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[bookmark: _Toc532565818]Executive Summary
This report analyses the success of Islamic finance, by evaluating whether it is a means to financial institutions avoiding the peaks and troughs that have occurred in the financial markets, giving regard to the advantages and limitations of Islamic finance when compared to conventional finance. Based upon this analysis, the following recommendations have been made as to whether Islamic finance is the way forward for international banks:
· Innovation should be focused on as Shari’ah compliant products as they are often more complex in comparison to traditional products. This is because every transaction is based on a trading agreement. 
· Reform efforts should be affiliated to fit with the global financial regulatory reform agenda and certifying that both the supervisory and legal infrastructure remains relevant.
· Focus should be placed on continuing to build a well-functioning infrastructure for liquidity management, synchronising standards and practices along with the varied interpretations of Shari’ah between regions and institutions, to adopt the efficient, sustainable growth experienced by the Islamic banking industry.  
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1.0 [bookmark: _Toc532565819]Introduction 
1.1 [bookmark: _Toc532565820]Islamic Finance and Shari’ah Compliance 
Islamic finance can be seen as an alternative to traditional finance. While Islamic finance is a relatively small contender in global terms, Islamic finance has been regarded as, “a growing sector of the global finance market which is bringing new opportunities” (CIMA Global , 2018). Islamic finance utilizes the following financial instruments through their practice, Mudarabah; Musharaka; Murabaha; Ijara; Sukuk and Takaful. The avoidance of two concepts, ‘Riba’ and ‘Gharar’ is a key requirement of any Islamic financial activity. “Conventional finance includes elements (interest and risk) which are prohibited under Shari’ah law” (CIMA, 2015). Islamic finance does not include these elements and is in compliance with Shari’ah law. Therefore, Islamic finance is a term that, “reflects financial business that is not contradictory to the principles of the Shari’ah” (Dahman, 2014). 
1.2 [bookmark: _Toc532565821]Report Objectives
[bookmark: _Hlk532423961]The aim of this report is to analyse the success of Islamic finance, by evaluating whether it is a means to financial institution avoiding the peaks and troughs that have occurred in the financial markets. Based upon this analysis, recommendations will be made as to whether Islamic finance is the way forward for international banks.
1.3 [bookmark: _Toc532565822]Riba and Gharar 
“A key to understanding Islamic finance is knowing the meaning of two terms or concepts that must be avoided by Islamic finance in all circumstances” (Dahman, 2014). These concepts are Riba and Gharar. 
Riba is best equated to financial interest. Any premium charged on money borrowed is regarded as Riba. “Riba in its simplest term is an advantage to one party at the expense of another for no appropriate consideration” (CIMA, 2015). Here Islamic finance has addressed the issue of unjustified advantage to one party at the expense of another party with no appropriate consideration, as is seen in traditional finance.  
Gharar is the avoidance of uncertainty or gambling. Therefore, “All transations made by Islamic Financial Institutions must be free from elements of uncertainty and gambling” (Dahman, 2014). Here, Islamic finance has overcome the issue of disputes caused by unjustified terms within contracts which arise from misrepresentation and fraud. Gharar also prevents the enrichment of one party at the expense of the other through gambling. 
2.0 [bookmark: _Toc532565823]Analysis 
“Islamic finance allows those who would like to follow Shari’ah law to invest, save and raise finance by using a method which does not compromise their religious beliefs” (Dahman, 2014). While Islamic finance was developed in avoidance of compromising religious beliefs by abiding by Shari’ah, it’s relevance and efficiency is being considered as a way forward for international banks. 
2.1 [bookmark: _Toc532565824]Islamic Finance Success
2.1.1 [bookmark: _Toc532565825]Islamic Finance vs Traditional Finance throughout the 2008 Global Crisis
The global financial crisis of 2008 devastated the financial industry worldwide. However, research suggests that, “Islamic banks fared differently from conventional banks during the global crisis” (IMF, 2010). Figure 1.0 and Figure 1.1 demonstrate that during the boom period (2005 – 2007), Islamic banks experienced high average returns of average assets and average returns of average equity in comparison to conventional banks. This is supported by Figure 1.2 which shows that Islamic banks were more profitable during the lead-up to the crisis, when compared to conventional banks operating within the same region. 
While a decline in profitability would be expected from Islamic banks, an assumption based on higher profitability due to greater risk taking, Figure 2.0 and Figure 2.1 show that the average return on average assets and the average return on average equity for both Islamic banks and conventional banks, were very similar during the crisis period (2008). This would suggest that Islamic banks experienced higher profitability on average during 2005 – 2008 than expected. Figure 2.2 supports this strong asset growth identified in Figure 2.1 and also demonstrates strong credit growth along with minor impacts on profitability in comparison to conventional banks. This is a result of lower leverage, smaller investment portfolios and adherence to principles set out by Shari’ah. The resilience to the crisis displayed here, acts in favour of Islamic finance as a means to financial institution avoiding the peaks and troughs that have occurred in the financial markets. 
However, Figure 3.0 shows that as the crisis moved to the real economy in 2009, Islamic banks experienced a steep decline in profitability. This decline highlighted a number of challenges facing Islamic banks along with the importance of having a neutral regulatory framework. 
While these statistics support the common opinion that, “Islamic banks, on average, showed stronger resilience during the global financial crisis” (IMF, 2010), the global crisis brought to light a number of challenges for Islamic finance going forward. These challenges included, building a well functioning infrastructure for liquidity management, synchronising regulations and products to adopt the efficient, sustainable growth experienced by the Islamic banking industry; affiliating reform efforts to fit with the global financial regulatory reform agenda and certifying that both the supervisory and legal infrastructure remains relevant. (IMF, 2010) further suggested from these challenges that, “Islamic banks and supervisors will have to work together to develop the needed human capital, since expertise in Islamic finance has not kept pace with the industry’s growth”. It is evident that these challenges are being addressed as demonstrated by 4.0. 
2.1.2 [bookmark: _Toc532565826]Islamic Finance’s Growing Success
[bookmark: _GoBack]Islamic finance has experienced exceptional growth in recent years, with the number of Shari’ah compliant banks and financial products continuing to grow worldwide. Numerous sources suggest that, “Islamic financing asset growth is to outpace conventional counterparts” (Augustine, 2018). While this was influenced by the growth rate of assets during the boom period pre-crisis (pre-2008) as seen in Figure 5.0, it is also supported by Figure 5.1. Figure 5.1 demonstrates the continuous growth in Islamic banking assets post crisis, which has been compared to that of conventional banking in Figure 5.2. Figure 5.2 shows that after the 2008 crisis, Islamic banking experience a much stronger growth in assets when compared to conventional banking across the regions. Figure 6 identifies the key drivers of the global Islamic banking industry which have facilitated the industry in achieving this growth. Combined with Islamic principles, the key drivers of the global Islamic banking industry have influenced the opinions that  “the growth in Islamic finance will continue to outstrip that of conventional assets across core Islamic finance markets in the coming years, as demand for Shariah compliant instruments rises” (Chen, 2018).



