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Executive Summary

Islamic finance has moved from being just another buzzword in last decade to an extremely popular and viable
alternative in today’s interconnected financial world. Islamic asset management has been at the forefront of
revolution along with Islamic Banking.

Islamic asset management involves merging conventional asset management processes with holistic and socialistic
principles of Sharia for identification of securities. This responsible investment practice has enveloped the Islamic
world significantly and some parts of the developed world adequately.

But each new concept starts with the early adopters and propagates when the current problems are sorted out
when the majority users come into the picture. Today Islamic asset management is in a phase where the teething
problems have been identified and work has been started on their rectification. Further growth opportunities have
been explored and threats to future growth too are being recognized.

This paper aims to demystify current status of Islamic asset management activity across the world, current
problems, explore future growth opportunities and forecast issues that could crop up in near future.

Islamic Asset Management — A Beginning

Asset Management simply put is management of a client's funds by a financial services firm, usually an investment
bank. This investment management company will invest on behalf of its clients and allow them access to a wide
range of old school and alternative product offerings that would not be available to a normal investor. Recently,
however, there has been a spurt in activities under a new sub-section of asset management called ‘Islamic Asset
Management’. Sharia scholars inform that Islamic asset management is definitely not a new discovery and has been
around for decades now if not centuries.

Islamic asset management essentially means professional investment management of Sharia (Islamic Law) compliant
investment avenues like equities, Sukuk (Islamic bonds), real estate and commaodities.

The core of Islamic asset management has been rooted in Islamic financing guidelines which simply aim of bringing
integrity, fairness, trust, honesty to an investor’s funds to attain the goal of ensuring equitable wealth distribution.
Islamic investing hence is being viewed not as a devotedly guided investment methodology but as a moral form of
investing that promotes tangible economic activities which are socially desirable. The net effect of this investment
approach is to ultimately generate competitive investment returns under ethical business practices. In a nutshell,
the business of Islamic asset management can be accomplished by anyone because it is the same as the universal
term ‘asset management’.

Current Market Base & Locations

A research conducted by Malaysia International Islamic Financial Centre (MIFC) indicates that in 2004, total Islamic
AUM (Assets Under Management) amounted to $29.2bn which had risen, by September 2014, to $75.8bn. Over the
same period, number of active funds has also improved from 285 to about 1161. However, research concludes that
there is substantial scope for a move upwards.

According to CIA World Fact book, global population in early 2015 was 7.2 billion individuals of which 23.6% were
followers of Islam and according to US based Pew Research Centre, by 2030, followers of Islam will account for more
than a quarter of world population. Growth in Muslim population has been one of the pivotal reasons for the rise in
number of individuals seeking specific Islamic Asset Management services. This invariably creates a burgeoning need
for the institutions to scale up their offerings in Islamic Asset Management space. Financial institutions spread
across countries in Middle-East like Saudi Arabia, United Arab Emirates & in Asia like Malaysia, Indonesia etc. have
begun offering these ‘specialized services’.
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Islamic Asset Management — A Beginning

Current Geographical Spread
Growth Story So Far

= Buoyed by presence of robust frameworks in South Asian countries of Indonesia & Malaysia, the Islamic AUM has
been clocking a CAGR of almost 10% in last five years. Fund managers credit the same to government authorities
which have been quick in fostering an extensive framework for Sharia compliant fund management. Other
factors attributed to the growth have been renewed confidence in emerging markets as well as favourable
demographics. South East Asian countries too have benefited from the new passport regime in ASEAN
(Association of Southeast Asian Nations) that permits ASEAN collective investment schemes. This initiative allows
fund managers to offer locally originated and authorised funds to retail investors in other member countries
signatories to which currently include Singapore, Malaysia and Thailand. South Asia is moving towards an Islamic
Asset Management movement with full gusto

= The Middle East region too, where Islamic asset management school of thought originated long time back, is not
far behind in growth engagements. According to CapGemini World Wealth Report, Muslim affluence has
exhibited a CAGR of 7% over the period from 2012-15. This jump in the average Middle East HNI’s net worth has
contributed in an extremely positive way in the proliferation of new funds. Another reason for the rise in the
concept has been proximity to an IFC (International Financial Centre) in Dubai. This proximity allows new Sukuk
issues and fund launches in South Asia to be immediately promoted & scaled up for the Middle East geography

