 pays a fixed dividend that may accumulate if it is not paid;

2.	 is perpetual, in which case the company never has to retire it; and 

3.	 may be callable. 

Other issues including bonds, however, have mandatory repayment of the prin-

cipal at a specified date. The dividends paid to preferred stockholders are dis-

tributions from earnings. Unlike interest payments to bondholders, preferred 

dividends are not tax-deductible expenses. The lack of tax deductibility reduces 

the attractiveness of preferred stock to issuers.

Since preferred stock pays a fixed dividend, its valuation is the same as a 

bond. Higher interest rates cause the prices of preferred stocks to fall, but lower 

interest rates cause their prices to rise. Analysis of a preferred stock is based upon 

the company’s ability to cover (that is, pay) the dividend. 

A corporation may issue a variety of bonds, ranging from secured mortgage 

bonds to unsecured debentures. The terms of each bond issue include the cou-

pon rate of interest and the maturity date. The risks associated with investing in 

bonds include defaulting on interest and principal repayments, increased interest 

rates that decrease the current market value of the bond, and the loss of pur-

chasing power through inflation. Bonds may also be callable, which permits the 

Summary
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issuer to pay off the entire issue prior to maturity. If interest rates rise and cause 

a bond’s price to fall, it would be more advantageous for the issuer to repurchase 

the bonds than to call and retire them at par.

Governments, as well as corporations, issue bonds. The general features and 

risks associated with investing in government bonds are the same as with corpo-

rate bonds. The rate of return on government securities is dependent upon the 

perceived risk of the bonds, including the debt-to-GDP ratio.

1.	 Describe the features of common stock. 

	

	

	

	  

2.	 Explain the impact of retaining earnings versus paying cash dividends on a 

corporation’s balance sheet.

	

	

	

	  

3.	 Identify the important dates for the distribution of a cash dividend.

	

	

	

	  

4.	 Compare the impact of a cash dividend, stock dividend, and stock split on a 

company’s balance sheet.

	

	

	

	  

Problems
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5.	 List the features of preferred stock.

	

	

	

	  

6.	 Describe the general characteristics of bonds.

	

	

	

	

7.	 Explain the relationship between changes in interest rates and the price of 

preferred stocks and bonds.

	

	

	

	  

8.	 List the types of corporate bonds.

	

	

	

	  

9.	 Explain how a country’s debt-to-GDP ratio could influence the borrowing 

costs for the country.
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10.	SCC wants to issue new bonds. SCC’s credit rating has changed from AA to 

AA+. How will this impact the expected return by investors for this new bond 

issue?

	

	

	

	  

1.	 Saudi Construction Corporation (SCC) earns SAR 9 per share, sells for SAR 

90, and pays a SAR 6 per share dividend. SCC has the following balance 

sheet:

All Numbers in SAR (million)

Balance Sheet Start of Year

Assets 150

Liabilities and Equity

  Debt 60

  Owner’s Equity

    Share Capital X

    Retained Earnings 40

150

a.	 What is the amount of share capital for SCC?

	

b.	 What is the payout ratio for SCC?

	

c.	 The stock is split two for one. What will be the new price of the stock? 

	

d.	 What will be the price of SCC’s stock when dividends are paid?

	

Exercises
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e.	 Next year, SCC plans to use all of its annual profits to pay cash dividends. 

How will this change retained earning?

	

2.	 Saudi Construction Corporation (SCC) has issued a SAR 1,000 fixed rate 

bond paying 3.5% when the inflation rate is 2.5%. If inflation rises to 3.5%, 

what is the discount an investor would be willing to pay for the fixed rate 

bond to maintain a 1% post-inflation return?

	

	

	

3.	 Why might SCC consider issuing bonds instead of preferred stock?

	

	

	

	  

Choose the correct answer. 

1.	 The owners of a corporation elect the board of directors.

True / False

2.	 Which of the following is equity: 1. investments, 2. additional paid‑in 

capital, 3. retained earnings?

a.	 1 and 2

b.	 1 and 3

c.	 2 and 3

d.	 1, 2, and 3

3.	 A cash dividend reduces the firm’s ability to increase assets.

True / False

ASSESSMENT QUESTIONS
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4.	 Financial transaction costs are costs involved in buying or selling in fi-

nancial transactions. 

True / False

5.	 Stock repurchases:

a.	 increase per share earnings.

b.	 decrease per share earnings.

c.	 increase liabilities.

d.	 decrease liabilities.

6.	 Preferred stock shares are often purchased by investment firms rather 

than individuals. 

True / False

7.	 The document stating the terms of a bond is the indenture.

True / False

8.	 Treasury bills are short-term debt issued for less than one year.

True / False

9.	 Government securities: 1. pay interest, 2. must be retired at some 

specified time in the future, 3. may be callable.

a.	 1 and 2

b.	 1 and 3

c.	 2 and 3

d.	 1, 2, and 3
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Term Definition
Acquisition The purchase of the corporation by another company

Articles of  
association 
or articles of 
incorporation 

Bylaws, or procedures, for the operation of a joint stock company

Asset-backed 
securities 

Bonds issued to finance activities that generate income

Board of directors Body elected by and responsible to stockholders to set policy and 
hire management to run a corporation

Call feature Right of a debtor to retire (call) a bond prior to maturity

Cash dividends Distribution from earnings paid in the form of cash to shareholders

Common stock Security representing ownership in a corporation; common  
stock owners have a final claim on the firm’s assets and earnings 
after the firm has met its obligations to creditors and preferred 
stockholders

Convertible 
bonds

Bonds that may be converted into (exchanged for) stock at the  
option of the bondholder

Coupon The interest rate received by the bondholder

Credit ratings Classification schemes designed to indicate the risks associated 
with a particular debt instrument

Current yield The rate of return on a bond investment

Date of record Day on which an investor must own stock in order to receive the 
dividend payment

Debentures Unsecured bonds supported by the general credit of the company

Default Failure to meet the terms specified in the indenture of a debt issue

Dilution Reduction in earnings per share as the result of issuing additional 
shares

Ex dividend Stock purchases exclusive of any dividend payment

Financial  
transaction costs 

Costs involved in buying or selling in financial transactions

High-yield  
securities  
(junk bonds)

Poor-quality debt with high yields and high probability of default

Indenture Document specifying the terms of a debt issue

Maturity date The day on which the debt must be repaid

Mortgage bonds Bonds secured by a claim on real estate

National debt The total outstanding obligations of a country

Pay date or  
distribution date

Day on which a dividend is paid to stockholders

Payout ratio Ratio of dividends to earnings per share

Preemptive rights Right of current stockholders to maintain their proportionate  
ownership in the firm

Key Terms
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Term Definition
Preferred stock Class of stock (equity) that has a claim prior to common stock on 

the firm’s earnings and assets

Principal The amount owed

Prospectus Document that provides information about an investment such as 
a stock or mutual fund

Retained earnings Accumulated profit after dividends 

Retiring debt When a borrower pays a debt back in full

Residual claim A claim to a share of earnings after a debt has been settled

Share dividends Dividends paid to stockholders in a form of stocks, often in place 
of a dividend paid in cash

Stock split Recapitalization achieved by changing the number of shares 
outstanding

Tradable rights Right holders to subscribe to new shares listed during a capital  
increase, such as the sale of new stock shares. 

