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The world of Islamic finance and investing represents an exciting world of opportunities for Muslims all over the
world, and one we think should likely continue to grow. | recently had the pleasure of attending the Global
International Islamic Finance Forum (GIFF) in Malaysia and had the opportunity to share our team’s views as well
as exchange information on the future of Islamic finance in emerging markets. More than a thousand participants
from around the world attended this year’s GIFF in Malaysia, which | think is testament to the growth of Islamic
finance.

Many investors outside the Muslim world might not know much about Islamic finance, but recognition and
interest in it has been growing globally. Bank of Malaysia Governor Datuk Muhammad bin Ibrahim spoke at the
GIFF and reported that by 2020, total assets in global Islamic finance are expected to reach more than US $3

trillion.1 He also said that in at least 10 jurisdictions, Islamic banking today represents more than 20% of total
banking assets, and in many countries, Islamic banking services are offered in tandem with traditional types of

financial services and products.2

For those who are not familiar with Islamic finance, it encompasses both equity and credit-based investments
(called sukuk) that are compliant with Islamic (Shariah) law. The goal is the same as with other types of
investments: to produce a favorable return and/or generate income. The difference is that Islamic investments
must adhere to various tenets, including the prohibition of the payment of interest (so-called “riba”) as well as
certain forbidden activities and products including alcohol, armaments and a number of foodstuffs and food-
related activities. The interpretation of what is Shariah-compliant and what is not can be complex, requiring the
active involvement of Islamic scholars (who may not always agree). This can add a layer of complexity for
investors. If the main business of a company is not deemed compliant with Shariah law, a portfolio manager
cannot purchase, hold or sell its shares. Of course, the desired goal or purpose of any investment is to make
money for those who invest in it. So, | think it is worth a look at how these types of investments have performed
versus emerging market equities more broadly and versus global equities in developed markets more broadly.
You can see in the chart below how the MSCI Islamic Total Return Index has largely mirrored the performance of
the MSCI Emerging Markets Total Return Index since 2002 with some slight variations, while generally

outperforming the MSCI World Index.2 Of course, some countries’ equity markets have performed better or worse
than others. We would note that Islamic investment indexes in Indonesia, Turkey and Malaysia have seen some

periods of volatility but have generally outperformed many other countries in this category since 2002.4

If you look at the sector weightings of the MSCI Emerging Markets Islamic Index versus the more general MSCI
Emerging Markets Index, you will see significant differences. For example, financials is much smaller in the
Islamic Index, while consumer discretionary and energy are much higher for the Islamic index. Country
weightings also differ between the indexes.


http://blog-dev-mobius.fti-projects.com/pdf.php?p=8719#_ftn1
http://blog-dev-mobius.fti-projects.com/pdf.php?p=8719#_ftn2
http://blog-dev-mobius.fti-projects.com/pdf.php?p=8719#_ftn3
http://blog-dev-mobius.fti-projects.com/pdf.php?p=8719#_ftn4
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Sources: FactSet, MSCI. The MSCI Emerging Markets (EM) Islamic Index reflects Shariah investment principles and is designed to measure the
performance ofthe large- and mid-cap segments across 23 EM countries relevant for Islamic investors. The MSCI Emerging Markets Index captures
large- and mid-cap representation across 23 EM countries. The MSCI World Index captures large- and mid-cap representation across 23 developed
market countries. Indexes are unmanaged, and one cannot directly invest in an index. They do notinclude fees, expenses or sales charges. Past
performance is not an indicator or a guarantee of future performance. See www franklintempletondatasources.com for additional data provider
infarmation.

Forillustrative purposes only. Not reflective of any Franklin Templeton fund.



http://mobius.blog.franklintempleton.com/wp-content/uploads/2016/06/0616_Islamic_perf.png
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www franklintempletondatasources com for additional data provider information.
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Economic Growth in the Muslim World

Muslim populations have been growing worldwide, and economies in Muslim countries have similarly been
growing. In 1987, Muslim-majority countries represented about 4% of global gross domestic product (GDP); as of

December 2015, they represented about 8% of global GDP.2 We believe that percentage will continue to grow.
We also have observed that GDP growth has been higher in emerging markets generally (including many Muslim
countries) than in developed markets over the past two decades.

