Islamic Growth Means Challenges

By Julian Walker,

Arab Financial Forum Secretariat

(www.arabfinancialforum.org)

Islamic finance has been a growth sector for a number of years. This trend has been boosted in the last year by the massive shift of wealth to the Middle East as a result of the recent high oil prices. A consequence of this trend is the growing links between Islamic finance and conventional financial investment vehicles. The Arab Financial Forum (AFF) is addressing this element as part of a wider programme to review the development of Arab financial markets. The forum is contributing studies and holding discussions that contribute to the OECD-MENA financial reform programme that is being supported by the Saudi and British Governments. We are keen to hear from those in both the public and private sectors who are involved in this process of growth and consolidation. 

So what kind of growth are we seeing? The Islamic finance market has been growing at a rate of 10-15% per year. This growing demand for Shariah-compliant services has raised questions over whether some new products will in fact be compatible with Shariah law. 

When we look at possible developments over the next five years it is possible to predict some likely consequences. One can distinguish three trends, mainly driven by the high levels of liquidity in the Middle East. These liquidity levels are the result of a sustained rise in oil prices over the last two years that has led to Gulf countries holding large amounts of money in the region. The International Monetary Fund estimates that oil exporters' current-account surplus could reach $400 billion, more than four times as much as in 2002. The sudden growth in oil revenues can be clearly seen in the chart below from the World Bank’s recent 2005 Economic Developments and Prospects report on Oil Booms and Revenue Management:
MENA oil export revenues 1970-2004
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2005 Economic Developments and Prospects : Oil Booms and Revenue Management
The International Energy Authority has recently forecast that demand for oil and gas will increase by 50% over the next thirty years. The Middle East sitting on two-thirds of the world’s reserves is expected to meet that demand. In other words this is likely to be a long-term and continuing process. Lord Brown of BP thinks that the price per barrel will eventually settle down around $40. This still leaves substantial investment balances for countries that need only $25 or less to cover their current commitments. 
The most obvious trend is the growing demand for Shariah compliant products beyond those linked to local Gulf markets. The strong growth of Islamic financing continues to be driven by increasing demand for these services. As Eric Myer CEO and President, of Shariah Capital and Meyer Fund Management, that creates and manages Shariah compliant alternative investment products for institutional and individual investors on a managed or private label basis, in a recent interview with the AFF pointed out: “As Middle Eastern equity markets reach ever higher levels, investors will diversify into Shariah compliant alternative investments in traditional global markets.  Their preference will be for products that offer protection against downside volatility, the result of losses they suffered during the 2000-2002 global bear market.”  
The second trend that is visible within the Islamic financial market is that Islamic products will become a core offering for conventional financial institutions. As Eric Myer argues, “Competition from a growing number of Islamic banks will force conventional banks in the Gulf, Europe and Asia to broaden their product platforms to include Shariah compliant investment funds alongside conventional funds.” This trend is borne out in The International Organization of Securities Commission’s (IOSCO) Islamic Capital Market Fact Finding Report 2004, which included a survey and interviews with selected industry participants. We have already seen the launch of an Islamic conventional bank in the UK, The Islamic Bank of Britain (IBB) which is supported by wealthy Gulf investors with a sister Islamic European wholesale bank. Michael Hanlon, Managing Director of 
The Islamic Bank of Britain spoke at the annual AFF meeting at Clifford Chance in July on integrating Islamic finance within the western world.
 He talked about the legal and regulatory compliance that the IBB follows which entailed fitting an 
Islamic model within the UK legal and regulatory framework. The IBB offers Islamic savings accounts with a profit and loss principle. As well as tax treatments of Islamic products. As Michael Hanlon stated: “Islamic Bank of Britain's mission is to become the leading provider of Islamic retail banking services in the United Kingdom and to achieve consumer recognition for superior service quality.”