Treasury shares Shares held by the company for use as employee shares

Variable interest 
rate bonds

Long-term debt instruments whose interest payments vary with 
changes in short-term interest rates or the Consumer Price Index

Yield The return on a stock expressed as dividend per share divided by 
the current share price

Zero coupon 
bonds

Bonds that are initially sold at a discount and on which interest  
accrues and is paid at maturity

Price of stock after the split = Stock’s price before the split x Reciprocal of the 

	 terms of the split.

Payout ratio =
Dividend per share

Earnings per share

New bond price after inflation SAR =
Annual payment SAR

Required investment return %

Key Formulas

Key Terms
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MINI CASE 4.1: Company Stock Issues

A successful medium-sized roast chicken restaurant is planning on expanding 
to multiple cities in Saudi Arabia. This will require new capital to purchase 
assets such as buildings, equipment, and restaurant inventory. The owners 
of the business believe that they will become profitable four years after their 
expansion. The business has existed as a joint stock company for five years 
and has a board of directors. Current investors are the only people holding 
stock in the company, but the business is now planning to issue common 
stock to the public to fund the expansion. 

Task

1.	 Describe the implications for the company of issuing common stock to 

the public. 

2.	 Make a recommendation for or against paying dividends to common 

stockholders over the next four years.

3.	 When the company is profitable after expansion, evaluate the advantages 

and disadvantages of issuing cash dividends versus share dividends.

MINI CASE
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MINI CASE 4.2: Preferred vs Common Stock

A friend of yours, Ziad, is looking to obtain additional personal income 
from investing in stock. He has evaluated a number of companies and is 
considering two options. The first is to purchase common stock from a 
business that has paid regular dividends over the last five years. He is also 
considering purchasing preferred stock in a different company. He has come 
to you for advice on these two options.

Task

1.	 Provide Ziad with the advantages and disadvantages for an investor in 

purchasing common stock.

2.	 Provide Ziad with the advantages and disadvantages for an investor in 

purchasing preferred stock.

3.	 Justify a recommendation you would give to Ziad.  

MINI CASE
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MINI CASE 4.3: Bonds

A large Saudi retailer management team is debating if they should reduce 
short-term and medium-term bank debt with the issuance of bonds. The 
retailer is a joint stock company. It has multiple locations and owns its 
buildings. The retailer’s credit rating is BBB+. Some members of management 
believe that inflation will increase in the future. 

Task

1.	 Outline for management the advantages and disadvantages of issuing 

bonds.

2.	 Describe the different types of bonds the company could issue. What 

does a rating of BBB+ mean?

3.	 Outline the advantages of retiring or calling the issued bonds.

MINI CASE
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The chief executive officer (CEO) of a telecommunication company, Fatimah, 

wants to be a strong participant in meeting the Saudi Vision 2030 goal of provid-

ing high-speed 5G broadband coverage in Saudi Arabia’s rural zones. Fatimah’s 

joint stock company will need to set up new cellular broadcast towers and mo-

bile hotspots in remote areas. This will require new sources of funding for the 

company. Fatimah is working with her chief financial officer, Saad, on developing 

a funding plan to present to the company’s board of directors. 

The board wants to ensure that current stockholders have the opportunity 

to maintain their percentages of voting shares. Saudi banks are potential inves-

tors, but Fatimah is concerned that current shareholders could lose control of 

the company if banks become major shareholders. Fatimah’s company has been 

profitable and has paid dividends on a regular semi-annual cycle. This has re-

sulted in a high stock price compared to other telecommunication companies. 

The company has a strong credit rating from both Saudi and international rating 

agencies, but this expansion into rural areas of Saudi Arabia does increase risk for 

the company. 

Saad has identified several alternatives for funding this expansion. These include:

1.	 Suspending dividend payments to increase the retained earnings in the 

company to fund expansion.

2.	 Issuing additional shares of common stock. 

3.	 Issuing shares of preferred stock.

4.	 Issuing bonds.

5.	 Issuing sukuk where investors become partial owners of the new equip-

ment to be deployed in the rural expansion.

6.	 Developing callback and/or convertible strategies for security issues.

Fatimah says to Saad, “Thank you for the alternative funding ideas. Obviously, 

we will need some combination of these various sources. Given the directives 

from the board, please develop a list of the advantages and disadvantages of 

each of these strategies. We can then identify our strategy and work on a com-

munication plan for the board and our current shareholders.”

Saad replies, “I will do that right now. We need to keep in mind that this 

expansion will increase the overall risk exposure for our firm. This may give us an 

ability to negotiate with the banks for their investing options.”

Case Study: Sources of Funding



CHAPTER 4  Stocks and Bonds174

Study Questions 

1.	 Combine any two of the six given sources, and explain the advantages and 

disadvantages of your combination.  

 

2.	 What is your funding recommendation for Fatimah’s company regarding your 

chosen combination? 

 

3.	 How could the risk of this new expansion impact Fatimah’s funding plans? 

 

Online Activity 

Go to the Saudi exchange (Tadawul) website. Search for “telecommunication 

companies”. For one telecommunication company, identify dividend policies, if 

any. View the balance sheet statement to identify the amount of the company’s 

shareholder’s equity and if this has increased or decreased over time. 



C H A P T E R

5 Cost of Capital

The process for making investment decisions by the financial man-

ager of a company is similar to you selecting a personal stock invest-

ment. They either compare the present value of future cash inflows 

with the current cost of the investment or they compare the investment’s 

expected return with the required return.

