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[bookmark: _GoBack]Focus of the report:

Islamic finance represents finance that is compliant with Sharia’a law. Islamic finance has gone through an exceptional growth period in recent years and the number of fully Sharia’a compliant banks and financial products continues to grow worldwide.

Islamic finance transactions are based on the concept of sharing risk and reward between the investor and the user of the funds. The object is not simply the pursuit of profit, but that the economic benefits of the enterprise should extend to other important aspects, such as, social welfare and full employment.



1. Produce a report that analyses the success of Islamic finance;

2. Critically evaluates whether Islamic finance is a means to financial institutions avoiding the peaks and troughs that have occurred in the financial markets;

3. Make 3 recommendations as to whether Islamic finance is the way forward for international banks.
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Executive Summary


The following report provides a concise analysis and critical evaluation of the growth and success of Islamic Finance. Statistical analysis and real world examples are used to provide evidence. The resulting conclusions prove that Islamic financial institutions are shielded somewhat from economic peaks and troughs due to their asset backing and successful risk management, but are still in their early stage with little regulatory support compared with conventional banks.

The report finds that Islamic finance is revolutionising banking systems across the world, however more regulatory clarity is needed to see the method really compete with conventional finance. Recommendations analyse the success of profit and loss sharing but also suggest the limitations of being fully sharia-compliant in non-Muslim countries.
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[bookmark: _Toc532396579]1.0 Introduction
Islamic finance correlates religious guidelines outlined in the Quran with international economic and financial transactions and products (Marfia, 2014). The Quranic origins of Islamic finance principles are 1,400 years old with modern financial products established in Southeast Asia during the 19th century and widespread growth in the late 1900’s (Naveed, 2015). The market value of Islamic banking is currently $1.66 trillion USD, with annual growth rate of 20% (CIMA, 2018). 

Interest (Riba) is strictly prohibited. Banks and investors generate profits utilising Sharia-compliant, asset based equity-participation systems where ambiguity (gharar) and speculation (maysair) is minimised, apportioning risk and reward (Warwick-Ching, 2010). Most assets are concentrated in predominantly Muslim countries (Middle East and Southeast Asia). However, Western markets are adopting IF products (Sergie, 2014). Economic benefits of investment and business activity should also surpass wealth creation, to achieve social welfare and employment (The Guardian, 2013).

The report analyses success within Islamic finance, with emphasis to appraise value in avoiding peaks and troughs of modern capitalist economies. Recommendations are also provided for international applications moving forward. 
[bookmark: _Toc532396580]2.0 Islamic Finance Contracts

Islamic banks offer increasing numbers of equity financing options. Common forms include; Ijara, Ijara-wa-Iqtina, Mudaraba, Musharaka and Sukuk (Covington, 2017., Financial Times, 2018a., IFN, 2018., Citi Bank., 2016 and Financial Times, 2018b.). All forms avoid riba with assets generating capital (Acowntancy, 2018). This is commonly perceived as more ethical (Yanīkkaya and Pabuçcu, 2017). 
[bookmark: _Toc532396581]3.0 Evaluation and Analysis of Growth and Success
Total Islamic banking assets have an estimated value of $1.66-$2.05tn (Maierbrugger, 2018) across 300+ banking institutions (EY, 2017). In perspective, HSBC assets are $2.521tn (Statista, 2017). However, despite adverse economies of scale against Western conventional banking, increasing demand for Islamic alternatives has amounted as an outcome of modern economic crises. 

One success of IF is the knock on economic contributions. This is apparent in; UAE, Singapore, Indonesia and Malaysia (Lee, 2012). Malaysia has developed a reputation as ‘the centre of Islamic finance’, as shown in appendix A, as Malaysia hosts 67% of the global sukuk market (King, 2015). The Malaysian government has created a captivating environment for Islamic banks to prosper with unrivalled regulatory support, such as the Islamic Financial Services Act (Central Bank of Malaysia, 2013). Coupled with growth in personal financing, demand for IF products increased threefold compared with conventional methods revolutionising the region (King, 2015). This is underpinned by stable GDP growth of 14.3% between 1998-2018 (Trading Economics, 2018).
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Appendix A: Malaysian IF products (Statista, 2018a).