Many Westerners associate countries in the Middle East with the Muslim world, but some countries in Africa and
Asia also have large Muslim populations and good potential growth trends, Indonesia being the most populous
individual Muslim country. In the charts below, you can see the estimated growth and growth forecasts for
Muslim-majority countries as well as select emerging markets versus select developed markets.


http://mobius.blog.franklintempleton.com/wp-content/uploads/2016/06/0616_Islamic_sector.png
http://blog-dev-mobius.fti-projects.com/pdf.php?p=8719#_ftn5
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Sources: International Monetary Fund, Economist Intelligence Unit, as of May 5, 2016. There is no assurance that any projection, estimate or
forecastwill be realized.

Malaysia: Islamic Finance Hub

At the GIFF, Malaysia’s central bank governor discussed Malaysia’s role as a global leader in Islamic finance,
which operates alongside conventional financial markets. Malaysia has been a pioneer in Islamic finance, and the
central bank’s efforts to develop Islamic finance span more than three decades. In 2001, the Securities
Commission Malaysia provided a framework for establishing the country as a leader in Islamic finance as part of
its first 10-year “Capital Market Master Plan.” In 2006, the Malaysia International Islamic Financial Centre (MIFC)

was launched to help further its goal of becoming an international Islamic financial hub—which | think clearly has
been achieved!


http://mobius.blog.franklintempleton.com/wp-content/uploads/2016/06/0616_Islamic_GDP.png

Malaysia’s equity market has experienced weakness this year, along with its currency, which fell to its lowest
level versus the US dollar since the mid-late 1990s, at a time Asia was experiencing financial crisis. We had to
ask ourselves: Was it really that bad in the country—was this year’s selloff justified? There are many ways to
determine currency valuations, but we use purchasing power parity to help determine whether a currency is
overvalued or undervalued. This measures inflation in one country versus inflation in the United States. So, for
example, if inflation in Malaysia, China or any other country is higher than inflation in the United States, those
currencies should naturally decline versus the dollar. Based on this measure, we currently see the currencies of
both China and Malaysia, as well as the currencies of Indonesia, Thailand and Saudi Arabia, appearing to be
undervalued. We also see equities in emerging markets generally undervalued based on measures such as
price/earnings and price/book ratios.

Malaysia: Purchasing Power Parity vs. US$ @A)

Ringgit Currently Appears Undervalued
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Sources: FactSet, International Monetary Fund, Economist Intelligence Unit; Franklin Templeton Investments, May 2016. See
www franklintempletondatasources.com for additional data provider information.



http://mobius.blog.franklintempleton.com/wp-content/uploads/2016/06/0616_Islamic_currency.png

Looking at some other fundamentals in Malaysia, we know that the country is a net exporter of oil and gas, so
lower prices have had a negative impact. Palm oil is also a key export for Malaysia (the world’s second-largest
producer) and its price has been weak, and that certainly has had at least a psychological market impact.
However, the use of palm oil globally is not declining, mainly because of demand from China and India, and we
don’t expect prices to stay permanently depressed. Additionally, Malaysia has a diverse array of export products,
and is actually predominantly a consumption-driven country (representing 60% of GDP), so commodity prices
alone cannot explain the dire situation the markets seemed to be reflecting there. Malaysia’s economy has a
large service sector, which to me is a sign of its maturity. GDP growth since 1996 has averaged about 5%, and
while various forecasters call for growth below that level this year, it still appears to be experiencing a solid
growth rate. Looking at some other metrics, household debt is at 89% and public or government debt-to-GDP is

at 54%.2 While those readings may seem high to some observers (and higher than they were in 1997 during the
Asian financial crisis), both readings are actually less than that of the United States. Malaysia’s trade surplus is
good (which not many countries can boast) and foreign reserves remain at a healthy level. We also believe
Malaysia’s demographics represent a positive factor going forward, as its young population is entering its most
productive years and represents a big consumer market. | think the country has much more potential in many
consumer sectors, as well as in tourism.

If economic fundamentals do not seem to be signaling crisis, it seems that political scandal has been more likely
behind the flight of foreign investors from Malaysia. The default of 1Malaysia Development Bhd (1MDB) and the
related political scandal affected investors’ sentiment and confidence. However, foreign investor flows are often
short term in nature and temporary. Negative news certainly affects investor confidence but we generally see
these periods of market overreactions as opportunities—if we find reasons for a recovery long term. We find a
number of sectors to be attractive in Malaysia today, including integrated oil companies involved not only in
production but also exploration, refining and marketing, as well as companies involved in the consumer sector.