Investing in equipment, a building, or other capital item requires an 

estimate of the cost of funds to finance the purchase of the asset. That 

amount is referred to as the cost of capital and depends on the cost of the 

various sources of funds. A firm may borrow from a variety of sources and 

may issue preferred and common stock to raise funds. As shown in Figure 

5.1, the financial market environment brings together providers and users 

of capital funds for the purpose of obtaining financing for company busi-

ness activities.

Lenders and stockholders expect to earn a return for the funds they 

provide. Creditors require interest payments, and stockholders want divi-

dends and price appreciation. All sources of funds have a cost, so the ques-

tion becomes: What is the best combination of debt and equity financing 

Learning Outcomes

Once you have completed this chapter, you should be able to:

1.	 Identify the components of a company’s capital structure.

2.	 Describe factors that affect the cost of debt, the cost of preferred stock, 

and the cost of common stock.

3.	 Calculate the weighted-average cost of capital.

4.	 Determine the optimal capital structure of a company.

5.	 Describe the characteristics of all debt instruments.
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What process does the financial manager use for making investment decisions?

that minimizes the firm’s cost of capital? That combination is called the 

firm’s optimal capital structure.

This chapter is concerned with the determination of the cost of capi-

tal and the firm’s optimal capital structure. Companies use cost of capital 

to select various competing uses for the firm’s capital. This chapter begins 

with the costs of the various components in the firm’s capital structure. 

This is followed by a discussion of the weighted cost of capital and the de-

termination of the optimal capital structure. Once this capital structure has 

been determined, it should be maintained, as it generates the lowest cost 

of funds while maximizing the stock value of the company.

PROVIDERS OF FUNDS
Lenders, Investors

(Individuals, Local/Global Businesses, 
Governments, Other Organizations)

FINANCIAL INTERMEDIARIES
(Banks, Credit Unions, Investment Companies, 

Financial Institutions)

USERS OF FUNDS
Borrowers, Firms

(Businesses, Governments, Other Organizations)

FINANCIAL MARKETS

(Stock Markets, Bond Markets, Money Markets, 
Commodity Markets)

Return 
earned for 
use of funds 
(interest, 
dividends)

Funds for 
business 
investment 
and 
operations

F I G U R E  5 .1
The Financial Market  

Environment
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5.1  Cost of Capital Components 
When a company uses the money of others for its business activities, 

stockholders and creditors are paid for the use of these funds. Cost of 

capital, also called the required rate of return, is the rate required by lend-

ers and investors who are letting the company use their money. The three 

main sources of money used by a company are:

1.	 debt;

2.	 preferred stock (a type of equity); and

3.	 common stock (another type of equity).

5.1a  Cost of Debt 

Borrowing is a common practice among organizations. Bonds, loans, and 

other types of debt are major funding sources. Cost of debt is the rate of 

return required by creditors. This percentage is the rate that lenders expect 

to receive when allowing someone to use their money. Common benefits 

associated with using debt include: 

•	 The company is using the money of others, allowing the business 

to keep its funds available for other uses.

•	 The risk for creditors is lower since the borrower is legally obliged 

to repay the debt so they are more likely to get their money back 

compared to other types of financial backing.

•	 The cost of capital is lower than other funding sources because of 

the lower risk for lenders (creditors).

•	 Interest payments on debt are tax deductible as a business expense.

The after-tax cost of debt (kd ) depends on the interest rate (i ), and the tax 

rate (t). This can be expressed as:

kd = i (1 – t )

Cost of debt

The rate of return required 
by creditors

Cost of capital

Also called required rate 
of return, this is the rate 
required by lenders and 
investors who are letting 
the company use their 
money.

EXAMPLE

If the interest rate is 7.6% and the tax rate is 35%, the after-tax cost of debt is:

0.076 (1 – 0.35) = 0.0494 = 4.94%

www.ien.edu.sa

Link to digital lesson
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What are some of the advantages of a company  
using debt to fund their activities?

In addition to the tax rate, the cost of debt for a company is also influ-

enced by these factors:

•	 The current cost of borrowing. A company may have outstand-

ing debt that was issued in the past. Due to changing economic 

conditions, the interest rate on that debt is probably higher or 

lower than current rates. In determining the current cost of the 

debt, the current interest rate is used.

•	 The length of the borrowing term. Short-term debt will usually 

have a lower interest rate than long-term debt. If a company issues 

long-term debt, the rate is usually higher than short-term financing 

due to the uncertainty over time in the future. However, the use of 

A 10% cost of debt with a 20% tax rate would result in an after-tax cost 
of capital of  %.

YOU TRY IT
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5.1b  Cost of Preferred Stock

The required rate of return for stockholders is not as easily determined as 

it is for creditors. The cost of debt is usually set by the rate charged for 

borrowing funds. In contrast, cost of equity is the required return of the 

owners in a company. This amount is the percentage company owners 

expect to earn based on the money they have invested in the company. 

Two types of equity are used by corporations:

1.	 preferred stock; and

2.	 common stock.

F I G U R E  5 . 2
Cost of Debt

Cost of equity

The required return 
company owners expect to 
earn based on the money 
they have invested in the 
company

%

Debt/Total Assets (%)

Kd = i(1 – t)

long-term debt avoids the risk associated with refinancing short-

term debt.

•	 The riskiness of the firm. The risk is related to the nature of the 

business (business risk) and to the use of debt (financial risk). The 

more the firm uses debt financing, the greater the potential will be 

for it to fail to meet its debt obligations. This increase in the risk of 

default means that as the firm’s use of financial leverage increases, 

the interest rate on borrowed money will increase. This is illustrated 

by the line kd in Figure 5.2. Initially, the cost of debt may be stable, 

as the firm uses more debt without increasing risk for the creditors. 

However, as the use of debt increases, the cost of debt starts to rise 

because creditors demand more interest due to an increased risk of 

loss.
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The value of preferred stock depends on the dividend and the yield 

required to prompt investors to buy the shares. The valuation of preferred 

stock can be expressed as: 

Pp =
Dp

kp

Pp is the price of the preferred stock, Dp is the dividend paid by the pre-

ferred stock, and kp is the return required by investors. This equation may 

be rearranged to isolate the yield or the firm’s cost of preferred stock with 

these two steps:

1.	 Pp × kp = Dp

	 2.	 Kp =
Dp

Pp

As a result, the cost of preferred stock is the relationship between the 

dividend and the price that investors are willing to pay for the stock. 

Cost of preferred stock 

The relationship between 
the preferred stock 
dividend and the market 
price

EXAMPLE

If the preferred stock pays a SAR 1.00 dividend and sells for SAR 12, the 

cost of the preferred stock to the firm is:

kp =
SAR 1.00

= 0.0833 = 8.33%
SAR 12.00

The 8.33% is the cost of capital for preferred stock in this situation.