= There have been recent uptrends in the issues of large Sukuk bonds which have played an extremely important
role in highlighting the emergence of Sharia compliant financial products amongst the investing classes

Traditional Asset Management vs Islamic Asset Management

= Asset management principles are universally applicable to every sub-section under the broad umbrella.
Traditional and Islamic Asset management differ mostly and extensively in the last step of Asset Management i.e.
selection of securities. Though there is not much difference between the products offered in a conventional
setup and an Islamic asset management setup, one major talking point is the use of only Sharia compliant
products in the latter that sets it apart

= Traditional asset management does client profiling using typical requirements which include but are not limited
to just client needs, liquidity preferences, risk return profiles, diversification preferences etc. before filtering out
the possible investment options. Post which a decision on ‘what to invest in’, ‘where to invest it’ and ‘how much
to invest’ is made. The investment is subsequently followed by regular tracking and updating of the portfolio

= C(Client profiling is done similarly in Islamic Asset Management with the only addition of a note stating the need
for investing under the doctrines of Sharia. Asset managers need to ensure few points are catered to in the
calculations to be done for their Islamic clientele. Zakat (annual asset tax) & inheritance is duly considered. Asset
allocation is typically the same in conventional & Islamic setup
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= Security selection is where the pivotal differences emerge between Islamic and conventional set up. Along-with
the filter of risk return profiles for different investment options under consideration, Islamic investment options
have an additional couple of filters to consider

= These filters target investment avenues that do businesses in alcohol, pork, gambling, weapons, tobacco,
‘conventional’ financial institutions, pornography and anything else which is deemed as ‘Haraam’ (unlawful)
according to Islam. A second level filter ensures that permitted investments opportunities are performing
business according to Islamic laws which prohibit excessive debt, unused accumulated cash, high debtors etc.

= Finally a list of prospective candidates is arrived at which can be used for investing. By default, all the companies
are rejected and only after clearing these filters does a company become eligible for selection consideration

Universe of all Publicly Listed Universe of all Publicly Listed Universe of all Publicly Listed
Stocks, Sukuk bonds, Real not involved in Unethical and which could be part of
Estate Funds Immoral Activities Portfolio

r
Filter 1 Filter 2
Gambling, Financials, High Debt, Unproductive
Pornography, Liquor, Pork Cash, High Receivables

= Similar to conventional Asset management, a periodic feedback and update activity is carried out on the
portfolio

Regulatory Environment for Islamic Asset Management

= The philosophy of Islamic finance basically involves omission of transactions considered immoral and
endorsement of greater social justice by risk-reward sharing. While Islamic finance prevents creation of new
financial risks by maximizing profit; it also hinges on protection of the society from trickery, fraud and social
tensions

= Regulatory requirements as mandated by Sharia laws include appointing a Sharia board and carrying out an
audit, the ‘purification’ of income, asset screening, custody arrangements and trading agreements. The Sharia
board will ensure that the fund and the asset managers will work under the strictures of the Islamic concepts of
money and capital

= Sharia doctrines indicate that along with certain businesses which are considered ‘Haraam’ some of the financial
transactions too are considered to be ‘Haraam’. These include trades in uncertainty or contingency based
contracts like short trades, futures, derivatives and traditional insurance

= Sharia board comprises of Sharia experts who are scholars in conventional finance as well as well-versed with the
Islamic principles of money. Sharia board will be the governing body for ensuring full compliance of the
investments and transactions with Islamic principles. The board is authorised to issue ‘Fatwas’ on few
transactions that are unreligious according to Islamic principles. Islamic asset management companies are also
subject to annual audit of all their funds by Sharia board