[bookmark: _Toc532565827]2.1.3 Advantages and Limitations of Islamic Finance 
Assessments to date of the impact of the global financial crisis on Islamic banks have suggested that adherence the Islamic principles, such as adherence to Shari’ah, has sheltered Islamic banks from the impact of the crisis. Islamic principles, including ethical conduct; risk-sharing; availability of credit; sale restrictions of debt and short sales; the prohibition to sell unowned assets and the restriction of excessive uncertainty, are all considered to have contributed to the reduced impacts of the crisis on Islamic banks. The close link between financial transactions and productive flows experienced by Islamic banks, along with the dimensions of risk management and governance, strongly contribute to the resilience experienced by Islamic banks. Islamic banks are able to ensure macroeconomic stability, through their offering of products that, “limit excessive leverage and disruptive financial innovation” (Dridi', 2010). It is clear that Islamic banks contribute to both financial and economic stability, even during a crisis period, “given that their credit and asset growth was at least twice as high as that of conventional banks” (IMF, 2010). 
Figure 7.0 and Figure 7.1 demonstrate the profit/loss sharing nature of investment deposits. While this feature is considered to provide Islamic banks with an additional buffer, this feature was not tested in the 2008 crisis due to the fact that most Islamic banks remained profitable. This profit/loss sharing nature may also act as a disadvantage for Islamic banks when compared to conventional banks, due to the profitability benefits conventional banks experience from higher interest rate margins. The Investment Accounts Holders’ (IAH) return is based on the Islamic bank’s performance, therefore, provided all other factors influencing profitability remain the same, the Islamic bank’s profitability will be shared with the IAH. 