Our strategy has been to focus on the long term and not get sidetracked with individual news items; that’s
something we strive to do in any market we invest in. 1MDB is not the entire story of Malaysia’s economy—
although positive resolution should help foster improved investor sentiment. The proliferation of the Internet and
smartphones is accelerating change, including bringing corruption to light in many countries. Exposing corruption
and scandals publicly can help bring about positive longer-term changes—hopefully that is the case for Malaysia
and 1MDB.

Meanwhile, Malaysia continues its efforts in the area of Islamic finance. | found Datuk Muhammad bin Ibrahim’s
comments at the GIFF quite interesting in regard to how new technological innovations could take Islamic finance
to the next level of development. He spoke of how the digital revolution and widespread penetration of
technology-driven applications were already present in nearly every segment of the financial sector, and that so-
called “fintech” innovations have been fundamentally altering the way we experience and deliver financial
products and services. This is something | have also been talking about for some time. Emerging markets are
experiencing a technological leapfrogging in many areas; the adoption of new technologies is moving very fast.

One example is in the area of mobile banking and electronic payment systems, which are growing worldwide. In
Malaysia, the first Islamic Shariah-compliant Internet-based banking platform was launched this year, called the
Investment Account Platform (IAP). Formed by six Islamic banks in Malaysia, it utilizes technology to efficiently
channel funds from investors to viable economic ventures, promoting risk-sharing and supporting cross-border
investments. This is just one example of how new technologies are shaping the Islamic world, and the world of
emerging markets.

The comments, opinions and analyses presented herein are for informational purposes only and should not be
considered individual investment advice or recommendations to invest in any security or to adopt any investment
strategy. Because market and economic conditions are subject to rapid change, comments, opinions and
analyses are rendered as of the date of the posting and may change without notice. The material is not intended
as a complete analysis of every material fact regarding any country, region, market, industry, investment or
strategy.

Important Legal Information


http://blog-dev-mobius.fti-projects.com/pdf.php?p=8719#_ftn6

All investments involve risks, including the possible loss of principal. Investments in foreign securities involve
special risks including currency fluctuations, economic instability and political developments. Investments in
emerging markets, of which frontier markets are a subset, involve heightened risks related to the same factors,
in addition to those associated with these markets’ smaller size, lesser liquidity and lack of established legal,
political, business and social frameworks to support securities markets. Because these frameworks are typically
even less developed in frontier markets, as well as various factors including the increased potential for extreme
price volatility, illiquidity, trade barriers and exchange controls, the risks associated with emerging markets are
magnified in frontier markets. Stock prices fluctuate, sometimes rapidly and dramatically, due to factors affecting
individual companies, particular industries or sectors, or general market conditions.

1. Source: Bank of Malaysia Governor Datuk Muhammad bin Ibrahim at the Global International Islamic Finance
Forum (GIFF), May 2016. There is no assurance that any estimate, projection or forecast will be realized.

2. Ibid.

3. Sources: FactSet, MSCI. The MSCI Emerging Markets (EM) Islamic Index reflects Shariah investment principles
and is designed to measure the performance of the large- and mid-cap segments across 23 EM countries relevant
for Islamic investors. The MSCI Emerging Markets Index captures large- and mid-cap representation across 23 EM
countries. The MSCI World Index captures large- and mid-cap representation across 23 developed

market countries. Indexes are unmanaged, and one cannot directly invest in an index. They do not include fees,
expenses or sales charges. Past performance is not an indicator or a guarantee of future performance. See
www.franklintempletondatasources.com for additional data provider information.

4. Sources: FactSet, MSCI Islamic Indonesia Index, MSCI Islamic Turkey Index, MSCI Islamic Malaysia Index, from
June 3, 2002 through May 3, 2016. Indexes are unmanaged, and one cannot directly invest in an index. They do
not include fees, expenses or sales charges. Past performance is not an indicator or a guarantee of future
performance. See www.franklintempletondatasources.com for additional data provider information.

5. Source: Economist Intelligence Unit, December 2015.

6. Source:: Malaysia Finance Ministry, Malaysia Central Bank, 2015.
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