Unused surplus liquidity a risk factor for Islamic finance  

Underutilised surplus liquidity at most Islamic financial institutions (IFIs) has led to weak asset-liability management, increasing liquidity risk, said rating agency Moodys Investors Service. 

Issuing a stable rating on most Islamic banks, Moodys said ample liquidity levels, resilient capital bases, high asset returns and relatively low funding costs of Islamic banks add to their strengths. 

However, the agency cautioned that future upgrades may be constrained by issues related to their "underutilised excessive liquidity, inadequate corporate governance and weak risk management, particularly in terms of handling of asset liability maturity mismatches". 

The risk of underutilised surplus liquidity arises from the scarcity of medium- and long- term funds to reduce the gap between assets and liabilities. 

"Currently, IFIs are highly dependent on short-term funds to manage their longer tenure liabilities. The issue has become even more crucial in todays capital market environment because the frequency of asset write-downs is on the rise," said Anouar Hassoune, Vice-President and Senior Credit Officer at Moodys. 

Strong liquidity 

The liquidity profile of Islamic banks has been strong, said the agency in its report, Liquidity leverage trade off for Islamic banks and its impact on their ratings. The "good liquidity" reduces liquidity risks in the economic downturn. 

"Their liquidity profiles have perhaps been one of the most important strength of the IFIs. This provides them with surplus cash to use as shock absorber against possible future shortages pertaining to investment opportunities and payment obligations," said the rating agency. 

Owing to their less direct exposure to sub-prime products, Islamic banks are considered a safer option by customers who have been shifting their deposits from conventional banks. "This activity has been recorded in a number of countries, especially in the UAE, Kuwait and Bahrain," said the report. 

The excess liquidity has helped Islamic banks increase their deposit volumes. Their deposit base in the third quarter of the last year increased by 34.37 per cent in comparison to the previous year. 

"The Islamic banking industry has experienced exponential growth over the 30 years since its inception and we expect Islamic banking assets and assets under management to reach $1 trillion (Dh3.6trn) by 2010. The total assets held by Islamic banks globally amounted to about $840 billion at year-end 2008 and the entire global potential market is worth at least $5trn. 