= Additionally at times a Sharia compliant investment receives dividends generated as part of a company’s normal
business operations. If a part of the normal business operations is non-compliant that part of the dividend
income is donated to charity and the investment is ‘purified’. The decision to declare a part as ‘Haraam’ rests
with Sharia board
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= Despite the presence of august Sharia board amongst all the asset management firms, one of the critical issues
plaguing the Islamic asset management industry is an umbrella organization that is able to decipher the Islamic
principles. Islamic scholars across different countries retain different schools of thought. Thus creating diverse
views on which investment is Sharia compliant and which one isn’t. This is creating wider ramifications for future
progress of the concept

Current Challenges Plaguing Islamic Asset Management

For any idea to flourish significantly there has to be as minimal friction as possible. Islamic asset management has
moved up substantially in last few decades and the growth in last 5 years has been nothing but phenomenal, but still
some critical areas need to be taken care of before further growth can be witnessed.

Critical Challenges faced by current market entrants both asset managers & clients include:

= Current market size forbids additional activity: Today almost $76 bn of assets are being managed by some 1100
odd funds. These numbers don’t augur too well for increase in activity at least in the near future. Creation of
more funds seems to be risky proposition especially with limited expertise available. Current supply is in line with
demand and additional supply may reduce further demand if not controlled. Though the current market
participants are of the view that this market is still in a nascent state and blooming of the same will take another
5-10 years

= Banking Needs: One of the chief reasons for the burgeoning asset management activity in early 20t century
across US and Europe was availability of fewer funds with banks and basic requirement to source funds through
alternative channels for funding banking activity. However in the Middle East, banks find it easier to source funds
needed for normal banking activities through deposits raised than rely on fees obtained through advisory or
asset management activities

= Geographical Diversification: Another critical issue plaguing this industry is the need for deployment of these
funds. HNI investors prefer investing their surplus funds abroad. Reduced activity outside GCC (Gulf Cooperation
Council) or South East Asia has thus limited the scope for these funds to be deployed anywhere else essentially
leading to much lesser diversification as opposed to conventional asset management

= Semi Developed Asset Classes: Islamic asset management space faces another hindrance in the form of
incomplete development of asset classes. Though numerous investment opportunities exist across most of the
asset classes, illiquidity and lack of suitable valuation models play a spoilsport. Viability of including alternative
investments like hedge funds and private equity funds too is tricky due to Sharia board’ inability to declare them
as ‘Halaal’ (Lawful/Permitted Activity)

= Remuneration of Sharia Board: Cost of managing an Islamic fund is much more expensive than a conventional
fund at least on the regulatory front. Though the Islamic wealth management idea has caught up fancy of many
Islamic scholars, the number of funds is increasing much faster than the available expertise on the Sharia front.
Remuneration of Sharia board is certainly a significant cost to the fund

= Past Performance: Past performance is definitely not an effective predictor of future performance. But
comparison of conventional asset management with Islamic asset management is extremely difficult on the fund
performance parameter. Relative to conventional asset management, Islamic asset management is
inexperienced and lacks historical performance. Most of the 1000 odd Islamic funds have been setup in last
decade or so. Even cumulative performance of Islamic asset managers over this time period hasn’t been out of
the world to make an HNI or a Pension fund or an SWF (Sovereign Wealth Fund) to sit up and take notice

Challenges in Future

=  Growth of the Islamic asset management rests with two critical factors as with conventional asset management
one being the client base and other the fund management

= Clients typically are concerned with risks and returns. Returns made by the early adopters will lead to the
concept either catching up or falling flat in near future. Next stage of growth will be ushered in only by demand
voicing a need for the product. Though HNIs seemed to have taken a bite of the pie, real growth picks up only if
institutional investors respond positively by demanding newer products and funds
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= |n Islamic asset management, important costs are accrued to Sharia board remuneration and valuation &
identification of investible assets. Setting up and financing Sharia boards involve money. Limited availability of
expertise and scholarly advice elevate costs of doing business substantively. Currently restricted avenues for
investment make the cost of identification expensive too

= Dearth of capable asset managers with enough experience may stifle the future growth prospects. As the
industry is in a nascent stage the early movers have gained substantial experience in fund management as well
as Sharia doctrines. But with advent of bigger and more funds the current expertise shouldn’t give way to a next
generation of wealth managers who are still finding their feet in the industry