In preparing this article I spoke with a number of institutions and analysts. One of the feedbacks indicated that there is a growing worldwide demand from the investing public, international institutions and corporations for Islamic capital market products and services. This demand is driven by an increasing number of Muslim investors who are looking for products and modes of investment that are acceptable and in compliance with the Shariah. As Islamic finance is becoming a prominent segment of the global financial market with the most active global financial centers for Islamic financial activities located in London and New York and the recent launching by big western banks such as HSBC, Lloyds TSB and the Citigroup of their own Shariah-compliant products. We can expect existing Arab banks to be offering a wider platform of Shariah-regulated offerings. A great example of the growth in Islamic banking can be seen in the example that Bahrain has set, as shown in the graph below:  

Growth of  Bahrain Islamic banking (1990 – 2001)
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                                 Source: Islamic Capital Market Fact Finding Report, July 2004

Anwar K. Al-Sadah, the Executive Director of Financial Institutions Supervision at the Bahrain Monetary Agency (BMA) spoke on the subject of regulation of Islamic finance in Bahrain at the last AFF meeting at Clifford Chance in July. Among the points he made he pointed out how there had been a shift from commercial banking to capital market. Which had led to greater competition and product innovation among Islamic banks. This also led to increased market volatility in the Arab financial market as old barriers have disappeared. As a result of these developments Bahrain as seen the creation of new conglomerates.
The final trend that can be observed in the development of Islamic finance is the strong growth in the sukuk market. Sukuks are an innovative Shariah-compliant debt instrument that can be traded in secondary markets. Market pressure is forcing new and competitive products to the fore. For example Meyer points out that it was only a few years ago that the first $600 Million global sukuk was launched successfully in Malaysia. Now newly issued Sukuks throughout the world are rapidly becoming a serious competitor to conventional debt financings. “I see similar dynamic evolutions in the Insurance/Takaful, home finance, and liquidity management markets.” Historically Malaysia has tended to lead in pioneering Islamic products but we can expect more traditional Gulf Islamic providers to review similar innovations

One of the big challenges facing integration of Islamic and traditional finance is the issue of ethical investment. The issue of whether ethical investment will become coupled with Islamic finance and become a major theme in global financial markets is one of the big new developments in the growth of Islamic finance. Non-Islamic markets have seen a growth in ethical investment. In fact some feel that some other many common values between Islamic ethical investment and that of other religions which have large investment funds and wish to be seen to be investing in an ethical fashion.

IOSCO’s Islamic Capital Market Fact Finding Report points out that “Islamic capital market products also share much in common with another trend, that is, the preference for ethical investing. The commonality exists because Islamic capital market products, being Shariah-compliant, may be viewed as having ethical underpinnings by virtue of the prohibition of involvement with, among others, alcohol, tobacco and gambling.”

In other parts of the Muslim world Islamic equity investment funds have also mushroomed. Very much like ethical funds, these restrict their portfolios to approved corporations, based on criteria devised by their Shariah Supervisory Boards. This is usually a body of qualified Muslim jurists well versed in commercial transactions. Regulation and interpretation of Shariah law are two key issues in the Islamic finance industry. Before an institution can offer such products to the public, they must first be scrutinised and approved by a panel of Islamic scholars. These Boards vet all new transactions and structuring of deals for compliance with Islamic Law. However, this is by no means a clear cut issue, and the opinions of individual scholars can vary. An increasing number of Muslim investors are channelling their savings through these funds. The Dow Jones Islamic Index, which acts as a benchmark for the performance of some of these funds, has tracked these developments for the best part of a decade. 
Meyer expects more integration, “as investment houses learn that Shariah compliance is simply another form of ethical investing, they will build up these products.  Gabelli Asset Management in the U.S., a publicly-traded firm with $28 billion under management and a leader in “socially responsible investing,” already has made this commitment, using our tools at Shariah Capital. When Islamic investors become aware that Shariah compliant products are available, we believe they will shift assets to these products and thereby stimulate demand.”     