For a company, the cost of capital for preferred stock is higher than the 

cost of debt. This difference is the result of interest on debt being tax 

deductible; the interest is tax deductible while the preferred dividend pay-

ments are not.

What would be the cost of preferred stock for a situation with a market 
price of SAR 78 and a dividend of SAR 6? 

YOU TRY IT
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5.1c  Cost of Common Stock 

The cost of common stock is the return required by investors to buy the 

firm’s common stock. This cost of common equity is an opportunity cost: it 

is the return that investors could earn on comparable, alternative uses for 

their money. This cost applies both to existing shares and to new shares 

issued by the firm. 

Since the cost of common stock is an opportunity cost, there is no 

identifiable expense such as interest that the financial manager may use to 

determine the cost of these funds. However, the financial manager knows 

that the cost of common stock exceeds the cost of debt. 

No tax advantage is associated with equity because dividends are paid 

in after-tax SAR (that is, dividends are not tax deductible), while interest 

is paid in before-tax SAR (that is, interest is a tax-deductible expense). In 

addition, common stock represents ownership and, therefore, is a riskier 

security than a debt obligation. Although the firm is legally obligated to 

pay interest and meet the terms of the debt agreement, there is no legal 

obligation for the firm to pay dividends.

To determine the opportunity cost for the cost of capital for common 

stock, three methods are often used: 

1.	 With equity riskier than debt for the investor, an estimate for the 

cost of equity could start with the interest rate paid to the deb-

tholders and add a risk premium. This method can be noted as 

follows: 

ke = i + Risk premium

In this notation, ke is the cost of equity and i is the interest rate for new 

debt. The risk premium is then added to the interest rate. Although the 

financial manager knows the interest rate, the amount of the risk premium 

is unsure. Selecting the rate for the risk premium could be an informed 

estimate based on various economic, company, and market factors.

2.	 A second approach to determine the cost of equity is the capital 

asset pricing model (CAPM). As discussed in Chapter 3, CAPM is 

used to determine the return on equity as follows: 

Cost of common stock

The return required by 
investors to buy the firm’s 
common stock, viewed as 
an opportunity cost
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ke = rf + (rm - rf ) ß

With this method, the cost of equity depends on the risk-free rate of inter-

est (rf ) plus a risk premium. The risk premium depends on: 

•	 the difference between the return on the market as a whole (rm ) 

and the risk-free rate (rf ); and

•	 the firm’s beta coefficient, which measures the systematic risk asso-

ciated with the firm. 

This required return is the return necessary to convince investors to buy 

the stock, so it may be viewed as the firm’s cost of equity. CAPM is usually 

viewed as more valid than using the interest rate and adding a risk pre-

mium since it more precisely specifies the risk premium associated with 

investing in the stock.

Why is the cost of common stock considered to be an opportunity cost?

3.	 A third approach defines the cost of equity based on an investor’s 

expected return. This is the expected dividend yield plus expected 

growth. D0 represents the current dividend, while g is the expected 
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growth rate, which is estimated by managers based on recent 

trends and future expectations. For example, a dividend of SAR 5 

with a 10% growth rate would result in an expected dividend of 

SAR 5.5. With this dividend growth-rate model, the return on com-

mon stock (r) can be expressed as:

r = Dividend yield + Growth rate

r =
D0 (1 + g)

+ g
P

As with the CAPM approach, the financial manager has to make this 

model operational. Although the current dividend and the price of the 

stock are known, estimates must be made for the future capital gains.

Each of these three approaches have some basic similarities. The inter-

est rate plus risk premium method and the CAPM method are compara-

ble. However, the CAPM specifies more clearly the risk premium in terms 

of the return on a risk-free security, the return on the market, and the 

systematic risk associated with the individual firm.

The CAPM method and the expected return method are identical if 

it is assumed that financial markets are in equilibrium. If that assumption 

holds, the required return found using the CAPM would also be the inves-

tors’ expected return determined by using the expected dividend yield plus 

the expected capital gain. For example, if the expected return exceeded 

the required return, investors would drive up the price of the stock, caus-

ing the expected return to fall. If the expected return were less than the 

required return, the opposite would occur. Investors would seek to sell the 

shares, which would drive down their price and increase the yield. These 

changes will cease when the market is in equilibrium and the required 

return is equal to the expected return.

The same argument may be expressed in terms of a stock’s valuation 

and its price. If the price of the stock is less than the valuation, investors 

bid up the price. If the price exceeds the valuation, investors seek to sell, 

which drives down the price.

The incentive for stock prices to cease changing occurs when the price 

and the valuation are equal. Thus, if the equity markets are in equilibrium, 

a stock’s price must equal its valuation, and the required return equals the 

expected return.
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If the equity markets are in equilibrium, the stock’s price may be substi-

tuted for its value in the dividend-growth model (V = P ): 

P =
D0 (1 + g)

ke − g

By rearranging terms, the required return is:

ke − g =
D0 (1 + g)

P

ke =
D0 (1 + g)

+ g
P

In this form, the required return is the sum of the dividend yield plus the 

capital gain. This is identical to the investor’s return and may be used as 

the cost of common equity. This equation expresses the cost of equity 

under the assumption that the firm does not have to issue new shares. 

The cost of equity is the cost of retained earnings.

If a firm were to issue additional shares, it would receive an amount 

less than the market price of the stock because of flotation costs, which 

are the expenses associated with selling new stock. To adjust for this 

expense, the flotation costs (F ) must be subtracted from the price of the 

stock to obtain the net proceeds to the firm. This cost of new shares (kne ) 

is expressed as:

kne =
D0 (1 + g)

+ g
P − F

The greater the flotation costs, the smaller the amount obtained from 

the sale of each new share will be, resulting in a higher cost of the equity. 

Risk partially depends both on the nature of the business (business risk) 

and the financial decisions of management (financial risk). The relation-

ship between financial risk and the cost of equity is illustrated in Figure 

5.3, which relates the cost of equity (ke) to the firm’s use of financial lever-

age (debt). The same relationship between the cost of debt and the firm’s 

use of financial leverage was shown in Figure 5.2. Both the cost of equity 

and the cost of debt may be initially stable, but eventually starts to rise as 

the firm uses more financial leverage and becomes riskier.