The United Arab Emirates, namely Dubai and Abu Dhabi have become hubs for Islamic finance, with sustained periods of economic boom highlighted in appendix B (Oxford (Business Group, 2017). Prohibitive competition led Barclays to sell their Islamic finance arm for Dh650m to Abu Dhabi Islamic bank (Kassem, 2014). The GCC has been an epicentre of global crude oil production since offshore discovery in 1966, with an estimated 98.63bn barrels (Gulf News Business, 2010). Increased supply to 3 million bpd to meet demand has been funded by investment in crude oil backed sukuk (Paraskova, 2018). Sukuk is an Islamic bond for raising funds (Ogino, 2016) with issuance increasing by 45.3% in 2017 (S&P Global, 2018). Crude oil value affects liquidity in the GCC region, increasing oil prices have also seen demand of sukuk rise, and rapid development of GCC nations (Oxford Business Group, 2017). However, one limitation is anticipation of oil levies positioned by OPEC. Gas-rich nation Qatar has recently deserted OPEC seeing ‘sukuk demand slowing’ (Alkhalisi, 2018). 
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Appendix B: GCC Islamic banking assets (Statista, 2018b).

Although controversially rooted in faith (Malik et al., 2011; Bälz, 2008; OpenTuition, 2018), a strength of Islamic finance is its application to other consumer groups (CIMA, 2018), with global growth prediction of 58% by 2022 (Financial Times, 2018c). The total value of sukuk issued outside predominantly-Muslim countries rose 225%, from $1bn to $2.25bn between 2015 - 2017 attributed to growth in; Singapore, Luxembourg, Hong Kong, The UK and South Africa (Lee, 2017). London is the largest Western Islamic finance capital, with stable growth in the issuance of sukuk, displayed in appendix C. Former PM David Cameron released £200m sukuk on the London Stock Exchange in 2014 (Firdaus, 2018). Islamic Investments have since played a pivotal role in rebuilding British infrastructure, funding projects such as; the Shard Building, 2012 Olympic Village and London Gateway container port (Abdullah and Chee, 2010, pp. 12). Furthermore, a £400m Malaysian investment played a key role in restoring Battersea power station and regenerating the Nine Elms area (Osborne, 2013). These examples epitomise the success of Islamic investments, surpassing financial profits by creating jobs and providing socio-economic rejuvenation. 
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Appendix C: London Stock Exchange Sukuk bonds (Statista, 2017).

There has been stable increasing demand for Islamic financial products since the late 1900’s (Kaleem and Muhammad, 2006). However, due to the prohibition of riba, Muslims are less likely to have a formal bank account. This is most evident in the Middle East and North Africa region (MENA), where 18% of adults have an account (Foreign & Commonwealth Office, 2008). In perspective, a quarter of the world’s population is Muslim and 253.9 million Muslims live in the worlds 10 largest growth economies (Foreign & Commonwealth Office, 2008), yet only 1% of financial assets are sharia-compliant, showing huge growth potential (Osborne, 2013).

IF products are still far from replacing conventional finance. For example, Pakistan has 141 banking institutions, yet only five are fully Sharia compliant, accounting for 0.2% of the country’s total deposits (Islamic Banking Bulletin, 2018). On the contrary, 76% of Pakistanis would prefer islamic banking methods (Hanif, 2018). The contrasting findings show consumer scepticism which can be attributed to insufficient regulation.

IF institutions have lower approval rates to reduce risk in the absence of variable interest rates. Egyptian bank; Mit Ghamr founded in 1963 (Islamic Markets, 2017) had an approval rate of 40%, however the default ratio was zero due to the areas abundant aluminium industry (Naveed, 2015). Moderated approval rates can reduce the leverage of bad debt in economies, responsible for the 2008 crisis. This is assessed below.