Hedge funds have become part of the financial matrix in the West but there are serious question marks over whether or not they could be compatible with Islamic finance under Shariah law. 

The IOSCO report on Islamic Capital Markets explains that Islamic mutual funds or Islamic unit trust funds are managed according to Shariah principles. Islamic mutual funds typically engage Shariah boards to advise and ensure that investment operations and portfolios are managed incompliance with Shariah principles.
 The chart below shows the enormous growth in the number of Islamic equity funds:

Statistics on the growth in the number of Islamic equity funds
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Source: Islamic Capital Market Fact Finding Report, July 2004

Shariah Capital recently launched the marketing effort for the first funds of hedge funds approved for Shariah compliance:  the Shariah Long/Short Master Fund, Ltd. and the Shariah Market Neutral Master Fund, Ltd. Some think that hedge funds will inevitably be used as part of the investment mix.  This is in the belief that Shariah compliant investors, like conventional investors, will want to mitigate risk.  Hedge funds are one way to provide that protection.  Myer says that conventional hedge fund managers can manage their portfolios within Shariah guidelines without fundamentally changing the strategies and processes that historically have delivered performance superior to that of the major equity indices and long-only mutual funds and unit trusts.
The real question is are all hedge funds compatible with Shariah law, especially as most of them contain an element of risk and speculation.  It of course depends what kind of hedge fund you use, with only selected long/short, market neutral and merger arbitrage hedge fund strategies currently can be directed within Shariah compliant guidelines. But over time it is hoped that more hedge fund strategies can be eligible for Shariah compliance. Shariah Capital expects to develop other Shariah compliant funds of hedge funds such as a European long/short fund and an Asian/Far East long/short fund.

The IOSCO Secretary General, Philippe Richard told the AFF: “This focus on Islamic investment markets is to be welcomed since it occurs at a crucial time within the global financial services community.  In recent years we have witnessed unprecedented growth in the financial services industry.  Although this is a positive development, we need to ensure that the regulatory standards are in place to ensure the overall objective of investor protection is observed in all markets. Partly as a response to these developments we are currently witnessing a concerted move towards more coordinated attempts to achieve international level of convergence.  Increasingly, convergence and consistency of international principles of financial standards is becoming a central consideration to future directions, particularly for those of us involved in setting international regulatory standards.  It is an encouraging fact that the Islamic investment market is playing a valuable partnership role in this regard”.

The Islamic finance industry has enormous potential and has come on leaps and bounds over recent years, which can be seen in the decision by big western banking groups to launch their very own Shariah compliant banking facilities. There are still big question marks over whether all these new financial products and services can be fully compatible with Shariah law. It will take time to sort out the legal and regulatory compliance
 Of these new Shariah compliant services, such as hedge funds but as Eric Myer argued: “With the continued dedication of our scholars and the help of Western legal and financial experts, we are confident that tools can be developed so that, over time, more hedge fund strategies can be eligible for Shariah compliance.”
We at the AFF believe such developments will require much more analysis and a shared understanding of those working in Islamic finance and conventional structures. As such we will be undertaking studies in the coming year that consider these issues that will then be circulated for discussion to Arab central banks, finance ministers, international financial bodies such as the World Bank and bankers in the private sector acting in Arab markets.  We are keen to hear from others who would like to contribute as we travel in new directions. Uncertainty is part of the financial markets but one certainty is that Middle Eat markets will continue to grow and Islamic finance will be a growing part of that process. The AFF has attracted a number of leading players in the Arab world over the years that have participated in our various conferences both in London and in the Middle East.We look forward to sharing lessons as we travel in these new directions
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HRH Prince Turki, currently Saudi Ambassador to the US speaking at an AFF meeting earlier this year
�  IOSCO, Islamic Capital Market Fact Finding Report, (July 2004), p66


�  IOSCO, Islamic Capital Market Fact Finding Report, (July 2004), p31
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