Flotation costs 

Expenses associated with 
selling new stock 
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EXAMPLE

A firm’s earnings are growing at 7%. The common stock is currently paying 

SAR 0.935 a share, and this dividend will grow annually at 7% so that the 

year’s dividends will be SAR 1 = SAR 0.935 (1 + 0.07). If the common stock 

is selling for SAR 25, the firm’s cost of common stock is:

ke =
SAR 0.935 (1 + 0.07)

+ 0.07
SAR 25

ke =
SAR 1

+ 0.07
SAR 25

= 0.04 + 0.07 = 0.11 = 11%

This tells management that investors currently require an 11% return on 

the stock investment. That return consists of a 4% dividend yield and the 

7% growth. Failure on the part of management to achieve this return for 

the common stockholders will result in a decline in the price of the com-

mon stock.

If the firm has exhausted its retained earnings and must issue new stock, 

the cost of common stock must rise to cover the flotation costs. If these 

costs are SAR 1 a share, the firm nets SAR 24 per share, and the cost of 

equity is:

kne =
SAR 0.935 (1 + 0.07)

+ 0.07
SAR 25 −1

kne =
1

+ 0.07
24

= 0.0417 + 0.07 = 11.17%

The cost of equity is now higher. The firm must earn 11.17% to cover the 

flotation costs and investors’ required return. Flotation costs are a cash 

outflow that occurs when new securities are issued, which raises the cost 

of a new issue of securities.
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Choose the correct answer.

1.	 Dividends paid on preferred stock are tax deductible.

True / False

2.	 The return required by investors viewed as an opportunity cost refers 

to the:

a.	 cost of common stock.

b.	 cost of debt.

c.	 cost of preferred stock.

d.	 average weighted cost.

EXERCISES

Calculate the risk premium using CAPM with these amounts: beta 1.15, 
risk-free rate 4%, average market rate 8%.

YOU TRY IT

F I G U R E  5 . 3
Cost of Equity

%

Debt/Total Assets (%)

Ke = D0 (1+ g) + g
P
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5.2  A Weighted-Average Cost of Capital
Nearly every company uses a combination of debt and equity to finance 

the organization’s assets. This mixture of funding sources is the capital 

structure, which is the amount of debt and equity used by a company to 

finance its business activities.

The capital structure of the company is used to calculate the weighted- 

average cost of capital. This is a weighted average of the costs of debt, 

preferred stock, and common stock. The weights depend on the propor-

tion of the firm’s assets financed by each source. Management should 

determine the optimal combination of the various sources to minimize 

the weighted-average cost of funds and maximize the value of the firm. 

Determining the firm’s optimal capital structure requires understanding of 

how the weighted-average cost of funds is derived. 

The weighted-average cost of capital is calculated by multiplying the 

proportions of debt and equity times the capital cost for each. 

Capital structure

The amount of debt and 
equity used by a company 
to finance its business 
activities

Weighted-average cost 
of capital

The weighted average of 
the costs of debt, preferred 
stock, and common stock

EXAMPLE

If a company with no preferred stock has 30% debt at a cost of 8% and 

70% equity at a cost of 10%, the weighted-average cost of capital would 

be:

= (Percent Debt × Cost of Debt) + (Percent Equity × Cost of Equity)

= (0.30 × 0.08) + (0.70 × 0.10)

= 0.024 + 0.07 = 0.094 = 9.4%

You might think that the weighted-average cost of capital declines as 

a company takes on more debt. This is true, but only up to a certain por-

tion of debt. As more debt is used, risk increases to create a higher cost of 

both debt and equity, resulting in a higher weighted-average cost of cap-

ital. Every organization attempts to minimize its cost of capital. This will 

occur when an appropriate combination of debt and equity is used. The 

exact combination will vary for every company and changes as risk (from 

increased use of debt) and interest rates change. Managers continually 

analyze various economic and company factors to arrive at the optimal 

capital structure.

www.ien.edu.sa
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Management has calculated that the current cost of each type of financ-

ing is:

Cost of debt	 5.20%

Cost of preferred stock	 8.96%

Cost of common stock (retained earnings)	 11.00%

The proportion (the weights) of the firm’s assets financed by each type of 

financing is:

Debt	 40%

Preferred stock	 10%

Common stock (retained earnings)	 50%

Note that the total of the proportions should add up to 100%. To find the 

cost of capital, multiply the proportion of each component of the optimal 

capital structure by its respective costs and add the results. For this firm 

that yields:

Cost × Weight = Weighted Cost

Debt 5.20% × 0.40 = 2.080%

Preferred Stock 8.96% × 0.10 = 0.896%

Common Stock 11.00% × 0.50 = 5.500%

Cost of capital = 8.476%

How might a financial manager try to minimize the cost of capital?



CHAPTER 5  Cost of Capital 189

The process of determining the cost of funds is:

k = w1kd + w2kp + w3ke

The equation states that the cost of capital (k) is a weighted average 

in which the costs of debt (kd ), preferred stock (kp ), and equity (ke ) are 

weighted by the extent to which they are used (that is, w1, w2, and w3, 

respectively). These weights, along with the cost of each source, then 

determine the overall cost of funds. In the above illustration, the cost of 

capital is:

k = (0.4)5.20 + (0.1)8.96 + (0.5)11.00 = 0.08476 = 8.476%

For this firm, the weighted-average cost of capital is 8.476%. The firm 

must earn at least 8.476% on its business activities to justify using these 

sources of financing. 

Choose the correct answer.

1.	 A firm entirely financed by common stock with no debt has a weighted-

average cost of capital equal to the cost of equity.

True / False

2.	 In the weighted-average formula, the least expensive financing source 

will be the: 

a.	 cost of debt.

b.	 cost of preferred stock.

c.	 cost of common stock.

d.	 risk premium.

EXERCISES

What would be the weighted-average cost of capital in this situation?

debt: 30% common: 60% preferred: 10%

cost of debt: 7% cost of common stock: 11% cost of preferred: 9.5%

YOU TRY IT
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5.3  The Optimal Capital Structure 
One of the most important managerial decisions is how much debt and 

how much equity to use to finance company operations. Some debt (with 

a lower cost of capital than equity) is beneficial to a company, but too 

much debt can result in difficulties. While the cost of debt is lower than 

the cost of equity, as an organization takes on more debt, its risk increases. 

More debt increases the likelihood of a company missing debt payments 

and going bankrupt. 

What is the best combination of debt and equity financing? The 

best combination of financing sources is known as the optimal capital  

structure. An appropriate balance between the amount of debt and 

equity results in a low cost of capital and a maximum market value. 