= Despite these challenges most of the individuals working in the industry opine that markets will attain maturity
as and when more funds come in. Therein undoubtedly lays an opportunity for innovative firms to ideate to fix
latent problems plaguing the industry. Equally increased demand for human resources with key skills will spur
more individuals — new to wealth management as well as conventional wealth management experts — to flock to
these new pastures

Opportunity to be Harnessed

= To put things into simple perspective, the current estimate of global assets under management is somewhere
around $63-65 tn growing at the rate of almost 6% compounded annual growth rate (CAGR). Islamic assets
under management represent a miniscule part of about 0.12% of the global pie with a CAGR of 9%. So there is
tremendous scope for growth and numerous opportunities that could be harnessed

= Islamic asset management is currently being positioned only for Islamic investors. Though the fund management
is largely based on principles governed by religious preaching, it is also heavily inclined towards socially and
ethically responsible investing. Fillip to sectors, which Sharia allows to invest in, provides for development of
mature markets and society. Concept of Islamic asset management will receive significant boost if the same idea
is accepted by any normal HNI investor, pension fund, insurance firm etc. without client being from Islamic state
or Islamic faith. It could lead to diversification for the big ticket investor, who is tired of investing in conventional
developed market funds

= QOpportunities existing in sustainable investment & impact investing space are enormous. According to GSIA
(Global Sustainable Investment Association), global sustainable investment market has grown from $13.3 tn in
2012 to $21.4 tn in early 2014. If Islamic asset managers play their cards smartly and market Islamic asset
management skills well, they can pitch their funds to the wide clientele that invests in socially responsible funds

= New age Islamic investors or current baby boomers, who will start saving from now on for their retirement &
future needs, will now have an avenue to invest within the strict tenets of Islam

= Synergies can be realized when initiatives like ASEAN passport regime fructify and funds launched across one
region are gobbled up by investors across the world. This will lead to more knowledge sharing and better
functioning regulators

= Current market for the Islamic asset management is limited to a few GCC & South Asian countries along with
European cities like Luxembourg & London. Apart from GCC and Asian Islamic republics, numerous funds have
been domiciled in Jersey, Cayman Islands, US & South Africa with total AUM of $16 bn. Studies conducted by
MIFC have identified numerous markets outside of Asia including countries in Africa, EU along with US and UK
where Islamic population forms a sizable part of the overall population to tap into a latent demand for their asset
management needs

= |Islamic insurance market or ‘Takaful’ is proposed to grow by leaps and bounds in the future. According to E&Y,
global Takaful market size which is around $15 bn today is estimated to grow to $20 bn by 2017. Some of these
premiums will unquestionably be channelized towards Islamic funds

= Finally, several Islamic republics are creating their Sovereign wealth funds which would end up seeking more
Sharia compliant product mix. This, in turn, would spur creation of newer products invariably leading to more
Islamic asset management action

Islamic Asset Management Maveric Systems | 6



Conclusion

Conventional fund management played a significant role in helping world economy shape up to its current position
in last century. Islamic asset management through its systematic and disciplined approach towards investing
certainly seeks to occupy the pivotal role in current century.

Current challenges still exist and forthcoming challenges too seem daunting but opportunities seem too great to be
ignored. Islamic asset management is an area where early movers have sufficient advantage but newer entrants can
ideate to create a position for themselves. Only the iceberg’s tip has been scratched so far.

Maveric Advantage

= Maveric has established its presence through numerous core banking implementations across GCC as well as
Asian Islamic republic countries. Most of these have been for large scale transformational projects in Islamic
banking institutions

= Maveric through association with stock exchanges, banks and financial institutions provides domain consulting,
process consulting and transition services and has gained significant exposure to Sukuk products, ETFs, equities,
alternative investments among other Islamic capital market products

= Clearly with the spurt in Islamic asset management activity in foreseeable future aligning with a partner,
possessing rich experience of Islamic banking transformation projects and newly acquired exposure to Islamic
capital markets, will result in a win-win situation for all
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