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The recent trend in the Muslim world towards reinforcing their cultural (i.e., religious) values
on their economic policies and institutions has resulted in a roughly $2 trillion Islamic financial
services industry. This industry is quite resilient and growing at a large rate even at a time
when conventional banks were failing in the recent financial crisis.

Financial systems play a vital role in advancing intermediation by mitigating market
frictions, facilitating efficient investment decisions, allocating scarce capital and conveying
financial transactions. This, in turn, stimulates capital accumulation decisions and technolog-
ical innovation that are crucial in delineating a nation’s long-term economic path.

A conference was held in Bangor University, Gwynedd, North Wales on September 15,
2014, to critically examine the Islamic financial services industry under the aegis of Bangor
University and the Islamic Research and Training Institute (IRTT) of the Islamic Development
Bank. The four high-quality papers presented at the conference are featured in this Special
Issue of the Journal of Financial Services Research (JFSR). They are categorized into two
groups. The first group comprises of a paper studying moral obligations and a firm’s
engagement in ethical activities. The remaining three papers study the risk of Islamic banks
vis-a-vis conventional banks. These are described below.

1 Ethical principles and earnings quality of a firm

Alsaadi et al. (2017) empirically investigate the impact of Corporate Social Responsibility
(CSR) and Shariah compliance on earnings quality in their paper on “Corporate Social
Responsibility, Shariah-Compliance and Earnings Quality”. Their data includes firms from
ten European countries over 2003 to 2013. Their results illustrate that firms displaying a high
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level of CSR are less likely to engage in earnings manipulation. In contrast, firms in
compliance with the Shariah are more likely to manage earnings. They rationalize their
controversial result by stating that inclusion of a firm in the index implies that they do not
do anything prohibited in Islam. In other words, membership does not play a crucial role in
ethical behavior as the Shariah index comprises of firms based on negative screening instead of
social welfare and transparency.

1.1 Contrasting risk-taking by islamic banks with their conventional counterparts

The three papers in this area seem to be inspired by Abedifar et al. (2013) and study
various facets of risk of Islamic banks. The paper by Mollah et al. (2017) on “The
governance, risk-taking and performance of Islamic banks” studies the impact of gov-
ernance structures on the risk-taking and overall performance of Islamic banks in contrast
to conventional ones. Their empirical investigation, using hand-collected data from fifty-
two Islamic banks and one-hundred and four conventional ones in fourteen countries for
the period 2005 to 2013, attributes the high risk-taking (and thus better financial
performance) of Islamic banks (in contrast to conventional ones) on their governance
structures. This result is observed despite cross-country variation and the common
perception of Islamic banks’ conservativeness. Nonetheless, Islamic banks are capitalized
better than conventional ones.

The above result leads one to question the failure risk of Islamic banks with respect to their
conventional counterparts. This issue is analyzed by Pappas et al. (2017) in their paper on “A
survival analysis of Islamic and conventional banks”. These authors employ a novel approach
to survival analysis by incorporating the Cox proportional hazard model to a data set
comprising of four hundred and twenty-one banks in twenty Middle and Far Eastern countries
from 1995 to 2010. They realize that Islamic banks have a significantly lower failure rate in
contrast to their conventional counterparts. The reduced risk is found both unconditionally and
conditionally on microeconomic (bank-related) as well as macroeconomic and market struc-
ture variables.

The above result illustrates that the financial system safety net (i.e., deposit insurance) is
contingent on the unique risk profile of Islamic versus conventional banks. This issue is
studied by Aysan et al. (2017) in their paper titled “Islamic banks, deposit insurance reform
and market discipline: Evidence from a natural framework”. The authors study this issue
empirically in the context of Turkey, which reformed its deposit insurance scheme to cover
both Islamic as well as conventional banks. The purpose of the study is to examine whether
Islamic and/or conventional banks are subject to market discipline or not. Their findings
highlight the distinct response of depositors to both types of banks. The authors realize that in
the pre-deposit insurance reform period, the depositors of conventional banks were more
concerned about bank risk in contrast to those of Islamic banks. This reverses in the post-
reform period. The authors interpret this as implying that the reform: (i) has changed the
sensitivities of religious depositors; and (ii) ceased the mutual supervision and support
amongst Islamic banks. This leads the authors to conclude that the earlier Islamic deposit
insurance had a ‘numbing effect on market discipline’.

To sum up, we believe that the collection of papers in this Special Issue makes a great
contribution to the understanding of the Islamic financial services industry. The insightful
results and new findings can help in the structuring of appropriate regulatory framework and
improving policy making.
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