The optimal capital structure takes advantage of financial leverage 

without increasing financial risks too much. In effect, it minimizes the over-

all cost of finance to the firm. To determine the optimal capital structure, 

first establish the cost of each financing source and then determine which 

combination of these sources minimizes the overall cost. This minimum 

weighted-average cost of capital is used to evaluate investment opportu-

nities. The selection of investments requires knowledge of the firm’s cost 

of capital because an investment must earn a return sufficient to cover the 

cost of the funds used to acquire the asset. By varying the mix of sources 

of capital and recalculating the weighted averages, the optimal capital 

structure is determined. 

www.ien.edu.sa
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Optimal capital 
structure

The combination of debt 
and equity that results in 
the lowest cost of capital 
and a maximum market 
value

The previous section illustrated the determination of the firm’s 

weighted cost of capital. In that illustration, the cost of debt was less than 

How would a financial manager determine the optimal capital structure?
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the cost of equity because debt is less risky to the investor and the bor-

rower may deduct interest payments to determine taxable income. 

If debt costs less than equity, couldn’t management reduce the firm’s 

cost of capital by substituting less expensive debt for more costly equity? 

As is often the answer: “It depends!” As management initially substitutes 

cheaper debt, the cost of capital declines. However, as debt finances a 

larger proportion of the firm’s assets, becoming more financially lever-

aged, the costs of both debt and equity rise. Management needs to deter-

mine the ideal combination of debt and equity financing that minimizes 

the firm’s cost of capital. 

This trade-off between debt and equity must be understood by corpo-

rate executives. A company should maintain a wise debt level based on its 

cash flow, interest payments, and ratio of debt to capital. Debt financing 

can lower the overall cost of capital, which will increase the return on 

shareowner equity.

The process for determining the optimal capital structure is illustrated 

in Figure 5.4. 

Proportion of 
Debt Financing

Cost of Debt Cost of Equity Weighted Cost

0% 4% 10.0% 10.00%

10 4 10.0 09.40

20 4 10.0 08.80

30 4 10.0 08.20

40 4 10.5 07.90

50 5 11.5 08.25

60 6 13.0 08.80

70 8 15.0 10.10

80 10 18.0 11.60

90 15 22.0 15.7

F I G U R E  5 . 4
Determination of the  

Optimal Capital Structure

•	 The first column in the table presents the proportion of debt 

financing. 

•	 The second and third columns give the after-tax cost of debt and 

the cost of equity, respectively. To simplify this example, the firm 

has no preferred stock. The cost of debt is less than the cost of 

equity, and both are initially constant over a range of debt ratios. 

The cost of both debt and equity starts to rise as the firm becomes 

more leveraged. 
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•	 The fourth column presents the weighted-average cost of capital, 

based on the cost of debt and the cost of equity, weighted by the 

proportion of assets financed by each.

If the firm is entirely financed by equity, the weighted-average cost of 

capital is the cost of equity. When the firm begins to substitute the less 

expensive debt financing for equity financing, the weighted-average cost of 

capital is lower. As the use of debt increases, the weighted-average cost of 

capital initially declines. However, this decline does not continue indefinitely 

as the firm substitutes additional cheaper debt. Eventually, both the cost of 

debt and the cost of equity begin to increase because creditors and inves-

tors believe that more financial leverage increases the riskiness of the firm. 

At first, small increases in the cost of debt and equity will not be great 

enough to deter the decline in the weighted cost of capital. However, as 

the costs continue to increase, the average cost of capital reaches a mini-

mum and then starts to increase. In Figure 5.4, this optimal capital struc-

ture occurs at 40% debt (40% debt financing to 60% equity financing). 

As additional debt is used, the costs of both debt and equity rise suffi-

ciently so that the cost of capital increases.

This determination of the optimal capital structure is also illustrated by 

Figure 5.5, which plots the cost of debt (kd ), the cost of equity (ke ), and 

the weighted-average cost of capital (k) from Figure 5.4. As the graph 

shows, when the use of debt increases, the weighted-average cost of cap-

ital initially declines, reaches a minimum at debt of 40% (D1 = 40% and 

k1 = 7.9%), and then starts to increase.

F I G U R E  5 . 5
Cost of Capital

Debt/Total 
Assets (%)
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The optimal capital structure is reached at the minimum point on the 

weighted-average cost of capital line. The financial manager should plan to 

use this combination of financing because it involves the lowest cost of funds. 

This minimum cost of capital should be used to assess potential invest-

ments. As the firm expands with additional equipment and buildings, 

funding sources must also expand. These additional sources should main-

tain the firm’s optimal capital structure. However, if additional investments 

increase the riskiness of the firm, then the cost of the additional funds 

will increase. In that case, the cost of the marginal (additional) funds will 

exceed the firm’s weighted-average cost of capital.

For many companies, the optimal capital structure is a range of debt 

financing. In the example in Figures 5.4 and 5.5, the weighted-average 

cost of capital has little variation for debt financing in the 30% to 50% 

range. This indicates that the positive impact of debt financing in lower-

ing the firm’s cost of capital is achieved when 30% of the firm’s assets 

are debt financed. Additional use of debt has little impact on the cost of 

capital until more than 50% of the assets are debt financed. As a result, 

the optimal capital structure may be viewed as a range of debt-to-equity 

financing and not just a specific combination of debt to equity.

Choose the correct answer.

1.	 The optimal capital structure will often result in minimizing the value 

of the firm.

True / False

2.	 The optimal capital structure for most companies is in the range of 

 % debt financing. 

a.	 0

b.	 30–50

c.	 70–80

d.	 100

EXERCISES
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5.4  Other Capital Structure Issues 
The determination of a company’s cost of funds and optimal capital struc-

ture influences nearly every aspect of business and financial decisions. In 

addition to the previous discussion, these factors should be considered: 

1.	 To determine the cost of capital, the financial manager must know 

all the component costs (debt, preferred stock, and common stock). 

The estimate for the cost of equity requires information not easily 

observable, such as the future dividend growth rate, the beta coef-

ficient of the company, as well as other items. Inaccurate estimates 

will produce an inappropriate measure of the cost of equity. 

2.	 Financial managers need to know how the market will value the 

shares after the financing decision is made. While this is very diffi-

cult to know, a financial manager makes the decision in an expec-

tation of the market treating the shares in a particular way. For 

example, an extensive use of debt financing can result in unex-

pected lower stock prices.