3.0 [bookmark: _Toc532565828]Conclusion
Islamic finance’s key principles which are set out to abide by the requirements of Shari’ah, offer Islamic finance a number of advantages over conventional banks, in their ability to avoid the peaks and troughs experienced in the financial market. While Islamic finance is experiencing strong success through their continuous growth, focus should be placed on overcoming the challenges brought to light in previous crisis periods. 
4.0 [bookmark: _Toc532565829]Recommendations 
“The Islamic financial system has so far been able to gain a very small share of the global financial market and, even if it operates perfectly as desired by the Shari‘ah, it may not be able to create a significant impact on the international financial system in the near future” (Chapra, 2008). However, numerous studies have found Islamic finance to be “proficient of reducing the harshness of financial crises and a latent solution to financial volatility” (Baber, 2018). 
Recommendations for Islamic finance moving forward:
· [bookmark: _Hlk532565749]Innovation should be focused on as Shari’ah compliant products as they are often more complex in comparison to traditional products. This is because every transaction is based on a trading agreement. 
· Reform efforts should be affiliated to fit with the global financial regulatory reform agenda and certifying that both the supervisory and legal infrastructure remains relevant.
· Focus should be placed on continuing to build a well-functioning infrastructure for liquidity management, synchronising standards and practices along with the varied interpretations of Shari’ah between regions and institutions, to adopt the efficient, sustainable growth experienced by the Islamic banking industry.  
These amendments could fundamentally strengthen and broaden the appeal of Islamic finance as a sustainable way forward for conventional banks to avoid the peaks and troughs that have occurred in financial markets.
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Figure 1.0 - Average Return on Average Assets 2005 – 2007 
[image: ] (Dridi', 2010)
Figure 1.1 - Average Return on Average Equity 2005 - 2007
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Figure 1.2 - Before the Crisis 
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Figure 2.0 - Average Return on Average Assets 2008 - 2009
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Figure 2.1 - Average Return on Average Equity 2008 - 2009
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Figure 2.2 - Initial Crisis Effect 
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Figure 3.0 - Deepening Impact 
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Figure 4.0 - Four Key Spectrums of Developmental Focus 
[image: ] (KFH, 2014)
Figure 5.0 - Market Share and Growth in Assets of Islamic Banks and Conventional Banks in Selected Countries (%)
[image: ] (Dridi', 2010)
Figure 5.1 - Islamic Banking Assets Growth Trend (2008-2014)
[image: ] (KFH, 2014)

Figure 5.2 - Growth of Islamic Banking and Conventional Banking Assets (2008-2012)
[image: ] (KFH, 2014)
Figure 6.0 - Key Growth Drivers of the Global Islamic Banking Industry
[image: ] (KFH, 2014)
Figure 7.0 - IB Return on Investment and IAH’s Return
[image: ] (Dridi', 2010)

Figure 7.1 - Credit and Deposit Interest Rate 
[image: ] (Dridi', 2010)
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Figure 9a. Average Return on Average Equity, 2008-09
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Chart 2
Initial crisis effect

Islamic banks saw only a minor impact on profitability in
the early stages of the crisis, while credit and asset
growth remained strong.
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L INTRODUCTION

Islamic finance is one of the fastest growing scgments of global financial industry. In some
countries, it has become systemically important and, in many others, it is too big to be
ignored. Several factors have contributed to the strong growth of Islamic finance, including:
(i) strong demand in many Islamic countries for Shariah-compliant products; (ii) progress in
strengthening the legal and regulatory framework for Islamic finance; (iii) growing demand
from conventional investors, including for diversification purposes; and (iv) the capacity of
the industry to develop a number of financial instruments that meet most of the needs of
corporate and individual investors. It i estimated that the size of the Islamic banking
industry at the global level was close to US$820 billion at end-2008 (IFSB et al, 2010).

b Fih Table 1. Market Share and Growth n Assels of isamic Banks and Conventional Barks in
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The profit/loss-sharing nature of investment deposits provides IBs with an additional buffer
(Box 1). However, this feature was not tested in the crisis given that most banks remained
profitable. In addition, in the context of the crisis and given the loose monetary stance in
‘most counties, this feature is likely to put IBs* profitability at a disadvantage compared to
CBs. This stems from the fact that CBs" profitability benefits from higher interest rate

Figure 10a. 1B Return on Investment and IAH's Retum  Figure 10b. CB Credit and Depost Inerest Rate
Return

R
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‘Deposinterest

At loose monetary Pro-rsis
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*' GIB is owned by the six Gulf Arab states.

* See GIB's 2008 Annual Report for more details. The analysis does not account for the potential reduction
losses due to the purchase of these assets
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