[bookmark: _Toc532396582]4.0 Economic Turmoil and Islamic Banking Stability
Fiscal policy in modern capitalist economies is designed to circumvent volatile peaks and toughs. Peaks denote the greatest point of economic expansion before contraction which can lead to troughs (Adams, 2005, pp.48-50). In the UK, recessions occur where GDP contracts in two successive quarters, epitomised by high unemployment and inflation (BBC News, 2008).

The 2008 crisis was primarily caused by banking deregulation allowing engagement in hedge fund trading. Interest only mortgages subsequently became affordable to subprime debtors who couldn’t fund the principal of loan repayments. Spread of irredeemable debt in the economy coupled with falling house prices meant conventional banks fabricated major losses on mortgage backed securities through overinvestment (Amadeo, 2018). It could therefore be argued that; where recessions are caused by fluctuating interest rates, Islamic banking avoids economic troughs. This is due to the avoidance of gharar and maysair, hence, Islamic banks still ‘demonstrated greater stability during the financial crisis’ shielded by their asset support and sizeable capital reserves (Crane and Matten, 2016), affected only ‘indirectly from the macro shock’ of the crisis (Alam, 2014). Islamic banks saw far lower decline in profitability in early stages, however, when the crisis struck the real economy Islamic banks saw a precipitous 48% drop in profitability compared to just 13% for conventional banks. Credit and asset growth remained stable throughout (IMF, 2010). The reason for this decline in profitability was that Islamic banks contributed to economic and financial stabilisation by investing large proportions of their portfolio in the consumer sector (IMF, 2010). In effect, Islamic institutions were dragged down by the conventional banking system.

Profit and loss sharing contracts such as musharaka can also be observed as successful shock absorbers in economic crises. Unlike conventional banks who bear entire losses or shift contracts, all parties in transactions share losses thus buffering the impact (Alqahtani, 2015). This absorption is obvious when analysing bank failures, consequence of the financial crisis. Between 2008-2012, 465 conventional banks ceased operations in the U.S. alone (Forbes, 2013) compared with 0 Islamic institutions globally (Ahmed et al., 2014). Since Islamic institutions practise risk sharing as oppose to interest charges on debt finance, they are less susceptible to failure in periods of economic downturn (Crane and Matten, 2016). This reduces pressure on capital to cover losses. However, imprudent lending by conventional banks did have an ‘indirect’ impact on Islamic banking. Global reduction in economic activity caused a reduction in the price of commodities such as oil thus affecting Islamic banks with crude oil backed assets such as those in the GCC region (Alqahtani and Mayes, 2017).
[bookmark: _Toc532396583]5.0 Conclusions
Evidently, Islamic finance is undergoing huge growth globally. Its unconventional approach is in infantile stages in terms of scale and regulation, yet the above research manifests socio-economic success and stability during periods of economic uncertainty.
[bookmark: _Toc532396584]6.0 Recommendations
1. One key consideration for international banks is that Islamic finance currently lacks regulatory institutions to provide global harmony (Triebel, 2017). Absence of regulation means ‘Islamic windows’ of conventional banks seeking to attract the Muslim community often fail. An example is Lloyds who were accused of institutional religious discrimination by providing Islamic customers with interest-free overdrafts (Molloy, 2014). Subsequently, Lloyds revoked their offering of Islamic current accounts in 2016 (Lloyds Bank, 2018).

2. Profit and loss sharing contracts such as musharaka and mudarabah can be effective as shock absorbers in economic crises. Hence, adapting the conventional risk transfer system to the Islamic risk sharing system is thought as a way’ of establishing ‘a just, stable and crisis-free’ environment for international banks (Zubair, 2015).

3. Sharia-compliant banking restricts investment in hugely profitable markets such as; pork, alcohol, pornography and gambling (Bergman, 2018). Adopting Islamic finance as a progressive move for international banks would prohibit investment in these sectors meaning institutions like Goldman Sachs would forsake investment profits from gambling stocks like MGM (Rivas, 2018).
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