3.	 An optimal capital structure is expected to maximize the value of 

a firm’s stock. That may be valid for publicly held companies, but 

most businesses are not publicly traded. Even though most pri-

vately held firms are small, the determining cost of capital is still 

important for planning new investments in equipment and other 

capital projects. The financial managers of small, private firms will 

usually not know the current value of their firm’s equity.

Choose the correct answer.

1.	 Knowing how changes in financing will affect stock prices is usually 

very uncertain.

True / False

2.	 A maximized stock value usually occurs when:  

a.	 increased debt financing is 

used.

b.	 decreased debt financing is 

used.

c.	 the optimal capital structure 

is achieved.

d.	 tax rates are increasing. 

EXERCISES

www.ien.edu.sa
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All assets are financed using two main sources of capital: debt and equity. If the 

firm uses debt financing or preferred stock financing, it is financially leveraged. If 

the firm uses financial leverage, it increases risk, which may increase the cost of 

the components of the firm’s capital structure. 

One component of the capital structure—the cost of debt—depends on the 

interest rate that must be paid, and the tax saving associated with interest pay-

ments. Another component—the cost of preferred stock—depends on the divi-

dend that is paid and the net proceeds from the sale of the preferred stock. The 

third component, the cost of common equity, depends on whether the firm uses 

retained earnings or issues new shares of stock. New equity is more expensive 

because of the flotation costs associated with the sale of the new shares. 

The cost of common stock is an opportunity cost, as it is the return necessary 

to convince investors to buy the stock. This cost may be determined by adding 

an equity premium to the interest rate paid to creditors (bondholders). An alter-

native approach to determine the cost of common stock is with the capital asset 

pricing model, which incorporates the return on a risk-free security, the return on 

the market, and the systematic (market) risk associated with the stock. A third 

approach uses the expected dividend yield and expected growth to determine 

the cost of common stock.

Management’s task is to determine the best combination of debt and equity 

financing, that is, to determine the firm’s optimal capital structure. That structure 

takes advantage of financial leverage without overly increasing risk. That com-

bination of debt and equity financing minimizes the overall cost of capital and 

maximizes the common stock value. Once the optimal capital structure has been 

determined, the combination of debt and equity should be maintained.

1.	 Describe the benefits of debt financing. 

	

	

	

	  

2.	 Explain why the cost of capital for preferred stock will usually be lower than 

the cost of capital for common stock.

	

	

	

	  

Summary

Problems
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3.	 What actions might be taken to estimate the risk premium for determining 

the cost of capital for common stock?

	

	

	

	  

4.	 How does the weighted-average cost of capital change with additional debt?

	

	

	

	  

5.	 Describe a situation in which a company might decide to avoid additional 

debt. 

	

	

	

6.	 When a company takes on additional debt, how might that be viewed by 

stockholders?

	

	

	

7.	 Why is the optimal capital structure considered a range of debt-to-equity 

proportions rather than a specific combination of debt to equity? 
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8.	 If a company was planning to expand its business activities into an additional 

region of the world, would you recommend the use of debt or equity financ-

ing? Explain your answer.  

	

	

	

9.	 Since inflation can influence the risk associated with cost of capital, describe 

how higher prices might affect the required rate of return of an investor. 

	

	

	  

1.	 Calculate the after-tax cost of debt based on an interest rate of 6% with a 

30% tax rate. 

	

2.	 What would be the cost of capital for preferred stock with a market price of 

SAR 45 and a dividend of SAR 2.70? 

	

3.	 A company plans to issue additional preferred stock. If they plan a preferred 

cost of capital of 9% and the current market price is SAR 90, what dividend 

amount will need to be paid? 

	

4.	 Calculate the risk premium using CAPM with these amounts: 

beta 1.15	 risk-free rate 4%	 average market rate 8%.

	

Exercises
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5.	 Using the dividend growth equation, what would be the cost of equity based 

on these amounts?

dividend: SAR 2	 growth rate: 6%	 market price: SAR 42

	

6.	 Based on these amounts, what would be the weighted-average cost of 

capital?

Proportions:

debt: 35% common: 50% preferred: 15%    

Costs of capital:

cost of debt: 7% cost of common stock: 10% cost of preferred: 8.5%

	

7.	 A company has this capital structure: 

SAR 120 million debt cost of debt: 8%

SAR 24 million preferred stock preferred stock cost of capital: 11%

SAR 96 million common stock common stock cost of capital: 13%

a.	 Calculate the capital structure proportions of debt, preferred stock, and 

common stock.

	

b.	 Use the proportions from (a) to calculate the weighted-average cost of 

capital. 
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Choose the correct answer. 

1.	 Cost of capital is also considered the required rate of return of the 

lenders and investors.

True / False

2.	 Common stockholders require a risk premium in addition to the basic 

return of bondholders.

True / False

3.	 Which cost of capital has the benefit of a tax deduction? 

a.	 cost of debt.

b.	 cost of preferred stock.

c.	 cost of common stock.

d.	 average-weighted cost. 

4.	 The cost of preferred stock is determined by dividing the dividend by 

the:

a.	 growth rate.

b.	 tax rate. 

c.	 beta coefficient. 

d.	 market price. 

5.	 Which of these methods is not commonly used to determine the cost 

of equity? 

a.	 Capital asset pricing model. 

b.	 Adding a risk premium.

c.	 Current tax rate. 

d.	 Dividend growth rate model.

6.	 Capital structure is the amount of debt and equity used by a company 

to finance its business activities.

True / False

7.	 As a company’s capital structure goes from no debt to some debt, the 

weighted-average cost of capital will: 

a.	 remain constant.

b.	 rise.

c.	 decline.

d.	 be uncertain.

8.	 The optimal capital structure is the appropriate blend of debt and eq-

uity financing. 

True / False

ASSESSMENT QUESTIONS
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Term Definition
Capital structure The amount of debt and equity used by a company to finance its 

business activities.

Cost of capital Also called required rate of return, this is the rate required by lend-
ers and investors who are letting the company use their money.

Cost of common 
stock

The return required by investors to buy the firm’s common stock, 
viewed as an opportunity cost.

Cost of debt The rate of return required by creditors.

Cost of equity The required return company owners expect to earn based on the 
money they have invested in the company.

Cost of preferred 
stock

The relationship between the preferred stock dividend and the 
market price.

Flotation costs Expenses associated with selling new stock

Optimal capital 
structure

The combination of debt and equity that results in the lowest cost 
of capital and maximum market value.

Weighted- 
average cost of 
capital

The weighted-average of the costs of debt, preferred stock, and 
common stock.

Cost of debt kd = i (1 – t )

Cost of preferred stock kp =
Dp

Pp

Cost of common stock—risk premium ke = i + Risk premium

Key Formulas

9.	 At the optimal capital structure: 

a.	 �the value of the company is 

minimized. 

b.	 �the value of the company is 

maximized. 

c.	 �the weighted-average cost 

of capital is equal to the cost 

of debt. 

d.	 �the amount paid in taxes is 

rising.

10.	Determining the cost of equity is easier than determining the cost of 

debt. 

True / False

Key Terms
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Cost of common stock—CAPM ke = rf + (rm − rf)ß

Cost of common stock 

—dividend growth model
ke =

D0 (1 + g )
+ g

P

Cost of new shares kne =
D0 (1 + g)

+ g
P − F

Weighted-average cost of capital k = w1kd + w2kp + w3ke



CHAPTER 5  Cost of Capital202

MINI CASE 5.1: Cost of Capital for Debt

Borrowing allows a company to use the money of others with a lower cost 
of capital because of the lower risk for lenders than the expected return 
of stockholders. In addition, interest payments on debt are tax deductible 
as a business expense. Despite these benefits, debt increases the risk for 
stockholders since creditors are entitled to interest payments and repayment 
before any dividends are paid. 

As a telecommunications company plans to expand into new regional 
markets, the managers are trying to decide whether to use debt or issue 
additional stock. They realize that in addition to the tax benefits of debt, the 
following must also be considered: 

•	 The current interest rate for borrowing for a telecommunications 
company.

•	 The length of the borrowing term. Short-term debt will usually have a 
lower interest rate than long-term debt. 

•	 The riskiness of the firm should be evaluated based on the business 
risk for a telecommunications company and the current debt level of 
the company. 

Task

1.	 What factors should the company consider before taking on additional 

debt? 

2.	 How might the additional debt affect the cost of capital for the company? 

MINI CASE
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MINI CASE 5.2: Cost of Capital for Common Stock

Malika plans to buy shares of common stock in a retailing company. Evaluating 
the opportunity cost for an expected return of this investment, she will also 
consider other possible investments. The required return for an investor of 
common stock might be determined using one of three methods:

1.	 This approach starts with the interest rate paid on debt and adds 
a risk premium, which is estimated based on uncertainty related to 
economic, company, and market factors. 

2.	 A second approach is the capital asset pricing model (CAPM) with the 
risk premium influenced by the firm’s beta coefficient, which measures 
the systematic (undiversifiable) risk. 

3.	 A third approach takes in to account the expected dividend yield plus 
expected growth. 

Task

1.	 Why is the required return for a common stock investment viewed as an 

opportunity cost? 

2.	 Which of the three methods would provide Malika with the best 

approach to determine her required rate of return for the potential 

retailing company stock investment? Explain your choice. 

MINI CASE
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MINI CASE 5.3: Weighted Average Cost of Capital

Layla is the financial manager for a construction company. Current plans 
include determining the company’s cost of capital for upcoming building 
projects. This process involves calculating a cost of equity and the weighted 
average cost of capital for the company. Layla needs to take actions using the 
following data provided by the company’s analysts. 

Task

1.	 Using the Dividend-Growth Model formula, calculate the ke based on 

these amounts: 

Dividend	 SAR 5

Growth rate	 4%

Current stock price	 SAR 80 

2.	 Calculate the weighted-average cost of capital based on the ke from (a) 

along with a kd of 7% and these capital structure proportions: 

Debt	 30%   

Equity	 70%

3.	 What additional actions might Layla consider in the future to reduce the 

cost of capital for the company?

MINI CASE
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Companies are continually planning for new equipment, new products, new mar-

kets, and expansion strategies. These actions require funding, either through debt 

or equity. Managers must decide how to best finance new and expanded busi-

ness activities. At the foundation of these decisions is a company’s cost of capital.

A food and beverage company developed a planning format for identify-

ing its cost of capital. This process involves two steps. Step one, a framework 

involves consideration of quantitative and qualitative factors in relation to: (1) 

the company situation, (2) the country/market situation, and (3) the proposed 

business project. This is a summary of the factors the company studies when se-

lecting a cost of capital: 

Cost of Capital 

Factors

(1)  

Current Company  

Situation

(2)  

Country  

(Market) situation

(3)  

Proposed  

Project Situation

Quantitive Factors •	 bond yield

•	 stock yield

•	 debt level

•	 inflation rate

•	 bond yields

•	 GDP, per capita 

income growth

•	 start-up costs

•	 certainty of cash 

flows 

•	 funding availability 

and rates

Qualitative Factors •	 past success 

•	 managers

•	 current markets

•	 infrastructure 

•	 government 

regulations

•	 geographic factors

•	 facility, technology 

availability 

•	 market potential 

for product 

In step two, in addition to the quantitative and qualitative factors, the company 

uses these guidelines to determine a specific cost of capital when planning a 

project or product in an existing or new market:

Cost of Capital 

Analysis

Home Country  

of Company

New Market 

industrialized country

New Market 

developing economy

Existing Project  

(or product)

Base rate Base plus 1–3% Base plus 2–5%

New Project  

(or product)

Base plus 1–3% Base plus 2–5% Base plus 4–6%

When using this table, the company starts with a base rate – its current cost of 

capital. This amount is adjusted for the type of project (existing or new) and the 

market setting of the project (home country, industrialized country, or developing 

economy). 

Case Study: Cost of Capital for Expanded Global Business Activities



CHAPTER 5  Cost of Capital206

The food and beverage company is planning to expand beyond its home 

country of Saudi Arabia. Various projects under review include production in  

another country and plans to sell its products outside its home country.

Study Questions 

1.	 For the planned business expansion, would you recommend that the Saudi 

company develop a new product for a new market in: (a) an industrialized 

country, or (b) a country with a developing economy? Explain your choice.  

 

2.	 Explain how one or more quantitative and qualitative factors might affect the 

cost of capital for the food and beverage company. 

 

3.	 Starting with a base cost of capital in Saudi Arabia of 4% and using the 

guidelines in the “Cost of Capital Analysis” table, choose a cost of capital 

for the project you recommended in Item 1 (above). Explain the factors that 

influenced your decision for the cost of capital you selected. 

 

Online Activity 

Research online methods used by Saudi companies to determine the cost of cap-

ital for financing new business activities. Describe the process used and the cur-

rent cost of capital for various companies. 
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